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(ii) JI01IUCU1UWIG UVDUB8 

Staff annualized nonrecurring local revenue and chU'C)ea 

assessed customers for changinq designated preferred intaraxchanga 

carriers (PICs) using the same September times twelve method, while 

SWB relied upon the average charge per access line method. 

Ex.7,p.39-40 Ms. Martin explained that local nonrecurring charges 

(such as new connect charqes) run at a higher level in July, August 

and September due to school activity, and PIC charges fluctuate 

from month to month. Thus, relying upon only September produces a 

higher result than can be expected annually. Ex.7,p.40 Ms. 

Rucker's surrebuttal confirms that July, August and September do 

indeed tend to have higher results than others in the test period 

series. 159 Ex.28HC,Sch .. 4 staff's annualization thus overstates 

expected revenue for the test period. 

(iii) BO DISCDDBLB DDD (JIZSC) 

Staff used several methods for these types of revenues where 

no discernable trend was noted; LJla., 1991 data, nine months 

average data, or September times twelve.HO Ex.7,p.41 SWB 

proposes using the actual results tor the twelve months ending 

September, 1992. This captures any test period change and assures 

that a representative period is used relative to rate base expense. 

Ex. 7 ,p.41 Ms. Rucker's surrebuttal analysis confirms that her 

lBJis. Rucker makes no attempt to rebut Ms. Martin's point that 
because of school new connects, nonrecurring charges occur in 
higher proportion during September. 

1~s. Rucker really offers no compelling reason why 1991 data 
is appropriate or representative. Indeed, Ms. Rucker seemingly 
contradicts herself by arquinq in her surrebuttal that there is a 
discernable trend for these revenues. Ex.28,p.15 
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proposal not only doesn't correspond to actual 1992 results, but 

will not be achieved by SWB until 1993 or later. Ex.28,Sch.5 

Again, Ms. Rucker relies upcn •growth" as her touchstone, but fails 

to recoqnize those additional revenues will be accoapanied by 

higher expense and rate base levels which are not part of Staff's 

proposal. Thus, Ms. Rucker's revenues are not representative of 

Mr. Meyer's test period expenses and rate base. 

( iv) OBCOLLBC'!IBLB lU!NDUBS 

Both staff and SWB recognize that uncollectible revenues must 

be included. The principal difference is due to the revenue level 

selected, the higher the revenues in the analysis, the greater the 

uncollectible offset. Ex. 7 ,p.42 While Staff may disagree how 

"direct• the relationship is, hiqher revenues do result in higher 

uncollectibles also. 

B. BOBw.aGB BXPBHSB 

While Staff adjusted many expense account balances froa 

December 31, 1991 to t~elve months ending September 30, 1992, it 

ignored changes to non-waqe expense balances •161 SWB witness 

Wepfer testified that nonwaqe expenses18 have materially changed 

since December 31., 1991 and that the update to September 30, 1992 

is needed to properly match the revenues, rate base and other 

expenses in the test period. 163 Ex.43,p.59 Ms. Wepfer further 

1' 1As it did with access/billing II collection expense. 

lGExamples are office supplies, gasoline, advertising, paper 
products, etc. Ex.43,p.57;T.660 

18•Material change" was the principle basis for Staff's 
adjustment to revenues, waqefsalary expense and rate base. 
Ex.2,p.2-7;T.150-153,157-158,163-l66 
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annualized those account balances using the GHP-IPD, vbicb 

represents the price 110vement in the economy and is an appropriate 

measure of price behavior for these SWB expenses. Ex.43,p.61 

staff principally opposes the GNP annualization factor, 

arguing that the GNP relationship to SWB expense is •unsupported 

and unverifiable.• Ex.31,p.28 However, during cross- examination, 

Ms. Wepfer was asked about this relationship and introduced a study 

performed by SWB which correlated the GNP factor to SWB expense 

changes. T.660, 664-65 Staff's objection is therefore without 

foundation. 

staff also argues that the adjustment does not •consider" 

offsetting cost reductionsG Ex-31,p.28 However, since Ms. Wepfer 

used September 30, 1992 results, all offsets reflected in expenses 

are included -- indeed, this is the same year ending method Staff 

used to adjust its other expense accounts to the September 30, 1992 

test period balances. 1" T.165-6 

As a last defense. Staff says that these adjustments •cannot 

even be isolated." Ex.31,p.29 This statement is confusing -

Staff witness Boczkiewicz, in his ewe adjustment work papers, was 

certainly able to isolate nonwaqe expense for his computation. 

Ex.189 If nonwage expense is considered in one part of staff's 

proposed adjustment (CWC), what reason would Staff have to ignore 

this same expense for the year ending process? 

IMstaff also complains that "all the adjustment• for nonwage 
expense does is restate the balance at September 30, 1992. This, 
of course, is precisely "all that Staff's adjustments• do with 
respect to waCJe, depreciation, rate base, and revenues. 
Ex.5,p.9;Ex.7,p.l1-15;T.l49,157 1 163,166,498-499 
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(i) 1CC:US/BXLLDIQ & COLLBCUOII BU-B 

SWB updated Access/Billinq & Collection (B&C) expense to 

September 30, 1992 levels; Staff failed to mention this 

adjustment.•~ SWB, as a primary toll carrier, pays access charges 

(and B&C) to other local exchange companies for XntraLATA toll 

service SWB provides. These access charges relate directly to toll 

revenues included in SWB's September 1992 test period amount. 

staff proposed an annualized toll revenue increase (from 1991 to 

September 30, 1992), but, it failed to reflect the corresponding 

increase in expense related to ·the higher toll revenue in its case. 

Ex.7,p.93-94 staff's proposal, therefore, does not maintain the 

•appropriate revenue, expense, rate base• that Mr. Meyer discusses. 

Ex.2,p.2-3;Ex.7,p.93-94 

XII. IBCBBTIVB RBGOLATION 

Xncentive regulation is working in Missouri. SWB's current 

incentive plan is promoting the efficiencies, the in·vestments, the 

reasonable prices and the revenue growth it was designed to 

promote. As Mr. Wilk, former President of the California Public 

Utilities Commission, pointed out, as the industry changes so liUSt 

its regulation. Ex.56,p.8 In today's environment of growing 

competition in the telecommunicat.:ions industry, efforts to exercise 

the •typical" total regulatory control of the industry (through 

traditional regulation) will cause numerous problems and likely 

frustrate the achievement of important public policy goals, such as 

the qoal of insuring quality, modern and affordable service in the 

rural as well as urban areas of the state. Ex.56,p.9 

1~Indeed, Staff does not rebut the proposal at all. 
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The need to JIOV& away froa traditional regulatiOD vas 

recognizecl early on by this eo-issiOD in approviJl9 the coapany's 

current plan. Moat states, (twenty-nine states and the District of 

Columbia), have now adopted some form of incentive regulation as a 

way to balance the ongoing need for regulatory oversight with the 

complications resulting from the introduction of competition into 

the telecommunications industry. Ex.56,p.29 In addition, there 

are currently six additional states where alternative regulation 

proposals are being considered. Ex.61,p.2,Sch.l 

One of the key benefits inherent in many incentive plans is 

accelerated or increased infrastructure modernization. Many 

incentive plans today have been designed to encourage investment in 

the state's telecommunications infrastructure. Ex. 61, p. 2, Sch.l In 

order to bring about this investment, many plans have incorporated 

incentives to encourage companies to accelerate or increase the 

level of investment in the state. .14. SWB's current plan did just 

that. It offered incentives for accelerated investment in the 

network infrastructure through an opportunity for improved 

earninqs. AJ:)sent the current plan, rural Missouri customers simply 

would not have the additional services and quality of service 

available to thea today. Traditional regulation has not readily 

fostered agqressi ve infrastructure development, as evidenced by the 

need for a Commission rulemaking to define minimum parameters for 

basic local service in this state. Ex.61,p.3-4 

Given the relationship of network modernization to incentive 

regulation, several plans adopted in other states have included a 

quid pro quo of infrastructure development in return for specified 
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incant! vas. Ex. 61, p. 4 ft... aqr881Mlnt. vera preldsed upon the 

belief that if proper incentives are provided, thaD there is an 

impetus for companies to undertake accelerated or additional 

infrastructure development that would expand the availability of 

advanced telecommunications capabilities to broader aarkets, 

including rural markets. Ex.6l,p.4-5 

These aqreements make business sense. There should be no 

doubt that a relationship exists between SWB's management decision 

to invest in infrastructure projects and the expected profitability 

of the Company as a result of such invest.Jaent. Ex.49,p.9 While 

SWB will continue to meet its franchise obligation to provide 

quality service in Missouri, discretionary investllent decisions are 

based upon the likelihood and timing of capital recovery and the 

likelihood and level of the return to be obtained froa such 

invast.Jaents. Any suwestion otherwise wholly ignores prudent 

business realities. The bottom line is that SWB has an obligation 

to shareholders to invePt discretionary capital where it will 

receive the best return. '!'he returns SWB would realize under 

Staff's proposed $150M rate reduction equates to approximately 7. ot 

after comaissicn adjustments (including Yellow Pages results) and 

only 4.1t on its actual books. Such results would make any sucb 

investments by SWB in Missouri imprudent. Ex.69,p.6 

1. CUUD'f PL.U 

The current incentive regulation plan was a negotiated 

agreement among the parties to the appeals of Case Nos. TC-89-14 

and 'l'0-90-1, including the Commission itself. T.l278 The 

• agreement called tor substantial rate reductions (approximately 
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$82M), a freeze of basic local excbanqe rates, and significant 

network upqrades ($180M) includinq 100 central office upqrades, 

upgrades of approximately 750 ailes of interoffice facilities, and 

the eliaination of approximately 60,000 party lines. Ex.48,p.5-

6;Ex.49,p.8;Ex.125,pe2 

In return for its willingness to aake those agreements and 

investaents, SWB was given the opportunity to retain all earnings 

up to 14.1t return on equity (ROE) and to share earnings over that 

level up to a cap of 17.25t ROE, after which all earnings would be 

returned automatically to customers. Ex.48,p.13 The cap has not 

been reached and the amount shared under the Plan totals 

approxiaately $45M to date. SWB's after-sharing earnings under the 

plan were 11.7t in 1990, 11.5t in 1991, and 11.7t in 1992. After 

Commission adjustments, including the imputation of Yellow Pages 

earnings, the Company's earnings were 16.0t in 1990, 15.9t in 1991, 

and 12.9t in 1992. Ex.69,p.3,18 

SWB believes the plan has been a success. For example, the 

network aodernization plans filed by the next two largest Missouri 

LECs in response to the Commission's new rule defining basic local 

service (4 CSR 240.32-100) indicate that SWB's investments have 

resulted in its customers receiving the benefits of an upgraded 

network and many new services on a significantly expedited basis 

and without rate increases. Ex.76,p.37-38 SWB's plan resulted in 

increased and expedited investment in the state's 

telecommunications network which in turn has and will continue to 

have a positi-ve impact on economic development in the state. 

EX.76,p.23-JO,Ex.125,126 SWB' s actual earnings have remained 
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relatively stable because of significant coat cutting, growth in 

current services and introduction of new services. Bx.69,p.9-32 

At the same time, the quality of service delivered to conswaers bas 

been maintained at hiqh levels. Ex.93,Sch.1-68-1-76;Ex.125;Ex.126 

Since SWB, its customers and the State have all derived 

benefits over the duration of the plan, the Company believes the 

plan was positive and should be continued. several parties, 

including Staff and OPC, take the position that the success or 

failure of the plan cannot be ascertained because neither the plan 

itself nor the order approving it contained any standard or 

criteria for evaluating the results of the plan. 

In fact, Section 392.530 RSMo. states that all the provisions 

of Chapter 392 under which the Commission takes ita authority to 

regulate telephone companies should be construed to accomplish the 

listed qoals, which are as follows: 

1) Promote universally available and widely affordable 
telecommunications services; 

2) Maintain and advance the efficiency 
availability of telecommunications services; 

and 

3) Promote diversity in the supply of 
telecommunications services and products throughout 
the State of Missouri; 

4) Ensure that customers pay only reasonable charges 
for telecommunications service; 

5) Pel~it flexible regulation of 
telecommunications companies and 
telecommunications services; and 

competitive 
competitive 

6) Allow full and fair competition to function as a 
substitute for regulation when consistent with the 
protection of ratepayers and otherwise consistent 
with the public interest. 
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The Commission should look to such goals in assessing the success 

or failure of its regulation under the statute in Whatever foraat 

such regulation takes, including its evaluation of the achieved 

benefits under the current plan and the merits of SWB's proposal 

for continuing the plan. 

Measured against such criteria, the current plan was a clear 

success. customers received reduced and stable prices and also 

received a share of SWB's earnings (goals 1 and 4). The network 

was upgraded making new and improved services available throughout 

the state, including rural areas (goals 2 and 3). Competition for 

SWB's services grew and expanded at an increasing rate (goal 6). 

Ex.65,66,67 And, the Company had a reasonable opportunity to 

increase its earnings. 166 

Other criticisms of the plan lacked substance. On the one 

hand, the plan was criticized because in the first two years there 

were credits which were characterized as indicating overearnings, 

even though SWB's earning= never reached the cap agreed to in the 

plan.•~ On the other hand, the plan was criticized because there 

were no credits in the third year. T.842 

1"Mr. Wilk also offered some criteria for the commission's 
consideration based upon his own experiences. He testified that a 
qood alternative plan must 1) protect customers from abusive 
pricing; 2) address infrastructure development realistically; 3) 
deal constructively with the issue of competition; and 4) provide 
meaningful and stable incentives. Ex.56,p.l9-20 Whether this 
fourth criteria is met will be determined in this case. 

1~Earninq within the range of return agreed to in the plan 
should not be viewed as excessive, including that portion which can 
result in sharing. Otherwise, any incentives to increase earnings 
are illusory. T.879-80,916 
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staff and OPC also took the position that they could see no 

link between investment made under the plan and SWB'a ability to 

earn wall under the plan. But, Mr. Robertson made it clear that 

the network upgrades under the current plan were directly related 

to the parameters of the plan which gave SWB the opportunity to 

earn well. Ex.49,p.2-9 Likewise, it was made clear that the 

incremental investment included in SWB's proposal for extending the 

plan is also directly related to a rejection of staff's aarninga 

complaint and continuation of the current plan without major 

changes in SWB's earnings opportunities.•• Id.,p.17 

2. PROPOSALS FOR CONT%HUXBG WX~ ALT~TrvB RBGULATXOB 

A. SWB'S PROPOSAL 

SWB's TF2 proposal would continua to link SWB's opportunity to 

grow earnings with subs·tantial additional discretionary investments 

and significant customer benefits, over both the short- and long

term. TF2 would extend the provisions of the current incentive 

plan with certain modifications regarding the monitoring procedures 

and the sharinq grid; reduce customer rates by an additional $22M 

per year (Ex. 89); siqnificantly expand the eligibility for LifeLine 

service and simplify the administration of the eligibility process 

for that service (Id.); and invest approximately $140M to $150M of 

incremental capital, over and above its normal construction budget, 

1AMr. Wilk testified that in order for an alternative plan to 
truly provide proper investment, earnings and cost reduction 
incentives, it must be viewed by the utility as reasonably stable 
and ongoing in nature. Otherwise, the utility will view such plans 
as little different from traditional regulation. Ex.56,p.33-35,47 
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in network projects in Missouri durinq the next three years. • 

bJl discussion in next subsection. If the proposed projects end up 

costinq more to complete than estimated, SWB ia still ccaaaitted to 

completing the projects. T.792,826 

(i) XODBRBXZATIOB PROPOSAL 

The company originally proposed to invest an estimated $82M in 

a diqital DSJ fiber optic infrastructure for Missouri within the 

first three years of an extended plan. The proposal will create a 

digital fiber optic telecommunications link to virtually every 

community served by SWB in Missouri. As originally proposed, the 

network would connect all interested public middle schools, high 

schools, colleges and hospitals served by SWB to permit the 

offerinq of Distance Learning and TeleMedicine services. Ex. 75,p.5 

Durinq the hearings, SWB committed to extend the proposal to all 

interested private schools at an estimated additional capital cost 

of $35-$45M. T.860 SWB also committed to include for public 

schools the cost of the expensive on-premise OODEC equipment needed 

for Distance Learning applications. 1N This constituted an 

additional $10M capital commitment. T.855,859-60 

SWB also agreed during the hearing to accelerate party 

line elimination in order to conclude the program by 1995 instead 

1etxr. Robertson testified that what SWB spends on such projects 
would be tracked and reported to the commission. T. 826 He further 
testified that if there is insufficient demand or costs are 
underestimated, SWB would work with Staff and OPC to insure 
committed investments would be made in other worthwhile projects. 
T.792 

1~is commitment would also extend to participating private 
schools. The CODEC equipment is included in the estimated $45H 
capital commitment for private schools. 
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of 1997, as currently scheduled. The capital cost of this 

coJDDi tment was $11M. '1'.395-94 Finally, SWB'• proposal also 

includes a $2M commitment to accelerate coaplianca with the 

remaining requirements of Rule 4 CSR 240-32.100. which defines 

contemporary basic local service requirements. 111 Ex. 75,p.28-32 

SWB's TF2 proposal, as modified, gives this Commission the 

opportunity to foster significant advances in education, health 

care and economic development in Missouri. Rather than allowing 

this state to fall behind in these areas, this proposal has the 

potential to make Missouri a leader. 

The fiber optic network proposed by SWB holds the promise of 

a wide range of benefits and applications for a veneral cross 

section of the public facilitating the transmission of high quality 

interactive video. The most notable applications can be found in 

educational opportunities (Distance Learnin9), and health care 

(TeleMedicine). Exa75,p.25-26;Ex.168,p.1-2 With Distance 

Learning, the instructor can see and hear the students, and at the 

same time, tha students are able to see and hear the instructor as 

well as the other students. The students can ask questions and 

receive answers just as if they were all in one classroom. 

Ex.75,p.17 The instructor can control the camera to change views 

due to demonstrations, writing on the blackboard or using an 

overhead projector, etc • 

171The acceleration would complete SWB compliance with this 
portion of the rule within 18 months of the plan's extension. 
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This network will support educational delivery :tor .any aqe 

groups and individual educational needs. m Xn addition to 

classroom instruction, the network will :facilitate other 

applications such as in-service training sessions, •:tield trips by 

:tiber•, and adult education. Ex.7s,p.23 Health care applications 

include remote physician and specialist consultations, second 

opinions, remote exams, nursing traininq, Teleradioloqy, and 

continuing medical education. Ex. 75,p.23 The health care industry 

is now ready to utilize the benefits of communication to assist in 

controllinq spiralling health costs and improving the quality of 

care. As doctors and hospitals fora alliances to address the hiqh 

cost of new medical technology, this network will allow early 

remote diaqnoses to permit sharing of the costly medical resourc-. 

Ex.85,p.24;T.99-105 

OPC and the Attorney General contend that Distance Learning 

and TelaMedicine applications can effectively be provided over a 

copper-based network. Ex.l,p.66, 71 This position demonstrates 

both a lack of understanding of the quality aspects of copper as 

well as the live interactive applications anticipated to be 

demanded on this network. A copper-based network provides 

significantly less video quality than the Company's fiber proposal 

to support interactive applications. OPC witness Dunkel arques 

that technologies are under development which can transmit a •vca-

1~e Intervenors for Independence Options support the 
development of a fiber optics network to tully open the network to 
all potential users, including people with disabilities and older 
adults. The technologies proposed by SWB, for example, would 
permit interactive video communications for hearing impaired 
consumers to sign to one another. Ex.l,p.73-74 
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like• quality. Ex.121,p.29 ftis contention is a reel herring. 

Even Mr. DUnkel recognizes that toclay IIUCh quality cannot be 

achieved with live interactive video applications, adaittinq that 

VCR-like quality can only be achieved at the current ti .. with~ 

recorded signalss Ex.121,p.29,n.l2 Distance Learning, however, 

involves lix§ interaction between teacher and student and between 

students in different locations. Teachers will use this 

application not simply to lecture, but to perform science 

experiments, use a chalkboard or overhead projector, show a 

videotape, perform signing for a hearing impaired student, etc. 

For all of these live applications, speed of transmission and 

quality of picture are essential. T.1213;Ex.76,p.16;Ex.168,p.2 

company witness Dr. Jackson TUnq disagreed with Mr. Dunkel's 

suggestion that ADSL and HDSL compression technologies would aake 

copper effect! ve for TeleMedicine and Distance Learning. Dr. Tunq 

testified that he had previously interfaced with the Bellcore staff 

in the development of the ADSL and HDSL alqori thlls. '!'bose 

compression technologies were designed to achieve a minimua 

acceptable standard to view prerecorded entertainment video; they 

ware never intended for specialized applications such as health 

care or Distance Learninq •113 Ex.84,p.6 Finally, Dr. Tunq 

1~1s is further evidenced by the fact that ADSL is solely a 
ona-way technology, not appropriate for any type of interactive 
application. Similarly, Attorney General witness Cooper's 
suqqestion that copper-based ISDN can effectively provide 
interactive video has no merit. It provides significantly less 
video quality than fiber and is difficult to adapt to the full
presence, multi-location requirements of Distance Learninq. 
Ex.76,p.13 Moreover, the company has a significant number of 
digital switches particularly in the outstate areas that do not 
have ISDN serving capability because the vendor has not yet 

(continued ••• ) 
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explained that the increased bandwidth and the resultant increased 

quality and precision achieved with ~iber are necessary for an 

effective medical application. Ex.84,p.5 And, SWB witness 

Crossley emphasized that the future of the network rests in fiber, 

not copper. Ex.76,p.15 

Finally, some parties have questioned whether sufficient 

demand exists to justify the development of this network. SWB is 

firmly convinced that such demand is present. As Mr. Huser 

confirmed "the real interest in Distance Learning is literally 

coming out of the woodwork." T.1206 The Company is receiving 

inquiries throughout the State seeking information on the 

availability of these services. Thirteen Missouri schools are now 

participating in a Distance Learning trial coordinated by the 

Interactive Video Programming (:IVP) Advisory council, a group 

formed following a joint IVP Task Force and co-ission 

recommendation to coordinate the Distance Learning trials in 

Missouri. Ex.85,p.8 1n addition, there are over one hundred 

Distance Learning networks in operation in the United states today. 

Ex.85,p.13 This Commission now has the opportunity to ensure that 

Missouri, and particularly its rural schools, has the opportunity 

to take advantage of a Distance Learning network covering the 

majority of the State. Absent SWB's TF2 proposal, deployment of 

such technology will continue to be limited to isolated trials and 

l'TJ ( .... continued) 
developed such capability for these switches. Even with the 
switches that have such capability, significant investment would be 
required to utilize ISDN. Ex.76,p.14 

- 186 -



• • 
never the standard operatinq environment. Each case will be an 

island, never a comprehensive educational prograa. 

Hospitals and the medical community also look forward to a 

qreater deployment of fiber networks for 'l'eleMedicine applications. 

As noted by hospital participants in this case supporting the 

Company's proposal, "TeleMadicina addresses the kay critical issu

driving the evolution of health care into the next century.• T.lOO 

PUblic mandate is motivating health care providers to find ways to 

broaden access to quality care while at the same tble reducing 

costs. one clearly available way to achieve this is using SWB's 

proposal to provide state of the art TeleMedicine applications. 

ld· Dr. Tunq also confirmed the desire of managed care 

organizations to take advantage of this technology, including the 

introduction of new health care management organizations into the 

state. T.1188-91 

(ii) BATB BBDUCTIOBS 

In connection with the extension of the current plan, SWB also 

has proposed $22M in rate reductions. These reductions, wbich do 

not include the approximately $6M in revenue requirement associated 

with SWB's implementation of expanding calling plans as directed by 

the commission in case No. T0-92-306, 1~ are as follows: 

Expans1gn of LifeLine froqram C$2.QMl SWB proposes to 
replace the existing program with a new offering that 
would expand upon the eligibility criteria (roughly 

1"'under the CoDUiission's December, 23, 1992 Order in that case, 
SWB is entitled to revenue neutrality for implementing such 
services. If SWB forgoes revenue neutrality, the value of its 
proposed rate reductions in this case actually becomes $28M. 
Additionally, SWB is seeking implementation of FAS 106 which would 
increase SWB's revenue requirement by approximately $30M but 
without any offsetting rate increases. T.861 
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14,000 existing customers currently have Lifeline 
services) so that approximately 180,000 customers would 
be eligible. SWB also would assume responsibility for 
administering and promoting the LifeLine Program. 

Kerqe Toucbtone with Basic L9cal Service C$5.310 SWB 
proposes to merge the Touchtone service rate with the 
basic local exchange service rate, which would result in 
a rate reduction for existinq customers with Toucbtone 
service ($.20 decrease for residence, $.53 decrease for 
business). In addition, customers placing orders for new 
basic local exchange service or customers transferring 
their existing service would receive a basic local 
exchange access line equipped with Touchtone signalling 
at a lower rate than the current rate design. Existing 
customers without Touchtone service would be 
qrandfathered at their existing locations. 

~~uced Switched_.Access Rates C $7. 7Ml SWB recommends 
rate reductions for local switching ($2.1M), local 
transport ($4.5M), and access directory assistance 
($1.1M). Reductions in this area would be appropriate 
due to the increasing risk of competition in the switched 
access mark.et .. 

Reduction in Lona Distance Message Telecommunications 
ServiQ! Rates ($6.5M) SWB recommends reducing rates for 
SWB's intraLATA toll service. Decreases in this area 
will improve SWB's ability to compete in the market and 
offer savings to its customers. The proposed reductions 
target medium- and long-haul mileage bands in order to 
extend savings to customer calling patterns not covered 
by the new expanded calling services established in Case 
No .. T0-92-306. 

Expand the Calling Scope for Tbird and Fourtb Tier Qoin 
Telepbone§ (Set. 5Ml SWB is proposinq to expand the 
calling scope of coin phones in the existing Kansas City 
and St. Louis thi.rd and fourth tier exchanges and in the 
Billings and Clever exchanges in the Springfield area. 
This will make the coin callinq scope consistent with the 
local exchange service callinq scope purchased by the 
majority of residential and business customers in these 
exchanges. Coin Operated Pay Telephone Service (COPTS) 
customers will maintain their existing rate and will be 
offered the option of selecting the expanded local 
calling scope or remaining with their existinq callinq 
scope. 

Although SWB's earnings declined in the third year of the plan 

and no sharing occurred, the $22M in rate reductions approximate 
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the level of credits which were returned to cuatoaera in the first 

two years o~ the plan.ns EX.48,p.22 

(iiiJ SBaRr.BQ GR%D 

l:f the Commission deteraines that the incentive requlation 

plan should be extended, SWB has proposed that the co .. ission 

either continue to use the current sharing qrid, or adjust the 

current grid by reducing each of the various sharing points down by 

3.4 percentage points (~, initial sharing would begin at 10.7' 

ROE rather than 14.1t ROE), and eliminating Yellow Pages earnings 

results from the way earnings are calculated under the plan. 

Ex.l,p.57-58;Ex.48,p.l3-16,22-26;Ex.49,p.l5-17,19-22 This 340 

basis point reduction in ROE is equivalent to the frozen 1985 

adjusted laval of Yellow Pages imputation used in the current plan. 

Ex.48,p.l3-14 

Thus, under this proposal, the level of sharing would be 

unaffected and the 1985 adjusted level of Yellow Pages earnings 

would remain embedded in the Company's rates for the duration of 

the plan. Ex.48,p.5;Ex.49,p.l9-20 The earnings cap, which, under 

the current plan already excludes Yellow Pages earnings fro. ita 

calculation, would remain at 17. 25t ROE and be based on the 

Company's actual capital structure. Ex.48,p.l3-14 The 10. 7t ROE 

initial sharing point is within Staff's recommended ROE range of 

lO.llt to 11.21t. Approval of this proposal would not prevent the 

115It also approximates the revenue requirement associated with 
the decline in capital costs which the Staff alleges has occurred 
since the current plan was implemented (12.61t ROE v. lO.llt-11.21t 
ROE). 
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Commission from iaputinq Yellow Paqaa earnings in future 

proceedinqs. 116 

(iv) PllOPOSBD UTB DDZB 

If SWB's TF2 proposal is approved, SWB proposes to continue to 

freeze basic local exchanqe rates at current levels for the 

duration of time the plan remains in place. Other rates could be 

increased, but only upon Commission approval. 

(V) DURAT:IOll OP UY BXTDDBD PLD 

SWB proposes that any extended incentive requlation plan have 

no automatic termination point. However, parties could seek 

chanqes in the plan after the third year. No chanqe would be 

affective until after the third year of the plan. As a result, 

after the third year, the plan would continue without change until 

the Commission, on its own motion or at the request of others, 

determines the plan should be chanqed or terminated. 

(Vi) COMPBT:IT:IOB 

No party took a position that SWB does not currently face some 

level of competition. Competition within the telecommunications 

industry directly impacts SWB today and such competition will 

continue to grow and expand. These rapid developments are 

illlportant to the Commission's decision because the risks the 

Company faces are critical to the determination of the appropriate 

requlatory plan and suitable returns on equity for the Company. 

Ex.59,p.7-18;Ex.18,p.7-16 

116SAA Section II.20 of this brief for further discussion of 
imputation of Yellow Paqes earninqs in this case, whether or not 
the Commission chooses to continue with alternative requlation. 
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The record establishes that competition tor SWB's services has 

grown significantly, even since the current plan was t.pl81181lted. 

For example, tive years ago, only 15 coapanies vera certificated to 

provide intrastate Message Telecommunications Service (aka MTS, 

toll or long distance). Today, there are over 74 certified firms. 

Ex.65,p.5 Consumers are using these alternatives in many ways. 

The use of one competitive dialing procedure (10XXX) alone more 

than doubled in 1992, representing over $6M lost in intraLATA toll 

revenues.. Ex.65,p.6 At that rate of growth, SWB will see 

increasingly significant portions of its toll revenues disappear in 

only a few years. 

Competitive losses of this magnitude already have occurred 

with other services provided by the Company. since 1987, over 40 

companies have received certification and tariff approval to 

provide WATS and/or 800 services. During this same period, SWB's 

WATS and 800 revenues have dropped by over 80 percent, from $17.6M 

in 1987 to less than ,l.OM in 1992. Ex.6s,p.g 

In the operator services market, the number of certificated 

providers has grown from 13 companies in 1988 to over 35 companies 

today. Ex.65,p.10 During this same time, SWB's operator assisted 

revenues in Missouri have dropped by nearly 30 percent, from $14 .7M 

in 1988 to $10.4M in 1992. Ex.65,p.12 

Dedicated private line alternatives, which are virtually 

identical to the Company's offering, are offered by at least 19 

certificated companies in addition to a number of alternate 

technology providers (L.Q...., satellite, microwave, radio). 

Ex.65,p.12 Moreover, many of Missouri's largest consumers are 
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utilizinc) these alternatives to SWB's services. Ex.65,p.13-14 

These bypass technologies all are real for.. of coapetition. T.907 

The FCC's recent orders and decision regarding collocation, 

both special and switched, likely will have a dramatic effect on 

SWB's access and toll revenues. cc Docket No. 91-141, 7 FCC Red. 

7369 (October 19, 1992) Implementation of its special access 

decision alone will increase the pressures immediately on SWB's 

existing intrastate transport revenues, (approximately $20.4M in 

1.992). Any company or customer will have the ability to collocate 

in the Company's switching offices, including well-funded 

competitive Access Providers (CAPs) such as Kansas City cable 

Partners, MWR Fibercom and Metropolitan Fiber Syst- (MFS). 

Ex.65,p.16 With the FCC's adoption of the switched collocation 

rule, 1" and if this Commission also adopts a collocation rule, the 

competitive impact will be much greater. 

The significance of the FCC decision can best be illustrated 

by the statement of the president of MFS, who concluded that it 

•signals the baqinninq of the end of the local exchange aonopoly.• 

Ex.65,p.15 In addition, the cable industry, proclaiming that it 

passes over 96t of all existing homes and businesses within this 

state, has expressed its clear intentions and plans to provide 

telecommunications services. Ex.65,p.18-20;T.1331,1333-36 

The emerqence of wireless technologies (such as Personal 

communications services) and the growing use of cellular service 

results in viable substitutes for even basic local service that are 

117&§ggns1 Report ADd Order aru1 Thi:td Notice of Proposed 
Bulemakinq, CC Docket No. 91-141, Adopted August 3, 1993 (not yet 
released) 
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beyond the COlllllission' s certification and regul.atory jurisdiction. 

Bx.65,p.17 'l'be recent flourish of partnerships, acquisition~~ and 

investaent announcements (.L...!L,, AT&T/KcCaw, Tiae Warner/U.s. west, 

MCI/British Telecom and many others) clearly manifests the vision 

that competitive inroads within the incumbent LEC's service area 

will continue to broaden at rapid speed. T.1019,1036-38 

In short, SWB faces increasing competition in virtually all of 

its markets (Ex.65,66,67), and, as Mr. Wilk noted, going back to 

traditional regulation is therefore not a viable option. 

Ex. 57 ,p.lO The growth of competitive alternatives and the 

increasing risks to SWB's financial viability should be recognized 

by the commission as it addresses the appropriate regulatory plan 

for SWB, as well as the appropriate rate of return associated with 

these heightened risks to the Company's revenues and earnings. 

(Vii) ADDI~IOBaL BARBXBGS ADJU8~8 

SWB proposes to continue monitoring reports and sharing 

calculations under the current aqreement which is based on the use 

of case No. TC-89-14 adjustments. Ex.7,p.l07 SWB is not opposed 

to the use of CAM methods to quantify the deregulated service costs 

included in each month's monitoring results; however, there is no 

need for special •earnings adjustments.• Ex.7,p.l06-ll 

(viii) BXOGBROUS PACTORS 

SWB supports Staff's proposal that the commission consider the 

addition of an exogenous factor provision to an extended incentive 

regulation plan, particularly since the plan could run longer than 

three years. Staff's proposal covers the Commission's 

implementation of expanded calling scopes in connection with Case 
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llo. '1'0-92-306, and any future Commission consideration of i.DtraLA'l'A 

presubscription. SWB has suggested also inclucU.IlCJ tax increa-• or 

decreases, 111 changes in accountillCJ rules, natural disasters,"" 

and other increases or reductions in costs or earnings directly 

related to regulatory decisions, including, for example, changes in 

sep~ration rules. such an exogenous factor provision would prevent 

SWB from being either unduly benefitted or haraed under the plan by 

major events that are beyond the Company's control. 

aqqregate materiality standard should apply. Ex.7,p.112-15 

(iz) ADDI'l'IOBAL KOBI'l'ORIBG RBPOR'1'8 

A $5M 

Both Staff and the OPC have suggested that additional reports 

be provided by the Company in regard to monitoring of the Company's 

earnings under the plan. While clarification is needed as to the 

format and timing of the suggested reports, if the plan is 

extended, SWB is generally agreeable to supplaaenting the 

additional monitoring reports as requested by OPC and Staff. 

Bx.7,p.104-06 

(X) IftDBS'l' OR SIIUIBG CREDITS 

Staff has proposed that the incentive or alternative 

regulation plan be changad to require the payment of interest on 

credits to customers. Except under the terms of the plan itself, 

111It is already known that federal income taxes paid by SWB 
will increase in 1993 as a result of recent federal legislation. 
This increase, which is not reflected in staff's accounting case or 
its rate of return analysis, will increase SWB's annual revenue 
requirement in excess of $4M. 

1"Mr. Robertson estimated the current flooding in Missouri 
could have an adverse revenue and expense impact to SWB-Hissouri 
operations of as much as $40M. T.2087 This impact is not 
reflected in Staff's accounting case or its riak and return 
analysis either. 
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custcll8rs have no claims to a credit at any particular point in 

time. The ti.inq o~ the credits is specified in the plan, and 

unleaa the Company unreasonably delays blpleaentation of such 

credits beyond the speci~ied time, no interest should be assessed. 

Ex.7,p.lll-12 To the extent SWB' s earninqs fall below the 

threshold for filing for rate relief under the plan, it earns no 

interest and gets no surcharge for the short~all that occurs durinq 

requlatory laq. ~-

a. STArP'S PROPOSAL 

Staff's proposal is that the Commission ~irst reduce SWB's 

rates by $150M and then continua with an "alternative• regulation 

plan in which sharinq would baqin at 12.61t ROE, includinq the 1985 

level of Yellow Pages earnings in the calculation of SWB's 

earninqs., That would mean sharinq on SWB's actual telephone 

related investment would begin at approximately 9.21t ROE. 

However, the proposed $150M rate reduction would lower the 

company's earnings to 4.,1t ROE on its actual books or 7.09t ROE 

with commission adjustments.'• Ex.69,p.6 

If the Commission chooses to base its decision on staff's 

complaint, SWB cannot proceed with incentive regulation, as 

proposed by either Staff or the company. Under such a 

1MMr. Wilk noted that Staf~'s proposal essentially involves 
traditional rate case regulation interspersed with periods of 
shared earnings, and he characterized the use of the term 
•alternative" to describe such a proposal as "so~tethinq o~ a 
stretch." Ex. 57 ,p.3 He also noted that it would strain the 
Commission's own credibility to p11t itself in the position of 
alternatively adoptinq incentive plans followed by traditional rata 
cases. Ex.48,p.47 The benefits of incentive regulation depend on 
the regulated entity being able to count on the incentives being 
real and onqoinq. 
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circuastanca, SWB requests that artar any ordered rata reduction, 

it ••rely be peraitted to operata under the rorbaaranca type or 

requlation accorded to aost other LECs in this state (id....., ir the 

Company does not file for revenue increases, the Staff and the 

commission will not review its earnings level). T.284-85 

Even if the Commission rejects Staff's complaint, SWB is 

unwilling to continue with alternative requlation as suggested by 

Staff with sharinq beginning at 12.61t ROE, including Yellow Pages 

earnings. T.838 The Company would aqree to begin sharing at 10.7t 

ROE if Yellow Pages earnings are not included. Sharing at 12.61t 

ROE with Yellow Pages earnings included would aean sharing at 9.21t 

ROE on SWB' s investment. It would not be prudent for SWB 

aanaqement to proceed with its proposed incremental TF2 investments 

for such a return opportunity. T.885 

C. OPC PROPOSAL 

OPC supports a continuation of sharing with periodic and 

onqoinq rate reductions, Under traditional regulation there could 

be periodic rate proceedings, but SWB would be entitled to retain 

all earnings between such proceedings and would not be required to 

share anything. OPC even proposes that sharing begin at a specific 

cost of capital (OPC recommends 10.5t ROE), rather than at some 

point above such figure, as is the case under the current plan. 

Under traditional regulation, SWB would be able to retain all 

earnings within a zone of reasonableness above an authorized 

return. Regulatory lag under traditional regulation would offer 

acre "incentives" than OPC's plan and, therefore, SWB would not 

agree to it. 
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D. POSit'ZO!fS OF O!BD PUt'ZU 

CoapTel and The Missouri Cable TV Association (IICTA) take the 

position SWB 6 s proposed plan to place fiber to schools and 

hospitals coul~ be offered by others at possibly leas coat and aora 

ubiquitously. However, neither offered any commitment to actually 

offer such services at less cost on a statewide basis or within 

SWB's service area. T.1328;Ex.117,118 

SWB also opposes the suggestions of Attorney General (and OPC) 

that the proposed Distance Learning and TeleMedicine network be 

developed by using technology facilities such as copper and ISDN 

over copper. If the network is to be built, SWB and Staff agree it 

should ba built with fiber. '1'.1272 Incredibly, the witness for 

the Attorney General, Dr. Cooper did not even discuss or review his 

testimony or positions with anyone in any state agency or the 

Office of Administration, even though those are the very entities 

which the Attorney General purports to represent in tbis case •111 

'1'.1173 Nor was Dr. cooper aware that the state's Highway 

111Not only did Dr. Cooper, a doctor of sociology ('1'.1167-68), 
not check with anyone in any state agency about whether they aqreed 
with his opinions and testimony, he admitted he 1) had not read the 
Commission's Order in Case No. 'l'C-89-14 ('1'.1166-67), 2) had not 
read the Commission's decision in case No. '1'0-93-116 classifying 
certain Southwestern Bell services as transitionally competitive 
('1'.1167), 3) had not read the Commission's decision in Case No. T0-
89-56 establishing cost standards for pricing services classified 
as transitionally competitive (XQ.,p.4), had not read the 
commission's proposed collocation rule (l4.,p.5), had not read the 
commission's Order in Case No. T0-88-142 regarding classification 
of interexchange services (~.,p.6), was not an expert in 
enqineerinq (T.ll68), and 7) had done no study on the level of 
competition being experienced in telecoliiDlunications markets in 
Missouri, but instead based his conclusions on national averages 
and his review of "broad literature" about what "typically takes 
place". 
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Department itself is considering taking bids on a fiber Detvork 

along State hiqhways. T.1078,1173 

Several parties 1 including the Kissouri Industrial Developaent 

(MIDC) 1 the Jefferson Memorial Hospital, Freeman Hospital in 

Joplin, St. Louis Children's Hospital, Intervenors for Independence 

Options and the Regional Consortium for Education and Technology of 

southwest Missouri supported SWB's TF2 fiber-based proposal as one 

that would further both education and health care in the state and 

aid in economic development. Additionally, several participants 

without intervention supported the fiber-based proposal for similar 

reasons. These included St. Louis county League of Chambers of 

Commerce and the Economic Development Director for Jackson County. 

B. SmomRY 

This case presents the Commission with a unique opportunity to 

accomplish several important goals. By extending the current 

incentive regulation plan as proposed by SWB, the commission can 

achieve: 

1) A reasonable level of additional rate reductions; 

2) Onqoinq rate stability for local exchange service; 

3) The ongoing opportunity for customers 
automatically share in company earnings; 

to 

4) significant accelerated network infrastructure 
improvements with positive results for education, 
health care and economic development in rural as 
well as urban areas; 

5) Realistic depreciation rates; 

6} Implementation of FAS 106 according to GAAP and 
consistent with the vast majority of other 
regulatory jurisdictions, without adverse rate 
consequences to customers; 
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7) A sharinq point of 10. 7t ROE, if the co.ai-iOD 

will agree to not utilize Yellow Pages earnings in 
calculatin() SWB's earnings under the plan, thereby 
allowing the 1985 adjusted level of Yellow Pages 
earnings to be •locked in• to both current rates 
and the sharing grid; and 

8) An opportunity for SWB to achieve a reasonable 
level of earnings. 

H2n§ of these objectives, which are positive for the Company, its 

customers and the State, can be achieved under the proposals made 

by Staff and OPC. 

IV. RA'!B DBSl:GB 

1. ST:IPULA'!IOB 

In the event the Commission does not adopt SWB's proposal to 

continue with the incentive regulation plan under the TF2 proposal 

including its associated rate reductions and rate design, a 

Stipulation was submitted by SWB, staff, OPC, AT&T, MCI, CompTe! 

and the Attorney General on a recommended rate design for any rate 

reductions ordered by the commission in conjunction with the 

staff's earnings complai~t. Ex. 159 SWB does not recommend or 

support any other proposed modifications to the Company's services 

or rates in this proceeding. 

Respectfully submitted, 

SOUTHWESTERN BELL TELEPHONE COMPANY 

By ahtc~~ 
ALFRED G. RIRR, JR. 
ANN E. MEULEMAN 
MICHAEL C. CAVELL 
MARK P. ROYER 
DARRYL W. HOWARD 
JOSEPH F. JEDLICKA, III 
KATHERINE C. SWALLER 

- 199 -



• 
AttorDeys for 
Soutlnlastern Bell Telttpbone COIIpafty 
100 •· ~~~ Rooa a3o 
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Dated at st. Louis, Missouri, the 10th day of SepteJiber, 1993. 
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SfA'r£ Qe HEM YOU 

PCJLIC SERVICE COKMISSIOH 

CASE tl-K-0810 - In the ~tte~ ot the Develo~eac of • St&taEeftC 
of .Policy Concarnlat the Acco~aclat an4 
a&te~kin9 Tr••~nc toe Pensloftl &a4 
Postretirement lenef1ta Otbar thaft Peftslons. 

NOTICE SOLICiflNG COMMENTS 

(lSSUed March lt, l''ZJ 

NOTIC~ is hereby tiven that the Commission. at its 

session of February zo, ltt2, dec14e4 to seek COIIIDtnts !:011 

interested parties rt9ardiD9 • proposed Stataaeat of Polley 

con~ernJn; the Aeccuntint and R•temak1nt treatm•nt tor P•nsion• 

and Postretirement Benefits Other than Pensions. ~ propoaed 

Statement ls discussed brleflJ in the attaeh .. Februar7 12, lttl 

staff memorandua to the Commission. !be attache~ Ap,.n4ices A 

an~ 8, with the addition of the prcvillo~ 11atad below, contain 

the deta11 of th• propcse4 ltateaeat •nd &a expl•n•tion of the 

reason• for lta a4voca~y. Appen41a C 1a & reqwest to ~l&ss A 

and a ~~ria~1ctlona1 ~om~niea tor a441t1on«l lntorm.c1on. 

~DITIOM to APPENDIX A 
. 

7ht pension plana of aosc Nev IOrk State utilities are 

eurrencly tundod to & level tft&t 1s ••r1 At&r, if not above, the 

max1mua level allowed by the Internal levenue Code (apptczl-.ttly 

150\ of the current pension liability). tn almost all of these 

cases, vhan SFAS No. 87 1a adopted, the t&lt ~rket value of 

tbese assets will exceed the proiected benefit obligatloft, as 

determint4 under SFAS He. 17. of the related pension plants) • 



fbete 11 co requireaent for any COIIP&DY to faa4 its .. 
pension plara to tbe .uxi!IUA level allowe• by the tac aa4 sucb 

1•••1 aay ftCt tt. c!es1 rable. fo tile ezte»t tbat cvrrerat "nsion 

funding exeeeds the SFAS No. 11 tull funcUnt level, -tJwt 

Co.aitsion '••lr•• to explore the po~sihl• usa of the excess to 

aiti;ate the c•~•nue ~•qu1zaaent ~ct of adopting SFAS No. 10,. 

Although this sabj~ct !c ad~ressea in Cectloa J(~)(a) of 

Appen~ix 1, the eom=ission aeeks more ex~cnaive ooaaecta on this 

~~Lef inclu41ng, but not llaittd to, aakint chaftte• \O the 

proposals eonta1ne4 in Appendia A. 

Class A ana • u~111t1es are requested to eomaeat on this 

matter and to e~pla1D how coapan1es that are fully fun4ed.un4er 

SFAS No. 87 can maximize the use of excess pension fund assets 

and existing pension rate allowances to reduce the rate iapact of 

SFAS No. 106. The responses should consider any logical and 

prudent aeans vbereby these like items can be viewed jointly so 

as to minimi:e rate im~ets. At the ainimua, tbe e~tslon 

requests companies to comment on the followlftt: 

a. aethods available to effectivelJ transfer, or 
otherwise use. exeess pentioft tund assets te defray 
tbe cost of OPEl, 

~. rateuki~ag or aceountint approaches to reduce 
pension •xpense rate allowances ant apply this 
41fference to rate allowances for OP£1 funding, aDd 

c. lt•miae the company-specific posslb111tiet, v1tb 
pros an4 cuns, of 1ettlin9 a part of ~e peni!OD 
plan lJibilitf ani utlAf t~e result1ft9 gain (as 
~eter~neO gn4er tha i~~4e11De5 of SrAS No. 88) es 
an offaet to the OPEl 11•b11ity. 

• 

•• 

• 

• 
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•. .t. t. . .. 
~1-~ -~ 

• Al);)lT:~ 1'0 APPENDIX 8 

Sec: !o.!Ll! 

Any .lan subaitted 1n a~cordance-v.~h Sec~ioA 10 of 

· Ap~ndi~ 8 is to include 1 full txplanatica and justification of: 

a. the provisions, features, etc. of the comp&ny's OPEB 
plants), 

b. its proposed plan for recovery. or other 
dis~s;t;on. ~t OPF.I -xper.ses, 

c. ~s• of ~nsicn funds and •xc•ss pension related rate 
allowance to •itigate th• rate iapact of ~doptiDt 
SFAS No. 10,, ~na 

4. whac OPEB cost control ~easures the coapany has 
adorte4, what coat control aeasu~e• !t is iD the 
P'~~eas ot invcstiga~in9, aD4 the cvr~ent stage of 
tha~ lnv~~tii-~lon. 

lt approval ot :he su~:!tted plan, ox a ~lfication 

thereof, is not 9ranted by the co~~1ss1on, or 1ts 4es1gftee, by 

the mandatory effective date cf SFAS No. 106, 1 the c~ny, 1n 

the interim and until approval is gr•~te4, shall fellow the 

provisions cf this s:ateaent regarding deferral (and accrual of 

interest) of the 4it!erences between: 

a. tne amo~nt of the OPEl rate allowance, 

b. the amo~nt boOkee for the OP£1 expeDse, and 

e. t~• amount depos~ted in tax-effective OPEl dedicated 
funds. 

'fha cODpany ah&ll applr int•r~tiod tax alloeation to 

any book/tax tiainv differ. es r••~ltiftO from thi• acc=unting. 

1. SFAS No. 106 is effective tor fiscal year• c~neing after · 
December 15, 1992, however, for nonr.b11c eaterprises with no 
more than 500 plan partici~nts it • effective for fiscal 
y~ars b@9innino after December 15, 1994 • 
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2. ~·vlev of Overall e~~cation 

In ey,-,-•nt ancS futvre ra.te procea4ift9• j~l'iHictioaal 

coapanioG will h~91 to sub•tantiate that t•elr OPEl plans &A4 

cxpentes are a p&rt of •~ overall coapcnsatior. ,.ckate that is 

~~•~onable, neces&ac~, and c~parable to thoae provi4~ bf other 

utilities and nor.fevulated c•ploywts of co.parable si~e wi~hin 

c~e are• an~ tne £t•te. xne commlss!on v111 al•o be look1ft9 to 

ascertaift that appropriate cost control aeasures bave been, or 

are being, inve5tigateo and/or lDplemented by eaeb company. 

3. EarlY Retirement Prosrams 

Certain lrin9e ~enefits, sue~ as bealth insurance, are 

provided to employees currently as well as af:er retirement. 

Durin9 ae~lve em~loyment, the projected cost of tbese benefits to 

b• oP.liv•r•d aftar Yetirement is included in the OPEl accrual. 

but the cost of benefits b•in9 provi~ed eurreatly l& an oparating 

expense that ia recorded ••~rat•ly and is bei~g reeovered 

through rete:.. 

lft the case of eDrly retirement, the cos\ ol prov141Dt 

~hese ~nef!'s to tbe early retiree is shifted fro• a ~rreftt 

operating cost to tbe OP£1 fund. ~i• ahift will cause: 

a. an lAe:e••• !n ~he OPEl 1Jabi11tJ wbicb wi11 
couae~e bein9 .aortlaea aDd recoveret over fu~u'e 
per 1ocSs. The compan¥ vi11 ~ t.ept whole tor tbe 
result!n9 1ncre&se in annual OPEl expense bJ tbe 
4eftrral requ1r•atnts propos~ ln Sectlor. 4 ot 
Append~x 1, 

b. the employer v111 cease recor41og the cost of 
currentlf provided benefits as a se~rate expense 
since it it Dov be1nt pa14 by the 01£1 fund. ?.'his 
vill eause a corresponding 1ncre&8e iD the company•• 
net income. 
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• 'the •bova lflCrease ia net lDCOM. or 

actually revenue that vas provi4e4 tc cov,: a eost Vbie~ vas act 

· e);~;"•t•d, but a•r•lf shifted to fuc~re ratepayers. 'r~refore, 

1~ app.ars i~~ppropriat• f~r r•9ulated indusrri•s to flow these 

•&avin9s• throvgh ~o ftet iDeoae. Aecerdingly. we propose to 

requil'c th~ta 

If an CQrly recirc•cnc prosraa ic enoete~ between rate 
CD5e8 or rate chan9es, an~ tbe financial iapacta of that 
prograa have not been accurately forecaated ana iocluaed 
in their eAtlrety ift the revenue requireaent 4eteraine4 
in a Iate pr~ett4ing, the company aball dete,· •o •aouoc. 
e:qu41l t.o t.h~ P"'·L.ion of the sa•ings rel•t.w4 tu "-be 
frin9e beneflts o! t~w ••1l1 ce~i,cw• vhlcb bave nut 
been recogn1ze4 in rates. rnls deferral shall be 
crea!ttd tc the internAl Ol£1 tun4 4escr1bed in 
Apper.4!x 1 ct 4eposlte4 1nt~ the company•s external o~~ 
fund. Doecmentat1on must be &aifttlifttd to al!ov 
verification of the&e transa~:ions, tb•ir justification, 
ar.d all related calc~lations. 

COMMENT D!ADLIN£ ... •··-

Parties wishin; to comment sho~l4 submit 5 ccpies of 

tbeir comments to Jobn J. ~tllihe:, Secret•ry, New York State 

Public Service Commission, Tbrae Em.Pire State 7laza, Albany, 

New York 12223 by no lattr than 60 days f:om the date ot this 

Notice. A~4i~ional iftfo:mation aay be cbtaJ~ed fr.om 3ar.es R. 

Palaer of the Office cf Accountint aft4 FiD&ftCe at (511) ~86-2841. 

Attachment 
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DEP.U'f'MF.N'r OJ' JIUBLlC SDVlCS 
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February lJ, ltf2 

~R£ COHMlSSlON 

OFFICE or ACCOUNTING AND FINANCE 

SUBJECT: CASE tlpM•OI'O In the aatter of the 4evelopme~t of a 
Statement ot Policy concerning the Aecountin; and 
Ratematift9 treataent for Pensions and Postretir•ment 
Benefits Otber than Pensions. 

• 
- . 

M~ran~um SOlicitln; Comm•nts R•vard1At Proposed 
Accountint fer Pen&icns and Postreti~eaent aencfita 
Other Than Pension• 

* • • 
R!COMl'.ENDA'l'IONa 'l'he attached Appen4iaa A, a, and C be sent to 

all Claas A aDd I juc1s41ctlon&1 companies, and 
any other interested ~rties, tor comment. 

su~~marx 

The Financial Account1ft9 Standards Board (FASI) recently 

1ssue4 nev rules governint the accountlnt for pens!ons.1 
!hes• 

nev rules h&ve impaete4 the aac~nt cf pension expense r•porte4 

for financial accountin9 purposes aD4 the rat• l~et vi11 be 

sl•ila: if theJ are adopted for ratemaklftt purpo•••· 

Ift Dee-m~r 1990, dur!At the oou~•• of ou~ aftalrsis ot 

1. 

• 

• 



thes~ nev pensio~les, cne FASI 1ssued SFAS~. 1012 Mbicb 

eatabllshes new rules oa a related 1tea,.Postret1r~Dt Benefits 

otntr Tn•n Pensions IOP£1). 3 r~ny of tbe provislOftS of the n•v 

OPEl acoount1ag art the ,._. as, or slailar to, thnae est•~11ahe4 

for pensions. However, the financial iapa~t of SFAS No. 10' vill 

be substantially 9reat~r than the nev rul•s fo~ pensions. 

Because of this, we ~ecia•4 tbe three aeeountin9 pronounc ... nts 

should be addressed in A unified aanner iu on• po11CJ pro~al. 

A 4etai1e4 4iacus$1on ~C the issues and our preliainary 

recomaendation tot • Commission policy ttateaent are eontaine4 1n 

Appendices A an4 J. Appendix c 11 a requ•st to Class A and I 

_jur1sd1ct1onal eomp&nies for edditional infor&&tioa. We 

rec~end the three lppen4ices be sent to all Class A and 1 

jurisdictional companies, and &n7 other intar•sted ~rtf, fo~ 

their eo=ment. ~be responses we r•c•ive vill b• oonsi4ere4 vbcn 

~ we foraulate our final r•eommtftdatlon. ~he policy iatues 

diseus~•4 h•reln are: 1) uae of the nov ~ules foz. rate.aking 

purposes, 2) use of exceos pension allovan~e• in CUit•nt rates to 

~egin fun4int for OP£8 ll•bi11t1es, and J) •~tiona utilities 

sbou1• be takin9 nov 1n rel&tioD to their OP£1 plans. 

• 

2. SPAS No. 106 - ~plofera• Accountinq f9~ POftretirtaeDt 
a.nefit• Otb~' fhau !nsions. 

3. oJii lnei~aes"•il binill~l, Other tbiD retirement lnce~e, 
provl4e4 ~Y &n employer to ita retireea. some e~les of 
O'EI are: heal~b latorance, life insurance, tultioft 
assistance, letal servtcee, £1nanc1al adviSOff services aDd 
housing subs1diat. !he most controversial o! tbese it ... , and 
tbe item vitb by tar the largest financial le;act, is r•tiree 
1\ealt.h care .. 

, MK 



• 
Pensions 

Prior to September lt17, CO..issioa policy for pension 

costs was the same As preseri~ed for pensions under tenerally 

accepted accountint principles (GAAP). GAAP permitted broad 

flexibility in both the aeasurement and allocation of eaployers• 

costs for pensions. The amount utilities reported for pensions 

for both financial accounting purposes and for ratemaking 

purposes vas nor~ally based on the aaae aetho4s and assumptions 

used to determine contributions made to their pension funds. 

~hese contributions were deterained by actuaries and ~•r• 

generally calculated so as to take ~ximua adva~ta9• of liberal 

fe4eral income tax allowances. ~his poliey has beeA effeG~e4 by 

rec.nt taa leQill~tion which A•v•rely eurtaile4, and JD eany 

QSes elimir.ated, tba amount utilitieo IDAf contribute to ~helr 

pension plans and still 4educt on their tax returns. 

In r••ponca to the new ac:counting rules tor pensions 

iaaued bf tbc FASB, 4 • Commls1ioD order was issued ia September 

1tl7 infcraing juriadi~tional companies thAt tbey aay adopt the 

new rulea lor recor41ng pension costs onlJ if the cbanve vas 

1aplemente4 in conjunction with a rate fil1ag or if tbe v1riation 

between actual penaion expenae under tbe new procedure and tbe 

amount reflected in rates was preserved for future disposition. 

-· 

• 

4. The Financial Accountin~ Stan4ards Board ia the privat• 
sector's independent rulemaking body for tbe accounting 
profeslion. Although tbe'Securitles an4 Exchan9e e~ission 
(SEC) has statutory authority to establish financial an4 • 
reporting standArds, the FASJ•s standar4• ar• offlciallf 
recognized as avthor1tat1•• bJ the s~c ana the American 
Institute of Certified Public Accountants. 

- 3 -



• 

• ~he ord~r v&A an int•rim meas~~• ~d• •pendin• tbe C03plctlon of 

a staff inqui~y into the i~ct of the r~vise4 accouatiog·for 

pen•iona•. ~ cu~v•y of pension plans an~ the relat.4 •ccounting 

va~ also tatec at that tb1e: ~his revea1~4 U1•t the new rules 

have been a~opted by •ll oC the .ajor jur1s41ctional coapanies 

for !1rAnc1•1 accounting purposes an4 that the amount of pension 

expense calculated under the provisions of SFAS No. 17 has 

generally been lower than what it would have been under the 

metho4 previously usea. 

OPEl -
Currently, Postretirement ltnefits Other ~han Pen•io~ 

(OPE&) are recordea on a p~y-ao-you-go basis tor ~tb acc~~tlng 

•nd ratcaaking purpoaes. 5 In the past, the co•t of these 

benefit• haYe been rel•t.l vel.Y aull and therefore tnls treatment 

vas not an 1aaue. MQre recently these co•ts have beco~ 

a1gn1gicant, as has the1r expected rate of increase. fhese are 

tne pr1n~ipal reasons SFAS No. 10£ vas its~e~w 

SFAS No. 106, vh!ch becomes effectlve ln ltt3, vill 

require companies to estimate the future cost o! their promJs•d 

OPEl an4 to reeotn1ze that cost Oft their finaneial etateseftta 

o•er the vcrklng lives of th• tovered employees. It has beeD 

esttmat•d that, for mo.t ooa~nita, these nev ~ulos vlll !nc~•••e 

the OPEl expeace recorded for accounting purposes by between two 

to six t1mea vhot 11 ~eiftt paia presently to current retirees. 

1. A fav e~ftS•• hav• be9un aecruing for futu~• OP£1 
1iAhJlitl•s but this Is onlr to a liait~ •xteftt and tencr&117 
does not aqoal tba liability that voul4 be ~equ1Eet un4ec tho 
ne\1 FASI rule!ll • . .. -



The result1ft9 re~e requlreseat increase 

for all of tb~ Cl&ss A an4 a ecapanies. 

By far, the -.jor cost component of OPts. ls the cost of 

health care. The esti~ted revenue reqJ1ttmeat i~ct of SFAS 

No. 106 aceountin' on the ptojected health care ••P•ft•• of see• 

of the major NY State utility companies is as follow•: 

IJU'ACT or S1AS Ho. 106 ON BEALTI CARE COSTS 
AT MAJOR NEW YOM S'fATZ U'l'lLl~lES 

(dol!ar amounts in thous,nas) 

COMPANY 

(a) 
INCREASE 1.N 

REVENUE 
RtQUlREMENT 

FOR 1993 

(b) 
coLUMN (a) 

·AS At 
OF 1190 

OPEIATINC 
R!VENUES 

In crder to avoi~ conflict& vith the 
seevrities and Exchange Comaission's 
public disclosure r~uiraments, the 
eonfi4entlal 4ata originally pr~sented 
on ~hia t•ble has been deleted. 

~- -

- s ... 

•• 

• 

• 



• 
• • 

Discu~sio~ 

Ose of the new rules tor rateaatinq purpccea 

P•nsiona 

The pr•-1987 poli~y for pensions vas •dv•nt•9eous 1n 

th•t it has allove4 vtilitie~ to ... imize thei~ te4eral ineoae 

tax c!educ:tions !or pension c:osts. Bowever, 1~ has 411SO been 

shown to have lef~ cum~nies vitn a great 4eal of discretion in 

the datermin•tlon ot pen•ion expense which in turn left the door 

open tor manipulation to the detriment of customers. Tbe new 

account1D9 rules are complex, but are &n improvement over prier 

rules because they prov!~e a more objective an4 defined basis for 

determining pension expense. 

Since moat, if not all, pension plans of jurisdictional 

companies have been well fundee, ve do not expect ad~p:ion of 

• SFAS No. 17 for rattmating purposes to have a aajor impact or. 

revenue requirement. IA additioD, even thouvh the eomaission bas 

not issued a generic poll~/ re9ardln9 SFAS No. 17, aany of our 

l•r;er utilities have already beeft allowed to adopt SFAS No. 87 

for ratem&kiAg purposes en • case-by•ease basis. 

• 

Char penal on proposa.l recOIIMnda that SFAS Nos. 17 ancl 11 

be a4opte4, vith certain rettrietlcns, for rat.aaklnt purpooes. 

These restrictions li~t some ot th• option• avail•ble under StAS 

Nos. 87 and II ln or8er to mate th•• more approp~iate fo1 

regulated utilities and to protect the lnteraata to c•tepayers. 

~• b&9e alao propoa•d adoption of certain 4eferral mecnan1sms to 

•••ure penoion race •11owancea are e1Lhe' dedi~ated to that 

purpooc or preserv•4 for f~ture Coma1sa1oD disposition. In 3 to 



5 ye.ars we will reviev these procedures for 

continued applicability. 

OPEl -
()P£1, like pensions, .tre a fora of deferred 

compensation. In exchange for the employee•s current services 

the employer promises both current benefits (e.9. va9tS) and 

de~erred benefits (e.g. OP£8). 4inee today•s c~stomers receive 

~he benefits of the employees• services; it is reasonable that 

they pay tor the eost of the employees benefits at the tl•• 

service it ren~ere4. This philosophy vould inelude benefit• paid . 
at a later ~ate, such •• during rttiteaent. Tbe alttrna~ive is 

to allow tht companies tc build a liability beyon4 the $).4 

blllion owed ~y the cuctomcrs to date' and re~over those amounts 

froa future custoce:s. ~he latter app,04ch cou14 ~ of 

~rt1cu1•r concern to lndustrles where c~pet1t1ve 1nroa4s are 

llk•ly to te4uce the ftumber ot customers froa vblch OPEl 

liabilities a19ht ~· tecoverea. There 11 also a qutstion of 

fairness to futurt ventr~tions vbich weighS on the side of 

current recoverr. Moreover, the Securities and Exc~an91 

C~ission (SEC) 1s lookint closely at regulated companies with 

re9ard to utilities• liabilities and tbe rttulators• history of 

recognizin9 such items in rates. The SIC ls also wery concerned 

about tbe regulators• ability to tuarantte future recovery of 

OP£8 11abil!t1es for certain inaustrles that 1re coming under 

'· ~he coapanl•• 1iste4 1A the table oft pAge S of tbls ... o 
currently owe a total cf $3.4 billion OPEl 11abl11ty for the 
paet ••cv1c•s reA4ere4 ty their eaplor••c an• cecl~e~•· ~he 
20-year amortizatioA of thit amount ls 1nclude4 1A the 
revenue requireaen~ 1apa~t •novn ln col~ (a) of thA~ table. 

.. 1 -
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• • · ilcre~s•d eom~~ltive P~•ss~~• and vhieh aay ee&se ~o opera~• in 

• ,.a re9ulated •nvironaent. 

• 

• 

!he lac~ of hi•torical 4ata, aad the aart1n of error in 

so•• of the projections required by SFAS No. 10,, r~nder the 

eati~t•• of OPES coats iapreciae and s~b)ect to aanipu!ation. 

~hls, alon9 with otber reasons, le•4s us to Fcopose the use of 

certa1n ~eferral mechanisms to assure OP£1 •llow•nces are e1tner 

dedicated to that p~rpose or preserved for future commission 

dlsposlt1on. Also, due to the increase 1n revenue requirement in 

certaift instAnces, ~e believe that adqptlon of SFAS No. 10' fot 

rates should be phased-in over several years. 

The major provisions of our OPEl proposal are: 

1. SFAS No. 10C, with eertaln re•trietlons, should be phaaed-ln 
lor tatemaking purposes • 

•• 

•• 

•• 

fhe pace of the phase·ln would be 4etetained on a case
by-c•se baais and woul4 depcn4 vpon 1ts revenue 
requirement imp•ct on the subject CQapany. 

OAtil the pbase-ln 11 completed, the &ftftual increase 
for OPEBa ~~uld equal the lesser otz 

a. the total annual OP£1 t~nse, or 
b. an amount equal to approxi .. tely 1' of the 

companJ'I ttost operatlnt reven~e. 

ovr •tate4 toal is to complete the phase•ift vithift 5 
;ears. aowevar, for aos' coa~fties the reveftue 
requlreaent impact 11 less thaD 1 1/2\ of tross 
ope~a~ln9 rtveftu••· Therefore, full rec09nition of 
OPEl shou14 be accomplished v1th1n a fev years. The 
eaceptioa to this is the New York ~elephon• Company, 
for which the projected reveftut iapact is sitnificant 
an4 the eoti~te4 ll&bility is ayeh7h19h•r than other 
companies after aejusting for sise. 

1. NY ~el's est1mate4 level of OPEl cost, as filed with our 
Office of Acco~nting and tinance, it titnificantly greater 
thaft the aor•. We have not made any st~dy to ascertain the 
reasons for this, nor have ve for~4 any opinion as to the 

(Footno~• oon~lnues Oft naxt pa;e) 
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•• 

• This proposal provi4•a the Co.alosion vltb aaxla~ 
flexibility in the aaova~ 1~ allova for OPCB an4 
provides some eontrol over the •la~ of tbe ove,•ll fate 
increase. 

~e tu•r•ntee of a aicl•u• levvl of recovery, and a 
zatchetin9 ~p of t!~t level in subsequent rate C&$es, 
is necessary ~o de.on1trate to the t1nancill co.aunity 
U,.~ tbw CoMil&1on 11 SlDcete abOUt tull &nO tlaely 
1•te tecogn1t1o~ of OPEB expense. 

z. OP.tB funding 

•• 

• • 

CompAni•s 1re encouraqed to depo•it OPEl r~t• 
allowances in tax effeetlve fJndlDt vehicles, d•4lcatet 
exclusively to OPEl purposea. 

Because of the ••ry 11•ite4 avai1ab111~J of taa 
effective funding ••hicl••• coapaniea ~•t llkelr will 
not b& able to 4tpolit lOOt of tbeir OPEl allowances 
ioto cuch f~n4G. 1ft ~-~ even~, companies •~• tequ1re4 
to set-up a reserve account, simil•r to t~t use~ for 
nuclea~ deeommissioninv funds, until aucb time as a tax 
de4yctable ~epoti~ can be aa4e. 

l. We will review tb11 procedure ln 3 to 5 years for 
effeet1•eness and cont1n~e4 applicabllity. 

Actions ut~li!ies shoul4 be_tatlng ftOW. __ for OPII 

Studies taken in anticipation of the issuan~e of SFAS 

No. 106 found that there were actions companies should take 

lameaiately vhich coul~ not only reduee th• iapaet of the new 

rules but eould r•sult in lcve: altimate OPEl p&JaeDta. Ou~ 

(Footnote eontinu-d from pr~vio~• pag•) 
reasone~lene$S of the benefit plaas. Bovever, we believe 
this .attar warrants close review b' the co-.pany. lt vill be 
up to tbe co~ny to aubstant1ate in future rate proceeain;s 
th•t its overall coa~nsation package (1Dclud1nQ OP!I, 
pensions, an4 vales) is reasonaDle an4 necessaty. 

•• 

• 

e. An OPEl f~n4 is tax-e!ftetive• if 1) contributions made to 
the fund can be taken •• 1 eu%rent tax de4uct1oa by the 
compaoy .aking tbe contr1but1oa, 2\ the iftcome earned on th• 
fund balance accuaulates tax free, and 3) the employee 1~ ft~t • 
taxed until tht benefit l1 Actually reee1ve4 or nnt tAxPd at 
all. 



• 
reeomm.ndati~ icclude a ~equ1reaeat that utilities explore th• -- . 

~ f•asibility of iapl ... otJug tbese actions. 

~ 

~ 

Public 2PfO•i~ion to Adoption of SF~ No• 106 

Some consumer &dvoeaey tro~ps are ur9in9 state 

regul•tor• to reject tbe new OPEl aecountin9. A January 7, lt'Z 

. •rticle 1n th• New York times newspapAr reporte4 oa the rea•ons 

_.given by these ;roups in support of their position. '!'be Jlljor 

arguments, and our r•~~ns•• to thea, are suaa.r1zed below. 

l. 

OPEl arc a !ora of deferred eoape~sation. tn exchange 

for the cmployeees current iervices, the eaployer promises a 

4eferred beneClt 1n the fora of OP!I. Since today'• eustoaera 

reeeive the employees• servlees, 1t 11 reasonable tbat tbe: ta1 

~he full cost of tbe employees• benefits. lnelvdlnt the cost of 

benet!CI vb1cb wlll be paid out after retir ... at f•l~!lar to 

pensions). 

Dnless acc~ual ae~ount1nt !or ~be OPEl e~pense 1s 

•dopted for rateaaking purpoaez there w111 be ng pretun~1ftg of 

the OP£1 liability. Without that pretuading, the OPEl liability 

will contiftue to ~~ow v1tnout ••rnint• oa the ruDded assets 

accuaulatiDt to help Offse~ the 11a~111ty lfOVtb. 

~. It 1• ,1&posa1b1e to forecAst aedical costs aecurttely. 

Forecasting tbe cost of future aedlcal costa fa an 

cvolv1ni ac1ence vh1ch, witb the paasaf)e of time, vlll becoae 

•ot• accurate. Bowever, DO utter bow ln.ccurat• it a&J be at 

the preseftt time, lt ls more accurate thaD th• OU%reot paJ-&a

you-oo aetbod which, lc effect. ••t1mates thta oost aa ••oro•. 

- 10-
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... • • The ~overnment vill eventuallr assUDe aore r•sp2nsibilitt 
Jorealth care lnavrance~ there~y ab~ftlng ~he cos~s fo1 
luturt retirees to taxpayers. . . 

,. 
. 

What the 9cve~Dment will eventually-do is an unknown, 

but it is unlikely to ~ecrease the burden on aajor corporations. 

Most national health plans being diseusse4 today involve special 

assessments on employers or increases in other employer paid 

costs in or4er to provide coverage to people vho currently have 

Done. Whatever the case, employers will end up rayin9 a portion 

of the costs for these other people tn ~ddition to the coste 

applicable to th•ir OW'D workforce. This tranola·tes into an 

increase 1n cost, not a ~ccrea~•· 

~he coa?4ny'e emplo:,es, the company would still ftave a need for 

1~• OPES £un4 to pay the cost of national health lr.surance after 

the employees• re~1rement. It is unlikely that national health 

insurance would significantly decrease the ccapany•s overall 

insurance costs since tht company woul~ most likely h•vt to 

purchase additional health insurance to augment the national 

coverage. 

Conelusion an4 reeoz=enc!at!cn -.. . -
Staff has ccaplete~ 1tl preliminary lnvestigatioft of the 

Dew acco~nting rules ana is recommendin9 a change in policy for 

the acco~ntin9 and rate treatme~t of p•nsion and other 

postretirement benefit costs. A detailed description and 

discussioD of our findings and reeommen4at1ons 11 provided in 

Ap~ndices A and B. Another appendix (Appendix Cl is a request . 
fot the filinG of additionil ~nsion and OPEB information by 

• • 

• 

Class A and 1 1ur1sdictional utilities. It 1s request-d th~t • 

... ll -



• 
• • 

thesa three appen4icea be Gent to the C~i-•1ga•s Cl.SS ~ And 8 

jurisdi~tional coapanica, and any o~he' interested parties, for 

thei~ co==cn\. All ~epl1cs rece1ve4 1ft ~esroaae ta this ~equest 

to~ co-=ents will be consi~ere~ when we formulate our final 

reco~endatlona. 

Respectfully submitted, 

·~2 ~- - .· ~r.~~ 
aAKES tt. ,A.LMEI . 

Public Utilities Auditor ll 
awtL£5 JlEOB!:NS . 
Public D~i11t1es Auditor III 

App~oved by: 

• !!::r (! \£, jlJ 
lZORGEE: TRADN 

• 

Aetin9 oep~ty Director, 
otfice of Accounting & Finane• 
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1. PRE-SFAS NO. 87 POLICY FOI PENSIONS •••••••••••••••············ 
A. Anl.lfS18 o.t Issue ••••••••••••••••••••••••• ; ••••••.•••..•.• 
•. Reccuenc:Sation ••••••••••••••••••••••••••••••••..•..•••...• 

2. SFAS NO. 87 AS RATt POLICY •••••••••••••••••••••••••••••••••••• 
A. Analysis of Issue •••••••••..•.....•....•••..•••••••••••••• 
1. Jtec~end4 t ion ••••.•••.•.•.......•••..•••••••••••••••••••• 
C. SUBSIDIARY ISSUES ••••••••••••••••••••••••••••••••••••••••• 

a. Opt4onal Provisions ot SFAS No. 17 •••••••••••••••••••• 
1. o.lay~ Recognition of c~ins and Los5e&. •••••••••• 

Aftalysia of Iosue •••••••••••••••••••••••••••••••• 
Recommcn~tiOII •••••••• o •••••••••••• o ••• o ••••••••• 

2. ~bo •corr14or approA~h· ••••••••••••••o•••••••••••• 
Anely•i• of tssues ••••••••••••••••••••••••••••••• 
Reco~nd•lion o••••••••••••••••••••••••••••·•~··· 

3. V•lualion of Plan Assets •••••••••••••••••••••••••• 
Analysis of Issues ••••••••••••••••••••••••••••••• 
Recoamendation •••••••••••••••••••••••••••••••···· 

b. Choice of Assumptions ••••••••••••••••••••••••••••••••• 
1. Analysis of Issue •••••••••••••••••••••.••.•••••••• 
2. RecommendltioD ••••••••••••••••••••.•••....••••.•.• 

e. Assume4 Discount late •••••••••••.••••...•••.•••••••••• 
1. Analysis ot Issues··~····························· 
2. Recomend• t len ••...........•••••.••••••• • ••••••• , , 

d. Requirements fer Chan~es in Methode or Acouaptions •••• 
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• PDlSIONS 

1. PRE-SFAS NO. 87 POL!CY ~ PENSION£ 

Prior to SFAS No. 17,1 the 4aount allowed 1n ~•tes £or 

pensiofts 9encr•lly cquale4 the amount the utility £unde4 ln a 

t~v•t for ita pen1ion plan(a). A5 v111 be elab0rate4 on turther 

1n this app4nd1x, lhe aaount funded vas determined by 1nde~ftdent 

actuaries and vas normally based on federal re9ulations (mainly 

relating to federal income taxes) and the financial 

characte~istics of the company. Even ~hough federal regulations 

tot pensions ~v• become aore strict in recent 7ears. utilities 

still have gre1~ latitude in funding their pension plans. 

A. Analysis of Issue 

Federal regulations allow actuaries to chose any one of 

several methods when det~:minlng the amount a utility must fund to 

coaply vlth the regulations and still be able to 4educt the fund 

payment on its federal income tax retura. Each of these aetbods 

requires the selection of certain 1ssuaptlons ~Y the actuar~ an~ 

for each assuaptlon tbere •xlts a rant• from ~Seh the aetuary ~Y 

choose. Aa a result, the a~uftt a utilltJ cboo••• to fun4 fo1 ita 

peftsic~ plan 18 •xt~•••11 •ubjeoti••· Jf tbl• •ub~eotive1y 

4•t•~•iD•4 eKpense level lo a11owe4 for ~•tea, there exita ~be 

opportun!tr to .anipulatc the pension expense allov•nce fot tbe 

enhaucemen~ of stockhol~ers •nd to the ~et~1ment ot ratepay•rs. 

For example, ~ce ot the assumptions used to calculate the annual 

•. ···-
1. Statement of T1nanc1a1 Accounting Stan4ar4s (SFAS) Mo. 87 • 

z-eloxcr•s AccountlnJ for ~en•iont waa l•aue• bf the Finonc1a1 
iccountfn9 itAn3aras JOira (FASJ) ln December lt8S. 



pension •xpens• 1• th• cetvrD expected tO be eara•d OD fund 

assats. !here exists·· vari•tJ of sources from ~hich .~ 

accept•blc •••umptJon tor this component ~1 b• cho~en. Mhen 

projcctin9 the pension expense ln a rata procee41nt, the actuary 

ooul4 eaillJ select a low expected r•turn on plan assets. Tbis 

would, 1n turn, 1n4ieate that the utilit7 nee~s • race allowance 

tor pension expense high•r than la actuall7 necessary. As a 

result, thl company's actual 4epoa1~ to ltl pension could be lo~er 

than the r•t• ease project1oa, and the company would, in turn, 

aarn a higher rate of re~ura than the.eoma1ssioft int•ftded. 

Another ~oncerD w1th the cvrreat policy is that •• long •• 

the rate allowance for pensions is base4 oa the aaount funded, and 

the utilities •r• basint thl amount tbey fun4 on federal 

retulatlgns, the Obleetives for the f.&eral revvlatioaa becoae the 

~sls upon Which rates are set. ~hl• aay aot be 4es1r•ble. Por 

example, Congress aay pass lava rest~i~tJn9 tbe AmOUnt a compaay 

.ay deduct OD ita fed•r•l Jm~oaa tax ~etu1a for pensioas la or4er 

to rt4uct tbl feSeral bQ4get 4efic1t. As a res~lt, a a'llity 

would have to r•~~c• tbe aaouDt iC fan41. Iince r•ttl are ••t on 

the amount funded, la the 1nter1a betwtta taz law chanv•• aa4 the 

next 1ate case, compaole1 could reta1a tbe difference &D4 realise 

a windfall. JL la not practicable for the Ccma!ssloa to adju•t 

r•t•• aiaultaneoul v1tb ladividual tax law ehant••, aale•• the7 

•~• e~tremelJ vide-ranging and aaterial. 

A th1r4 concera 11 that eurr•n~ prooe4ures b&~e resulted 

in ovtrf~nding. A •urvey tak•n !a 1t85 showe4 t~t about 'o 

~ 

• 

• 

• 



• • percent. of la~t• co~poratc peA~lon plans vere overfur.d•d. 2 ~ 

• 
surve1 ve aa~• 1n J~ly 1'11, shcve4 this trend continues for 

Nev ~ork State ut111tles. 
. , 

1"hJI.IIeAAI cust0111ers have ~1d aore in , • 
_r~tes for pena1ons than tbe esti~ted projected liabilfty of the 

r~1ated p14n. The main reason for this overfundiftg it liberal tax 

allov•nces for prerund1ng pension costs. 

' ' 

Finally, beeause current federal income ta~ rul~• are 

liberal &n4 the choices of assuaption• arc n~e:ous, Jt is 

difficult for staff tc elosely monitor pension eosts. Also, 

staff's expertise in the octuarial &'•• ls llmite4 and it would be 

ecstly to bring 1t up to the level that would be nectssary to · 

eftectivcly eonltor peasion costa under the current rules. 

A conaidetation favoring current policy is that severlnt 

pena1on tun41ng froa tbe allowance in rates for peDalona v111 

~••ult, 1ft certain easel, in the customer paying aorc in ratca tor 

• pensions than the utility expend• in that year. 

1. !!.£_ommendat i..,oc 

• 

Pze-SFAS No. 87 policy &ft4 procedures s~oulO be replacea 

with mor• strict &nd objective requirements ror pension expense 

ree09nltioft. 

2. SFAS we. 8'7 AS JU.'l'E 'OLICT 

ln December lt85, ~he FASI 1ssue4 SFAS No. 87. This 

aecountin9 pronounceaent provi4es more unifora accounting method• 

toi ~omputin9 an4 reporting annual pension eost1. On Septc~r 

22, 1987 the Commission ordered that any Class A or I utility 

2. •lf85 ~vcutive Report on Lar9e Corporate Pension Plans,• and 
•tn4ust~y tro!iles Developed from tbe 1185 Executive lepnrt on 
t.rge corporate reasion Plans,• Johnson &n4 Biooina, Nev York, 
lfiS. 



electin~ to •dept ~AS No. '' aust either .. ke tbe &c~~ting 

change iD the eont•xt of a r•te proceeding _or must defer, for 

sub1~1nt dJsposJt1on by the Com.ission, tbe ~ifference between 

the &llovance in curKent r•tes for pension costs an4 costa 

re~ord~ accorain9 to STAS No. 87. 

The recommend•tion to iaplament deferr•l aceountin9 

proc~dures was based on concerns about certaiD actuarial 

assumptions required by the statement, potential volatility of 

pension expense, the severing of the accounting and ratemaking for 

pensions from the actual funding of peAsions, and certain 

provisions that permitted too much flexibility in assigftint future 

costs to current periods. On July 28, 1987 a questionnaire 

re9arding the impacts of using SFAS No. 17 vas mailed to all Class 

A and 8 utili ties un4er the C0111missioza •s ju;·is4ict1on. 

Responses to the pension questio~nai~• vere tece1Yed troa 

all but one company. 3 All but four of the ~aapons•~ indicated 

the companr a4o2t•d SFAS Jo. 17 for repo~tint purposes in either 

1185 or ltl7.4 Dnfortunately, ~ny of the responses were 

incomplete be~use the ccmpanies vere unAble to provide current 

pensiora expense usint th•1r p&-c-sru No. 17 aetbod, ancS/or 

pro,ecte4 ~nsioD cost& be7oaa 1JI7. Alao, oDly a select tev 

chose to comaant oft the iaauea discussed in the survey, despite 

the 1nvitatioD to to eo. 

• Jo re1ponse vas received froa locbester ~elephone Corporation. 
t. three ut111t!•• r•a~Aaed that tbe type of pensJon plan they 

eaploytcl vas not aubject to tba provlsiOftl of SFAS Mo. 87. 'lho 
fourtb !ndfcat•• that it vaa ••••pc until lfll due to its saall 
size. 

. .-
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• • •~••d on the su~••f rc•ponscs •n4 actu&l experience to 

date, the aaount of pension expense cal.culate<S under the 

provision• of SFAS No. 87 h.a venerally been lower thaD what it 

would have been ~nder th• previously use~ method. !he main re&son 

for thi1, •• •~ntJone4 pre91ously, is that the utiliti~s are in an 

over!unde~ positiOft because past rate allovane•s vere based on the 

amount funded, vhich in turn was based on obtainiDt the maxlmua 

benefit from the liberal fed•ral income tox l.va ~•l•tea to 

pensions. 

A. AnalYsis of Issue 

· Pe:baps the main a4vanLavc tor a4opt~n9 ~AS 17 tor rate 

purpos•• ic that it ptov14cs a·eore obje~tive tool for aeasurin9 

and evaluatini rate &llovancfl for pensioDI. For exaaple, the 

:uly lt87 •urvey ahoved pension expense allowances ealeulat., 

u•ing SfAS No. 17 were lower than they would have been under 'he 

prior method. !his demoostrat~s that the ut111tieo were in aa 

ov~rtunded position at this ti-.. 0~4•~ p~ior pen•loo rules, tb1s 

overfun41n; would aot have beea olaar because the ~he &mount 

cbar9e~ to expense fot penslofts voul4 s1mp1~ have -.tcbed the 

aaount tund•4 for the pe~•io~ plaD. 

Another ••••ot•v• of adoptiog SEAS Ro. 17 for rateaat1nt 

purpoaea 1a that lt ls part of Generally Ac~epted AecountiQO 

~r1ne1plee (GAAJ). ~hat 11, it is now p&zt of the eommon stt of 

•ccountln9 concepts, sta~dar4s, proceaures, and conv•nticna 

rec09niaod bf the 1ccountinq profession as a whole and upou whi~h 

aoat nonregulated enterprises base th•ir ekternal fiaanclal 

reporting. While this i~ itself does not demonstrate that the 

• 



• • SFAS No. 81 is the most appropriate -.cbod tor ra~e .. klog 

purposes, compliance with GAAP bas clear •~vantages. 

First, tollov1n; CAAP sakes the comp&rison with both 

re9ulated •n4 noD-reoulated CODP4niea• per.sion txpeftse .ore 

aeaningful. Prior to SFAS No. 17, GAAP per.ltted • v•riety of 

actuarial .. tbcdt for deter•lnfn9 pension expeAse. Since penaion 

expense between cocpaniea waJ oft•n bas•d oe diff•r•nt aetuari~l 

attho4s, a •ttlcl ~oaparlaon of the 4ollara cbarg•4 to expenae ~id 

not fttCtSS&f1ly inform the tir.ancial •tateacnt user of the actual 

difference between the plans. SFAS No~ 17 re4u~•• tbe Yariance 

resultln9 froa u11a9 differeftt setho4a and, tbus, .akes the 

comparison between companies sore aeaningtul. 

Seccn4, utility operatioAS, elptcially in the 

eomaunications Snduatry, 5 are diversifying or becomlog less 

~ctulat••· As r•gulat•d operations transitiOD to aon•retulate~ 

• 

atatua, tbeJ llt.Ult follow CAAP and, it CAAJ is alrea<Jy beint • 

to11owea OQ the reg~latet •14e, the transition ean be aceoapliahed 

DOre UIOOthly. fhete !a al•o leoc ohanoe that pefts1on fuftda vlll 

~ve become overtunded, at tbe expense of ratep&yera, before they 

a:e transferred to the noD•regulate4 portion of the bualncsa. 

fh1r4, acquic~tlofts, aetgtrs, et~., will be eaaler to 

effectuate, and tbe1r impact• easier to QU.nt1!y, if all the 

partie• iDvolved follov GAAP. 

A fo~rth conaider•tioft 1• that t~t:e are a&fty acceptable 

•ethod8 for calculatint pension costs under current PIC accountiAg 

-·-
• 
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• 
• • rules. ~ch •etnod, tne resv1~• of vhl~ e&D Y&~J v14ely, 

requires tbt selection an~ use ot nuaerou» •s5Yaptio~ •. SPAS No. 

87-~equires ~he use of oDe standard aetbOd. "-rrov1n9 ~be .. nncr 

iD wh1eb pension costs aust be c:alc:ulated, iaproves statt•a 

~nitoring of pensioa costs by reducing the nuaber of •eth04S with 

wb1ch ataff must bA~ome familiar. 

A fifth reason for adoptino SFAS No. 87 is t~: by nov 

4lmost all ~oapanl•• hAve aaopted SF~S Mo. 17 for reporting 

purposes, but they are still deferring tb& differenoe b•tv•en rate 

allowances un4er the old formula and !ln•ncial eccoYnting aaounts 

un~er SFAS No. 17. Requ1r1nv coapanies to switch ~ct ~o the 

previous aetho4 would be costly, cumberaome, an4 contuslng. llso, 

svitching back and forth between methods mi9ht leld tbe aore 

•ophistieat~ investor an4 r•tin~ 19tfteies to queation the 

• intctritr ot the financial statements. 

• 

Finally, the Oanibua lu4get R•cone!liation Ac:t of 1J87 

(OBkA) place4 an additional cap on the aaximum •mount of per.sion 

costs a company m&f d·4~~t fo: federal 1Dcoae tax purpoaea. this 

bu4get improv!ng ~ct bas tended to deG:eaae, an4 in a4ay ca~ec 

eliainate, the amouDt bt1D9 tun4ed tor pensions. SOMe NY State .. 
atillties• rate allowances for pension expenat are still b4ae4 on 

th• ••rlier level of funding. Requiring IFAS 10. 17 tor rate 

purposes. eoupled wJtb our proposed requirement that the entire 

41fference ~•tween ~nsian e~pense Allowed in rates and •ctual 

depoait in the pensioD fund be deferred for future dispesition, 

v111 ~pture tot eu•tomers th• effeet or tbia lover pension 

funC1ng level. The eurrent ~eferral requirement only captures the 



• • impact ot SFAS 110. 17 on pensio:2 expense. nae 1ap~cts of OBRA 

will be elaborated upon subsequently. 

We have toun4 three potential disadvantag•s of adop~int 

SFAS No. 87 for rate purposes. First, one of the priaary co~ccrns 

against using SFAS No. 87 was that it could ~••ult 1ft undue 

vol~t111ty in P*naioft expense. It wac believed that the inc,~4s~d 

volatility vould result from: 

1) Changing the discount rate assumptions from those based on 
expe~t•~ long-term projections ~t fluctuate infrequently 
and moderately to assumptions based on poiDt-ln·time 
1nterest rates. 

ChAD9in9 from the current aethod of prior service cost , 
amcrtiJation, which provides a level aaount representinG 
the •u• of prior service cost and interest, to a aethc4 
that generally aecel~rates amortisatioe over a shorter 
period. 

S~AS No. 17 allowa companies some latitude !n the 

mechanies of applfiD9 th• n~w rules, the ob~ectiv• beiat to 

aode~ate penolo~ expen•o •olat111ty. Analyata of tbe f1ra of 

Bear, Steerna I co~ s~ate~ 1n a ~epor~ ~twd M4y 12, lJ87, that 

•we believ• it 15 vel1 within tbe ab111ty of management tc 

s1n1m1zt tluctuatlons 1n e~penae un4tr SFAS NO. 17.• this 

conclusioe was confirmed in the Fe~ruary 23, 1JI7 111ue of Pention 

ana Inves~ent A!P where it v~s stated •Corporate executives 

completed their second year of compliance with rASB's rules tor 

pension accountln9 were able to ainimi:e volatility of pension 

ex~nse that some ha4 feared would result froa the nev rules.• We 

conclu4e that there exist» sufficient evi!enee to question the 

•volatility argumeDt•, however, actual •xperience with the 

standard 1& neec!e4 to effectively evaluate this concern. 

• 
~ , . 
• 

• 
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·~ • • Another arv~ment •9•lA$L adop~in9 SFAS No. I? for rates 1• . 
that severing the link between the '•t• allowance fo~ p•a•lon 

expen•• •n4 the com;any•s actual fun4lng oC pensiont 4ecreaaea the 

incentive to fund pension plans properly. The Ytlll~ie~ al•o 

pointe~ out that the failure to allow the additional t1n•nc1ng 

costs due to higher fundinQ requirements could also prove to be a 

disincentive to prop•r pensions funding. We disagree with these 

arguments. The FASB noted the following iD the •sU&m&:y• section 

of SFAS No. 87: 

·~•t penJion cost for a per1o4 la ftOt oe~••sarily 
4eter~ined by the ••ount the employer decides to 
eontrib~te to the plan for that period. Many faetors 
(includint t•x eonside:at1ona, as vell &1, the 
av•ilabil1ty cf both caaft and alternative lnvestaent 
opportunities) that effect fundint decitlona should 
not be allowed to dictate accounting results 1t the 
accounting 1s to provide useful information.• 

Similarly, the factors that 4eteraine pension funding 1re not the 

same as those determinin9 tbe proper amouDt of ~nsicn expense to 

be collected in rates. There are other regulatory forces that 

mand•te proper fun4ing levels and ve are al•o proposint the 

utilities be made whole for the blth•r or lever financin' costs 

that will result because of the differences betweea rate 

allowances an4 fun41ng. This 1••~• 11 discussed belov as a 

separate iss"• (Section 4). 

A final argument against adopting SFAS No. 17 fc: rate 

purposes is that, when compared to tbe method aost commonly used 

previou•ly, SFA$ No. 87 assi;ns lower costs to the early yeats of 

•n eaplo7e•'• c•~••r and higher costs as the employee approaches 

retirement •t•• Jt va• ar9ued this could result 1c an un~esirable 
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r•t~ impact. The .bl• vltb this ar;uaeftt. 1 .. t it assumes 

tnat pension costs result froa eaployees vbo are all the·same aqe. 

It the employees •re !!! currently young, then _the arquaent ls 

valid and the dra&&tlc increase !n expense will occur. Jowever. 

it is 4oubtful this is the actual situation. The workfoTee of the 

~jor utilit!~s ar• mad• up cf •~ploy••s o! variout ag••· While 

pension ccstl ara lower for the younger eaployces, they arc 

corre•pon41at1J hithe~ fo~ ol~er eaplo!ees ualng the ae~hod 

required by ITAS No. 87. Thls coul4 ~e • pcoblem tor some of the· 

smaller utilities 11nce tnere are only a aa&ll nu~r of employees 
. 

available-to eveu-out age differences. Bovever, other rate 

aoderati&g techni~ues could be employed to eliain.te an 

uadesirable affec~ oa rates • 

•• ascoamen4at1QJ 

SFAS Ro. ''· subj•ct to certain atlpulatlona ~·•~rib~ in 

the remaiftder of this appe~ix, aboula be a4opte4 for rate 

pu~po•••· 

C. £2!SJOI~Y lSSOES 

•· gp~lon•l Ptovlslons of SFAS No. '' 

sru ao. 17 allows companies sCIH latitude 1D UJt 

aechanics of applying tbe aev rules, the obltCtive being to 

control pensloa expense volatility. lac1o4ed 1a this categorJ are 

•oa~e !lect~•! options that ve could reqqtre to be usecJ. these 

options have tbt ability to ~ti9ate short-tera fluctuations in 

penaioD expense and thereby allow companies to »lan future 

expenditures eore aceurat•ly. !his voul&, in turn, provide 

cuGto.ers with =ort predictable a~4 stable rat••· the provisions 

vb1cb nec4 to be a44ressea area (a) delayed recognition of ta1Qs 

·- ._.. 
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... 
galn1 or losacs lhou14 ~ recogniac4r and (c) u~c of the. &arkct-

rel•t~ val~• &ppro.eb, based on a three or five year avera9e, to 

value plan asaet1. 

1. Detayed Aecognition ot Gains an~ Losses. 

Cains and losses res~lt from ch~nieS in the proJected 

benefit obligation caused by changes in the &ssu~ptions used in 

the SFAS No. 17 calculations. They also result from cban9es in 

tbe value of plan assets eausP.d by ·~~rf~n~e bei"9 dSffPrPnt from 

that otlgin&lly acc~aed. 

SFAS No. '' permits the option of electing to use ei·ther 

imme~~&te Ot d~14)c4 t~~09nitlon of 9ains or losses. lf 4elaye~ 

recognitioft 1s elected, gc1ns &n4 1osse5 are not recognized as 

they occur but are :ecogftiaed 1n a aysteaatie and graoual manner 

over subsequent Iecount!·~ perio4s. If, however, there is a 

settlement or e~rtailment, these unreco;niz1d Qains or losses are 

immediat•ly reflec:ea ia iftcome. 

We a:e avare of sev•ral t;1n.r York utl:l ities that are us in; 

the delayed recognition option an~ that curreDtly hav• large 

unte~ognized 9&ins which they claia to be •u• to better than 

ant!cl~ted t1nanc1a1 a&tke~ con41t1oos. 

AnalYii! Of liSOt 

~he FASI 1nclud•d the ~delayed recogn1t1o~· provis1ona 

because it concluded that 

the 41ffereftce in periodic measures of the pension 
l!abilitr cand thlrefore thl funded &tatus of the Plan) 
r•eults partly from the inability to predict accurately 
for a per!od (or over several periodsl compensation 
levels, lentth of employee service, aortalit1• retirement •t••• aAB ot~r pertlnant events. As a result. actual 
experlefto. often ~iff-r« Rlgnificantlr from that which vas 



• • estimated aDd tbat leada ~o cban9es 1n the estia.te• 
them5elves. •ec09n111ng the eftec~• of ccv1•1on• 1a 
estimates in full 1n the period in which ther occur -.1 result in ¥ol•tillty of tbe reporte4 •aounts that 4oes not • 
reflect actual ch•nges 1~ the funded statua of the of the 
plan 1n that period. (SFAS No. 17, par•grapft 17)) 

1he ~ASa•s ·t~lc for not·recogn1a1ng gains and losses 

~e4iat•l:~• ·r•••onable and is appropriate logic for aettin; 

ratea. %£~he long-ter• •••ueptfons prove to be accurate. tains 

an4 losaes 1~ cAe3ear v111 be off1et by losses or 9ains in 

~ub5eQucnt periods. ~e •4elarad ~•oovn1tlon• pTovl•iona provid• 

a reasonable opportunity to~ valoa an~ losses to offset each otb•r 

without atreetin9 annual pension expense. 

On tbe other band, the FASB's logic tor delaying 
. 

recognition of talns an4 losses 1a based on the assu•pt1on tha~ 

tbey are tempor&rf. Thla aay Dot turft out to be the case and, 

therefore, a~option of •delayed recognition• could result in the 

ratepayers not receiving tbe benefit of the gains for a 

considerable peric4 of time. 

Recommendation 

·•• believe tbe benefits of delaJed ttCQ9nitlon outweigh 

the dlsaavantages. therefor, ~nies should aae the •4elayed 

Jecognitioo• pro•isiona of SFAS Jo. 11 to recognl1e talns and 

losses for retulatory accounting aed rate purposes. lmme41ate 

recogn1t1oD shall be prohibited. 

2. fhe •corri~or •SP~oaeb• 

As atated above, in order to recogniae the lonv term 

nature o! the various assumptions SFAS No. 17 all~ delayed 

(~•terref) recotnitJon of gains ana losses. SFAS No. 87 also 

defines the a.tho4 companJ•• are to use to deteralne the miniaua 

• 
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• 

r· 

• 



··. • • r•te at ~hi~h taiAa and los••• aust be r•eogni2•d. ~hla •1ni~ 

~ rate of •~ortication, reterret to as t~e •co~~i4cr appr~eh·, 
allov:a compan1ea to po.tpoae ~•eotnitton '1:tf gai~ or loc••• aatil 

tbe net cumulative YJriance e~ceeds 10\ of tbe treate~ of (l) tbe 

• 

~ 

.aarket ~•l•t•d value ot the plan ••»~ta, or (2) ~be projected 

~nefit obliqation. EYeD it tbe lOt level is re•ched, the amount 

that exceeds the eorrl4or may be am~rtized over tbe 1ver19t 

re~Jain; aervice »etiod 4! active employees expected to receive 

b•n•fitc under th• plan. For most of our lar;e ~urisdictional 

CoapA~ieD t.bAt ~tlo4 is lpptOXiJUtely 20 f•~rs. 

Gains &ft4 1osae~ aay be reco9nised .or• rapidly t~an 11 

requ1re4 un4ez ~be corri4or approach. Paragraph 33 of ''AS No. 17 

atates . 
Ar.y systematic methOd ot amort1zat1o~ of ynr•~ogn1&e4 galDa 
and lo•sea -.y be use4 1D 11eu of ~he miAlmum ·~citted in the 
ptevioua pata;raph (the corridor appro.c~) provided that (a) 
the miniiiWI is used in aAy period 1n Wblcn t~e ll1D111N1l 
amortisation 11 treater (re!uces the net Calanct bf .oreJ, (b) 
the method ls applied consiatently, (c) the metb04 11 appl1e4 
similarly to bot~ ;ains ana losses, and (d) the method used 11 
.Sisclos~. · 

The •co!ridor approach• is founded Oft the premise tb•t the 

relevant aGsumptions are bas•d on long•te~ projections which can 

~e expecte4 to Y&ry froa 1~&r to year. Si~e• v•rSane•• between 

the assumpt1ona and •~t~al reaulta ohou14, iA th.ory, can~el eaeh 

otbet out, t~e rASJ :ea&one4 that these eontinuing but olltettlnt 

variances shoul4 not be recogn1z~4 until the variance reachc~ Guch 

a high level that 1t is ~o longer likel1 ~h&~ it is temporar1. 

Anal~sls of lssues 

The duration of penslor. obli9ations 11 len; term in 

natur•. ~hus, for rate setting putposes it is illogical to 

- ._...._....... ._ 



.t 

l 

_.rket Cluctuat1ons an4 that Ire 11keiy to c1n~el each other out 

in the lOD9 run. ~heretore, ~11n9 tbe corri4or approach, in 

conjunction v1th tbe aarket-related value approach for valuint 

pension assets, warrants consideration. 

A potential disadvantage of adoptin9 the ecrridor apprcAeh 

is that it eould r•sult in • failure to reeogniae per-.nent taino. 

~in., or losses, which aa~ in fact be peraanent, aay ne~c~ ~cacb 

the lC\ cor~idor threabol4 an4 therefore .. ~ never be recogni&ed. 

~o put the ma~n1tu4e of thil prgblea ~Dto perspective, the ta1r 

_.,ket v•lue ot the assets held 1n Conso114ate4 141son's pensioft 

tuna on Dtcember Jl, l'JO vas $3 billion.' This means the 

corridor could contain a !!1 911n or loss of $300 •illlon which 

would remain unrecogni,ea for accouatinQ an4 rate purposes. 

Althouob we aup»>rt delayed recognition for oains and 

losses, ve do aot aupport permaAant non-recoonitioD for 

significant a~ounts. Ve also believe usint the •••rate reaainin9 

aerviee period of actlve .-.ployees (approxlaattly 20 7ears for 

aanx ut11Jt1ea) for the .-ortia•tlon period of 9&1ftl an4 lossc• 1• 

somevb&t excessive. 

lit f'Opo5• to prohibit aat of the Qn,!dor apprMch • 

. lnateac1, any va1n1 or losses, vt\ic:h vou14 bave tOM into tbt 

corridor, theuld bt placed ~ato a deferral account aftd amortiaed, 

on a vintage year balls. over 10 Jtars. ten years 11 suffic:1ent 

to noraal1at any eyc11cal f1uctuat1ons in the .atket value of 

atoete or •ariations of actual eaper1ence froa assumptions; 

,. 

• 

• 

'· December 31, lt90 Annual Report to t~e Public Servlce coma1ss1on. • 



• • •~P•~i~llV it thi1 •Prraa~h ls uaed in conjunction vltb the 

~ •aarket-related value• aethod of valu!Dt fu~d assata. ~· u•• of 

any longer ~rtlaatlon per1o4, or uee o! a •corridor•, voul4 

rc~ult in either •aa~king• p•r~~•~t ta1na or lo•••• or 1n flovin9 

thea throu9h to ratepayers over too lon9 a period of tlae. 

It mMY b• a1vu•d that by requiring certain prov1s1ons ot 

SFAS No. 87 be followed the co~ission is DOt really adopting SFAS 

No. 87 for rate purposes. Bowever, ~ht options we are requirin~ 

are within the standard an4 thus the m&nner in which ve are 

r~uirino pension expense bt calculated.•nd r~eogniz•d ia ift 

eomplianee with sr~s Ho. 17. 

Jlecomme~dation 

~he •corridor apptoacb• should not be use~ to re~09nize 

g41ns An4 los••• for aceountln9 and rate purposes. tn•te•d, eDy 

~ ;a1ns or losses, whicb would bave tone 1ntc the corridor, should 

be placed into a deferral acco~ct an4 amortiaeo, on ~ vinta9e year 

basis, over 10 1••r•. ror r~temaklGf purposes the amount in this 

account vill be· ineluded in ratebase. 

Some companies have already adopted SFAS No. 17 and are 

using the corridor approach. ~hose companies. Oft th& tff&ctlv• 

date of thia polloy 1tateaent, &hall tra~s!er the amoUAt then 

~eferre4 ~~ the oorr!,or to the defe~gal •o~oaat and are to . 
commenc• the 10-year aaortizatioft. SlAGe this aao~tization v!ll 

be part of the ~~lea' annual p.na1on e~n5e, any diffeten~• 

it causes between t~e ~keO expense an~ the tbeo current rate 

allowance for pension expeAst v111 be capt~red tor subsequea; 

~isposition by ~he Commission ~Y the deferral requirements 

~ ~-~~ribe4 iD s•ctloft J of tb1s appeft41x. 

-I 



loae NY State utilities are a part of a larger 

. organizatioft (as aft affiliate, subsidiary, ·operatint •iv1s1on • • 

: et~.) and tbe remainder of the organization is not sub,eet to the 

• jurisdiction of this Com=ission. In -.ny of these instances there 

is only one pension plan which covers the entire organization. It 

may be awkward for the utility portion regulated by the Co-=iss1on 

to use one of the •optional provisions• of SFAS No. 17 while tht 

remainder of tbt organization uses a difftrtnt option to account 

tor tbe same plants). We request respon4ents to specifically 

address this problem in their ecmmenta~ 

3. yaluation of Plan Assets 

Plan assets are 4efinea as investDents that have ~•a .. 
segregated a~d re•t~icte4 (usually 1ft a trust) to prov14a 

benefits. the value of the paaalon plan's aaaet• 1s uae4 to 

4eteraine hov zycb aore a co&panJ agst accrge o' fund to meet its 

pension obll9atlon •n4 is tbus a key f•~to~ iA ~be calculation of 

pension expense. In determinlnt the value ot pension plan assets, 

SYAS NO. 17 allows tDe use ot either a point ln ti .. value, 

referred to as tbt talr Valae, or an averaging method referred to . 
as the Market•lelated Value of Asset• approach. !bil averat1Dt 

approach requires that plan aaseta be valued aa •a caleulate4 

. value that recognize• cban9t1 1n falr value 1ft a systeaatic an4 

rational .anner over no more thaD five years.•1 

7. Different vays of calculating tbt .arket-related value .ay be used 
tor ~iff•r•nt elass•• ot aaaeta, but the aanner of 4eterain1no tb• 
.arket·relate4 value is requ1:e4 to be applied conaistently from 
yea~ to J•ar for each asset etast. 

• 

• 
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• Analysis __ o~ Issues 

Use of the .arket•relatad value"app~oac~~~bles eaploye~s. 

to smooth the sbort•tera volatility inherent 1n the financial 

aarkets. Sine• th• ~naion obli9ation ia lon9-tera in n.ture, 

eliminating short-ter• •wint• ln the value oC pen5ion tun4 assets 

wou14 result in a more accurate reflection of the funded status of 

the plan. fhereto,e, u5e ot tb1a valuing method should be 

requiredr but there still remains controversy over the number of 

years which tbculd be included 1n the averaging period. 

When viewed in conjunction with. the l~D-year uaortiaAtion 

of gains and losses we art proposin9, 1 three-year averaging would 

probably be sufficieftt. Five years voul4 obviously smooth the 

volatility aore, but that advantage mAY bt outweighed by the 

probability that the longer period vould delay recognitioD of the 

general trend in tbe value of tht fund assets (e.g. the overall 

long•tera upwlr4a trend of the value of atocks). This would cause 

an ~nderstatement of the value of the funds which would, in turn, 

cause an increaae iD tbe amount of pension expense to be 

recogniaed b7 the company. 

lecOMefllt~iQD 

Plan assets shou14 be valued uaiag a oa1culate4 •alu• tbat 

recognizee ehan;es 1• fa1r value 1ft a syoteaatlo an4 rat1oa.l 

.-nner ov•r th: .. J••r•• 
W• rcqueat that respon4enta apecif1~ally address whether a 

period of 3, •, or 5 J••r• abou14 be used, and that they !ally 

explain the r~•»ona tor their preference. we also ask that they 

at•t• what metho4 they art currently using to value their pension 

tun4 assets. 



• • b. £hol~ of Aecuaptlona 

~hrcc of the ker as»umpt1ons used to calculate pension ~ 
expenoo under srAS Mo. 17 are the discouDt rate, tbe rate of 

return on plan •ssets, and the salary progression rate. A ~han9e 

in any of these tates vill result ln an iamediate chang• in ~he 

amount ot pension expense beinq recognized on the inccae 

statement.• 

there is 1 conslderabl• difference betveeD the r•tes be1n9 

used by various eom~nies. The previously referenced survey by 

Buek Consultants showed tbc discount rates used by those surveyed 

varied ~1 .ore th~n five percenla~e po1nts. Tht responses ve 

l'ec:eivcc! to our Jul)'· lt87 survey sl'1cwe4 that, for eacb of the 

~hree rates, the variances between companies vas as aucb as two or 

three pe'~ent&91 points. 

s1n~e selection of the rates to bt used for •aeh of these ~ 

three assuaptions is up to mar.agement, there is an opportunity for 

manipulation of pension expense. Jf this aan!pulatloD occura 

betveen rate c~ses ~t could Y•sult ia the enhanoeacnt of corpor•te 

profits at the expAns• of ratepayera. ODe poaaible reme4y lor 

this pot•ntial problem !e for the Commlaaion to apeclly tbl r•t•s 

t:o .,_ us••· t-h• JulJ ltl7 cuea\lorma1re requested coaeftts Oft 

this reac47 an4 all l'espon4enta oppoae4 St. 

l. ~naly&ls of lssue 

&acb pension plan an4 tund is unique and the assum~tions 

related to tbem shoul4 be based on the individual characteristic• 

1. A cbante 1n anJ one asauaption m.y noL produce as great a change 
1A tbe pension expense •• one aigbt. 1n1t.1•11y expect. 'l'bis is ... 
because the three •••~ptiona •&v 1aterl1nked and a cbange in any ~ 
one ahould reJul~ 1n a •omevh•t offJett1ng change 1D tbe others. 
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ot that particular plan an4 fun4. The utili~y. ln eonj~nc~1on 
. . 

with its actuary, should be th• b•st p&rty f~r selecting thcac . 

aaaumptions sSnee lt formed an& aanages the pl•n an4 fund. J! the 

Commission required use of generic a2sumptlona, their ~5~ wuul4, 

in all likelihood, rcault 1n larger v•rian~es between the 

aasumptiona and aet~l re&ult~ than if the assumptions were 

sele~~ed by the utility an4 cons14eted the uniqueness of the plans 

an4 tun4s. Also, use ot 9enerie a•swmptions would complicate . 

matters for any utility whose pension plan is pArt of a lar9er 

group th•t is not entirely re9ulated by~his Commission •. 

The FASB reviewed this problem and concluded it was not 

teasonable for it to specify 9eneric assumption•. Paragraphs 193 

and lt4 of SFAS No. 17 states 

The Joar4 concluded th•~ ~~QUiring all employers to use the 
same assumptions is inappropriate. Concepts Statement 2 
dcticea co.m~f•billty &s •the qualitJ of information that 
enables users to identity similarities in and differences 
between two sets of economic phenomen•.• The le~rd noted that 
requiring employers to use the same turnover assumption, tor 
example, would reduce coaparabillty to the extent that the 
assumption would otherwise reflect real differences in 
expected turnover amon9 employers. 

The loar4 considered a requirement that all employer• use 
~~n banchaArk 4iscoun~ rat•s, sueh •• those PJ~l1sbed ~Y 
the Pension Benefit Guaraftty Corporation (PIGC). One reason 
fer that eonsideration was !t• eoneerD that rateo praYioualy 
u1ed for disclosure purposes vatied aaonv employer• over an 

•· unreasonable rant•· !A spite of thAt coneern, however, the 
Soard ~onc1u4ed that requirino use of benchmark rates would be 
inAppropriate, in p&rt because no readily avall•ble rates 
seemed fully suitable. Instead, the Boar4 aee14ed that the 
Statement ahould ~eacribe mo'e clearly tbe objective of 
selectin; the-discount tates vith the expectation that a 
narrower ran;e ot rates used vould result. Althou9h the Board 
conclude~ that it should net require use of PBGC rates, it 
note~ that certain of those rates, as currently determined, 

•--'· PBGC is a federal a9ency that serves to insure plan participants 
ata!n•t the less of Yeste4 bcnefita. ~~ ls f~nde4 b1 prewlu~ 
~id by all co~nies v1th qualified pension plana. 



• • 
Cur an•ly&is ot SYAS Bo. 17 !nelud~ studi•s of SFAS No. 

81 made b~ other regulatory agencies. These studi•s all concluded 

that lt ~•• not reasonable or proper for the re~~latory agency to 

specify the rates which aust be used for these asoymptlons. 

tn viev of the above, it 4oes not ap~ar tb&t 9ener1c 

assumptions sbould be ~ndated. eonoequently, there remains our 

~oncern re9arding management's possible manipulation of tbe rates 

for the purpose of enhancing ~orporate·prot1t. Altbougb th1s aay 

be a problea in the long-tetm, it 1s adequately addressed for the 

cear-tera by our ptopQ&e~ 4etetr&l requirements. 

Ondef srAS NO& 17, variances between assumptions an4 

•~tual results are considere~ to be tainl or losses. On4er the 

aecountiag vt are proposin; bere, 10 tb•s• gains and losses will • 

flow throu;b to ratepayers over a 10-year perlo4. If a tbe chanw• 

in assumptio~s occurs between rate casea, tbe aaortl~ation of the 

resultiftq gain or loss woul,, ord1Dar117, flow tbrouvh to the 

stock.holc!ars. llo~ever. •• cUocussed in Section 3 belov, ve ire 

racommen41nt ieferJal &Qeountinv be appl1ed to the difference 

betveen tbe rate allowance tor pena1oft expense an~ tbe amount of 

expcase actva11r boo~vd. Tberetore, even if the utility 4i4 

aan1pulate 1ta pension expense between rate cases the reault!nt 

benefit wou14 be Oeferred and 1tl alsposition a~dreasad by the 

comm1SI10ft in a future rate procee41ng. IA otber words, as 10ft9 

&I deferral accounting is required, the custom•r cannot be harmed 

10. SecLlon 2(C)(~)(1) ot th11 appendix • 



• 
• • by the selection of a particular assu-.ption. &ovever. deferral of . . 

the dif!etence betveen rates allovanea and ~k •xpensa is b•int 

proposed for a trial e-r~~ ~nly. When we reviev thll policy 

st~t~z•r~ Sn three to five years ve vlll deteraine if this 

deferral requireaent shoul~ continue. 

~. Rcco~.en4ation 

We con~inue to be concerne4 about tbe &mount of discretion 

ut111t1es have in the selectioD of tne assumptions used in the 

srAS No. 17 calculation as 1t provides the opportunity for 

manipulation. Bowever, this concern does not f~lly offset 

advantages of adopting the standard. In v!ew of our r•eo~endad 

~eferral accounting and r~Ktrietions on the optional provisions of 

SFAS No. 11, v• btl1eve that, vith the exceptloa of tt.e 

restr!otlon 4iseuooe4 below oonocrnin9 calculation of the •aaauaed 

~ 4tacouAt rate•, eaeh utl11ty •hou14 continue ~o scle~t lta owu 

••~~p\lona. We will tecvaluate th1a Issue vbtn we .review this 

policy 1tatement in •pproxim&tely t~tee to five years. 

~ 

C • Assuzed Pi.ICOUftt RAtti 

The 4iscouDt rate is the interest rate us•d to adjust for 

the tiat value of aoney when 4etera1nin; tbe present value of the .. 
Projected Beftefit Oblloatioft. !be rules ralat.a to the seleetioft 

Of &ft assume~ diSCO~ftt rate are minimal. lowever, !D ordet to 

9ive •oat ooftslstency in tb• aetbo4 of tevelopln9 the rate, 4n~ at 

the same ciae allowint the rAte to rcfle:t the 1~herent 

4lfferencea in eac:b 1ncU.vidual plan, JrAS Ho. 87 •t.•te» lbe 

as5yme~ 41acount rate should be b«s~4 on 1nCoJ~tlou c:onc:ernin9 

rates of ttturn 1mpltc1t 1n·eurrent prices of annuity contractS 

that could be used to settle tbe obligation. It also states that 



• • vhen estim4ting tbe ~iseount rAte eaployers a&y also look to rates 

of return on hiqh•qullJty, t!xed~incoae invest .. nta that are 

currently available and that are ex»ected to be ~•aflAble durint 

tbe perio4 to maturity of the pension ~nefits. 

In spit- of the FASB'~ efforts to tlvt tuidance ia 

.developing tbt appropri~t• rate, con~iaGrable variance exi•t• 

_,between tbe ratet used by different comp.nJes. n1c survey by Buck 

ConsultaDts foun4 that 4iscoun~ c•tes avera9ed 1.73\ J~ 1917 and 

r•nged £1om '' to 11.25\. While ve do not know if this vtriance 

is justified ~y 4Jtferenees betwee~ tbi plans, ve are concerned 

that it NY DOt bt. 

1. Analysia of tssues 

Although SrAS No. 17 states the discount rate should 

reflect the rate& of return implieit in current prices of annuity 

contracts that can be used to elfe~t settleaent of the o~11tat1on, 

:cauti~n ~st ~. exercise& ~•gar41nt the a•• of tbeae rate•· 

Often vheD an lna~ran~e compaDJ offera to eettle • ;ortion 

of a pension fun4'a obl1gat1oD t~suallJ ~bat portion appl1~le to 

emplo1••• who •re already retired), the cont:ac~ 1t offers vill 

reflect the rate of return Oft a specitie inYestment availa~lt at 

;.that spec1!1e ti•• (!.:!1:.• a specific Aev issuance of bods the 

insurance coapany has cc.ft1tte4 to pu:cbas• at a stated price). 

!bus, the contr4ct it offers ~Y Dot reflect the average rates 

available on the open market. 
Another factor is tbat since the insuranee eom~ny bas a 

much lar9er invastmtnt pool than vlll the •mployer•s pension fund. 

the insurance company aay be vllllD9 to purchase unrat.a corporate 

bonae or other ccaovhat 1ov•~ qva11ty !nvestaent vehicle& (vlth 

• 

• 

• 



• 

• 

• 

• • thei: commensurately hither rate ot recu~n) chan voul~ be pru4en~ 

for the employer•• pension fund •. 

Since any tettlement being offered at any one speclfic 

time may not re!lect the returns •vailablt froa lnvestaent 

vehi eles available to. and appropr late for, the pension fund, the 

rate of return inhtrent in sueh a eontraet is probably not the 

aost appropriate ~ouree of lnfor-.tion for ~etermining th• 

tisoount ra~e unlcaa the COmpAny io goint to settle the cbli9ation 

1D the very nea' fut~Ie. 

z. Reco~endat1on 

!he assumed discount rate should be based on the rates ot 

return currently available on high-q~ality boftda, and other market 

indicators which art of similar 4uration &n4 risk, vhose cash 

flow• match the t!min; and amount of ezpected benefit payments. 

If ~ectl•=•nt of tho obligation with third-party insurers is 

possible, the rate of retYrn iaherent 1e the amount at which the 

obligation can be settled is relevant 1ft ~•t•~•ining the ~iscount 

rate, but sboul4 oe~ bw a major factor unleaa • 1ettlaacnt ls 

imminent. 

d. lequiremer.ts tor Chanoes 1n Meth041 or Assumptions 

Section ~~ of the C~iasion'l Rules of lroce~ure 

specifies certain r~i:ementa vbicb aust bt complied with when a 

utility visbes to make a change in its method of accounting. srAS 
wo. 17 consiatc of aany provl•ions, assumptions. etc. ana it may 

not be clear if Seetlon 48 applies it • utility changes any of 

these items in 1ts penclon expense eomputat!on • 



• • 1. ~alysil ot Issue 
section 48 vas established to protect custo=ers from any 

utility making a chan~e between rate cases ln the aanner ie which 

it accounts tor &D event when such a chan~e will be 4etriae~tal to 

ratepayers. If Commission approval is not required for eh~ng•s 

related to SFAS No. 17 accountin9, a utilSty ~Y change the aanner 

1" whieh it ealeulatts a eQir.ponent of pension axpcn1c between ~ate 

eaaea for the sole purpooe of 1ovc~1ng penalon expense. This 

mAnipulation vill cause the ~•sultin9 gain to flow ~bruuib to 

sharehol4era' equitJ• The co~panx could eas11J ratSo~11ze that 

it wa& not requ1re4 to report tb1S gain an4 it could 90 un4etectea 

~Y staff an4 the Commission. Therefore, Dotitication of any 

changes appears to be varrante4. Also, ~ivan the teehnical nature 

of pensions and the SFAS No. 87 accountinQ, lt sight be easier to 

resolve any differences of opinion between Staff •nd th• eom~Any 

in a Section 48 forum rather than to avait the filift~ of a foraal 

ratct proceec!11n9. 

Oft tbe otbtr ban4, the ebangec at 1oaue h•~• are changes 

in assumptio~s or eatiaates, not changes iD a~count1Di .. tho4 •• 

covere4 in Section 41. aequiring ~t111t1es to get perai111on tor 

.•lmost •11 action• tbeJ take relate4 to their pensSon fuft41 would 

result in comDission intrusion int~ &&tttrs tnat art pr1aar11y 

aana9ement'1 responsibility. Such overlight 1hould not be 

necessa1y since the companies' outside auditors, as part of the!: 

normal audit process, vill be cheetinQ to ensure the ehanQtl are 

proper. A requirement to obtain C~ission approval would be a 

duplication of effort and could result in a waste of time, aoney 

ana effort. 

-

• 

• 

• 



• • Concerns regarding the overrecovery or un4errecov•'J ot 

~ pension eosts vill be allevi&ted for tbe· ne~r ter• by our proposed 

tcaporary requireaent to defer any v&riance between pension 

expcn~e rate all~ances and th• actual e~pense booked; however, a 

long term •olution 1a also needed. Mor•ove~, some chanoes could 

be controversial an4 should not be iaple~ented, and possibly 

remain in effect tot years, b•tore they are reviewed by staff. 

rherefore, in order to balance the above cunf11cting concern2, we 

vill require companies to notity the Director ot the Office of 

Aeeountin; and Finance of any changes 14 assumptions and options. 

lf there is an Stem upon which the Di"rector and the c01tpany cannot 

come to an a9r••=•nt, th• matter may be referred to the C~ission 

tor resolution. ~his procedure should also reduce the possibility 

tnat chanwes ln the aakeup of p•naion expense will be an issue in 

~ rate procee~1n9s. 
2. Rec~en4at1on 

If the c~panf changes the m~tho4 or .. nner in vhicb it 

selects an assumption or Oeterainas ~• value o£ plan •••eta o~ 

liabilities, it is not considered a ch&ftge in accoun;in9 avbjcct 

to Section •a. ~he selection of a different option, where there 

!a • cho1oe, is al•o &Ot a chan9• in •coount1D9 subject to section 

48. Bovever, ln ~oth of these instances the utilities should 

inform tbe Oltecto~ of the Office of Accounting and Finance of any 

such change GO 4aya 1n a4Yance of itc •ffective ~ate if its iapac: 

on annual pension t%pens~s 1a 9reate~ tbaD 10\ of the lat•st rate 

allowance for pensions. If tbe~e 1a more than one change being 

enacted, it is the total effect ot all chant••• vhen added 

~ together, which shoulO be useO to 4ctctaine 1~ the effeot .. •t• 



11. 

• • the lO\ threthold. Jf th• i~~t 1• 1••• that the lC,, ~be chant• 

n••d not to be r•po~t•~ until Jt• effecti~ 4ate. 

An1 chant• •u• to an event ~pletely outoi4c the cont~ol 

of the utility, •~ch a• a change in the ass~ej diacovDt rate d~e 

to changes ln c~'•ent -.eke~ oc econo•Jc cond1L1ons, 1• not a 

change in aecount1ft9 subject to section •• but s~all be reporte~ 

·. on the appropriate schedule in the first Annual Report to the this 

commission filed after the effective date of such chln;e. 

e. Treatment of Transition Amount 

lt part of the lmplementatioa·proeesa, firms ware required 

to compute the i•pact of SFAS Ro. '' at the i~plementatfoft date. 

~hia aaount, referred to as the ~tansition Asset (or 

Obl1gat1on),11 11 required to be aaortl••• on a •t~aitht-liae 
~-is, over tbe averAge remaining aer•ice period of act1Ye 

employees expected to receive a benefit unda1 ~e pl•n, ex~ep~ 

that (1) thl firm aay elect to use 1 15-year period it tb1s 

aver&te re~l~lng per1o4 1s less than 15 J•ars and (2) 1t a~st 

all of a pl&n'J partlCiPifttl are inact1~e, the.fira aust use tbe 

average re~1Dift9 life expectancy of tbe inactive participants. 

1. Analysis_of lssvc 

Jre11ainary aftalysis has revtalad tb&t tbe vast majority 

·of NY State utilltle• haa a transition aAset upoD iapleaantatioD: 

1n other voras, they were overtynded. ~he aaorti~ation p.rScd for 

The dift•r•nct, exist1nt at the begi~n1n; of the fiscal year 1n 
whicb srAS Jo. I? is first app11e4. bttween (a) the projected 
benefit obl!tatien and (b) the fair value of plan assets plus 
p~c~lou.ly zeoo;ni~.a unfun~ed accrued pension cost or less 
p~•v1oullf zeoogniaod prt~id pension oost. AA unrecognized net ••••t ie a ~ran1!tion Asatt ana an unrecotn1ae4 Det obll9atlon is 
a Tzana1tion Oblltat!on. 

• 

) 

• 

• 



~ 
but still results in the customer reeei•ing the full benefit of 

the lower pension cost resulting froa the adoption of SFAS No. 17. 

Also, as discussed in Sectioa 2(£) of the attached Appendix a, 
a~orti2&tion of the pension transition asset vill help offset 

amorti&ation o! the OPEB transitloc obligation. 

Req~iring utilities to co%ply with SFAS No. 87 would 

result in every utility amortizing the transition asset/obligation 

!ft th• samA manner. This Yould improve comparability. 'he 

Commiaaion could adopt a short•r ~mnrtisation period but s~e of 

the benefits of adopting the st&n~ard fo~ zate purposes. such as 

comp•rabili~y with utility co~panies in other otatco an4 vith noft

regulated t1rms, would be 41mini•hed. 

Requiting a shorter amortization perlod th•n t~t 

~ specifie~ by SFAS No. 17 would be a •iolatlon o! SFAS No. li, ~ut 
woul4 not be a violation of GAAP. A different statement, SFAS 

No. 11 • Aecou~ting for the Effects of Certain types of 

~ 

Regulation, permits regulated utilities to deviate fro• a standard 

issued by the FASI, if the utility accounts for an item using the 

sa.e ••thod the regulatory agency uses to set rates. 

2. leeo~end~lcn 

Otilities shoul~ co~tinue to amort1&e the transition asset 

(or obli9ation) over the same period they have adopted to aate. 

~his period should be in accordance vith SFAS No. 17. For 

utilitles which bave not •dopte~ SFAS No. 87 awaiting the 

Co~ission policy, the amortization per1o4 aho~ld comply with the 

provision of SFAS No. 87 as it applies to the company. 



• • . t. ~reat=ent ot Pr !or service Costs • 

SFAS NO. 87 states thAt if a company has a history of 

regularly makin9 a&endments to Jts pension plan, a shorter 

amortization period for prior service eosts may be varrant•d. 

This 11 based on the theory that the regularity of the a~n4mentc 

indicates a short•n!ng of the period 4ur1n9 vhich the co~Df 

~ expects ecoDOmic benefits f~oa the aaendaent. 

1. AnalyoiD of l••ue 

SFAS No. 17 prov14e5 llttle guldanc• on what constitutes 
. 

•a biato'y ot plan amen4ments•. Thus, tne provision is extreaely 

3u4gmental an4 prov14es the utility the opportunity to reduce the 

amortilltion per1o4 of prior service costa that was assumed in its 

l&st rate case, vitbout the requirement of tubstant1atiD9 its 

reasons. Shorteniftt the amortisation period voul~ caus• an 

increase in the company's revenu• requirement ia its next rate 

proee~int. Also, if the eom~ny is currentl1 aubject to &A 

earniDgs thre•hol4 whereby eaees1 earn!nt• are required to be 

passe4 back to ratepa;..ero, those rate~:•r• uy enc! "P pay1nv fg' 

the entire ..OUAt of tbe ineraaae4 amortization until tbe ~oapany 

ha5 lta ne~t ~•t• pr~ee41AV• 

1t a ut111tJ a4opcs 'b11 provision, it may feel obl19&ted 

to periodically iaprove itt pension plan in oroer to contiftue to 

~ustify 1 shorter amortization period. Such action could, 1n the 

1on9-ruft, be quite costly 11 vell 11 mak1D9 eom~rison of pension 

expense betweeD coapanies lesa meanin~ful. 

Dnlike soae of the optional provisions of SFAS No. 17 that 

ve ar~ r•comm~ndiD9 bt required, this provision Sc not ortfonal. 

Jf ve i9nore, or adovt a r•vis•d vers!ftn of It, v• Ar• somewhat 

• 

• 

• 



• 

• 

.. 
• • negating the benetits oC ~l'l~Lly tollowing tbe provi•ions of SFAS 

No. 87. 

Zn actuality, cocpllance with this prov1s1on should not 

present much of a problem. Si~ce SFAS Ho. 87 requ1:es that there 

b• a history of plan Amendmer.ts be!cre amortization of prlor 

••rvict costA is accelerated, the utility's outside auditors, as 

part of their ex~miftation of the cnmp.ny's financial statements, 

sboyld establish that there •~1tl a vall' basis for the eon~lu~!on 

th•t t!lfHI la such a history. %~ ad41tioft, tbe Commission could 

require our jurisdictional companiea to obt&ift approval from the 

Director ot the Office ot Accounting and rln•nce befote 

imple=enting the accelerated amortization. This woul~ insu'c t~t 

there Js agreement by staff that there 1s a basis for invoking t~e 

provision before the co~•ny does so unilaterally • 

2. Jeeo~~ndation 

App~ov&l by the Director of th@ Office of ~~counting and 

rinanee ahoul~ be required befo~• a eompanr a&J shorten the 

amor~1zA~1on ~riod lor prior oerv1ce oo•t• baae~ on the 

content1on ~at •it ~- a hietor1 of plaD aaeAdaents.• 

3. DEFERRAL 01' VAAIANC! l!:nt~EN EXl'ENSt AND IU.!! ALLOWANCE 

Caleulatint pensiOft expense ut111&1»g arAS Ho. 87 proaotea 

consistency in the aeasurement ot pension expense an6 piovi4es 

s~eifie 90l~tlines for tracking pension costs. However, as 

previously d!~eussed, there is atill rooa for manipulation ~ue to 

tho vafioua •••~ptlonc used ln the SFAS No. I? calculations a~d 

it doco not •ppear feasible for the Commissioa to establish 

w~n•~lc aasuaptiona. For all Class A and I utlllties that have 

~ aeopted STAS No. 87 outside of a ratt caAe, ve currently require 



• • ~ef•rral aeeountino for the differenc~ between the allo~ance in 

curr•nt rates for pension expense and expense recorded according 

to SFAI No. 17. ~he C~!ssioft •ust d•~id• if it wants to 

continue, •odify, or eliain~t• the curr•nt deferral aeeountint 

requi&"cmenta. 

A. Analysis ot tss~e 

As previously 41scu~sed, we are proposing to prohiblt use 

of the •corri~or approacn• for tbe reco9nition of gains and 

losses. In its place, we a:e proposin9 to a4opt a 10-year 

uorti~ation plan (see Section 2(C)(a_)(2) ). Each year this 

amort1:at1oo will cause a chan9e in tbe amount recognized for 

pension expense. Tbe ettect of this change vill be magnified for 

companies cur1ently usln9 SFAS No. 17 and the corridor approach 

since the svitch•over from the corridor to the lO•fear 

• 

amortisatioo will cause tbe amount currently deferred in the • 

corridor to i=me41ately comnence bein9 amortized •. Whether this 

will cause an increase or decrease in expense 4epen4s on whether 

the c~pany has a net 9ain or net loss in the eorridor at the time 

of the switch-over. It is our un4erstan41nt that currently eost 

have net gains. 

Unless the 10-year aaortlzation commences v!tb!n the 

eofttext of a rate proceeding the ann~al aaortiaatloD v111 flov 

~hro~th to aharebolders. Ther•tore, at least in the near ter•, 

there aboul• ~. a •cferra1 me~han!sa ln plac• to eapture the 

aaoun~ ot aaort1~ation that hao not b•en OOD&14er.t foz rates. 

~bla will keep ~be com~nr vhole tor losses and v111 pass back to 

~atepayera any taln. Jn the 1ont tera, •• aore feAr• of t•in& an4 

losses are included 1n tbe amorth:at1on protraa aNI coap4niee hGYo • 



• this amortization pto~ec~e4 ln tbe1r revenue requir~enls, ful~lc 
~ experience aay 1n41cata continuance of this 4e!erral aechanl .. ls • 

not necetsary. 
SFAS No. 87 has only been effective for a few years an4 it 

is a very complex sta~~ar4. ~~ile we teal its objectivity 

provices an improveft•nt over prior pension procedures, we are 

unsure of what ito ulti~t• lzpacts will be. Requiring def•rral 

of all the 4ifference betvaen actual an4 the rate case proj•ction 

ot pension expense, ~~ least for a trial period, woula protect the 

~stomer from the potential m4nipulat1on that atlll exiats, 

despite our attempts at curtailing such opportunities. Bc~evc:, 

if f~:l 4eferral accountin9 is iaplemented, and the utility is 

guarantee~ to be made whole for losses while 1t can un4er no 

eireumstanees realize a 9ain, then it ~r ignore or ne;leet its 

~ pen•lon fun4 in orOar to alloeat• its reaouree• to otbar 

potentially profitable •~•••· 

~ 

1. ~·c~~endat1on 
~he •ntlre ~i!ference ~tweeD the aaouDt allove4 ln rateG 

for pension expense anO the a~tual •~~unt reoor4e4 on the books •• 

pension expense thould be Oeferreo 1D a separate subaccount of the 

appropriate deferral 1ecount. lnterperio4 tax allocation sboulO 

be appl1e4 to this deferral and the resulting amount should be 

d•fe~red in a separate subaccount of the appropriate tax deferral 

~biG aefer~&l program should be instituted, Oft a~t~r~i~a=l-

b&$iS, eomaenc1Q9 with the •ff•ctiv• date of this poliey 

atilteJUe:nt. MbeA we ~eview thic policy statea•Gt ift thr•• to fiv• 

years, we will 1vexa~ine tbia lDD~• to 4etera1ae i! the def•rral 



• 
accounting prcc•4ure• proposed here sb•u14 be aod1!1e4. we reaaln 

conce:ned abOut tbe lack ot incentive th1s·cre•tea Cot utllllles 

to aanage their pension funds effectively and ve request 

su9gestions. 

~he rate treat~ent of this deterral is integrated vith 

that accorded another deferral -- deferral of the difference 

between the recorded pension expense and the amount actually 

depcaite4 in an externally held pension fund. TnJs second item is 

addressed in Section • of this appendix. !h• rate treatment to be 

accor4e4 both of these deferrals 11 addressed 1n Se~tlon s • . 
4. PENSION FeNDING - ~~ISSlON tNPO~ AND DEFERRAL OF VARIANCE 

I'ROK RATE ALLOWANCE 

!be asount a ~ny 4eposit• in its pens1o~ plan fund say 

~ot be tbe same as what it aust report as pension expense for 

• 

accounting purposes nor what would be proper for rate setting 4lt 
pu~po•••· Pundia~ policy o~n•rally refer• to aana;eaent's 

4ecis1on• (la lin• with l•bor n•9otiatSOftS and eontracts) ao to 

bo~ much to tran•fer to the ,.na1on tr~at fund. F•4eral 

re9~latlocs and tbe finaac!a1 oharacteriat!os of t~• firm are two 

tey factors used to deteraine tbe &me~At to ~ fun~••· Otbtr 

factors, such •• .atcbing the pension coat vlth the serv1oo 

ren~ete4 by tbe employee, v111 determine hov to account for the 

eott and when 1t Jbould be colle~te~ from tbe custom•'• but abo~ld 

ftot determine funding policy. 

A. reaeral ~tpulatlons -
a. ERISA 

~he key federal regulation• tor pention plafts are provi4e4 

through the Employee •etlrement Income Security Act (ERISA) 4lt 



filed' an4 (4) a potentially saaller tax burden to the plan 

~ particip4nto upon receiving ti••lf plan"distributions. 

• 

• 

To •ccompliab these, and oth•r tas advantage•• the 

reti~ement plan au•t be qualified under ERISA. rn other vords, it 

must meet th~ numerou• and at ti•c• intricate atatutory 

requirements ot EftlSA vhi~h includes benefit li•itation~, 

participation requirements, vesting rules, anti•discrimination 

rules, and minimu~ (discussed above), as well as max1•um, tun41nv 

rules. 

2. !Aximun Funding Liaitjtion 

Prior to OBRA 17, the amount an employer could contribute 

to ita retirement plan fund ana still deduct on itt federal lDcome 

tax return was limited to the •ful1-fund1n9 ll•itat1ons• prcvlde4 

in Section 404 of the IRC. Speeificallf, deductible contributions 

were limited to the greater of (l) the ~unt necessary ~o fund 

the remaining unfun4ed past and current service costa of all 

participants over tbe remalnini service lives of those 

p~rtieipants at a rate equal to either a level amo~nt or a level 

percent of compensation of those ~rtieipanta, or (2) an amount 

e~ual to tho ~o~~ cost of the plan ~1•• the amount necessary to 

•mort!ze all paDt service eoata evenly over ten ~@ats. Any 

con\x1bu~1on not currently 4e4uctible could be earri., over and 

de~uctt~ in • !u~ure year. Dovever, the aaount ~eductibl• in the 

future years was subject to the 4e4uct1oft l1•1tat1ona for ~he year 

1n which tbt de~uction vas sou9ht. 

3. summarx 

A pension contributio~ is •tax ettectlve• 1f 1) it can be 

taken aa a cu~rent tax deduction by the company making che 



ccntributio~J 2) the 1acome earned on the contribution is 

accumulate~ tax free; and 3) the. employee .~• n~t taxed until the 

benefit 1s actually received or not taxed at all. If a company 

has a sound fundinq policy. it vill fund its p4ncioa plan on a taa 

effective basis. this mean• the eompany vlll fund at least enouvh 

to ~•t the ain!mum r•quiremeota of ERISA but will !u~d no more 

than it can deduct on ito ta~ return. In s~, federal regulations 

provide a ain~un an4 aaximua rang~ that a taxPiy•r/ta.ployer 

eboul4 con•i4er when deposit!ng funds in the pension trust. The 

amount •ctuallf selacte4 in th1s rang~_is left to the m&nagement 

of the eompany an4 shoul~ be m&de based on the financial 

characteristics of the compar.y and other relevant factors •. 

d. Impact. of OBI\A 87 

1. Kinl•um Funding Stap4ards 

-~ 

OBRA 17 increased the ain!Dum amount an employer aust ~ 

contribute to 1ts penaioft funa for plan years beginning in 1988. 

The amortization period for experience ga!na and losses waa 

reduced froa 15 yeara tb S !•&rs, and the amortization period for 

gains and losses due to ch&n;es in actuarial assumptions vas 

rec5uc•d from 30 )'•a:a to 10 l'ear1. OIRA 17 alao imposed 110re 

strict ainimum funding require.ents for underfunded plans (i.e., 

plans vitb assets lesa thaD 100\ of current liabilities). ~h1a 

ineladed a new requirement that all plana •u•t fund eertain 

unpredictable event-contingent benefits (e.g. shutdovD benefita). 

OBRA 87 also eliainated aft tas r•;ulat1on that peraitted ••••t 
valuations to be bas•d on a ran9• between 15\ and llS' of the 

avaraQe value, as well •• requ1~1nt tb4~ each actuar1•1 ass~pt1on 

be reasonable ~•~her ~ft on11 ln a9gregate aa w-. previously ~ 



• • allcJed. Finally, the u•e of specific, yet often different, 

~ interest rates were required for a v•r1ity of pl~n purposes an4 

the rate of the excise taK was 4ouble4 froa S\ to 10\. 

• 

• 

In the J&nuary lt, 1'88 issue of Actuarial, Benefits • 

rOt'ftpensation_- lnfcraati~~--~elease, Coopers 5 Lybrand (C6L) noted: 

~hese changes aot only added tc the complexity of the 
comput•tion ot ~n•Jon expense, but taken toqether with 
the ch&nges in the full f~nding limitations described 
belov, generally will result i" more volatility iA 
required pension contributions. 

2. Employer Deduction• 

Effective 1t&a, OB~ 17 limited the aao~nt of deduotible 

contributions to dtf1ne4 pens1on plans to the leaaer of prlor lav 

fun41ng ot 150\ of the current liability ot the plan. In its 

January 11, ltll JnformatioD Jelease C5L state4 •this a6d1t1ona1 

constraint was a~rently aa4e to curtail tbe tax-tree 

accumulation of excess asseta, on a plan terminatioD basis~ under 

plans that fund for projected benefits• an4 that •tbis ~hinge has 

ten4e4 to decelerate pe~sloo fun4iD9 and will lead to aore 

variabllitJ !n penalon conttibutlona (and 4e4uctioas) for plans 

that are elose to th11 11aitat1on and thus likely to sviDg in and 

o~t of this limitation fr~ ftar to year.• 

A survey performed ~f lu~k Consultants shewed that over 

Slt of corporate-defined benefit pension plan• exceede4 OBRA 87's 

full funding limitations for 1988 and were thus not alloved tax 

'o4uct1~n• fo~ p.nsSon plan contributions. MAny NY State 

utilit!e~ •~• al•o in an overfunded position and were unable to 

cunt~ibute to thel~ p.naion fund on a tax-effe~tive bae1a • 
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14. 

• • !be impact of aot aakin9 tax-effective contributions to 

its pension fund 1s eveft greater for tbose.coapanies that ~v• 

been takino tbe addltion•l deduction for ~ym•nts ~de subsequent 

ta the tax Jear, tht b•n•flt of ~!eh has been generally floved 

through to ratepayers. ~hese co~panias net only f~c• the 

tcMpor~r1 loas of their cu%rcnt p•n•ion deduction, but alao face 

the 1mme4i&te recaptu'e by tbe I,S ot •4d1t1ona1 tax benefits 

previously recogn1ze.13 

OBRA 87 also included the following changes to employer 

deductions for pension costs: 

• 

a. Prior law all~ve4 a deduction tor contributfons n~eescary 
to amortize ~st service or oth•r aupple•entary eredita in 
equal amounts over a period of ~o less th&A 10 yeara nor 
more than 30 years (40 yeara for plan• iD exi1tence on 
Januarr 1, lt74). Effective for 1••r• bet1nnint after 
1tl7, OBRA ,., s·t.ates that the aaortlaable baae la 
de~e~inlnt an ecploycr'a aaxiaua 4eluction for paat 
aarvice 11a~ilit7 equals onl7 tbe ~nf~n4e4 costa • 
attributable to auch 11a~11ity. 

-

b. Onder prior 1Av, 4~e to atatutorf dedu~t1on.l1a1ts, an 
employer'• ~ontr1but1oD to a def Dl~ benetlt plan may act 
have been deductible even t~OU9D plan assets plus tbe 
oontr1but1on c514 DOt exeHO tbe plan•a terainattoa 
liability for t~t year. Onder OBIA 17, effective for 
years be91nn1~ after ltl7, the mazlaua de,uet1on 11ait 
for contrlbutloDs 1s not less than tbe unfunde4 curreat 
(terainatleft) liability of the plaa. !b1a rule applies 
oftly if the ~lle has sore than 100 participants 

c. ~!:tt!Ii!~~!~·:u1!:~ 1~0:~:1t:e~::~·::.:o.!~:1::1;:~ior. 
costa ift the basis of property that 1• produced or he14 
for r•sal•. Prior lav allov~ all past service coat• to 

As OIRA will likely result iD companies m&kin; deductible 
contributions 1n tome years, but not in others, the existence ana 
amount of the a4ditional a~uction (in some years it vill actually 
be an addition to taxlble income) v111 be extreae1y volatile. 
~~s, it is recommended that all coapanles 4efer zatblr than flow 
through its 1apacts effective with this policy atate .. nt. · 
onifor• eapitali%at1on rules 90vern the inclusion 1D Inventory or 
capital ~ceounts of all costs incurred in manufacturinv. 
construetion and oth•r Activi~ies. 

... ·. ·.·: 

• 



• 

• 

3. 

• • ~e 4eduete4 currently. ~is provision vas .. de effective 
for selt-eonstructed asseta fox·~o•~• 1n~urre4 after lt87, 
long term contracts for costs 1ne~rred after 1t87 vitb 
respect to contracts entered Into after F~bru~ry 21, 1986, 
and inventory for tax years beginning after 1917. 

Other Provisions 
OBRA 17 also 1nelu4ed lzportant changes affecting Pension 

Benefit Guaranty Corporation premiums, the ability of a company to 

terminate a plan, controlled group liability for pension costs, 

the reversion of excess assets on plan ter•inatlon, quarterly 

contribution requirements, tighter fundin9 waiver requireaents and 

other changes. 

4. SumDarx 
OBRA 17 substantially closed tbe 9&P between tbe ainlmum 

and maxiaum amount 1 company could deduct on a tax effective 

baAi&. It bas resulted 1ft many NY State utilities with overfunde4 

plane (as defined bf OIRA 87) makin; no contributions to their 

pensioft plans. 

e. _pelatioftohip vith OPEl 
Me aentione4 ••~llcr that OP£8, ~nalona ~nd the related 

rederal 1n~omc ~ax rcg~lationa ahoult ~· looked at •• a total 

package. ooe reason to' ~b1a 1• the follovln9 lRC provi•lona fo~ 

funding OPES. vnicb tnemselves comm1ng1• tbe tb,ev lt..a; 

1. ill'~ Accouns 
This 1s a separate account kept in conjunctioft witb a 

pension plan to whlcb an employer may make tax•dedu~tible 

contributions fot medical benefits for retirees and their 

aepen~ents. various limitations apply to the fundin9 of such 

• accounta, iaclu4ing problbltlon of benefit re4~ct1on, vestlno of 
... 



15. 

• • benefits before retire.ent, and tbe ~·~i~c.ea~ ~hat the 

contribution for aed1cal benefits ~•nnot exeee•·~st of ,.nsion 

pl~n contributions.11 The tnves~ant 1ncoae aecuaulatcs ta~ fr••· 

and the retiree is not taxed when he receives the benefit. 

~h~ Omnibus Budqet Reconciliation ACt ot lftO provi~ea for 

re~trictive transfers of excess pension assets in det1ned benelit 

plans to Section 40l(b) accounts of such plans. the transfer must 

be a •qualified transfer.• A qualifi.d transfer Js one th&t 

occurs in a taxable 1ear beginning after 1090 and before lfg6, 

which does not contr~vcne an1 oth•~ pro~1sion of lav (i.e., a 

collective bargaining agree=ent under re:evant la~) an4 which 

meets certain use, vesting, an4 a1n1mum CQat requ1recentc. fhe 

amount traftsfe:red in & qualified transfer aa~ not exceed an 

aaount whleh is reasonably estimated to be the aaount the employer 

aainta1A1Dt tho plan will PlY (directly or throu;h reimbu~seaent) 
out ot the 40l(h) aceount durin9 the taxable year ·for qualified 

retlr•~ health lia~llities. te add!tlo~, oenerally, DO aore than 

one transfer per plan ~~ taxable ~ear -.y be treattd &s a 

qual1f!ed transfer, ~owe•er that tzansfer &&y b• -.de at anytime 

4uring tb~ t&x year. An eaception ia aaae lor certaiD transfers 

attributed to the 1910 taxable Jeer but .a4e after the elose of 

Vn4er Stction 40l(b), p«ne1on o~ annu1tJ plans can be use4 to fund 
post-retire=ent medical benefita, provi4~ annual contributions to 
the plan for me41ca1 benefits 4o not exceea 2S p•reent ef tbe 
total contribution• 1nelu6ing tbe aaouAt 4•po•1t•d ln the 401(h) 
account (e.g. if '75 11 4epoa1te4 in the pension ~•tir•m•nt 
&=count, 12S can be 4epos1ted lA Lbe ~01Ch) •ooo~Dt). aecent tax 
le;is1at10ft overturned a prev1oua lftl tulint ~t allow•4 plans to 
use a theoretical aggregate pens1on coat rather tban tbe actual 
aollat c~ntribut1on to pass th11 te•'· !hi• ncv lot1e1at1oa a&k•s 
section 401(bJ plafts less attract1•• ~~use aany eomp&ftie• have 
rea~hed the aax1•~ fundi~• leYel for pea51ona •n4 thoy w111 not 
~· ab1• to fun4 tbeir 401(3) pl&D. 

• 

• 

• 



. ' 

• • •uch year •nd before the due date, 1n~1va1~t oxtenslons, for 

~ filin; the tax returA for 1ucb ft&r. 

• 

~ 

aefore any coapany elects to -.ke use of thia transfer 

option therA are three restrictions w~ic~ eust be ~atetully 

evalu~t•~· The Impact of these restrictions may be so aevexe •• 

to 'en~er usc of the transfer option inadvisable for most 

colle~tiv~ly bargained ~eAefit plans. These restrictions are: 

•· Dse requirement - Any aaact transferred to the ~Ol(h) 
account eay be used only to pay qualified current retiree 
health 111bil1t1es for the taxable year of the t~ansfer 
(quAlified current retlr~• be•lth 11abilitiea do.s no~ 
include amounts ptov1Ged for health benefit• to t•y 
employees). Amount• not use~ to p&f for health benefits 
must be tran1terred blck ~o t~e ~ran•te~t plan. Such 
amounts are not inclYdable in tbt grosa in~oae of tho 
e~ploytr tor aucb taxable yeAr but are tfcate4 •• an 
employer rever1ion and subJeCt to tht lO\ p.nalty. 

b. Vesting re~ufrement - !be plan aust generally provid~ t~t 
tbe aocrYe~ pension benefits of any participant or 
benefieiary unaer the plan become nonforttitable (i.e. 
vested) aG if the plan had terminated immediately btfo:e 
Lba qua1if1e4 t~ansfer. 

c. r.inimwz ~cat requlrcmeAt • Eaeh troup health plan or 
•rran;ement under vhieh applicable b•altb benefits are 
prov14td ptovldea that the app1lc&ble •aplc7et cost for 
each taxable yea~ 4~r1nt the l••r of ~b• traftSfer and the 
fcllowing tour 1ears will no\ be leaa than tbe hi;ber of 
the applicable employer coata for ea~h of ~he 2 taxable 
y~ars lmmed11ttly prtceedlov tbe ~ear of ~be qualifi•d 
tra.nsfer. 

'· PenaiQD penefit Enhancement 

A defined benefit pena1oA plan can be rev1se4 to increase 

benefit~ with the intent that the employees use the !n~r~~$• in 

p4f for •edical in•urance after retirement. the ins~rance could 

~e ptovi4ed th:outh private policies or through a group policy 

sponsore~ (but not paid fo~) by the employer. 



• ~is would allow eseess penaio~ assets to be used to fun4 

the additional benefi~ vith no accounting-or tax effect. It voul4 •• 

alco put the retiree, rather than the oo~ny,·at risk vith regard 

to healtbcare iftflat1on. In essence, this au~stit~tes a •defined 

contribution• plan tor a •define~ benetlLa• plan. 

There are also certain 11a1tat1ons or drawbacks to tnis 

procedure: 

a. the retiree is taxed when he receives the benefits, 

b. tbe maximum tax•4eductible contribution is liaited if th~ 
pension plan bas reached tbe full fundiDg limits under the 
tax .lav, and 

e. participants become vested in accrued ~enef1tl, ~ased on 
vestin9 schedules for 4U&lified retirement plans. ~he 
effcot of vcotlnt aay be to 1ncrcaoc tha a.ployer•e cost 
be~use ERISA aandates vest1n9 1n ret1re•ent income 
pr0fr&.a

1 
but DOt for bealth or other v•lfare prograas. 

The ~port•n~• ot tbesa proYi•ions 11 e•pl~s1,e4 by the 

fact ~b&t the IRC currently contains only one other provision 

whicn 11 intended to provide for fun41ng OPEl, and that is with a 

VEBA. 

3. VElA -Current tas lav (lRe Section SOl(e)CI)) permits eaployers 

to fund qualifie4 poste.plo~nt benefits through a VoluAtary 

Employee Benefit Association (VElA) regardless of the fun4e4 

status of the emplcyer•a pension plans. Employer contributions to 

the such fun4s are tax deductible lA the year made an4 the retiree 

1s not taxed vben he receives the benefit. loweve,, use of a VEBA 

generally bas cert•in disadvantages and llmltations. Briefly, 

these art: 

a. 1nvestment income ls taxed &t truat rates, 

• 

• 



~ 
• • b. th• m.xiaua tax deductible contribution is computed based 

solely OD current costs without.allovance tor 1ntlat1on, 
and 

c. excess pension assets can't be transferred to a VElA 
without ~yin9 •n exc!•• tax. 

Sovever, the first two of these disadvantages can b• avoi4ed with 

the establishment of a •collectively bargained• VElA. 

A cc:lect19ely bargained VEBA can be established for a 

company's current and retired employees who •re eaploye4 cor were 

employed immediately before tetiring) under a collectivel7 

barg•ined labor a;reement. These labor agreements must have been 

established pursuant to arm'1 length ae;otiation over benefits 

between employee representatives and the company, and only if at 

least 90t of the employees covered by the VElA are represented 

••ploy•••· ror this type of VEBA, the coep.ny's tax-4eductible 

~ cont~ibutions caD include an elem~nt for inflatio~ and the income 

earned on the plan•• in~eet~ents i• allowed to aeeu~ul~t• tax-

~ 

rree. 16 

•· Fun~1ng OPEB W1th_t1fe Insurance 

Although tbe use Of life 1nsutAn~• to tuna OPEB is not related 

to pensions, it is presented here in order to complete cr.e ll•t ot 

possible •ethcds to fund OPEl. Jt 11 our underatanding that uDder 

current New York State law the use of life insurance for this purpose 

lS. This opinion is based on a •tinding of fact• lft Declslon Pl-07-006 
issue4 July 2, ltJl ~~ tbe Public Otil1ttes tommlsslon of ~e 
State of CalifcrDia, a private rullni froa tbe IRS concerning the 
vtaA establ1she4 by ont of our jurisdlct1onal ea.pan1es to provide 
poatrat!rement benefits for its unionl&ed employees, an4 our OVD 
reading of the las tax codes. Companies are advised to consult 
vltb their evn tax experta before actlnt on this iaformation. !be 
pertiDent Sect!ODI of the IRC are: 4ltA(f)(S)J 1.41tA-2~, ~A-2; 
50l(c)(f)J 105(a)(l)J SOS(a)l2l: SllJ Sl2(&)(1)J 512(a)(3)(A)J 
512(a)(3)(8)J 5l2(a)(3)(£JJ an4 7701(a)(46). 



• • by an emplofer or OPEl fund ie ille9al, however, as noted belov, there 

is a possibility that the lav aay be c~~~9t4. 

Cor;oratc-owne4 Life Insurance 

Tbe tax results of funding health benefits with em~loyer 

owned insurance on the lives of fP.tirees are as follows: 

1. The emplo:ar cannot dedu~t premium payments. 

2. If the e~ployer has an insurable interest in the ••ployee, 
increases ln the policy's cash surrender value ~na 
proceeds payable at death are not aubje~t \Q 'e9ular 
income tax, although the company uy pay alternAtive 
minimum tax on these. State Insurance laws 9enerally 
require an insurable interest to be based on an econoaic 
loss tbat voul4 be suffered •~ result of t~e employee's 
4eath. eince the deatb of an e•ployee 1neluaed in a 
retiree health progr&m may eliminate a significant 
financial obligation for the employer, aany observers feel 
that the insurable interest question presents serious tax 
concerns, as vell as state law issues. 

3. !he employer•• interest dedueticft on debt to carry ~h•s• 
policies aay be limited • 

• 

.t. Payments to retirees to pay medical expenses are tax•free. • 

~nder SFAS No. 10,, the policies would not meet the 

definition of pla~ assets. Therefore, their value would not 

reduce the OPEl liability required to be recor~ed on the Balance 

Sheet. Bowever, tbe valueof tbe ploicies could be r•cogni:ed on 

the Balance Sheet as an asset dedicated to tbe payment of OPIB. 

A company considering this funding method should carefully 

evaluate the cash•flow requirements, sin~e both premiua an~ -
••dical b•n•flts mu•t be paid well in advance of receipt cf death 

p~oceed&. lnau~anee eompanies have been working on developing 

plane vhicb voul4 ~~ econ~ioal fvn4lng plaas for OPEl aD4 ~ou14 

•ti11 _.et the legal an4 JRC 4ef1citionc of life ineuranca. 

Reportedly •~ch plana ba•• beeD 4eve1ope4, but still the 1ega11tJ 

and econom1ez of aucb fun41Dt auat be earefull7 exaa1nea be!o~e • 



• 

• 

• 

• • enterin4 into such a contract, ineludin9 an evaluation of the 

insurer•• stability and oper&tin9 efficiency • 

CoApanies should also be aware thlt the bQild-~p of casb 

•urr~nder v4lues 1~ life insuranee policies has been targeted by 

aan1 in Congress aa A oource of r•~•nu• because it is presently 

untaxed. Man1 observers ~elicvc that this target;ng will continue 

•* Congress atteapts to ~o~ vltb the n•tional budi•t deficit. 

VElA-owned Life Insurance 

Since a significant disadvantage of funding twtlree health 

benefits vith corporate-owned life 1ns~rance 11 the Don-

4e4uctibility of pre~iua pa~ents, co~panies aAY vitb to explore 

the possibility of having VEBA•owned insurance on the lives of 

~et1Iees. Some consi4erat1ona relatino to these arr&nGe•entt art 

as fellows: 

l, Tbl e~ploycr ~aD 4eauct contri~vtioftl to the VElA, vhieh 
tbe VEHA tr.en u&a» 1Q pay iDsurance preaiuaa. 

2. If the VEBA 4oes not bave an 1Daurab1e ifttereot in the 
eaployet, tbt trust would llkelf p&f tax on th• 1ncr••••• 
i~ e&sh surrender val~t aftd on de•~h benefitt. aeeauoe fto 
uplo.)'lltrat rela t1onah1p ex1s~• ~tween the VDA uel the 
employee, the 1rasurablt interest iSsue is evea aore 
tenuous than with corporate-owned life insurance. 
Bowever, a couple of atates bavt revised tneir 1rasurance 
laws to a11ov a trust fuftd, such ~• a VElA, to ute lite 
1Dsuranee for this purpose •. Otbet sutes hAve also ken 
looklnt at this optloa anc! MJ ehaote their lava. Also, 
as atate• above, 10~ insurance ~ra1ts have reportedly 
dcve1cp4d plans vblch are econca1ca1 fun41nt plans for 
OPZB en4 at111 ... t the legal and tiC definitions ot life 
insurance. the eeonc•ics ol sueb fuadint •ust be 
careful1)' tlCaaincd ~afore enterint lftto such a ecntract, 
1ncludinv an eva1uatloa of the icsurer•a st~bi11tJ and 
operatift9 ef!lclency. 

3. Payaents ~o the retl1••• are tax-free • 



• • Unl••• the p~oviAiOI•• oC the n&A a& e very c:a~ef.ully 

wu,cltnl, t.he v•lue of the pol1e1es would Dot aeet the definltion of· • 

plan assets un~er SFAS No. 106. If tbey did not meet that 

definition, their •alue would not reduce the OP£1 liability 

required to be recorded on the Balance Sheet, however, it would be 

recogni:ed on the Balance Sheet as an asset dedicated to tbe 

payment of OPEB. 

1. ~r.alysis of Issue 

~he input the Commission should have on the funding of 

OPEl is discussed in the attached Appendix 1. 

As for pensions, fundin9 the retirement plan on 1 tax 

effective basis represents good financial management and should 

occur without additional Commission inducements. lovever, due to 

differences in the way the SFAS No. 17 an4 the Internal Revenue 

Cocle (IRC:) measure pension liabilities ana the value of assets in • 

pension funds. it is possible that some companies will ~ forced 

to r•coonize pansioft expense on th•lr boots while, at the .... 

time, ~hey are a~ the aax!a~ fyn~int liait for IRC purpooeo. 

~h•r•fo~e, uaint IFAS Mo. 17 to ••t rateo ooula prov14e co.paniea 

vitb penaioo allowance• tber b&ve no v•r of fun41Di oA • t.a 

cffeet1ve b&a1a. ~he ae~ resu1~ ot ~bla would a bu1ld up of a 

11ab111ty (I 1on9-term account ~yable to tbe pension tund) and an 

enhancement of the company's easb tlov. Another scenario with 

same results would be 1f a ecmpany simply chose not to deposit in 

its pension fund the full amount it records as pension expense. 

To remedy this situation and assure that the ratepayers 

receive the benefit of this enhanced cash flow we could ttquire: • 



. ' • (1) deferral of the difference between the 4epos1~ ift tbc pc••ioA 

~ fund and the rate allovaace granted tor·pen~1on expcn5e 1 &n4 (2) 

accrual of Jnt•:est on tbis deferral. !bis deferral an4 intcEc»t 

accrual would b• mad• to an internal reserve ded1cate4 to the 

~yment of penslcn ben~fits. While this addresses the above 

problem, !t do.s not discourage the overfundin9 allowed by the 

liberal ~ISA and tax lav•1' and aoct coap.nies• desire to 

maximize tax s&v1ngs f:oc t&x 4edu~tioft8 fo~ peneion 

contributions. Ovettun41ng can be d15a4vanta~eous to botb the 

company an4 the ratepayers because one~ asset• .,. placed 1D the 

~nsion fund, it is practically impossible to legally get them out 

cbould cash flow needs arise outside the pension fund. 

Cont:ibutioft& to ,.nsioft funds should be ~de only if they 

~ &rt tax effective. Acoordintly, we shall require that 

contributions to •aLern.lly bel4 pension fYftda be .. ~. only to 

accounts or tr~st arrangem•nta thata (1) vill allow •ueb paym.nts 

to qualify as a current fe4eral 1~ taa t•4uct1oa, (2) the 

ineome earned on the fund balance accumulate» ~•¥ free, and (3) 

the emplOJee is not taxed uotil tbt benefit Ja actually receive~ 

or aot taxed at all. the assets held by suCh tun~ aust be 

'•4icatcd to the pay.Dtnt of pension beAef1ta (Hanaie .. nt fees tot 

the tun4 may aleo be paid from these assets. transfers to a 

fOl(h) acco~nt, or aialla~ fund, fer payment of OPEl sbould be 

~ 
11. current lava ,.ralt fuftdin9 150\ of tbe pension liability, an 

amount wbicb may be consJdared excessive. 



• ~rmitted if the coopany can •••onat~&£• ouch tranafer• are 

advantageou• to its ratepaye~a). 

~here 1a no requll'e&cnt !ol' any cosapany t.o futt4 1t• 

~naiCA plan tO the NlCiau.a level allcvecS by t.bc lRC 

(approximately 150\ of it5 ~enslon llability), and sucb level ~y 

not even be desirable. Also, aos~ companies, pension funds are 

currently very near, it not above, the ~xiaua fun4ing levels. 

With these tvo factors in mind, coupled vitb the fact that fairly 

accurate pro,eetions of the level of mandatory fund payments are 

readily available for use in rate protee41ftgs, we do not expect 

companies to be forced to &ake pe~sion fund payments in excess of 

rate allowances. As for the other aide of the funding question, 

sufficient rt9ulatlons already exist to ensure that p4nt1on plans 

• 

·are adequately funded. ~herefore, at this time, we believe the 

Commission ahould not stipulate what level of outside funding ~ 
should be maintained for ptnsions. 

Although there ls no ~e•d to stipulate the levtl of 

outside fun4ing, there is a r.eed to ensure that all revenues 

granted for pension expanses are 4e4ieated to that p~rpose or are 

returAed to the ratepayers. ~erafora, lf a eompaAf'• total 

annual contributions to e~t~rnal pensioft fund• •itter from ito 

rate allowance !oz ,-ncion expence, the coapan7 lhou14 'efer the 

differa~ce in a Deparatc internAl reserve account.11 ~bia re&e1ve 

11. ~· Class A and B electric utilities should use Aceount 263, 
Pensions and Benefits Reserve. The accounting detail as to 
whe~hAr a pnrtSon of thlt amnunt should be recora.a ae a cvrreat 
liability vitb the rem.inder being credited or debited to this ~ 

(Footnote continues on next P•9•) .., 



. .. 

~ 
• • is tc be dedicated to the ~yment of pensio~ benef1ts1' (or other 

disposition ordere4 by the Com=ission should a PQrtioD of the 

reserve no lon9•r be n~edea for pension purposeJ). Ioterperiod 

tax allocation should be ·~rli•d to this deferral ana the 

resulting &ftount• sboul4 ba defarrad in a separate subaccount of 

tb~ appropriate tax deferral account. ~e rate treat=ent to be 

ap~l1e4 to this 4eterial ls 4lacus&e~ i~~iately below. 

RATE 'l'R.EATKENT Of PEf..:lti<ALS PROPOSED IN SECTIONS 3(1) AND 4(C1 

SectioD 3(1) above propose4 4eterr1D9 tbe difference 

between the pensio~ a%pense rate allowance and the amount o! 

pef\sS on •~pense acturally l>ookec!. .SectioD 4 (C) above proposed 

4efe,r1nt, in an inter~al reservA, the difference between the 

aaount of pension e¥pense r•te allowane• a~~ the amount actually 

depoaited in aD external pencion fund. For rate mAking purposes 

~ ~hese tvo 4efe,r•l• ahould not be uae4 aa a ratebaoe ad&!tioD or 

subtraction, but instead ahould be uae4 to 4•ter.!ae lf the 

company has real!:e4 a net easb intlcv (posltlve ~••h flow) or an 

o~tfiow (negative cash flow). It there is a posltive easb flow, 
• 

an interest factor shoul4 be applied to the 4efertal representin9 

-----· (Footnote contlftue4 from previous page) 
r~serve acco~nt is not critical to th11 issue afta ean be addr~ssed 
at • later 4&te lf ne~essary. ror the purpose• of thJs policy 
st&tement (in~lu41A9 the aecrual of inter~ct a44r••••4 1u Sec~lon 
~) 1t is the total o~ th1s aaount which is beint a44reooed, 
regar4le$s of whether lt 1• recorded .. a currePt liability or •n 
internal reserve. 

1t. Although SFAS Rc. 17 v11l not allow th15 1~te~n&1 fund to be 
netted against the pension obligation for tlnancial dis~lo•ure 

~ purposes, Jt vill ~· reoor4e4 on the balance •beet An4 can be 
..., !Deluded ln tbe notes to the f1nanc1al statements. 

• 



• 
that cash flow an4 the result added to.the internal reserve. If 

tbere is a negative cash tlow, no interest.sboUld be calculated. - ~ 
A. Analysis of Issue 

Tbe deferral ude in •ecorcSance vith Section .. 3fB). J.s a .. 
• regulatory •sset (deferred expenserbooked in accordance with SFAS 

los. 71 ~n4 17. It represents a C~ssion promise to allow 

recovery of the expense aometiae in tbe future, but until thlt 

recovery ls provided it does DOt ~•present a c.sh flow item. ~he 

liability which this regulatory asset counterbalances also does 

not represent a cash flow item since the liability remains un~!d 

on tbe company's books. Although interperiod tax All~~tion will 

be applied to thia deferral. tbe resulting de!err•d tax la 

likewise a non-casb•flow item. !b1s 1a beca~•• the tax 4e4~ction 

ia tied to th• ~nsion fuft~ p&Jmlftta, not to the level of expen•e 

booked .. 

!he ••con4 deferral ltea -- the internal E8$etve created 

1n acco~a.nce vitb lec'ljD 4(C) •bove aud ~epres~nttn9 the · 

diffeccnce between the amount ot pens1oA expense r•te allowance 

and the aaount •ctvally deposited ln an external peASion fund -

obviously ia a caaft flov 1 tea, and eo ls its relat•cS deferred 

incoae tax effect. 

~ credit balance ln this reser•e 1n41cates the ratepayers 

bave suppl~ed the coa~ny with aore l\aft48 tban tbe eo~~p&D)' 

e.wpendecf for penaion funding. Thla aeana the oomp.~ny .ts ia a net 

po•itive cash flov position. Iince the co.pany 1• free to uae of 

these extra funds for 9eneral corporate purposea, tbe ratepayers 

•hould be ~•compensed·for this advance provlaion of funda. we . .. ~ 



• • pcopo~• to do tbi• th~ough requir1At Aoec~l of interest on lhe 

~ internal reacrve. 

If the the reserve hAs a deblt bal•nce,. JncUcat1ft9 a 

ne~ative cash tlow, !2 interest should be accrued. Tne reason for 

this uneven treatment ls that there is DO reason a ne9ative cash 

tlow s~ould occur. AJ explained 1n Section •(C) above, the 

ability to avoid a negative cash tlow position should be 

completely within the control of the company. Even if such a 

situation should oeeur, the eompany is still ~int kept whole for 

the fund ~yment1 its only los• would be the tiae value of that 

exceoo ~ycent from the date it is made to tbe dale the company 

brings itself back to a neut,•l cr positive cash flov position. 

B. Recomnend&t1on 

ror rate making purposes, th~ deferral aade in accordance vith 

~ Section 3(1) above, the related unpaid ~nsion liability, •nd the 

deferred Jncome tax effect, should not be used as a .rateblse 

addition or subtractioft cor should an interest faetor be applied to 

the net detArra1s. D1s~sition ot this ltea w111 be cons14ered 1n 

future rate proce•dint•· 

For zata mAkint pvrposea, the deferral a.4e in accotd•n~e 

with Section 4(C) above abould oot be use~ •• & ratebase aaatt1on 

or •u~tr•c;tion, tNt •hou14 be used to datena1ne lf tbe COJDpany has 

reali~ed a net posit1v• or Degat1ve cash flow. If there is a net 

positive cash flov, &ft intere&t faeto: ahould be applied to the 

net defe:ra120 and the result a~ded to the internal reserve. If 

~ 20. ror the purpose of this calculation the deferral should be ~educed 
..., by its relatea income tax ettect. 



21. 

22. 

23 .. 

• • there 1• a Actat1ve cash flow, DO 1nLe~••L •bould be eal~l&ted. 

ftac !ntareat rate 1iaed tQr c.hla purpose -sf)ould, vhen 

compounded, •hould equ&l Lhe ~ompany•s last allowed pre-tax rate 

of re~u&a21 (unl~a5 otherwise 4irected by the co.~ission). The 

luterest ao calculated sh~ld be maintained in a separate 

subaccount within the reserve and should compound ~nthly using 

the sa~e rate of interest. 

Tbe funds represented by this int•rnal reserve may be uae4 

by the company for o•n•ral utility purpose• until •uch tiae •• the 

funds are actually paid out for peno1on bcnefita22 ot ~r•nsce,red 

to an externally held pension f~nd. Becauae o! this, ano in order 

to ena~re that th1• inte~es~ ~xyense will not 1na~vtrteDtly be 

inclu~ed in ~he revenue r~uirement 4etermined in future r1te 

proc~edlngs, the contraentry tor the interest accrual vill be • 

debit to a belov-the•line expense account (Account 431, Otbtr 

Interest Expenses). 

Interperiod tax allocation shall be appli•4 to the above 

deferrals. 2, 

Use of the pre-tax rate of returft 11 consistent vitb that vbieb 
has been or4ered on other aa~or deferrals (~, th• deferred ta• 
savin91 resulting from the Tax Reform Aet oy-Jj86). 
Current pa,ment of pension benefits for vhle~ no external fund haa 
been eltablishe4 shall be debited to this !nteraal te•erve. If An 
external reserve ~~~ been estab1Sshea it vill be up to tbc 
com~ny•a discr•t!on, barring specific directions froa the 
Commi&A5on to the eoDtrarJ, a• to vbathar the benefit• vill be 
paid fro. the internal fun4, the txttrnal fund, or a ccabination 
of both. 
We ar• p~eauaint the FAS8'c St~tc~ent Ho. tl, whicb is ~u,,wntly 
un4er revlev by tho FASI, v111 ellov booking of tbe d•Cerred tax 
aoo•*• We will not Addr••• the effect of IFAJ Ho. Jf bare, but 
vi11 a~dreaa it in a •eparate preeee41nt lf nece•••ry. 

• 

• 

• 
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• • This de!erral pro;raa Shou14 be 1nst1tutea~ on ~ trial 

~At!l, com=encin; vith tbe effective date of thi~ policy· 

atatement. When we review thil policy at&te.ent in three to five 

years, we will reexaaine thil itsue to dete~ine if the deferral 

accountint procea~,•• prot'Os•d hera should be 'l\odifia4. 

'· POLIC\' FOR PEN£lON SI."'M'LEMENH AND CUR'rAILMJ:N'l'C 

In conjunotJoa with SFAS No. 17, the FASI lssu•d SFAS No. 

11, p.ploxers~ Accoun~int tor lwtt1vments and Curtailments of 

Oefined Benet1t rens1on Plans an4 for Tert1nat1on Benefits. For 

an evtnc dtf1Dt4 11 a •aettlement•2' S~AS No. 18 re;uires 

i=me4i&te rtcotnltloD ot previously unrecognized (•ctuarial) oains 

and losses25 (includint any re:&inin9 unreco;nized net asset 

existin9 at the 4att of iaitial application of SFAS No~ 11) but 

doet not re;u!re aeetlerat1on of prior serv1oa ooat. 

rc a •ourtai~eftt• 26 SIAl No. II requires the immediate 

~•cotnltior of a gaift o~ loaa eoapo•ed of the following two 

factoca: 

A ••ttleaent lean action takec ~~·the pl&D •ponaor that baa the 
effe•t of rellevlnt the ~ny of tbe respoolib111ty to a.ke 
eerta1n fu~ure ~enet1L payments. !be &ct1oD must be (1) 
irrevoc•ble, (2) re11eve the ~ploxer (or the plan) ot tbe primary 
relpona1~111ty tor a pension benefit obl1gat1on, and (3) 1t aust 
el1m1nate tltn1tlcant r1sks related to the obligation and the 
assets used co ettect the settlemeDt. 
Gains an4 losses are Changes in the amount of either the pro,ected 
benefit ob11tation or plan assets teJultint froa (1) experience 
dittertnt froa thlt &ssuaed an~ (2) froa ch•nges 1D ••sumptions. 
Gains an4 losses include amounts that have been reall~ed (e.v. by 
sale of • security) as vell •• amouDtl that are unrealized. 
A c~rtailaent 11 an event that 11Qnif1cantly rea~ces the expectea 
y•arl of future 1ervice of present employees or e11~nates for a 
sl;nificant number of ~loyees tbe accrual of 4ef1ned benefits 
fer some or all of tbe1r future ser•lces. 



• • (l) ~ ~rtJon of tbe previously unrecoonized prior servie• 

~ost (includinQ the cost of retroa.~tlv~..ptan a-.nd~eefttS 

And any re-.!nint unreCC9fti•ed net obll9Atio~ exiatint at 

the date of initial application of SFAS No. 17) And 

(2) any 1~creaae or decreaae 1n the pension benefit obli9ation 

cMu»c~ ~Y tbe cuctallmenL. 

»e!ore th• portion of the curtailment gain or loss applicable to 

the chan9e in the ~nsion benefit obligation 11 recognized, 1t 1s 

first offset against any unrecognized (actuarial) 9ain or loss. 27 

SFAS No. 88 also changed the ~thod of coaputing gains or 

losses recognized on asset reversions and specifies ~~~lal 

transition rules for companies that have undergone previous asset 

rev•rsioDs. SFAS Ro. 88 has not previously been ad4ressed by 

staff or the Co=mission. 

A. Analysis of Is1ue 

27. 

The rationale employe4 by th• FASB in SFAS ~o. 87 for 

~elaying recognition of 9air.s ana losses is that when using lon~· 

range •••u•ptions fluctuations in exp«rience can bt expected to 

occur even if the assumptions prove to be accurate in the long 

run. Thus, over time, gains and losses can be expe~ted to offset 

each other. If a •aettlement• or •curtailment• oecura, tbia 

~otfsettin9 proeess• will not take place since tbe liabilit7 is 

••t~le4 or terminated. ~h•r•fora, the gains and loss•s are ftO 

'or the purpo•e of applyin9 this provision, any r~ining 
unreoQ9n1ze4 net asset that existed at the 4ate of 1Ditial 
app11catioD of SFAS No. 87 is treated as an unr•cotnized gain and 
combined witb tbe net ea1n or loss Arising •ubsequent to 
transition to SFAS No. 87. 

-· 

• 

• 
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• 

• 

lon9er teaporar7 ~SFAS No. II requires theitlt-=ediata 

recotnition • 

The ·~~c ratlon.le t~t eupporta 1 .. •4iate recognition of 

•5ettleaent• o~ •curta11aent• t~ine and locses for aceountint 

purpose• also 4pplle& to ~ecosnizin9 the 9ains and lossco for r~t• 

purposes •• assua1n9 cne settl•s~nt or cv,~•i1~en~ was • pru~er.t 

action (whi~h is the reason we are reeommendin9 approv•l be 

r.;ulrea to 4eter a loss). Also, the advantages ot complyin9 wit~ 

GAAP that vere described for SFAS Ho. 87 apply equ~lly to SFAS 

No. II. 

If SFAS No. II is adort•d for r•t• purpo~es, any oalns 

rcco9nized 4u• to the settle~ent. curtailment or similar aetion 

1ela~e4 Lo a pension plan ahoul4 ~ 4eferre~ for reflection iD a 

tuture rate c•se. Jt ceo be arvue4 that since Jl! t•ina are to be 

dete:red an4 passed back to the customer in a future r•~e case, 

the utility has no 1Dcent1ve to make expenditures to determiae 1t 

one of the •ctions covert4 by SFAS No. 18 would be cost 

beneficial. 

Otlllt1•s should follow SFAS No. II to d•termlnt ;ains or 

losses ~•aultiftt !r~ t~• transactions covered by th• stJndard. 

The Di~ector of the Offlee of Accounti~t and FtAanoe .us~ be 

notified, in w'itia9, '0 dar• p~ior to the consum.tioft of all s~cb ........ 
proposed ~ransact1ons. ~his AOtitication ehe11 i~clude the net~re 

of the transaction, the 4eta11a and specifics of the t'an•acL1on, 

quantification of aaounts, computation of the 9a1n or los&, the 



• • proposed disposition of the talD or loss, and the ~onoaie . 
justification for a.akin; the tran~aetinn •.. 

Any gains reeogni2ed dae to an actual &ettleaent, 

c-..utailment or sieilar action related to a penr.ion plan shall be 

deferred for future disposition by the C~ission. The 

di8pos1tion of sucb deferrals are t~ be ••~~led la a rate 

procee~!ng within tvo years of the action, Otherv1s• tbe company 

aust file a petition with the commission seeking approval of its 

proposed disposition. 

If 1 utility wishes to defer aftY losses incurred due to 1 

transaction covered by SrAS Ho. 11. it auat petition th• 

. Commission for approval in a tiaely ~anner and provide proof why 

the transaction vas btnef1c1al to ratepayer•· 

levlevlnt the pension plan and lts relete4 funeint to 

:de~eraine 1f a pension aettle.ent wo~14 ~~ beneficial is par~ o£ 

pru"ent. penslon unag¥:zaent and COIIpanles should not need 

a4d1tional incentive. sovever, thera ls a requirement 1a t~e OPEl 

portion ot ~is policy stateme~t that requires c~nies to review 

the feasibility of using pension settlements made under the 

9ui~elints of SFAS No. 18 as • possible souree for offsetting OPEl ... 
. liabilities [see attache4 Appendiz·s. Seot1oa 2CD)(a)]. 

1. .!MPJ,F.MEN'J'l'J'TON Ol'!'E 

At prev1cus1y 4iseussed, companiat began implementing SFAS 

Nos. 87 an• II for reporting purposec betve•n lPI' an4 ltll. In 

.any instances, t~e ~nner 1n wh!eh pens1oa expar.se was calculated 

i• not in compliance with one oc nore of the requirement• 

• 

• 

• 



• • described above. thus, there is an issue as to vben tbe pension 

~ provisions of this policy statement should becoae effective. 

• 

• 

SFAS No. 106, which !s discussed iD detail ln Appendix 1, 

does net have to bt !apl•••~t•~ until att•r Deeember 15. ltt2. 21 

Altho~gh the Sta\eaont doe~ perait earlier a~option, to dat• non• 

of out ju,iad1~tionel companies have ~de that election and va art 

proposln; to prohibit early a4o~t1on for regulatory ac=ountint 

purposes. 

A. Analysis of Issue 

ReQuirin9 comp&nies to i~plement the pension accountin; 

proposals contalne4 hereiA retro.ctive to the.date they adopted 

SFAS No. 87 and 88 for r•gulatory aecountinv accountiD9 purposes 

coul~ constitute rttroaetivt ratemakin~. ~h•r•for•, tn. 

provi•ions ahou14 be applied in a prosp.etiva aanntr • 

Since the acco~ntin9 aAd rote&akint propoGalc containt~ in 

t~1s 4ocument treat the e££wcts of SFAS Noa. 87, 88 aft' 10' 1a aa 

1Dtegrated m.nne:, it ls reasonable to adopt a unlform effective 

~ate tor both the pension and OP£8 prov1s1ons or tb1s po11cf 

1tate.ent. Although we could adopt an earlier etfect!ve 4ate tor 

the pension portion, the 1~ct of 4elaying a~option to a later 

date baa bttn aubstantiallJ ne;at~d by a C~ssioD or~er issued 

oD Septeabe~ 22, ltl7. !hat order required any Class A or 1 

utility electin9 to adopt SFAS ~o. 87 either to make the 

~a. SFAS No. lOS is •ff•ctive for fiscal years commencin9 after 
oaceaber 11, 1t9~, however, for Donpublic enterprises vitb no aore 
'h&n 500 plan pa:tleipants it ls effective for fiscal years 
~ginning after Oeceaber lS, ltt• • 



-
• 

.. .... 61 ·~ 62 • accocnting chan~e in the context of a rate proceedin, or to defer, 
. -

for subsequent disposition by the Commission, the difference 
. . . 

between tbe allowance in current rates for pension expense •nd the 

expense reeoree~ in aceord•nee vith SFAS No. 87. 

1. ••eo~~endation 

The r.ew policy statement as it applies to SFAS Nos. 87 and 

aa ahall ~- effective for fiscal 1•ars commeneino after December 

15, lft2. Previou~ policr, inclu~ing deferral raquire~nta~ shall 

continue ~o be applied through that date. 

1. conclusion 

OUr analysis indicates there 15 no absolute right or vroni 

method to compute pension e~pense. one could make an at9ument tor 

•everal methods that vould provide a wide range of results. SFAS 

Nos. 17 an4 88 provide more objective, but still not perfect, 

standards. Some potentiallY valid ar;uments have been ra1se4 

against their use foz tate purposes, but these arguments do not 

outweigh the advantages of idopting thea. Bowever, we believe 

these accounting standara• should only be adopted with certain 

stipulations that m.ke SFAS Nos. 17 and II mort suitable for rate 

p\arposes. 

In view of the amount of discretion still available in the 

selection of the assu~ptions rtquire4 under SFAS Nos. 17 and 11, 

there continues to exist tbt possibility of ~nip~lation of 

pension ax~nse. Therefore, deferral accounting procedures are to 

be employed, at least for the Dext several years, for the entire 

~iffer•nee between tbe amount of pension expense allovea ln rates 

and the actual amount recorde4 on the co•pany's books. A similar 

• 

• 

• 



• deferral vill b• required for tbe d1fterence betvetn tbe aaouftt of 

• pension expense allovled in rates ancs ttie aacunt depositecS in a 

tax-effective pension fund. !his second deferral requirement is 

expecte4 to be a permanent requireaent. 

• 

• 

SFAS Nos. 87 •:lCS 88, as well as pension re9ulations in 

general, are so complex aftd diffuse, it is diffi~ult to fully 

asaess the impact of th• caw standard• at this ti••· As 

a~4i~ional experience ia ia talned, the Office of Accountint and 

Finance expects to ~~i~lcallt ,ev1ew ~hia polic, atate.ent to 

determine if it needs to be revised • 
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• • 
• • OP£8 - 8AOCROUND 

A. JfttroduotJon 

• 

Postretirement 8ene£i~• Other Than PensionA. known by the 

acronym ~p£8•, comprises all forms of benefits, other than 

retirement income, pzovl4ed by an employer to its retire••· In 

addition to healtb care 1nsura~ce and llte lnsur&n~e, OPEB 

includes such benefits as tulticn assistance, 1e9al ae'v~~••• 

financial advisory services, an~ housint subs14ies prov14e4 4ut1ns 

retirement. Bowever, retiree health care is the central issue 

that gives the topic its ia~ct. 

When utilities initially offered OPE!, health care costs 

were relatively low and the ratio of covered retirees to active 

workers was small. Since cash payments for these costs were 

generally immA,erial, casb-basia expense recognition -- pay-as

you•iO -· vas 4eemed acceptable for accounting purpqses and was 

adopte~ for ratemaking purpo•••· Jut a coab1r~tion of escalating 

bealth care costs and changing damctraphics has ·altered the 

post~etirement landscape. 

In December ltto, the FASB issu•d SFAS No. 106.1 thia 
... 

Acoounting Standara requires companie1 to av1tch fro. pay•aa-you-

eo to accrual a~oounting for OPEB'a. This means corporate 

•n,itiea will now rcoo9niae in expense not only the current pay 

oucs fo% these benefits, but also reccgni:e as a cuT~ent •xpense 



2. 

..... ~:$ •• 

• FH• concluded 

th•t the renoerin9 of employees• service p\lrsuant to a 

po~tretireaent benefit plan creAte' A sivnificant obligation an4 ~ 
~hot the cost of pro~i•ed postretirement ~nefits •houl4 be 

rec~gnizea in financial state~ents 4uring ~h~ wo'~ing lives ot the 

covere4 employees. In 4ec141ng hov eom?anies should ~ccount fo: 

OPE!, the FASB ~id ~rticular attention to its pension standards 

because of the similarities between pensions and OPEl, (~, both 

are 4e!erre4 compensation payable after retirement, aDd the 

obligation to provide the benefits arises as e~ployees render the 

sarviees). As a result, the provisions of SF~S No. 106, are very 

siaila: to these of SFAS Nos. 17 ar.d ll.l 

The purpo~c of tbe SFAS No. 10' aceountiat i• Dot to 

encourage or 4iseourage companies froa offering ~nefits, rathet 

l~ !a to pJovl4e 'e•~ona~l• lnfor~tlon to' 4eclslon .. king. 

Accrual accounting does aot change the nature or extent of the 

postretirement benefit promise. HOwever, it v111 r~ire 

employe:s to reflect their existinQ eommitmeots in tbeir financial 

statements. Bee~use of this 1~tove4 4isclosure, the company, as 

well as its investors, creditors, employees, and others, can 

better evaluate those coa=itmtnts and the 11kelihoo4 that the 

eompanf ean fulfill th•m. 

Cu~ an&lJSil o! tbe fiaaneial impact of SFAS No. 106 is iD 

the ea~ly stagea, however it ia anticipate4 that ehe ~ct will 

~ 

~ 



• • oo ~ubetaDtlal. Elciaatea of the potential liability vary vid•ly. 

~ ~he Emplor•• 8cnef1t Receacoh Inatitute est1&ated·th• total 

unfu~ded eaployer liab1llty, iftcludint that of the publio &ector, 

tO be d~Ut 8280 blllicn; the private Sector'S shate ls estl&~te~ 

to be about $l6t billion. Th~ o.s. General Accounting Office 

estimated the private sector•• liability to be $221 billion. ~~e 

pri~ry dif~erenee betwee~ the tvc estimates is •edieare benefits. 

Although these two estimates are somewhat close, many other 

estimates have been considerably b1Qher. 

•· Field ~est Study of Fi~neial t~ct 

In an effort to belp the PASI the rinan~!al r.v~euti~~~ 

~esear~h ro~ndotion eponsoccd a flel~ teat otudy, con4u~ted by 

Coopers a Lybfand, Certified Public Accountants (CIL), to assess 

tbe ia,pact ot requiring •~crual accountiAg tor retiree health 

~ bene~its. ~be tiel~ test stu~1e4 26 compan1es3 an4 detera1ned 

that the increased expeAse recognition resulting from the propcs.e 

accrual aceo~nting would c•use the subject companies to e~r1ence 

decreases in pretax income ran9in; from 2\ to 20\. For two-thirds 

ot these eompanits the pr•4icted incre~se in expense equated to ar. 

iAcreaae of two to six tiaes the pay•as-you-;o eost they currently 

incur fo~ beAlth covarate for retirees. 

~ 

le~au•e of tbe potential 1•pact on earn1Aga of these nev 

ac~ounting rules, in cgnjur.etion with the fact t~t companies 

---------
• %nitiallJ the stu4y vas to !nclu~• a larger numb•r of companies • 

Bow•ver, even though all or tba companies seekin; to be included 
ln the •tu4y were lartc &ft~ v•ll crganize~, a 1ignifScant number 
o! Lbem ha~ to be ex~ludcd because they were uaable to provide 
even tJse mini~ya level of ~ata need for the field test. 



• • nee~ to do considerable research to ~evelop data a~d syste .. to 

measure their OPts liabilities uode: accrual aceountin9, the FASI • 

4elayed the effective date for SFAS No. 106 to fiscal years 

beginning after De:embet 15. 1991. However. nonpublic 

enterprise~, with no more than SOO plan partiei~nt~ in the 

~ggre9ate, have until fiac~l years beginning after Dece&ber lS, 

l994. Early adoption ia pcraittcd. 

One of the f1n4ings of C6L'a field teat was thAL m.ny 

t#.&Uplu)·euJ bac= littl~ ~~t:a huw au~b tbelr r•tiree cos~s ml9ht be in 

the tuture because record keeping tor tnese costs has ~een poor 

an~ many of the benefit packa~es do not define when, how •uch, and 

~hat post:etire~en: benefits are cove:e4. C•L also note4 that of 

those companies that were able to quantify their OPEl liability, 

aany were stunned at its aa;nitude. 

~· longer a co~ny ignores the s•v•rity ot th• im~et of 

the OP£1 it baa promised emplo1•••• the aore ~iffieult and costly 

it ~e~omeG to take aetion. for example, a company may have a 

la:ge potential oblitatlon aue to one of its OPEl benefits that 

can be easily altefe4 Qr at least reeuc~ to a sore reasonable 

level. ~· longer a coap&ny watts to m.ke tbe alter•t1on, the 

aore tne obligation ~1lds an4 tbe more 41tficult 1t becomes to 

make a·aodification, •ince retirees are relying JDOre and more on 

the benefit. 

Another fact that must be considered in the adoption cf 

SFAS No. 10g i5 that it is new an4 covers territory where there 

exists v•ry little historical data. ~he initial conclusions of 

--

• 

• 

• 



• ~h• Actuarial .~ Aeeounti"9 profession$, the u~illtY indust:y, 

~ an4 thl• co.aiaolon aay chaft9• onet experieftce h&S been gaine~. 
C. Flnanei&l %apact Oft M.Y. Vtilltiel 

In order to quantify the 1&p&et of SFAS Mo. 10' or. our 

'urisdi~tional companiet, ve sent a questionn&i~• to the 13 

1ar911t on reDruary 27, lttl. Not all ~Qmpanies vere able tc 

provide the inform&tion req~ested, noweve,, ~os• which could are 

p:esente~ in the tablt ~elOW· ~ht table presents the da:a 

r•lati~O only to health ear• plans. the impact of the new 

a~~ountin~ on t~e ccst of OPEl plans other than health catt are 

excluded fro& the tabl• fo~ two reasons: (1) the bulk of the 

financial iapact of the new acecunting relates to the health cart 

plans and (2) since aost of tbe finan~ial impace relates to health 

cart plans, many com~nies have not .. de 4eta1le4 atu4ies of th• 

~ i~Ct of SFAS No. 101 on tbeir otber plana; ~bcrefore reliable 

data 11 ftOt available • 

• --



• ~able l. 

tJtPACl' OP SP'J.S No. 106 OH U'ALft CARE con5 
AT MAJOR HEM lOU nATE OTILI'flES 

(GOll&l" .,.o~o~nts in thou!Ul~) • 

(a) 
T~AHSITICIJ 
ODL:GA1ION 1 

A'f \/1193 

(') 
INCREASE IN 
A.'DZU AL COST 
rot 1993 

(c) 
COLUMN (b) 

(d) <•) 
Uf£CT OF 1S CHANGE JN 
HEALTH CAP£ TRE~n ~A~t AS A' 

OF 1990 
CPERAT:NG 
1\E.._tNUtS 

TRAHS6Tl0N 
OB~!CA'!'!ON 

tn or6e~ to avoid confliets with tne
Se:urities and £xchance Comm!ssion's 
pu~lic disclo•u~e requirements, the 
confident1al dlta or111na111 preJt~tld 
on this table b&~ , •• n 4eleted. 

.------....---

ANN\iAL 
COS':' 

• 

• 



• ~. Income ~ax Issues · 

• 

• 

To the exte~~ the increase in annual expe~se reported in 

column (b) above is tax ~eductable, •nY amount allcved for OP£8 in 

rates will cause a dollar•for•dollar increase in revenue 

requirement. To the extent the OPEB expense 11 not deduetable, 

the revenue requirement could be 9reater: hov much greater will 

de~nd upon the ratemakin9 treatment accorded the tax effect 

l~· either recovered in rates as an expense or deferred and 

added tc rate base). Onfortunately, there is a dearth ot tax -

ettective fundin9 vehicles availabl• wh•r• em~loyers can deposit 

OPES contributio~a a»d, because of the current f•deral budQet 

Ceficita, th!s situation ~~ not likely to improve in the nAar 

future. ~herefore, ~• eajority of thl• expen•• increase p~ob&bly 

will not be tax ded~ctable until it 1a •ctu&lly ~id out ift the 

form of .-ployee benefits. 

• 

E. Observations 

... 

Aa ean be seen in columns (d) and (e) ot Table 1, botb the 

tr4ns1t1on obli9ation an~ the amount of ar.nual expense are bigh1y 

sensitive to changes in the Health Care Cos~ trend Rate.• This 

~oat trend rate is company speci!ie and is also one of the moat 

The Bea!th CAr• Cost Trend Rate is an ass~ption about the annual 
rate(s of change in the cost of health care benefits currently 
provid'~ by the OP£1 plao, •ue to factors other tb&n chantes in 
tbe composition of the plan population by a;e and derndency 
status, tor e•ch year froa &he measur•••nt date unti the end of 
the period 1n which benefits are expecte4 to be paleS. The Health 
CAre coat Trend A•L•• impl1citlr oon•i4er ••tSaates of bealth care 
iDflation, chantes 1D htaltb care utilization or 4alivery 
~tt•rns, tecbnological •dvano•a, aA4 cha~g•• in the health •tatua 
of the plan ~rtlc1pants. Differing types of services, such •• 
hospital care and dental 4,.re, .ay ba~• 4iff•r•nt t~-nd rates. 

-



difficult to pr~ 1A~ta iA the SFAS No.lO,_,oraula. Moat 

actuaries are projeetiA9 the Bealth caie Coat ~rend Rate will be 

hi;h in th• near future but will t~~r ott over ti.- to «om~thinQ 4llt 
closer to tbe general inflation rata. The responses to our 

Febru~ry 2i, l9Sl questionnaire show that vhile so~ cempaniec are 

uaing thia decl!nin9 rate, othera are using a sin9le percentage 

repreaenlin9 an •verage raLe. Bolh of Lhe&e meLhods •re v•lid 

an4, at ~he present time, we are net post~lat1n; a preterenee tor 

eit!let. 
The folloving table shovs the Bealth Care Cost Trend Rates 

used by some of companies which respo~de4 to our February 27, 19tl 

questionnaire. Since each co~ny's health plans differ from 

those of t.he other companies •, ve woul~ not expect to see the 

exaet same Bealtb Care cost ~rend Rate used by each company. 

Rowever, the cia• of the v~riances in the rates reported is 

1nd1eat1ve of t~e probleas inherent in aakint aD aeeurate 

projection. • 

• -
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• 

• 

• 
T~b:e 2 

H!AI.TH CAR£ COST TR£NJ) UTES 
CAll rates re~resent R!r ann~ lnereases) 

ln or6er to ~void oontlicts wl~ the 
Se:urities and txcnance Coam1ssion•s 
public di~c!osu~• require~nta, the 
confidential data or1cini:ly presentee 
on tt\ia ~ble hu tl4acn dt!hl.ecl • 

When tne potential tor variation in the sealta care cost 

Trend Rate is ccns14ete4 1n conluneticn v1th otbtt projections 

required by tht SFAS Ho. 106 acccuftting, 1t 11 clear that we, as 

re9ulatora, eust protect a9ainst the likelihood of providing 

revenues to covet overaceruals of these costa. At the same tim• 



•• • we a~uuld •~:•vc to a&1ntain intergener&tlCnal e~uity by provi~in9 

reven~t& and fundi~g to cover reasor.a~ie esti=a:es of the OPts 

costs. our speci!lc proposals a:e d!sc~saed in deta;l 1~ the ~ 
:e~!~dt: of this appendix. 

F. f.ro;:o!.!l! 

2. 

'!'he potential u;r.i~1.uSe of th~ 1 i&bi~ity for the pro~nises 

utilities ~y have made under existint OPEl plans it ar. li~ut tha: 

~6q~irtt i~e41att attention retar4leaa of the '•~• ttt&t~nt 

accorded OPEl costa. Since OP£1 ia ir.ter~~ined v1th pens1ons ar.4 

the federal in~ome ta& regulations rt~a:ed to pens1ons, ve have 

e&&S1ned the 'brtt items as in integ:ated package. Our prQposa!s 

tor ttl a~countin9 and tatema~ing treataant of OPE! are detailt~ 
in the remainder of this Appendix. o~r proposals for the 

accountin; and ratt~k1n9 trea~ent of pensions is detailed in 

Appen41x A. 

-~TE ~EATMEN' OF 0,£8 COS'S -
impleaentint SFAS No. lOS v1ll ~ highly inflwen~ed b1 bow the 

co~ission de~i4es to ~reat OPEl costs for rate purposes. The 

decision is not an t&IY one. 

-~· ,ecegn1t1on ot srAS NO. 106 for Rates 11 Not Required 
In SFAS No. 106, the FASI recognized the praetieal 

concerns of utilities but concluded the cost of & promise to 

ptovi4e postretirement benefits to qualifyin; employees is not 

ch•nged by th• rate treatment accorded OPEB and that CFAS NC. 106 

should include no s~eial provisions for utilities. acwever, SFAS 

No. 10' specifi~ally recognl••• tnat the accountint to be ~pplic~ 

• 

• 
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to eer~•~n ~~9ul•,•d Jn4u•crt•• is •u~jeet to • ·~ci&l st&ndard -

- tASB Sta~em~nc No. 71, Acc~unting for ~he tffeets of Certain_ 

Ttpes of ~•g~lat1on. SFAS 10. 71 peraits regul&t~ utilities to 

dev1ate trom a stan~ard issued by the FASI if the utility aeeounta 

tor an item ~sing the same method the re;ulatory a;•ncy u••• to 

set cates. 

As a result cf thit provi&ion and erAS Mo. 71, it the 

curr•nt eath•ba•i• poliqr i• C\~~u,.u~c! for OPEl for rate purposes 

~· utility vill Dot have to re~ognize the hlghtr SFAS NO. 106 

••tena• on ita ln~QDe •~•t•men~. IA1te4d, tbt ift~rease in expense 

would be recorded as a defef~•.s ~~.:·.vnse (& dtferre4 expense is a 

• refulatory ••••t • which re~;... ~!tn~• • pro•1•• from tht re;ulatory 

atency to allov future rtco'i:·>?.~.Y o~ tt:As uouDt cl•ferr•cS>. Although 

t.h11 removes the effect of ~,.,._:f; Ho .. 10' !rca the 'lnccae Stat•••nt, 

it does not alter the fact u.~~<. th~ company vill at111 have to 

recotnize th~ subttant!al OFF'~ 1.;,&bil.1t)' on ita l&lance Sheec. 

The lalanee Sheet •aaae,• ·~it· .i.e~ -:'Oi!nt•r-balancea Uti• liablli ty 1s 

the dafarred e¥peftae. 

•· lro• and C:Qna of AdoptinL51~ :.;c~.,~}.j6 tot bttuJC1ng 

One a4V&JIU9e Of -~~@tJ .• ~~ ~·~ flO, 101 il tb&t it il ftOV 

part of GenerallJ Accepte4. 1\.":coun~i??·? Pr1ftc1p&ls. AI ve stated ln 

our d1scusJ10ft ~ft SFAS 10~ li~ ~~ ~~ desirable to follow the 

FASI'I rules vbenever poseib~~~ 
If one accepts th~ ~~~~~. l~gfe that OPEl are aiailat to 

,.ntions, then it would Gee~ lo9iea1 to uao SFAS 10' for rate 

purpo•••· OPD, 11k• pezat>icn!f, ~ra a fora o! 4eferre4 

compencatioa. lzs exchant~ ''n; t.~~ -~loxee'a ~urrent ••rvic:es, 

• 



the employer pr~es a d•lerred ~nefit in ~fora of OPEa. 

S!~ce today•s eustom.rs rec•ive th• ••plorees• scrvicea, it is 

only f~ir th~t th•y p&y the full cost of the e~ployee•, ir.cludlr.~ 

the enst of b~n~fits which vill be paid ouc at a late~ 4a~e. Tne 

alternative is to allow the cc=panies co buil4 a li•bility beyo~~ 

the $3.4 bill~on ovca by rate~yer5 to ~te.S Th1S !S o! 

part ic:~lat ~O&\~~' n to industr 1es vftere COIIpet~ tlOft 1n:oads a:e 

llk•ly to :ee~ce t~• n~~ber ot customers from vnich OPEl 

liabilities mi9ht be recovered. fhe:e is also 1 qyestion of 

fairness to future 9enerations which wei;hs on the side of eurr•~: 

recovery. 

Onless accrual acccur.tift9 fer the OPEl txpenae is a4opteo 

for r~te~ting purpo••• there vill ~ no prefundin9 of the OPE3 

liability. Wi~hout that pref~odinf, the OPEl liability will 

contin~• to grow witheut earnings on the tun4ed aase~s 

acc~uleting to help offaet the 1i&bil1ty growth. 

There are, however, sevetll aspects o: SFAS Ro. 106 that 

would support n21 using it for rate purposes. First, as shown by 

the Table 1 on page 9, reflecting the full iapact o! SFAS ~o. 106 

accountlng in rateJ could, by itaelf, result 1ft substantial rat• 

·increases. 

S.con4, even the PASI eone•des t~t the ability to mta&ure 

the obligation for postre~irement healtb care benefits &ftd the 

J. Aa shown in column (a) of ~able 1 on page 9 o! this appen4i~. tte 
companies listed therein currently owe a total OPEB liability of 
SJ.• billiOD tor the past service• rendered ~1 their employ•-~ an~ 
retirees. 'l'he 20-year amortization of this amount ts ineluc!~d in 
the revenue req~irement impact shown in column (c) of thAt r~htP . 

.I 

• 

• 



• • recoonitio~ of that cbll;ation are •ubje~t• o! ~on~rover•r· 

• listorieal data about ~r capita Cloliaa eoat .are l.laitecS .. mJ 

aetuarial pra~tice in ~hia area is atill 4eveloplnv. Tbe task is 

even further coaplic~tcd by the uneertaintlc~ s~rroun41ng the ccst 

ot health cAre iD the future. In o1cSer to develop a reasonable 

••tlmate of fut~re bealtb ~•re costs lt 11 necessary to project 

such diverse iteAS as tt.e health care inflation rate, health care 

delivery methods, utilization levels, technolo;ical advaneom•nts 

1ft medical knovle~ge, and 4emQ9raphic information. tt bas been 

argued that these vnknowns render th- estimat-e amo~ta for tha 

bealth care portion of OPF.B unr•liable. 

• 

• 

Third, boeause of the tremendouo impAct of the above 

sub;ective esti~t•s, the rcsultint OPED expense to be recor~eO in 

any one yco1r, or aerie• of yeata, 1• hl9hly vulnera~le to 

a&J\ipu.lation. 

rol.lrth, bas1~g rates on SfAS No. 106 would result in 

utilities rece1v1ng large amounts of cash from ~stomers for a 

liability that will not have to be paid until aany years in the 

future. Bovever, this situation iJ akin to that of nuel•ar plant 

decoamlssionin9, nuclear fuel disposal, ~naicns, etc. for which 

rate allowaneas are being provided eurreDtly eveA thoutb tbc oash 

ouilay is much later. 

F1n•11y, an4 perhap~ aoct importaftt, the a44itlona1 costa 

recotnize4 uoae~ SFAS ao. 106 •~'oantin9 1a e&pected to be tax 

4e4uctible only to a limited extent. To the extent 1t 11 not tax 

deductible, either the company's revenues aust be increased to 

provide tor the increased taxes, or the tax effec~ aust be 
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dPfPrrod. Cinco Jltorrod ~axes oro a race b&s~ddltioD, such a 

d•torral vill alao cauae an increase 1n.tha revenue requireaent • 

~buo, if SFAS No. 106 l• adopte~ for rate pu·rposes, customers will 

~t oDly p&J the hi9har expense reeogni,ed by the nev accounting, 

·but they could also end up paying either the assoeiat~d '•d•ral 

income tax e~nse or 1 retu:n on the r~t& b.s• inere•••· !hi• is 

~ot the situation that existed for ~~siona, for vhieh e•tre&ely 

generous tax ~aductions were previo~sly allo~~d (recent fed~:al 

tax reductio~ aets have 1i9nificantly reduced penslon tax 

dec!uet ions). 

C. Rate Treat.ent - Verious Possibillties 

Aa ve disc~••~ pr~vloualy, the prov1sions of SFAS No. 7l 

tiYe retulatory •9cncl1s a w10e llt~tude in how OPEl expenses ean 

be refle~~e~ iu rate11 re9ulators do not have to 1dopt SFAS No. 

lOG lor ratemaking purposes. lowever, we recammend adoption of 

SrAS No. 101, aubje~ to certain restrictions whleh address the 

•softness• of the projected amounts aDd oth•r regulatory co~e•rAa. 

While these restrictions eliainat• eertain cpt1oaa oth•rvise 

availabl• under SFAS No. 106, they in no vay •iclate the expr~ss 

provision• of, or the intent of, th~t •ecounting pronoun~emeat. 

While there are nuaerou• &etbo~s wbicb could be &ppl1ed to 

determine the appropriate OP!B rate &llow•nces, ~here a:e seven 

methodo presente4 below \o ~hich we have g1ven cons14eration. 

We zequest respond•nts to comment on and cr1tique these methods. 

SD99estlons ot alternative metnods will also be considered. 

• 

• 

• 
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a. Adept SFAS NC, 106 for Rates 

~· 

o. 

The aeritJ and drav~~ks of thi~ option have-been di•c~55e~ 
al:x:ve. 

Allow STAS No. 106 ~penae - Ose the N~:·o!-Tax Balance as a 
Jl.ate "lise o!lset 

\ 

Provide a ra:e allowance to cover. the full annual expense 
~e:ermined in accordance with s~~ No. 106, but Vithout 
provision for any tax ettect. The after-tax amount of the 
portio& of the allowance which cannot be tax-effectively 
funded would be deferred and treated as ratebase offset, 
thereby, savin; ratepayers the before-tax rate of return times 
the ~ount in the internal fund. Althou;h this vill cause a 
si;nificant revenue requirement increase, it belps maintain 
interganerational equity and starts fundin9 for pAyment of a 
very real and aignifieant ~oct. 

Allow SFAS No. 106 Expense • Accrue lnterect on the Net-of-Tax 
BalAnce • 

Cae the a&n:~e aethod aa Itea b above e~~ept the defened aacnm: 
wo~ld no~ be ~sed as a rate b•se offset. Ins~e•d, •n intc:e•t 
•ccrual equivalent to tb~ ~ompany's last allowed pre-tax r&te 
of return would be 1apute4 on the deferre4 amount, net of its 
tax eftect. 51nce this deferral 11 t%pected to accumulate 
rapi~ly, and to amount to a consi~erable balance, accrual or 
interest v111 accurately reflect the benefit the coapany 1s 
receiving from these ratepayer provided funds; aueh aore so 
thar. would a rate base red~ction promul;atad in sporadically 
filed rate proceedings. 

'*l;ylate Expense Osin; the &enefitLCom~nsation AJiroaeh 

Us• an allocation method vhieh distributes the OPEB obli9ation 
over th• •mploye~•s s•rviee life at a rate vhieb is equal to a 
eon•tant ,.rcenta;~ of th• employe•'• •~et•d annual salary. 
State4 aore technically, this approach attributes the amount 
of \he expectecl oblltatioa, a\ :etlrament to each year of 
~er•i~e in the attribution perio• base' cD tbe propczt!Dn of 
the employe•'• compensation in each year to th• cxpocte4 
awgrCiate eompenaatioa eatne4 over \he emploree•• career. 
Se,vice coat in eacb :ear 1• the actuarial p~••ent value of 
tbe amount of b~netit attributed to that yea~. ~he 
accumulated benefit oblJgMtion ae4sured •t •ny point in time 
is thl sumo~ the cumulative current year's ana prior years' 

An OPED f~nd 1• •tax-effective• if l) cont~ibuticns ~de tc the 
fund can be taken as a current tax deduction by the co~p~ny making 
the contribution, 2) the incoMe earn~d on the fund balance 
•c~umul•Lea tax free, and 3) the employee io not taxed until the 
bene!lt i» •c~ually received or not taxed ot ~11. 



S4trv.lee cotot • i nt~r,.,.t aeeraec:! thPr~,.,n. a,t is alAn the 
actuarial pr•••nt val~• of ~nefits ~ttrih~ to th• ~rrent 
ar.~ p:i;: year~.) 

Thic ••tboa results in lover accruals iD the ~•rller yeara, 
4n~ hi9her accruals in later year•. than would SFAS No. 106. 
The aain rc~oono for thi~ •1cpar1ty ar•• 

l. Onder SrAS No. 106 the projeete~ obligation it ellocetea 
on • benetit/yeera of service basis, whereas un~er 
benefit/c~pens•~ion ippcoach it is allocated on • pe:cenL 
ot expected sAlary inclu~in9 antlci~te~ sala:y increases. 
This results 1n a slower accrual ot the em?loyees· service 
cost. 

2. Because of the slover aeerual of the service eost the 
annual interest eosts are lower. 

This method of attribution was discussed in paraqraph 182 of 
the OPES Exposure Dratt. Al:bou;h it b•s an intuitive appeal, 
it alao has several flaws. !he rASI rejecte~ this ~tho4 on 
the basis thlt it less faithfully represents hov tbe benefits 
&l"e eAJ"nect -under -the plan. !'her•tor•, its us• would not 
confota to the requirements of SF~S No. 106. In addition, 
thic aathod doub:e count& the effect ot inflAtion. This is 
becauae projected inflation il f•ctorec:! into into both the 
expected ealarr incrcaoco ant the discount rate uee4 to 
quantify the ••rvice co•t and intc~cat oo.poncnts of the net 
periodic post;etireaent ben•fit eost. 

e. A~low Tax-effective rundlng Only 

Allow rate recovery tor only the a~ount of OPEl expe~e which 
c•n be tax•efftctively tunoed. ~n1s would •1t191tt the rate 
impact of adopting SFAS »o. 106. 

On the other hand, t~x-tffe~tive fun4ing 11 expected to be 
Available only to a limited extent and it 11 probable that all 
companies will find it impossible to fund tbelr entire annual 
OPEl expense. Some c:ompanies uy be unable, or find it 
•eonom!cally un~ustifiable. to establish in! tax-eff•etive 
OP£8 tunding pro;ram ce.;. the idministr•t!9e fees for a VElA 
cay make it unaeoDomic to establish one for a saall employer). 
~h•r•fore. lor moat companies, a rapidlyJrow1n9, unprovided 
fo~ liabilitl' would hAve to ~ reeogniz on their books and 
ouz toal of ntergenoratioftal equity ~uld not be ft•t. Also 
thit plan would provide DO consistency betweeft companies 
regardin1 the propo~tion of OPEl expen•• b.in; provided for 
~hrough rates. ~his only exacerbate• the 1nt•tt•ntrationa1 
equity p'oblem and vould be confusint to financial otatement 
users. 

• 

• 

• 



• 

• 

• 

• • f. Pha5e-In Adoption of SFAS No. 106 - M~~hod 1 

Allow rate recovery for th• •mount ef OP£B ~x~~s• vhieh can 
be tax-ef!ectivaly funded in the rate year, plus a percentage 
of ~he diffcrenoc bct~een that ••oun~ and ~he net per!odie 
cost for the year as calculated under STAS No. 106. 
~entatively, that percentAge would be ••t-at SO' at the time 
of the initial adoption of this policy statement. There would 
be •ubs~quen: reviews to deter&ine vhen thAt percentage chould 
be raised. The first such review weuld be approxim&tely three 
to five .years after .1ssuan~e o! ~he final policy ltatement and 
would consider rai•in; the pereer.ta;e to 751, or possibly 
higher if companies can demonstrate they have eevelope4 
reasonably accurate coat projections and have taken stron9 and 
decisive actions towards reducing, or •t least restraining tne 
growth of, their OPEl obligations. 

Som@ of the factors supporting use of this phase-in approach 
are: 

1. 'he srAS No. 106 method ~y result in an overacc~ of 
exp•ftse f~%·sev•ral reA~on«, one of vhieh is it does not 
allow companies to factor in cost containment strategies 
vhich they a.y in8titute in the future. On th• other 
hand, we do not believe the amo~nt that can be t•x
effectiveir f~nded under the current ta~ cede i• 
•uffic!ent to provide fer a reasonable estimate of the 
future obligatlon. Therefore, •doption of a tart•t 
allowance somewhere between these two amounts is 
4es1Z"able. 

3. 

Provi~ing current recovery tor •t leaat • portion of the 
cost of future OP£1 benefits should commence as soon as 
possible si~ce .th~ current pay•as-you-go.metbo4 result» in 
chargi~; future ratepayers the cost of services being 
rendered to current ~stomers. 

A phase-!n will aiti9ate rate impact. 

t. In the future, the IRS maJ revise the tax co4es to allow 
~ fun~in; th• ~ccrue4 OPEB !ability on a tax-efftetive 

b&sia (similar to vbat it di~ for nuclear plant 
••c~iasicnin~ costs). %ft that situation, the internal 
reserve for OPEl which would have built up under this plaa 
could be deposited in a tax·•ffeetive fund without 
•ffecting rates. 

Since this plan does not provide full recovery cf the OPtB 
expense •• calculated ~nder SFAS No. 10,, tbe;e vould be some 
build-up ot unprovided for OPEl liability on the balance 
sneet~ a1on9 wi~h an offaetting re9~!•~or1 ~ooet (deferre~ 
4ebit). However, 1t is not expecte4 that this liability will 
have ~· tame impac~ on the eompenie•' bond ~•tin9• ao vou14 
simil~r aJDoun~s of -.ore conventional li&.bilit1es. The ratin9 
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•9encies ~ve st•:ed the! will t•etor iato tbeir deeisiocs th• 
t~min9 of these 11abllit es, the ••ottness• of the esti~tes. 
the p:o;ected f~tare reven~e levels of t;.be cocp&ny. etc. 

Support of this method is base~ on the assum~tion that aest of 
the OPEl liability c•nnot be ta~-effectivelJ tund~d. It this 
pla~ were adopted and t•x req~lations were subs•~~entlf 
eha~;ed to allow si;nifieantly inerease~ tax-etteetive fun4in9 
for OPtS, or :f ;h~re were ot~er dtvelopaents which would have 
similar effeets, ve would recommtn4 aodificat1on to achieve 
mort current recovery. ln the near tera, we would not expe~t 
tc provide ~rrent rate re~overy in excesa of '5' of en1 
CCRp~n7'• net periodic postretirement benefit cost unl~ss 
the:e vere exte~Q4tin9 circuns~nces (e.g. the ~ny•s plan 
is • ~efinea ~o~lrib~Lion pl•n that 4oel not require 
projec~ing future increases 1D tbe cost of benefits). ror 
companies with such extenu&ting cirCuQst•nces, tbe actua! 
amounts to be allowe4 tor rate recovery would be decided in 
the context of r&te proeeed1ngs on a case-by-caae basis. Tbe 
6St bene~ mark would be tentative and there .would be 
su~sequent reviews to 4etereiDe Kb&D that percent•ge sbcul4 be 
raised. !be first such review woula be apprcximately three to 
five years after issuance of tbe final policy statement. 

\ .. 9· Phase-In Adoption cf SFAS No. 10§ - Method 2 

Phase•in, ever several ot years, rate r•eovery for the full 
amount of the annual OPEB e~nse. ft\e pace of the phase-in 
would aepen45 upoD the revenue require~tent iapact of tbe nev 
accounting and woul~ co=menct with the fir1t rate prooe.,in9 
fcllovin9 ~he co=pany'a a4option of SfAS No. 10' for 
regulatory acco~Dtlnt purpoeeo (or, at tbe Comaiasion•a 
d1Detetion, an earlier procced1Df)• 

Dec•~•• reccgnitioa of the full amount of annual 0'£8 expense 
woul~, bf ltselt, cause rate increases from 0.5\ to 1.5\ Co' 
~os~ o! our a.jcr utilities, the Commission ahou14 reserve for 
it&elt the ability tc set Cbe OP!I rate allowance at • level 
that balances the need fer cost reco•ery v1tb its concerns 
about rate im~ets. Accord!ntlf, 1nit1al rate allowances 
snould be set at uaounts Ulat ate be.twHa tbe ·tu11 annual OPD 
cost an4 a einimua level (dlscussed below). fhe relative size 
of these allowances would depend upon the size of the overall 
rate increase that acco~nies OPEl 1apleaentat1on. ln each 
subsequent year, tbe previous allowance would be increased, by 
at least this minimal amount, until the full annual OPEl 
expense 11 provided for. 

For example, it nov appears that the ent1rt OPES obli9ation for 
unionized employees can be tax-effectively funded througb use ot 
•collectively bar;ained• VEIAs. See Section 4CAJ(e)(l) ot tbe 
attached Appen~ii A for more Getail. 

• 

• 

• 
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f~?c .. xaaple, ~f ~ull-OPU eJtpeftae c-eeo.;nitioft. wl'\en eocblft~d 
wlth other ~est 1ncreases, voul4 cause a c-a~e in~~•••• that is 
d!•~•d 'o be onerous on ra~e~·~•rs, the Co~isaien &af •llov a 
=~n1mua a&ount for OP£1 to m~tigate the overall i=pa~t. The 
pcrtion of ~he annual OPEl exp•n•e in excecs of ~ht OPEa rate 
allowance would be deterred for dispo,ition in subaeque~t ra:• 
~roceedings. On the othct h~n4, if a r•~e el'\&n9• is not 90i~g 
to be Si9nificlnt, the coo=ission cay allow the tull OP£1 
~Apcnse. Ou• 9oal i• ~o phase-in f~ll reeovery ot ehe annual 
ex~ense vithin approximately five years. 

This proposal provides the Co=mission with ~ximum fltxibili:y 
in tne amount it allcws tor OPtl and prov14es some conttcl 
over the size of the overall rate increase. At the ••me time, 
th1s 9uarantee of • minimum level ot recovery, and 1 
ratchetin9 up of that level in subseq~ent r•te cases, is 
~ecessary to demonstrate to the fin•ncl&l comm~n1ty t~at the 
C~issicn is since:e about full rate reco9nition of o;ts 
exp.er.se. 

The initial OPEl ra:e allowance would be tet at an amouftt 
equal to the lesser of: tll t~e total net periodic 
postretirement expense, or (2) an amount .;ual to 
approximately 1\ of th• com~ny•s gross cperatinq revenue. 
~his tar~et amount of l\ could be reduced if the C~&mission 
decides t~• overall revenue :equir~~•nt lncr•~•e will be 
eneroua. Bowever, the minim~= rate of phaae•in WOijld be 0.25\ 
~! opera,inq rtvanuea, increasint by at least that amount in 
each subseque~t year until t~e full net periodic 
~stfetit•~er.t expenae 1• prcvide4 for. On the other han4. 
the c~mm~ss~:~·may .qrant an OPEl allowance in excess of the l\ 
ta:;c' i£ ~~ ~eems :sucb action vill not cause an unaccep:a~l• 
increase in the revenue r•quiremeftt. 

ro:: zacst companies the prcjtcttd revenue t~u.irement impact of 
the new accounting 1s lesl ,nan 1.5, gf their 91o•a ope•atin9 
revenues. Therefore, un4er this proposal, rate reecvety of 
the full level of annual OPEl t~nse sr.ould be accompl~shed 
within a fev years. The exception to thil is the Nev Yo:k 
Telephone Company, for 1vhicb the projected ravenue 1mpac: is 
siqnific•ntly ;rtater. 

Cse o! this phase•in plan has aany of the attributes and 
advantages discussed or referenced by iteaa (a) and (f) above . 

•• ,NY ~el's estimated level of OPEl coat, as filed vitb our Office of 
Accountin9 and Finance, is s1vn1f1cant1Y 9r1ater than the norm. 
We have not ~4e any study to ascertaia the reasons tor tbis, nor 
have we foraed any opinion aa to the reatonableness ot the bcnctl~ 
plans. Bovever, ve believe tbia matter warrants close review by 
the company. It vill be up to the company to luDstantiate 1n 
future rat·a proceedinv• that its overall coapens~tion p1cka9e 
(including OP!B, pensions, and waqas) is reasor.&ble ar.4 necessary. • 



• • Bovever, t~e pcss1b111ty oC over·ao~rual refereftce~ ift tt•• 
(f)(l) above needs turther coamer.t. 

As will be discussed later, revisions of estimates an~ ~ 
enactment ot cnan9es in orEs plans (e.t• revicion& ~de for 
cest co~trcl purposes) will result in •actuarial 9ains or 
losses.• It ve do not l1m1t thw optiona available ~nder SFAS 
No. 106 for rec~gnizin9 such gains and losses, it ai~ht res~lt 
in over-accruals or siqn1f1cant sw1n9» ln Lhe net perio~ic 
pos:retire~ent benefit cost. Bovever, as discussed in Section 
2(£)(b) below, we are proposing all gains and lo»~wi be 
amortized, en a vintaqe year basis, ovet lO years. We believe 
this rollin9 lO•year amortization Wlll suttlciently mitigate 
th• affects of possible future p!an revisions and the 
•softness• of current cost projections so that rate allowances 
fot lOO\ of the net periodic pestretirement benefit cost are 
justifiable. 

D. Recommendation 

<Nr prelerence is the accounting an~ rate=akin9 described 

in Item g coupled with the interest Accrual prcpesal of ltem c. 

Nonetheless, ve rec~end that the public, inclu~ing the 

utilities, be allowed 60 days to com=ent en the proposals. 

Regardless of the option eventually selected, we believe rate 

recovery should be subject to the fcllcvlnq eonditions. We ask 

parties to co~ent on the suitability of tbese provisicns as well. 

a. the co~ny must demonstrate that it ~as explored the 
feasibility of usint the fcllovin9 sources to miti9ate the 
i•~ct cf tbe additional OPtl costsz 

1. excett pension costs currently i~ rates due to (a) the 
adoption of SFAS No. 17 or (b) ar. inability to tax• 
efftetively fund the full amount of the pens1on allowance. 

2. 9aina calculated under the guidelines provided in SFAS No. 
ea. 

3. the b•lance of the ynamortir•d transition asset arising 
from implementing SFAS No. 87, if one exits. 

4. the use of ex~••• pension fun4a to fund a Section 40lh 
account to' the p~oviG1on of health eare to retirees. As 
described ln Section 4(A)(I)(l) of the attached Appendix 
A, there .,. aeveral restriction& to such a transfer of 

~ 

~ 
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b. 

• • •ssets that ~•t be carefully evaluate4 before electing 
th1» o~t.lon • 

If a company falls to take aavanta9e of tax-effective funding 
of OPEl r4te allowances to tbe maximum extent possible, it 
~ust be prepared to defend lts •~tiona. · 

c. Contributions to externally held OPEB tur.d& m.y be made only 
to account' or t:ust arrangements that: tl) vill allow such 
pay:ents to qualify as a current te~eral income t•A 4eduction, 
(2) t~e income earned on the fund balance accum~lates tax 
free, and (3) the employee la not taxed until the benet1t ls 
ae~ually received or not taxed at all. ~he assets beld by 
such funds must be dedicated to the payment of OPEB bfnef1ts 
(reasonable mAnagement fees for tbe fund may also be paid from 
these assets). 

d. If a company '-• total ann~al contributions to external funds 
dedie&te4 to ~he payment of OPEB benefits differ from the sum 
of its OP£8 rate allowance plus any1pension related funds or 
other tun4s used for OP£8 p~r~ses, t~e company must defer 
the diff.erence a a -sqan.H .cterD&!. reserve ·l"&iat>nity) 
account. This OPES ~edi=atea internal reserve would aot be 
use~ as a ratebaae a4~ition or subtraction, but would be uaed 
to determ1n' 1f tbe comp4ny h•• realise~ a net positive or 
negative ca-.h flpw. ·lf there is a ftet positive cash liov, an 
inter•st factor •~ould be appli~ to ~he cet 4eferra1 and 
the result added to tbe intern•l reserve. It there is a 
negative ca~ tlow,, no interest anould be calc~l•Led. Th1a 
oefer:al, i~• caah-tlow aspects, an4 ita rate treatment are 
discussed in .ore detail in Sections s and ' below. 

~he intereab. rate used for this purpose should, vhen 
ec.poui~•d• ~ual tbe company'• last allowed prt-t&X rate of 
return (u~lesa otherwise d rected by the Co~ission). The 
interest so ~aleulatad should be aaintained ln a separate 
subaccount vithift the reserve and should compound monthly 
uaint the came rate of inter•st. 

ror example, use of excess pension rate allowances tor to: OP£8 
purpo~•• or th• transfer of excess pension funds to a 40l(h) plan 
•• descri~ed in Section 2(D)(I)(4) above. 
Althouth the lnter~al fund vfll not be netted aqainst the 
obli9ation for financial disclosure purposes, it will be recor4ed 
on t~e balance abeet an4 oan be !nelu4ea 1n the notes to the 
financial statements. 
For tbe purpO•• of thie oalculat1on tbe deferral shoul4 bt re4uced 
by its related income taa effect. 
ase of tbe pre-tax tate of tetu~e 1• ccnsistent with that which 
bae been oraered on other aajor deferrals (~, the deferre4 tax 
savings resulting frgm ~he 'ax Reform Act o~a,,. 



PatJ~ 2\ of 52 

The tunds reJIItented by this internal r~rve may be used by 
the c011pany for· -oenera·l 1atili ty p1.0rpesf!s until aur~ t ; •• as 
the funds are actually paid out for OPEB benefits or 
tr&Dsferred to an externallf h•ld OPra fund. · aec~u•• of thiG, • • 
and iD order to ensure that this interest expense will not 
1n~dv•rt•ntly be included iB ~h• revenue r~uireacn~ 
determined.1n future rate proceedings, the contraentry tor the 
interest accru~l vo~ld be a d~bit ~o a below-the-line exper.ae 
account (Account 431, Other Interest Expenses). 

e. ~he difference between the amount a comp.r.y recor4s on its 
booka for OPEl expenae usini STAS No. 106, and the rate 
allowance it is provided tor that expense, shall be deterred 
in a 5eparate subaccoun~. This 4eterral is the •regulatory 
asset•, recorded in accordance with SFAS Nos. 71 an4 106, 
which ottsets the liability booked under SFAS No. 106 tor the 
portion of the OPEl expense that has not yet been provided for 
in rates. ~put it another way, it ia a long term receivable 
which offsets a lon; term payable. As such, this deferral 
does not represent a cash flow item· an4, accordin;ly, shall 
not have an interest •ccrual applied to it nor will it be 
•'~ to rate base for rate:aking purposes (the same as tbe 
liability it of!sets will not be used to adjust rate bas• or 
the working capital allowance). This issue is discussed in 
more detail in Seetions 4 And 6 below. 

~he method of recovery for this det•rra1 (or pasa-back t~ 
ratepayers should the net deferral be negative) will be 
ccns1der•4 in future rat• procee~ingc. We expect to commence • 
amortizin; or providing other recovery (e.g. offsetting vith 
cxistint orcdita of refunds) for this ~eferral com=en~in9 1n 
the year Lmme~iately followin~ that ir. vhich rate recovery of 
the full annual OPEB c~pen~e ~• allow•d· Our go•l ls ~~t the 
net ~eferral, made to this subaccount prior to the granting of 
cate callow•nces t~r the full annual OPU expeftse, be recoveree 
withift lO ye&rs of the company's adoption of SFAS No. 106 for 
regulatory accounting purposes. 

t. Interper1od t•x allocation shall be applied to (1) any non
tax-effective funding allo~e5 and (2) fiY deferrals made in 
co=pliance vitb items d. and e. above. 

13. Current payment to or for retirees of OPts benefits for which no 
external fund ha5 been •stablished shall be debited to thi• 
internal reserve. lf an external reserve has been established it 
will be up to the company's discretion, barring specific 
directions from the Commiss1oD to the contrary, &s to vhether the 
benefits will be paid from the internal tund, the external fund, 
or a Qombination of both. 

14. We are presuming the FASI'a Statemer.t No. J6, wblch is currently 
under review by the rASa, will allow booking of tbe deferred tax 
aatet. Ne vlll not address tbe effect of srAs No. t6 here, but • 
will address it in a separate preceeding if neces•ary. 
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If OPEB 1a runded through a tOl(ft) Rl&n tas pa't ot th• 
pension provisions) Section 404(&)(f) of the Jnternal·aevenue 
Code permits the taxp&yer to deduct, on "its current taz 
return, ~yments to a qualified OPEB fund made aubsequent to 
the end of the tax year but before the earlier of (aJ tne 4~e 
date of the tax return (includin9 filing extensions) or (b) 
the date on which it is p.id. Any coopany using this •reaen
out• provision shall apply interperiod tax allocation to the 
•reach•out• amQunt. 

E. SUBSIDIARY ISSDES 

• 

• 

a. Ose of 2!ns1on and other credits for OPE! costs 

Regardless of the rate treatment accorded OPEl costs, 

there is little dispute that a large, unreeogDiaed OPEB liability 
. 

exists. one possible source of fundin; for this liability is 

pension related cre~its. We discussed in Appendix A that (a) some 

companies pension costs calculated using SFAS Ho. 87 would be 

low•r than amounts currently in rates for pensions, (b) in m&ny 

eases iaplamentin; SFAS No. 87 resulted in a transition asset 

which must be amortized over a period bas•d on the avera;• service 

life of the employ••• (per SFAS Ho. 87) or at the discretion of 

the Comai••ion (par FACJ No. 71). and (c) a eompany may reco;nize 

a galn f~oa such actionG ao settling a portion of its p@nsioft p1an 

unde' the gu1delinea provi4e4 in SFAS No. II. linoe pensions and 

OP£8 are botb deferred compensation, are parable only after 

retire~ent, and the Dew accountiD9 rules tot boLh •r• very 

ai~lar, it seems reasonable that excess pension assets should be 

used as a source to prefund OP£8, thereby ~tigating the impact of 

recognizing the liability for OPES plans. fhere may also exist 

other unused credits, (~, excess earnings, mirror CWIP, 

property tax refunds, and deferrals relating to the Tax Reform Act 

\ 



of lt8') which c~be ~sed to prefund OP£1 c~s 
drAmatically affecting rates. 

1. Analysis of liSUI 

without 

It is ba1ic financial plAnning to establish a funding plan 

to meet the expectea large pay:ents for OPEl. When formulating 

this plan all potential sources should be eonsic3ere<J. I! a 

com~ny has a refund or cre~it available to it, especially when 

the credit results from something as similar as OPE~ and pensions, 

it is only lo;ieal that the c~e<Jit or refund be used as a so~ree 

of revenue to cover the expected expen~itures. 

The offsettiftQ of the pension transition asset againit the 

OP£R trana!t!on obligation will occur to a substantial exte~t 

without thl n••~ tor Comftission intervention. ~he provisic~s of 

SFAS Noa '' and 106 both require the amorti2ation of the 

tranaitlon ••set or oblit~tion and, except fot the optional 

ainimum amortlaation period of 1S rear for pcnoiono ~•r•u• 20 

years for OPES, the accounting fo~ the tranaltlon aaounts by both 

ot ttaese Jtan<!ar~s are 1Jent1cal.15 'thus tbe amo&l.iaation of the 

pension transition asset vill partially offset the amortization of 

the OPEl transition obligation. Other thaft tbe relative size of 

the amounta, tbe only difference in their amortization will be 

that which results from the different implementation dates and the 

optional minimum amortization perio4s if such are elected. 

• 

• 

·s. we are proposin; the ia=ediate recognition of the OP£1 Transition 
obligation be prohibited and S7AS No. 87 did not allow immediate 
reeog~tticn fer the pension transition asset/obligation. • 
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• 

• 

• • 2. Recommendation 

Amortization ot the pension trar.sition asset will

automatically offaet a portion of the OPEB tr•nsition obligation 

without further intervention by this Coamission. Any other 

credits th~t e~ist related to pensions should be used to ~rtially 

offaet the OPER liability. Other uDused credits should also be 

6tron9ly considered for this use. 

b. gptional provi~ion• of SFAS No. 106 

I'AS No. lOS allows cocpani•s acme latitude in the 

mechan~ca ot applyin9 the Dew rul••· tb• objective beint to 

control volatili-ty. Soma of ~l\ese proviaioft• are the same u 

those coDtained in S.t"AS No. 17. 'heae p~oviaiolls ar•: (a) delayec5 

recognition of 9ains and loses, (b) uae of ~• •corridor approaeh• 

'o determine if gains or leases should be ~•cotniaed, an4 (c) us• 

of 'he aarket related value apptoaeh, b&se4 on a three o~ five 

year avera9e, to value plan assets. the recommend•~iona .. 4• for 

these items in connection with SFAS No. 17 ahoulO be adopted for 

SFAS No. 106 also. 

two additional provisions of SFAS lo. 106 which need to be 

ad4ressed are: (a) election of 1.-ediate recognition of the 

transition obli9ation and (b) election ot the ~aia~ amortization 

period of 20 years for the transition obli9ation. 

tmmediatt a,cognition of Transition Oblltation 

An employer•• trinsition obli9ation or asset aay be 

~eeogn1ae4 either on a delayed bas1a or iMmediately, subject to 

certain co~atrainta. Imme~iate recognition ia permitted only at 

the 4ate of iaitlal application of SFAS No. 106 • 

.. 



• • Amortization of ~ransition Oblioation 

lf delayed recognition of the transition ~blig1tion or 

asset is elected, the amount is required to be amortized on a 

straight-line basis over the avera9t remaining service period of 

active plan p&rticipants, exeept thlt (~) if the ave:1ge remaining 

service period is less than 20 years, the employer aay elect to 

use a 20-year period, and (b) if all or almost all of the plan 

~rticipants are inlctive, the employer is required to use th• 

avera;e remainlno life expectancy period ot those participants. 

Bowever. phasin;-in recQQnition of • transition obliQatlon may not 

be don• at a rat• that vould r•Kult tn slow-r r•eognttion of th• 

cbligation than would result from ccntinuaticn of the ~y-aa-you-

90 (~ach bacis) method. 

1. A~alysis of Issue 

Jmme~i•L• recovnition of tbe tranait1on obliwation may be 

the simplest method of zecognltion and 1t could be •'vued that 1t 

woul~ provide the acre s1gn1t1cant improvement ln financial 

reporting. Bowever, it is unlikely that regulated utilities will 

elect this option without seeking either current recovery or a 

separate deferral vith accelerated amortil&tion in rates. 

Another CQnsiderat1on 1s tblt the actuarial techniques for 

•eaauring postretirement health eare benefit obli9ations are still 

developing and should become more sophisticated and reliable with 

time and experience. Therefore. any near-term measures of the 

accumulated postretirement obli9ation, from which the transition 

obligation is derived, vill reflect the deficiencies of 

insufficient 4ata collection in the past and th• evolvin~ 

• 

• 

• 



• 
. ' 

• • •ctua~1al practice 1ft thla area. A4cpt1~n of 1 ... 41ate 

~cG09nl~1on would captuce tbeae lnaceuracle•·on the lnccae 

statement ancS b4lcnc• aheet •t the t.lae of tcanaltion wh1!e, 

incongruously, any subsequent adjustments to .easures of the 

4ccumulate4 Ob1i91tion vlll be recognized in income throug~ the 

9ain or loss component of the net per1odic po5tretirament benetlt 

cost vbich provides fo: 4elaye4 recognition of gains and losses. 

The above argues for prohibiting both 1 .. e4iate 

recognition of th• tra~lition obligation and ea~lJ adoption of 

SFAS No. lOG. Llkewi•• it artu•• for a ·long amortization period 

for the transition obligation co that it• aaortiaation ~Y be 

p4ttia:ly off$et by ·~e amo:t1zation of tAi~s resulting from 

refinements in the c 6 originally uae4 to project the transition 

Obligation or chanses ma~e to the OPEl plans for cost control 

• purposes. 

• 

2. aeeo~endation 

a. Delay~ Rtc~n~tlon of Cajns and LoslfS · 
eompa~ •• sbou a use \be aeiayia recognition• 
provisions cf SFAS Ho. 106 to reeo;n1ze taiDs o: 
losses resultin9 from ehan;es in the ac~lated 
postratitamant beftefit obligation or in the value of 
plan assets resultift9 fron ex~rJ•nc• ~fn9 dif!arant 
froa tbat or1tlna11y a••~••~ or from chan;•• i§ 
asauaptiODI· I-=etiate reeota1t1oa shall be 
prohibited. 

The ~corrl~or A2froach• 
!fie 1corrldgr •pgzo•ch1 shoY14 not be use4 to 
reeo9nize gainl an4 tosses tor accounting an4 rate 
purposes. lnstea~. any gains o~ loas••• vh1cb voul4 
have gone into the eort1~or, should be placed lnto a 
deferral account an4 amortized, on a vintage year 
basis, over 10 years. For ratemat1n9 purposes the 
amcunt in this account will be included in rate base. 

Some NYS utilities are a part of a larger organization 
(as an affiliate, aubsidiarr, oper~ting 4iv1s1on etc.) 

** TOT~ PG.BSS a 



• and the reaainder of the Oig•n1zat1on 11 not subject 
to the jur1aaicLlon ot thls·coam1ss1on. In many of 
these in$tances there is only one he•lth plan which • 
euvers the entire or9anization.· It may be avtward for 

e. 

c. 

d. 

e. 

the utility portion regulated by the Commissioft to use 
one ot the •optional provisions• of SF~S No. 106 vhile 
the remainder of tht or;&nization us-~ a different 
option to account for the sace pla~(s). we r~~eot 
res~ndents to specifically addr-ss this problc• ift 
thtlr coet:~e!)ts. 

Valuation of Plan Alaeta 
Plan assets ahouia be v~lue~ uain; a calcul&te~ value 
that recotniaec ch~nges in fair Vdlue in a systemat1c 
and rational aa~Der ove: three years. 

Wa reqyeat that re5pondents specifically a~dress 
whether • peziod ot J, 4, or ~ years should be used. 
and that they fully explain. the reasons for tbeir 
preterenee. We also ask that they state vhat method 
they are eurrently usinq to ~•l'e their ~nsinn fund 
assets. 

Imceciate leeooniticn of transition Obligation 
flection o! immediate f@eognitlon of the tran,ition 
obligation or ass~t should be prohibited. 

Amertitation of transition Oblilation 
A ~in1mum amortisation per!Oa o 26 yvars sboul4 be 
re9uire4 for aaorti&ation of the transition o~ligation 
o: asset. Bowever, as requited by SFAS NO. 106, 
amortiaation of the LcMn5it1on obligation shall be 
acceleratK it th<e eu~eu1at1ve benefit paymtftts u4e 
s"Ubse~ent ~Q the transition date to all plan 
p.rticip.nts exceed the cumulative postretiremer.t 
benefit cost accrued substquent to the tra~sitioft 
date. 

Choice of Assumptions 
• 
!hree of the tey assumptions used ift the calculation of 

OPEB expense using SFAS No. 106 art tbe diacount rate, tbe tate of 

return on plan assets and the health core cost intldtioD rate. 

Generally speaklng, chAnge• in any of ~ese ra;es results in 1 

ch£~9• in t~e amount of OP£8 expcnsea. 

• 

• 



• 

• 

• 

• • ~. ~~lxa1a of Iacue . 
Ir. Section 2(c)(b) of the attached Appendix A, ve 

41sc:usaecS whether the Co~Uala;•ion aboulct require c:o~np&n1ea to uae 

generic assumptions for STAS Nc. 17 •ccour.ting requirements, or Jt 

each utility should be allowed to select its own assumptions. the 

conclusions reaehe~ in that Section are equally applicable to the 

•eeountln; requirements of SFAS lo. 106. 

2. Rec~en~ation 

We continue to be co~cerned with the &aeunt of discretion 

utilities bave in tbe •election of the a•suaptiona uae4 in the 

SFAS No. 10' calculation •• it provid~s the opportunity tor 

manipulation. Bowever, this concern 4oes DOt fully offset 

advantages ot adopting the standard. I~ viev of our recoamended 

deferral accounting and restrictions OD the optional provisio~s of 

SFAS Ho. 106 we believe that, vitb the exception of the 

restriction discussed below coneernint calculation of the •aaau••d 

discount rate•, each utilitr &hould eoat1aue to ••leot it• OVft 

assumptions. Me •ill reeva!~te this issue vbea·ve reviav thle 

policy statement 1n approxlm.telf tb,~e to Clve 1••'•• 
d. Assumed Discount Ra.U 

!be discouDt rate 11 tb• iDterest rate use4 to ad,ust tor the 

time value of money when 4eterain1D9 the present ••l~e of the .. 
•xp•eted Postretlrament Ben•fit Oblioatlon. 

1. A~alytla of l18¥J 

This subject, as 1t applies to SFAS No. 17. wac diseuased 

in 4etail 1~ Section 2(C)(c) of the attachea Appenaix A. ~he 

aethod tor deter•inint the discou~t ~ate un4er SFAS No. 10, 

• 



• • requirea~nte •nd SFAS No. 17 requireaents are the same except SFAS 

No. 106 places ~ch le~c emphasis on th• rate of ~eturn iDherent 

in settlements. ~hla c!ovn~pla)'iftt of the iaporta"e• of 

settlements in deter~1n1ng ~he SFAS No. 10' 41a~o~nt rate ls 

because settlemer.ts ot OPEB obllg•tlona are ter.erally uftav~ilable, 

whereas such settle~ents are Available for pen~lor.s gbli9ationa. 

In v~ev of this, the comments made on th11 su~ject 1n Appen~iz A 

are •qually vali~ h•re. 

2. Recommen4ation 

The aaalae4 cUscou·nc rate should be required to be based 

on the rates o£ setutA currently available on high-qualitJ bon4s, 

and other mArket indicators which are of ciailar duration and 

risk, whose cash flews match the tlmlng an~ amount of expecte4 

be~•fit payments. If settlecent ot the obligation with third

party insurers is possible, t~e :ate of return 1nhereat in the 

aaount at vhleh the obl1oat1on can be settled is relevant 1n 

determinint the discount rat•, but should not be a m.jor factor 

ualesa a cettl•~•nt is i~lnent. 

•· Treataent o£ Prior Service Costs 

SrA5 No. 106 •tatel that a ahorter amortization period for 

prior ••rvice_ costs m.y be warranted 1f a oompaay ba• a history of 

regular plan amendmeDts. ~his ia b•s•d on the tbeo~y that tbe 

regularity of the amenOmentl 1nd1cates • »hortenint of the period 

~urin; which the company expects economic benefit& ftom tbe 

&JD•nc!m~nt. 

• 

• 

• 
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SFAS No. 87 contains tnis saae proviiion and the 

discussion on this s~b;ect in Sec:ion 2tCJCf) of Appendiv A tor 

SFAS No. 87 p~~tai~~ h•rA also. 

Approval by the Director of the Off1ee o! Accoun~jn9 and 

Finance should be requl,·e4 be to:. e • (:UIIIp•nr uy snor:en the 

.-u,tlz•tion per1o4 tor prior serv1ee costs based en the 

contention that "1t has a history ot plar. amendments.• . 
t. Reguirements tor Changes in Me~~ods or Assumptions 

Section 48 of tbe Cocmission's Rules of Procedure 

specifies cettain requirements which must bf ~mplied with vh•n a 

ut11ity wish•s to ehange its meth~ of accountint• SFAS No. 10' 

eonsists of many provisions, assumptionc, etc. and 1t may not be 

cle&% if Section 48 applies if a utilit7 c~~nges •ny o! these 

itema in ita OPEl e~pen6e compu~~tiun. 

1. An•1Ysis of Issue • 

This issue, as 1t pertains to SFAS No. 87, vas 4iseussed 

at length in Section 2(C)(4) of Appendix A. The same discussion 

and conclusions pert1ln to SFAS No. 106 al1o. 

2. R«9cee•ndation 

tf the eom~ny changes the ~ethod or manner in which it selecto 4ft 

assumption or determines the v•lue of plan aa~ets or liabilities, 

.It .1• not considered a change J.n accounting •ubject to Sec:tio'l 48. 

rhe selection of a different opticn, where t.hent is • ~huic:e, is 

al•o not a change ln eccuunt.ing sulljv~t to Sec:tlon 48. aowever, 

J.n litol.h uf t;l'\ese instances the utility snould 1ntorm cne Director 



• • • of the Office of Accouatin9 an~ Finanee ~f ar.r •ueh ChaDQe 60 day• 

in advance of it~ e!feotive date if ita impact en annual OP£1 

•xpen•es iS 9reater than 10\ Of the l&teGt rate allowance for 

OPEB. If there i• ~ore than one change beint enactc4, it is the 

used to determine 1f t~e t!!ect mee:s the 10' threshold. It the 

impact is less that the 10,, the chan9e nee4 not to be re~rted 

until its effective date. 

Any chan9e due to aft e~ent completely outside the control 

of the utility, sucb as a change in the assumed discount rate due 

to cha~ges in current earket or economic conditions, is not a 

ehanve in ~ccounting subject to Section Cl but shall be reported 

on the appropriate schedule in the first ~ual Report to this 

COmmission filed after the effective date of such change. 

3. POLICY POR OPEl SE"M'LDIENTS AND ctJRTAILHENTS 

-·· 

SFAS No. 106 4efines a settlement as a transa~tion that: 

(a) is an irrevocable actior., (b) relieves the employer (or the 

pl~n) of primarr responsibility for a postretirement obliqation, 

an• (C) eli&inates 119nifleant risks relat•d te the obliqation and 

~be ••••~• used to effect •~• ••ttlement.l' 

A curt•llment is an ••ent that oignifleantlf ~•dvcea the 

expeete4 years ot future ser•1~• of aetl•e plan participantt or 

eliainates tne accrual ot defined bene!its co, ~ome or •11 of the 

fut~r• services of 1 sign1t1cant n~ber ot active plan 

For example, if an insurance contract is purehased froa an 
1nsuianc:ce c~~•ux controlled blf the employer, t.hc purch.act of tbe 
contract does not constitute a settlement. 

•• 

• 

• 



• • partici~ar.ts. Onder tbe provisions of SFAS No. 106 the occurreDce 

~ of either of these events will res~lt ln tbe i~ed;ate recognition 

of a oain or loss. 

A. An•lysis of T~~u~ 

'Although thft c~lenlation of the ~aift resultin; from a 

settlement under SFAS No. 106 is slig~tly diff•r~nt r.~n that 

apv~~tied by SrAS No. 88, 17 the di~cussion regardin9 ••ttlemants 

aDd curtail~ents r~~e in Sc~:ion G of Appeftdix A for SFAS No. 17 

and 88 pertains nere also. 

•· Recommendation 

~ 

_,. 

~ 

Utilities should follow SFAS No. 106 to determine galns or 

losses resulting from settlements ana curtailments. !he Director 

of the Office of Accounting and Finance aust be notified, ift 

writing, GO days _prior to the consumation of !!! such proposed 

transactions. This notification shall include the nature of the 

transaction, the 4etails and specifics of the transaction, 

;uantification of amounts, comput~tion of tbe 9a1n or loss, the 

propose~ disposition of the ~ain or loss, aftd the eeonomie 

justification for making the transaction. 

~Y ;ains recogniaed due to an actual settlement, 

curtailaent or similar action related to an OPEl plan shall be 

d~f•rr•d for future disposition by the COG8Uss!on. !he 

Onder Statament 81, a gain resulting free settlement of a pension 
obligation is measured without regard to anJ remaining 
unrecognized tra~sition obli9atlon. lowever, in reco;nltion that 
the Transition Oblig•tion for OPEB is likelJ to be 11gn1t1can~, 
whereas it oenerally vasn•t for pensions, SFAS No. 106 requires 
that any gain arising from a settlement be reduced by any 
r••ain!n; unrecognized transition obligationJ only tbe excess is 
recognized as a settlement gain. 

• 



• • di•position of ~uch deferral• are to be aettled 1n a rate 

proeee4ing vithin two yc&r5 o! the action, Otherwise the CO~~ny 

•u•t tile a pe~ltiun vlth the C~1sa1on seekicg apprcval of its 

ptopo:.4:d disposition. 

It a utility v~shes to defer any losses incurred due to a 

ltttle:ent or curtailment, it must petition the Comm1~sion for 

approval 1n a timely manner and provide proof vhy the 

transaction was bene~icial to ratepayers. 

4. ~ErERRAL OF VART~NCE Brl'WUN EXPENSE AND RNl'E ALLOWA.NeE 

SFAS No. 10' 1• a vcrr coaplex atandard and lts passage 

has foc~aea attcAtion on the potential costs ot ret1re~ent benefit 

plAna •• they are struc~~~ed to4ay. Nhlle ve believe SFAS Ro. 106 

i• an improv~ent over the current pay•as-you-go proeadvre, ve are 

uu»ure of what ltl ultimate imp&ct will be. We £re are proposin; 

a 10-yea: amortization of vains and losses partially because the 

potential inaccuracies of the assumptions and estimat~s r•quired 

by SFAS No. 106 renders the OPEB expense estimate onr•liabla. 

these same asaumptio~• and estiaat•s also provide· •itnificant 

opportunity for manip~lation of the amount of expcDae to ~ 

:eeogni%Ad. At. the same clae it •oa• ftOt appear feasi~l• for the .. 
Comai•sioa to require tenerie aeeumptlone be uaed. 

Another COAc:el'ft, at least to' the aear tera, 11 tne 

underrec:overy of expensv ~ause4 by our propose4 phase•in of SPAS 

Mo. 106 tu' rate .. kin9 purposes (tee Section 2(D)). S1Dee 

companies should eventually De made whole for this short-fall, a 

deferral mechanism Deeds be 1n place dur1n9 the pbase·1n period • 

• 

• 

• 
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In view of the above, some procedure needs to be ir. place 

tc safeguard ratepaye:s from overcharges and the companies frca 

setious underreeorery. Requiring deferral of the differences 
. 

between actual OPEB expens1 anc the rate case allo~ance would 

accomplish these en~s. On the other hand, if the utility is 

9uaranteed to be ma4e whole, and can under no circumstances 

realize a gain because full deferral accounting is 1mplemente4, it 

co~ld lead to co=panies placing less emphases on 4eveloping 

aethods cf cost control or making plan changes in an effort tc 

~inSmize their OPEB e~penses. 

B. R•commen~at!on 
I 

~he antlre differenee betw••n the amount allowed in rates 

~ for OPES expense, and the act~al .-ount reeorded on the books as 

OPEl ex~nse, •houl4 be deferred 1D a separate subaceoun~ of the 

appropriate de!e,ral account. %Dterperio4 tax allocation •hou14 

be appl1e4 to th1s deter~al and ~be resulting amount 8hou14 be 

deferred J.n a separ~t• sut>account of tbe •pp,opri&t.e tax deferral 

~ 

a~count. 

Th\s deferral program should be institvte4, on 1 trial 

basis, commencing with tht effective date of this policy 

stateDent. When we review this policy statement in three to five 

years, we will reexamine this issue to determine if the deferral 

Accounting procedures proposea here should be modified. We remain 

concerned •bout the lack of incentive this cteates for utilities 

to ~na;e their OPEl fun4s effectively and we request suggestions. 



• • ~he rate tr~•~~ent of this defe~ral is integtated with 

that of ano~he~ -- the d~ferral cf the dif!~rence.between tbe OP£8 

r•t• allowance and the .-~uD: aetual1y deposited in an externally 

held OPEl fund(a). ~iG cecond item is address•d ir. SectionS 

below. Th~ tale tieatae~t to be ·ac~rded both of th•~A deferrals 

is a40:esse4 in Sectigu t. 

S. t>EF~ OF VUIANC~ Bt."'!'WEElt RATE Al..LOWANC£ AND FONl'lNG . 
fhe &meunt a company ~•posits iD an exte,a•l OPED fund aay 

not be the same as what it aust report as OPEl expense foi 

aeeountin; purposes DOt vhat would be propet tor rate setting 

purposes. Funding policy 9enerally refers to management's 

4ecisionc (in line with labor negotiatior.s and contracts) as to 

bow auch to traDsfer to the OPEB trust fund. Federal regulations 

and the l1nanc1a1 ehar•eter!ctics of the firm ar• two key factors 

use~ to determiAe Lhe amount to be fun4e4. Other faetors, sueh as 

a.tcbing tbe OPEB coat wltb the eervice rendered by tb• ·~loyee, 

will determine bow tte eost ahoul4 be accounted for and vh1n it 

should be collected from ratepayers; but tbey 6houl~ not 4ctcralne 

fun~in; policy. 

a. !Dalysis of Issue 

rundlnt OPEl on a tax effe~tive basis represents 9004 .. 
financial aa~g•ment and should occur without additional 

C~iaaion in&ucements. ~owever, the Internal Revenue Code {IRC) 

doea DOC oonteln provisions vhieh vill allow the tax effective 

~und1ng ot the entire ann~l OPEl exp4nse d•t•rmined under StAS 

NO. 108. ~erw!ore, ulint SFAS Ho. lOC to set rates oould provide 

coap.nies vith OPEl •llowsocea they ha•• no way ot fundi"g on a 

• 

•• 

• 
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• • tax ettective ~s1s. ~h• ne~ result of this voul4 a build up of a 

liability (& long•tera account ~yable to the o.o·tund) an4 au 

enhaneeD•nt of the ccapany'l casb flow. Another·scenar1o witt. 

same results would be if a company simply chose not to deposit in 

its OPEl fund the full amount it records as OPEB expe~se. 

On the othe~ hand, since we Are proposing to phase-in SFAS 

No. 10' for rate purposes, we exp•~t that for several years the 

~ate allowanea vill ~ less than the booked expense. Bovever, 

this should not create a eaah flow problem oince we do not exp.ct 

comp&nies to be Co1ced to mAke OPEB fund'payaente in excea~ of 

rate allowances. :ner~ 11 DO %equirement tor any eampany to fund 

its OPEl plan to tbe maximum level allowe4 by cbe IRC. Also, 1n 

view of the ~~t~ involved in eatablish1n9 and .anaglng a trust 

fund, it may not~ ~esirable to establi•h sucb a fvnd for a a&all 

• amount of assets. 

• 

~o remedy. this situation and assure that tbe ratepayers 

recei''' the benefit of this enhane•cS eash flow we coul4 require: 

(1) 4eferral of the 4iff•~•Qce between tb• depoait In thA OP£1 

fund &ftd chc ~ate a!lcw~n~• grant•~ for OP£8 expense, and (2) 

accryal of !ntete&t on this deferral. 'hia 4eferral and intetcGt 

aecrual would be made to an 1nterD&1 reserve 4e41cated to tbe 

payment of OPEl benefits. 

B. Rec~endatio~ 

Ccntributiofts to OPEl funds should be aa~e ODlY it they 

are tax effective. AccordiD;ly, ve shall require that 

eontributions to externally hel4 OPEl funds be made only to 

accounts or trust arran;ements that: (1) v111 allow such payments 
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to ..qualify .as a current "federal lnenmA J:a:r: c!•duet:ion. (') the 

inc~e earued on the fund balance a~cu~ulatas tax fr•e, and (3) 

the employee ia not taxed uDtil che ban•flt is actuallf received 

~r not taxed at all. ~he assetc held by •uch tun4o •~•c be 

dedicated to the payaent of OPZB benefita (ManageAent fee• for the 

tun~ may also be pai4 from the5e ••aeL5)• 

Although there 11 no need tor the coma1ss1on to stipulate 

what level of outside funding should be maintained for OPEB, there 

is a need to ensure tbat all revenues granted for OP£8 expenses 

are ~ec!iQtecS to that purpose or are returned to the ratepayers. 

Therefore, if a company's total annual contributions to externAl 

OPEl funds differ from its rate allowance for OPEB expense, plus 

any pension related or other funds used for OPEl purposes,18 the 

company should defer the differeftce 1ft a aeparate 1ntern&l reserve 

"''"' 

··"'', ... 

I 
·~ 

account.lt !his reserve is tc be de~icated to the payment of OP~~ ~ 
benefita20 (or other disposition ordered b1 the Commission should 

a portion of tbe reserve no longer be Deeded for OPEl purposes) • 

• 

ro~ example. use of exQtss ~ftaion rate allowaneeo fo~ for OPEB 
purposes or the transfer of excess peDiiOD funds to a 401(h) plan 
aa aeaeri~d 1& Ce~tlOD 2(D)(a)(4) above. 
~· Class A and 8 electric utilities shoul4 use Accouftt 263, 
Jiniiona and Benefita leaerve. The •~couDting 4et411 &5 to 
wh•ther a portion of this amount should be recorded as a current 
11•b111ty with the remainder being cre~ited or debited to this 
reset9C account is not critical to this issue and can bt addressed 
•~ a later date 1t ftecessary. Eor tbe purposes or this pol1cy 
statement (ineludin9 the accrual of interest addressed ie Section 
6) lt is the total of tbil amount Vbic~ is being addressed, 
regardless of whether it is recorded •• • current liability or an 
internal reserve. 
Altbough SFAS No. 106 will not allow this internal fund to be 
nette4 against the OPEl obligation for financial disclo•ure 
purposes, 1t will be recordea on the balance sheet and ean be 
includea in the notes to the financial statements. ~ 



• 
• • ·~~~-. Paoe t2 nf ~' 

Interperiod tax allocation should be applied to this deferral and 

the result!~; amounts should b• d~f•rred in • s•r-•~•t• subaecour.t 

of t~• aprro~riat• tax d•!•rral aeeount. ~he rate t~ea~e~t to be 

applied to thic deferral i& diccusa•d in Section ' below. 

'. AATE '1'REA1'Mtw'l' er :>EFtRAAL!: I'nOt'OSt!> IN SEC'J'!ON$ .C (B) ANii 5 ( ~ 

Section 4(8) above proposwd deterring thv dlffe:ence 

between the OP£8 expense r•te allowance and the azount of O?~ 

expense actually bOcked. sect1on 5(1) above proposed deferring, 

1n an internal reserve, the difference between the amount of OPEB . 
expense rate allova~ce an4 the amount actually depesited in an 

external OPEl funt. F~r rate making purposes these tw~ d•!•rrals 

ahould not be us .. ~ as a rat•base addition or subtraction, but 

instea~ ahould ~· used to 4etereine if the company has reallted a 

net each iftflow (positive caah flow) or an o~tflov (n~gative cash 

• flov). lf ~here la a positive eash flow, an !n~ere»t !actor 

ahould be applied to th~ deferral representing that c&sn flow and 

~he result &44ed to the tnternal reserve. If there is a negative 

casn flow, no interest a~ould be calculated. 

• 

A. Analysit .. ~f Issue 

!he 4eter:al mAde in ~ccordance vith Section 411) is a 

regulatory asset (a deferred expense) bcoked in aecordanet with 

SFaS Nos. 11 and 10a. It represents a eomm!ssion pr~ice to allov 

ret:overy of the exp4U\II aometiae in the future, but until that 

~•covary !a provided it 4oel not repreaent a caah-flow item. The 

liability whi~b thia regulator1 aeaet counterb6lance• •l•u does 

not repr~~~nt • C46h-tlow item ain~e the liabillty rcm.1ns un~1~ 

on the company's boOka. Although interperiod tax allocation w111 



• • be applied to this d~f•r~al. the cesult~nt teferret tax I. 

likewise a non-eash•flov 1tea. ~bic ic baea. '·the t•a deduction • 

ia tied to the OPEB fuftd payaenta, and/or th• -~•t ot benetlts 

actually paid to (or for) current retirees 1n that year, no: to 

the level of axpenae booked. 

'he aecond deferral item ·- tne internal reserve created 

in acco&d•nce with Sect1oc ~(S) above -- obviously is a casb•flow 

1tem, ana so 1s its relate4 deferred incoae t&x effect. A eradSt 

balance in thlS reserve indicates the r&t•P&yers hav• suppl1•d the 

company with more funds than the company e~nde4 for OPEl 

f~nding. This means the company is Sn a nat positive e~•h flow 

position. Since the company is fraa to usa of the•• ex:ra tun4» 

for general corporat• purposes, tbc ratepayers abould be 

reeompens•d for this a4v•uca provision of funds. We propose to do 

this throu9h rcqui:int ae~~ual ot lntarett on tbe internal 

~••ervc. 

tf the the 1eserve b&l & 4ebit balance, 1n4ieating a 

DeiaL1vc c••b flow, no interest should bt accrued. The reaaon for _._. 

thls uneven treatment il tt~t there is no re&aon a ne;ativ• caah 

flow should occur. As explained 1ft Section 5(A) above, the 

ability to avoid a negative cash flow position •boyld be 

completely within the control of the eow.pany. lven lf •uch a 

situation should oceur, th• eompany is atill bein9 kept vhole to' 

the fund payment, it• only leas vould be the tiae ••lua of that 

excess pa~ent f%oa the 4ate lt 1• aa~e to the date the company 

brin9s itself ~ok to a neutral or poaitive C4ab flew positlo~. 

• 

• 



• 

• 

• 

• t • • App 
Page 

•· Recomm~ndatJon 

The deferral aade in aeco:danee vitb ~eetlon •<•> 
the •regulitcry asset•, recorded in accordance vith SFAS R< 

and 106, whieh offsets the liability that SFAS No. 106 requ 

be booked. fo put it another way, it is a long term r•ceivable 

vhich offsets a 1nn9 term payable. It is a not a cA&h-flov !tea. 

There tore, this dt!trral, and ita related tAx effect, ahall not 

bavo aft interest accrual applied to it, nor will it be •ddwd to 

rate base for rateukinq purpoieS (l.he amae •• the 11ab111ty it 

o!!~et» will Dot be used to adjust rate base or tht vorkift9 

e•pltal allowance). 

Tbt method of recovery for this deferral (or pass-back to 

ratepayers sho~ld th~ net deferral be negative) will be considere~ 

in future rate proceedings. Wt expect to ~net a~ortizin9 cr 
• • f 

pxoviding other raeovery (e.g. offsetting vitb exiatin9 ortdita of 

r•funds) for this deferral cocmen~1r.g in the year lamco1atcly 

follovin9 th£t in which ra~e recovery of the full annual OPEl 

e~pcnoe io allowed. Ovr fO&l ia for the net 4ete~tal, made to 

this subaccount prigr ~Q ~be granting ot rate •llowances for the 

fgll annY&l OPES exptr.se, to be recovered within lO years of the . 
company•• a~option of SFAS NO. 106 tor reg~lator1 accounting 

purposes. The timing for the disposition of the deferrals made 

subsequent to the v:antin; of rate allowances for the full annual 

OP£8 expense will be a44ressea at a later 4ate, probably on a 

case-by•ease basis vSthin the context of rat• proceedings. 

For' rate uldng purposes, the deferral made in accordance 

with Section 5(1) above 1hould not be used •• a zateba~e addition 
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• App.a•l• •. · 
Page 45 of 52 • or subtraction, but should be ~••4 to 49tera1ne if the ~p&ey ~ • 

realized a net positive or negative caab flow. .Jf thci"C is a net 

positive cash_flov, an interest tactor sboul4 ~applied to the 

net deferral21 and the resalt added to a separate su~account 1n 

the intern&l reserve. If the:• is a ne9ative cash tlow, no 

interest should be ca!culated. 

Tbe interest rate used for this purpose should, when 

compounded, equal the coapany•s last allowed pre-tax rate of 

return22 (unless otherwise directed by the Commission). The 

interest so calculate4 should be aaintained in a separate 

subaccount of the internal reserve and should ecmpound aonthly 

~sin; the •~ rate of interest. 

The funds represented by this internal reserve may be use~ 

by the company for teneral utility purposes until su~h time as the 

•• 

funds are actually pai4 out for OPEl benet1ts23 or transferred to ~ 
an externally beld OPEl fun~. Because of this, and in order to 

ensure t~t this interest e~pense will not inadvertently be 

inclu4ed ia the revenue requirement deter~ned in future rate 

p=~cee4in9•• tb• e~fttraentrJ for the interest accrual will be a 

21. J'or the purpos• of this calculation the deferral should be rec!ucea 
by its related income tax effect. 

22. oac of t~• pr•-tax rate of retura is consistent with tbat which 
has been ordered on other ma'or deferrals (~, the deferred tax 
saviAt• rcsultint fr~ the ~ax Reform Act oz-IJ86). 

23. Current paymeat of pension benefits for vbicb ao external fund has 
been ••tablishe4 shall be debit•d to this lDternal reserve. If an 
external reserve hal been established it will be up to the 
compdny•s d18cret1on, barr1n; a,.e1!1e dir•etiona frcm the 
commission to tbe contrary, •• to whether the benefits will be 
~1d trom tlae ~internal funcJ, t:.he ex'terna1 fuDd, or a Ct')mbination 6& 
of both. ,_, 



• • 
debit to a below-the-line expe~s~ aecnun~ (Accoynt 431, Othc~ 

~ Interest Expenses). 

Inte:pericd tax al1n~~tion ah~ll be applied to the •~ve 

c5eferrals. 2• 

This datarral protraa chould b• in•~itut~d, on a trial 

h~sis, coamanclng with the cftecti~~ date ot this policy 

ctatement. Khen we review tbis policy statemtnt in three to fi9e 

yea~s, ve will 'eexamine this 1ssue to determine i! the dete:ral 

eccoun~lng proce4u:es proposed here should be aodified. 

?. ACTIONS DTILlTIES SHOULD B!.!AXING 

•egardless of the accountinQ and ~at•making dtcid~d for 

OPEl, there &re various actions being recom=ended br eceo~nting 

and actuarial firm~ that each company ohould be eonsi~e:lng 

re;a:din; Jts OPEl liabllitJ• Some of these ,.~endatlons are 

~ that oaeh ~oapanya (a) AAaly•e and qwAntify the short and lon;

t•r• effecto srAS No. 106, (b) ,.view its OPES plan to ensure that 

1t is part of an e~ployee compensation an4 benefit package that is 

rea~nable and necesa&ry to m&intain 1 reliable and eompeter.t 

workforce, ancs (") araalyze the feasibility of cunQ•• to pl.aft 

design, plac admiDistratloa, f~D4ino. coaputer and claima 

processing systems an4 otber appropriate ar•as to •itigate the 

!Japact of the nev stan~rc!. 

~ ... 
~ 

We are presumin; the FASI's Statement Nn. ''' vb1cb 1• currently 
under review by the rASa, will allow booting of the deferred tax 
asset. We will not address the A~t•~t of SFAS No. ' ' hc~e, but 
will ad~ress it in a Aeparate pr•~ .. din~ lf oeceecary. 



• • A. Analysis of lss~• 

~he actions describe• above ~epreoe~c condYct that a 

re~pcnoib!c cocpAny should be takint to control ·ita expen4itu:e. 

ly ~rforaing them, c~any aay find vaya it can redue~ its OPtl 

liabili;)' w1t.ho"'t. eutt.lnw b.ek on b.nefi~a. These aet1ons should 

be performed on an on9o1n9 basta ao that the com~ny v111 ~~ iware 

o! any new de~elopments relatinv to fun~in; or eost for OPEl 

plans, or any new laws, or reviaiona to old ex1•tin; lava, 

r•latin9 to their OPEB plans. The eompany will then be in a 

position to meas~:• the iapacts of &DJ chanees aDd to tak• 

expeditious act!on to leaA•n or ne9ate detri••ntal iapaetl vhile 

taking aaxiaum advactage of a~y ~neficial ohant••· 

1. RecommendAtion 

Z.~ u~ilit1 •u•t 4eaonstrate in the first r•te c••~ or 

PIC •nnual 1epor~25 it files at,er thie po11cy statement 11 issue~ 
that they ~ve, at a m1n1mua, taten the actions ~esc~1be~ abOve. 

I • 1"-PLEI'.J:;NTATIQ.N DATE 

SFAS lo. 106 dcx:J not have to be iaplemented until after 

December 15, 1112. 241 Althouth tbe Stateaent does permit earlier 

a4option, to d•t• none of our jurisdictionsl companies bave -.de 

that electioa. 

• 

. ., 
' 

• 

~s. Reportinq schedules will be developed and included in future 
reports. 

26. SFAS No4& 106 11 effective for fiscal years commencing after .. •::·'!. 
December 15, 1tt2, bovever, for DoApublic enterprise• with no more .· 
than 500 plan participants it is •ffective for fiseal y•ara 
~9inning aft•r December 11, 1114. 

• 



• • • • A. A~•lxais ot Zs•~• 

~ ~~x m~~»ure& ot the estimate~ postretirement benefit 

obli9at1on made in the near tuture will reflect the lack of 
• 

historical data on which to base projections and the !act that 

actuarial practice in this area is still at an early evclutionA~y 

sta9e. Thus, early a~opt!on of SFAS No~ 10' vnuld eap:ure tbese 

inaccuracies in the transition obligation. ln fact, it w~o these 

very eoneerns whieh led the ~ASa to po•tpone the effective 4ate 

tor SFAS No. 10' to December 15, 1992. ~he FASB re~nlz~d that 

••layint the effective ••te vould ~llov c~nles more tlme to 

quantif1 ~heir cblii•~1ons, develop mor~ accurate projections, an4 

to lnatitute any cost con~ainment measures they deem necessary. 

Tbe necessity tor as auch accuracy as pos•iole in these estimates 

at the time SFAS No. 106 is adopted is ex~plif1ed by the manner 

~ in which SFAS No. 106 aecounts for chan;~s in assumpt5ofts. 

I 

Onder SFAS No. 106 accounti~~( eh~nges in •••~ptions 

produce actuarial ;a!ns cr losses. Some of thea• taiDG an~ lo•••• 
will r~late to the traasition oblitati~n. lf tbc trana1tlon 

obligation an4 any aub•etU•ntly rcali•cd acty•r1a1 gaina an4 

locoes relate• to the tranaition ~bli~ation ve'e bein9 •mort1zed 

o~er the aamc ~r1od th•y vou14 offs•t ••ch otberJ however that is 

uot the case. 

~he transition obligation is b~ing amortiaed over a period 

ot •pproxim~tely 20 years .:ommencitt9 wit~ tbe ~oapany•s adoption 

of SFAS No. 106, vbereal ve are propcsin~ ~~lns and losses be 

amorti~ed over a rolliD9 lO•year peri~ (see Section 2(£)Cb) of 

this appen~ix). ~his difference in amortization vill eause a 



aismatch between thete tvo ~elated items And vill, therefore, . 
cause a distortion of the OPE! expense beift9 reco;nized on the . . . 
books of the company. This problem will become less significant 

with the passage of time and the resulting amortization of the 

traneition obligation. Boweve~, the acre accurate the calculation 

of the transition obli;a~ion at the time of adoption of SFAS No. 

10' the smaller will be this problem. 

1. leco~endation 

Companic~ ohould adopt SFc\S No. 10' for rctulato~y 

accountint pu~po•e• •• of the aandatory effecti•• date of SFAS No. 

106 for com~nies o! thel' sia• •n4 ~y~, but not ••'llet (i.e. 

tor fiscal years co~encing atter either December 15, ltt2, or 

December 1S, lttt, 11 applicable). The other provisions of this 

policy state=eDt, 11 it applies to OP£8, 1hall be effective on the 

s&me date. 

If. prior to its adoption of SFAS No. 106 for regulatory 

accounting purposes, a company is granted a rate allowance to 

provi4e tor accrual acco~nting of OPEl, it should follow the 

provisions of this ltatement regarding deferral (and accrual of 

iaterest) of the diff•rences between: 

1. the ame>uftt of the OPEl r&te allovaAee, 

2. the aaount booked for the OPEl expense, and 

3. the amount deposited in tax•effective OPEB dedicated funds. 

~he company shall also apply interperiod tax allocation to aay 

book/tax timing differences resultin; froa this aecounting. 

• 

• 



• 4. J;AX-W£CIIVE FONDlliC ~~ 

~ At the present time we are aware of -only tbrte 

~ 

tax-effective vehicles that are a~propriate for funding OPEl 

obligatio~ss (1) IRC Section •clCh) Accounts, (2) Pension Benefit 

Enhane•~•~t, and (3) lRC Section SOltc)(~) -voluntary employee's 

beneficiary association (VEBA). Two oth~r v•hiclas which have 

bean diac~••e~, but which wo underctand are presently illegal in 

New Yo'k SLa~e, are corporate owned life insurance and VtaA ovne4 

11ft insurance. Since Uuuur tlve 1tems we:re discu•••4 1ft cJetail 

1n Section •tA)(e) of the attacbe4 Appendix A, we will not 

elaborate on them here except to point out a recent 4evelopmen~ 

eoncerning VElA$. 

For eurrent and ret1te4 employees who are/were employed 

under collectively bargained labor agreements it aay be possible 

"to fund through a VEBA, and 4e~uct as a current expense on tbe 

company's tax return, the entire present value of the OPEl 

liability; includin; the portion applicable toJ>rojected 

inflation. ID additioa, tbe lnecae earned by these collectivelJ 

bargained VEBAs will ae~umulate taa-fr••· This is discussed in 

aore detail in Section 4(A)(e)(3J of the attache4 Appencli¥ A. 
• 

We remain concerned about the lack of tax•effective 

fUft41nQ vehicles tor OPEl. Therefore, we requast respondents to 

provide au;;estions if they are aware of other tax-effective 

•ehi~l•s that ar• appropriate for this purpose. 

l~. ~ FOR RECOVERING OPEB eoSTS - MANDl~ED FILING DATE 

AAy company for which accrual of OPEB costs in a manner 

~ 



• • its rates, or included in a then active-rate filing. is to s~balt 

a propos•d plan for r•cnv•~y, or other di•pn~ition, of $UCh eosta 

that would take effect on the date of its adoption of SFA$ No. 10' 

for regulatory accounting purpos••· 

11. COKrANl£S SUBJECT ~ tlKITED SECOND STAC£ RATE FILINGS 

SOlie comp&nle• are subject to rete orders or setLle~a-=ut 

agreements tbat provide tor second or third stage rate increases 

for limited amounts or specified items. The expense increase 

occasioned by tbe ohan9e to accrual accounting for OP!I, made in 

accordance with the proYisions of this policy s~ateaent, aay be 

included in those aubsequer.t filinga. Such requests for recovery 

should be &ade in the context of a plan which considers or 

proposes the use of credits available to help offset the revenue 

requirement i&pact of the ftew accountiftg (i.e. Mlrror CWIP, tax 

• • 

refunds, affects of adoptln; SFAS No. 87, etc). • 

12. CONCLOSION 

~he current oash-b&sis approach to accountiAt for OPEl 

costa is aialead1D9 be~u•• of Ita 1mplicatloc that no liabilities 

for future retiree benefits exist. therefore, it 11 bette: 

accountiDg, an4 aore_fina~~ially rasponsible, to aove in the 

41reetioa of aeerual•basis recoonition for OPEl. At the •~ 

time, the SFAS No. 10' accounting is ao c~lex and dependent upon 

fMpr~c!sa ••timatas an~ projections that we are eoneerned about 

tb• possible overestim.tion cf OPEl •~p•ns• for ratemakin9 

purpose• an4 of rataahook Oft ouatomara if SPAS No. 106 1s a~opt•d 

in its entiret7 for ratemaklnt purpocac. Alco, bcc•u~e of the 

lack of data and lapraclae nature of the eatiaatea and pro~ections 

• 



~ 
• • required for the accrual of health case costa under SFAS No. 106 

accountin9, there exists a possibility of sa~ipulation of OPEl 

expense projections used for ratemaking pu:poses. 

we believe SFAS No. 106 should be adopted for accounting 

purposes, but only with certain conditions that make the statement 

more •~itable for use by regulated utilities. While we should be 

aovSng tnward SFAS No. 106 accounting for rate purposes, ve also 

believe a phaae-in for ~ueh accounting is aeceal&ry. Therefore, 

we have ~••c~i~4 in thil propo&al several possible methods and 

are requeatint collftlento OD thea. 

The abilit7 to project future OPEl eocca a~curately will 

be an evo1v!n9 Bci•n~~. In view of thia, an4 the likelihood of 

a1;n1t1c:ant changes in company health pl•na, •vailable 9overnaent 

health programs, and tax laws, the Offlc:e of AccQur.ting •nd 

~ finance ex~;~s to periOdically review this policy statement to 

determine if it needs to be revised. 

~ 



• 
• 

REQUEST TO CLASS A AND B UTILITIES 

FOR INFORMATION AND COMMENTS • 

• 



• • tn addi~ion to any other comments or su9gestions filed 

~-n res~nse to the proposed policy statement deseribed in 

'ppendiees A and a. we request All H•w York Sta~• Class A and 1 

utiliti•s to provide th• following inforaation. 

1. For each year, from the 4ate of your co~ny's adoption of 
SfAS No. 87 tbru December Jl, lt~z, please quantity the 
impact that SFAS No. 87 bas had on the company's annual 
pension expense. · 

2. Describe in detail how and by who• all assumptions, including 
the fcllcwing, were developed for the fiscal years since SFAS 
No. 87 was iapleme~ted: · 

a. the expected growth rate of plan assets. 
b. th• ••ttlem•nt or diseount rat•. 
e. projected wage increases. 

~ 4. employe• turnover an4 aortality •••~ptiona. 

~ 

3. Bow is the company .onitorin9 the aeeuracy of the four 
assumpt!ons listed in ltam 2 above? 

4. Provide any criteria that has been established that will be 
uae4 to dete,aine at wh4t poln~ an •••~ptlon should be 
changed. If no criteria exists, how will it be decided when 
an assumption should be ebanged7 

5. What impact did the rates publilfttd by the PBGC have on your 
intereat rate and diacount rate assu.pt1ona? If tbe PICC 
rates wert i9nored when 4etera1nlng your assumptions, please 
explain vhy they were not considered given paragraph lt6 of 
SFAS 17. 

6. Provide the following for the transition amount determined at 
thA time SFAS No. 17 vas implezantad: 

A. 
b. 
c. 
d. 

•• 
f. 

the 4ate tbe tr•nsition a~unt is baa•d on. 
tbe amount and a supportino detai}ed calculation. 
the &Ds~tlono u~ed. 
bow each assumption vas selected or deterained 
(inc!Uii the eource and any oupportint calculatione). 
the amortization period used and how it was 
determined. 
the amount of the annual amortization. 



• • 7. lf a tr•nsit1on obl1;at1on resulted, please describe vby, 
given that SFAS Ro. 17 requires the use of the •unit credit 
aetnod• which noraally results•in ~lower Accumu~ted Benefit 
ObligAtion tban if other aetho4s Are used. . 

1. a. Is your coapany accelerating AmOrtization of prior 
sarviee eoAt bAeause of a ~f~tory of plan amendments? 

b. If yes, ~••crib• and quantify the iapactc. Include the 
erit.eria used to determine that there was a history of 
plan amenclllonte. 

t. S1nce •dopting S!'AS No. 8?, has youl' comp.ny ucSe •ny ch41nges 
in the m@thod it uses to calculate pension expense or the 
-.nntt: J.n whic:h ! t dwt~s •lnw» any of the SFAS No. 11 · 
assumptions? 

10. lf the answer to t is yes, please describe and quantify. 

11. Are there any other specific types of changes that you aight 
want to make under certain sit~ations relate~ to pensions 
that we bave not specifically aentioned? If yes, please 
describe. 

12. Please describe in detail any actions specified, or si•ilar 
to the ones speci!i•~· in SFAS No. II which have been 
explored or i~lemented by your company. Also, please 
explain th• r•asons why tbp a~tSon vat lapl•eent•~ ot 
rejected. 

13. Please describe the p:ocedures employed to deteraine if it is 
a&vicable ot ••vantageoue to settle or ourta11 all, or a part 
ot, the compaDJ't ~nsion plan and what options and terms are 
available for •uch ae,ioaa. 

14. Please pl'ovi~e the amounts 4efel're~ for pensiona to date as a 
result of the Commission's September 1J87 order requiring 
de!e,~•l o£ the diltv,en~e be~ween ~he ennu•l penaion e&pe~s• 
recorded in accord&nce with SFAS Ro. 17 and the.aaount 
reflected in rates. Also please provide tbe aaount tbat 
would h&ve been deferred if the entire difference between 
pension costs a~tuallf p~id out (i.j. amount• actually ~Jd 
to pension funds or paid 41rectlJ to beneficiaries) and the 
amount allowed in rAtes had been required to be deferred. 
Please describe, iP detail, the reason(s) for any difference 
between these 2 amounts. 

15. Please provide any suvgestions that will help staff and tbe 
Commission ensure that each NY State utility company is 
efficiently aanagin9 its pension plan. 

1&. Please provide the factors, with a discussion of their 
relative iaportanee, use~ to d•t•rmin• the amount vhieh vas 

•• 

• 

• 



• , .• 4 • • funded for pensions and OPEB tor years 1988 thru lttl. This 
at\o\ald al•o add:ca• the 1apac:t o! OBRA 87. 

Pleaac provide any reiulallon» or tactcrs, Other than those 
described in Appendia A, which aig~t i~ct the_ way a company 
tunda 1~• ~n»ion pl•n• 

18. Pleas~ list and 4e&cr1be each ot tne company's OPEB plans. 

lt. How ~uen has been charged to expense for each OPEl plan for 
each of the years in the 4 year period endin; December 31, 
19917 Was any cf this expense for prefunding the company's 
expected future O~EB liability? If so, please Quantify 
explain fully. 

JO. For eaeh of your company's OPEB plans, please describe what 
steps, if any, that have bAen tak•n to quantify ita aocrued 
and projected liability. Do these methods conform with the 
requirem•nts of SFAS No. 106? %f they 4o aot confer•, plcaae 
describe how they ~eviate and quantify ~he effects of the 
deviations. 

21. PleoG~ provi4e the results of &ny actions d~»cribe~ in the 
prece4ing questior.. 

22. 

• 
For eaeh of your eompany's OPEl p!ans, please describe the 
conditions w!1ch employees must meet in order to qualify for 
the benefit. We encourage all eo~nies to review these 
requ1:ements carefully since, in the application of SFAS No. 
106, this criteria is used to determine the attribution 
period over which tbe ex~cted postretirement obli9ation must 
be rec09nized and the result for some companies may be 
euppris1n;. to illustrate, assume the only criteria that 
must be met to receive hc~lth care eovera;e is that the 
employee has retired trom the company and is receiving 
payment of pension benefits. Assume also •m~loyees' pension 
righta vest after 6 months of employment but in order to 
receive ben•fit& th• •mploy•• aust hav• retired an4 have 
attained tbe age of 55 years. Onder this scenario, each 
employee's ••tl~te4 health eare beftefi~ eoot auot ba fully 
accrued within 6 months of his blre. 

1. For example, h-.~lth care eoverag• is provided to all forme~ 
e.ployees who have retire~ and who are either (1) currently 
reeeiviftg penaioft benefits o~ (2) have vestea their peneioft 
benefits but are not yet receiving those benefits. 'o vest 
pen8ion benefits the person must •~~t h~vo been cmploye4 by the 
comr.ny for 10 consecutive years and have attained age of 55 years 
whi • workint for ~he ooapanr· ~o receive pensloa benefits the 
person •ust meet the preceea ng criteria plus have attained the 
age of '5 year•· • 



• • 23. Please describe the problems you have incurred tryin; to 
determine the OPES 11•bil1ty. 

24. Pl~A•e commenL o! the 7 possible.aethods of rate rec~ve:y for 
OPEB costs described iD Section 2(C) of A~penc!i"x B. 

25. Please state vhether you are in favor of, or oppos~, the 
~•comm~nde4 ra~e treatment for OPES expenses as detailed ir. 
Section 2(D) of Appendix 1. Explain fully your reaaonc for 
au~port or opposition to this method. If you propose an 
alterr.ative aethod, or have a su;9estion for imp~ovc2ent of 
our recommended method, please explai~ your recommendation in 
detail and explain fully the r-.asoning behind your proposal. 

~6. Are you aware of any sources that could be uaed to tund OPEl 
coats other than tbose addressed in Section ' of Appendix I? 

27. Are you aware of any federal tax provisions, ether than those 
listed in Section 4(A)(e) of Appendix A, that al~ow tax
effective funding, or other tax incentives, for the accrual 
or fundin9 of fut~rc OPEl coslsl Jt so, please 9ive 1 
detailed explanation, including the applicable seetion 
number& of the Internal Revenue Code. 

21. PlaaGe c!eaerlbe l~ what actions your comP'nY has takeft 
relate4 to the funding of its eurrent OPEl plan cr why no 
action bAs been taken. 

.t. •lease list lftd explain what actions fOUr company has taken 
dec:ease or to aitigate increases in 1ts current and/o~ 
future Of£8 costa. If no action has been taken please 
explain why. 

30. Please provi4t the projected 1mpaet on 1913 net income of the 
changes recommended in Appendix A. 

ll. Please provide the projected impaet on 1993 net income of 
adcptin9 SFAS No. 10,. All eompan!e~ vh1cb ~esponaed to our 
February 27, 1991 OPEl questionnaire shoul4 explain f~lly any 
deviation in this .-ount from that vblch v•s cepor~ed tor the 
..-e tbing in tbeir response to the questionnaire. 

32. Please state the SFAS No. 106 options, assumed discount rate, 
and expected loDt-t•~• rate of ceturn on plan assets use~ to 
calculate the amount reported is response to the preceedin; 
CJ'I••tion. 

33. Please prov1d~ the pro~ecte4 impact of the changes 
recommen4e4 in Appendix I on the amount reported in response 
to que•tion 31 abOve. 

~4. Some N~ St•te utilities are a part of a lar;er organization 
(e.g. a subtidiary or operating division, etc.) and the 

• 

• 

• 
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35. 

37. 

reaaiftder ol th~ ;zat!on is nn~ subj~ • the 
jurisdiction of-.wf; ~ission. Tn ~any of these instances 
there is only one ~- ~Oft plan ~nd one ~alth plan vbich 
covers tbe entire or;anlza~ion. It aay be awkva~d for the 
utility portion re9ulated by the Com.ia&ion to uae one of tbe 
•option.l pr!)vis!olu~· of SFAS Noa. 17 or 10' vhile t.b• 
remAinder of th- or9ani2atioa uceo ~ different opllvn to 
aceount for the saee plane. PleAse state how ae,lous a 
problam ynur company believec thi• t~ be and e£pla1n the 
r•asons. 

Please list and explain any 4~:1ons which could be taken by 
thio eon=ission, the com~nies, or their atfiliates to 
aittvate the proble~ described in the preceeding question 
and/or your re~vuns• to that question. 

We are recom=e~ing that assets of pension and OPEl dedieat•d 
tunds be •alue~ us!ng a calculated value that reco;nizes 
changes in fair value in a systematic and rational ~nner 
over J years (Seetions 2(C)(a}(l) and 2l£)Cb)(2) of 
Appen~icel A and I respectively). Please addr••• whether • 
per1od of 3, 4, or 5 years sbould be used. and explain fully 
the reasons for your prefereDee. Pl•ase al•o state what 
aetho4(s) you are currently uAf~g to value a•aetc of your 
pension and OPtB funds. 

For both peftsions and OPEl we are re~o~cndint that use ot 
the •eorrldor approa~h· for reo09nition of 91ina and lo•ses 
be ~rohibited. !n ita plac~, all t•ins and los••• vill be 
asortiaed, on a vintage year ba1i1, over 10 years (Section 
2(e)(a)(2) and 2CE)(b)(2) of Appendices A and I 
respe~tively). Please state wheU1er JOU are in favcn of, or 
oppose, th1a reco==endation and explain tully fOUr reasons. 

31. For penaiona, plea~~ state the amount of u~ortized net 
galna and lossea ramaln1ng 1n tbe 10' corridor at the end of 
each year lo1 the 4•year p.r1cd ending December 31, 1991. 
••• there any amort1z&t1on of gains and/or losses in tbis 4-
7••r per1o41 If so, please itemize by year an4 explain tbe 
E8a&ona tor the amortilation • 

• 
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to earry his burden of showinr that his 
present bail il excessive. Accordinrly, we 
arnnn the judrrnent of the trial court. 

CITIES OF .\BILES£, et al., Appellants, 

v. 
Pl"BLIC liTILITY CO)I}IJSSIOS 

OF TEXAS, et al., Appellees. 

So. 3-t%-065-CV. 

Court of Appeals of Texas, 
.'austin. 

May 5, 1993. 

Rehearing Overruled July 7, 1993. 

Judicial review was sourbt of rmal or· 
der of Public t:tility Commission in tele
phone rate ease. The 250th Judicial Dis· 
tric:t Court, Travis Countr, Joe B. DibreU, 
J ., affumed, and appeal was taken. The 
Court of Appeals, Carroll, CJ., held that 
while Commission's order was mostly cor
rect, Commission cUd not correctly apply 
the law as to income tax sa.,iDrs resultmg 
from expenses disallowed for rate-makior 
purposes. 

Reversed and remanded with iostrue· 
tiona. 

1. Adminlstratl'~e Law and Procedure 
$1763, 791. 7tS 

In reviewinr arenc:y order, Court of 
Appeals may not substitute its discretion or 
judgment for that of agency; court may 
reverse agency's decision only if it is not 
supported by substantial evidence, is arbi
trary, or results from abuse of discretion. 

2. AdministratiYe Law and Procedure 
$1763 

Agency'• deeilioo is u-bitnry or re
sults from abuse of disc:ret.ioa if agency 
failed to consider factor leplature direct· 

" it to couider, or retiecl upon irrelevant 
factor, or weirhed oa)J relevant facton 
that leplature directed it to consider but 
stiU reached completely unreasonable re
sult. 

3. Public t:tifitiea $10115 

Public t:tility CommisSion may eonsid· 
er nonunaaimous stipulation as basis for 
rmal order, unless it is arbitrary, unreason
able, abuse of discretion, or involves con
sideration of factors other than those lefis· 
lature has directed Commission to consider. 

4. Public t'tilitiea $101 &5 
Public Utility Commission properly dis· 

charged ita statutory duties in adoptinr 
nonunanimous stipulation as basis for ita 
order; all pa.rtjes presented e\·idence and 
Commission made fmdinp of fact on rete. 
vant issues. 

5. Administrative Law and Procedure 
$10711 

In reviewinr suff~eieney of evidence to 
support arenc:y order, Court of Appeals 
applies substantial evidence test. 

I. Telecommulc:atlona .-w 
Nonunanimous stipulation and testi~ 

· oy offered to support a fmctinr that tete. 
phone rates were just IDd reasonable un
der the stipulation constituted substantial 
evidence, as required to support order of 
Public Ub1itiea CommiasioD. 

7. ConatituUonal Law .,_211(4) 
Teleeommunlcatlona $13M 

Publie Ub1ities Commission's use of 
DODunuimoua stipulaticna -.basis for ita 
order on telephone rates did not violate due 
proeesa rirhta of · stipulation opponent, 
where opponents were riven opportunitJ to 
present entirety of their cue. U.S.C.A. 
Const.Amend. 14. 

8. Teleconununleatlona .-JU 
Nonunanimoul stipulation used by 

Public Ublities Commission as basis for its 
order on telephone rates did not violate 
public policy; stipulation was not a Mary 
Carter arreement and did DOt promote liti
ptioD. 
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9. Ttltc:ommunlcationa c:-330 basic services for four yean and could not 
Public Utility Commission'• finding brine major rate east unb1 ita ,.te of re

that nonunanimous stipulation, used as ba· turn fell belov.· 10.49<1- for a full year did 
sis for i~ order on telephone rates, set not improperly limit Public Utility Commis· 
reasonable rate of return was supported by sion's power to inquire into unreasonable 
substantial evidence, despite potential of rates. Vernon's A.nn.Texas Civ.St. art. 
future events which could result in returns 144~. f 42. 
greater than reasonable rate or return. 

10. Telecommunications P330 
Nonunanimous stipulation entered by 

telephone company, Public Utility Commis· 
sion staff and 24 other parties constituted 
e-.-idence in stipulation hearing. 

II. Tel~ommunications P330 
Public t:tility Commission's finding 

that adjusted test-year expenses represent· 
ed reasonable operating expenses for tele
phone company was supported by substan· 
tial e-.-idence, where opponents were gi,·en 
opportunity to examine evidence support· 
ing stipulation through disco•.-ery and to 
present evidence and argument against its 
adoption. 

12. Telecommunications P347 
Public Utility Regulatory Act (PURA) 

authorized Public: Utility Commission to or· 
der .. earnings sharing" plan, whereby te~ 
phone company would return to consumers 
~ of earnings wit~in the speeifaed range 
and 1~ of earnings above that range; 
plaza fell within the type of innovative regu
lation authorized by PURA and was based 
on consideration of proper factors. Ver· 
non's Ann.Texas Civ.SL art. 144~. f 18(a). 

13. Telecommunications P347 
Section of Public: Utility Regulatory 

Act (PURA) requiring Public Ub1ity Com· 
mission to fax ove,.ll revenues at level that 
would pennit utility a reasonable opportu· 
nity to eam reasonable return did not re
quire Commission to fiX exact rate of re
turn or prohibit "earninp sharing" plan 
whereby telephone company would return 
to t:Onsumers 5m' of earnings within speet
fJed range and 1~ of earnings above that 
range. Vernon's Ann.Texas Civ.St. art. 
1446e, § 39(a). 

14. Tel~ommunleatlons P334 
Stipulation providing that telephone 

company could not ,.ise rates on certain 

15. Ttl~ommunicatlons $al61 

Implementation of procedural provi
sions for nonmajor rate eases is within 
Public l'tility Commission's discretion. 
Vernon's Ann.Texas Civ.SL art. 1446c, 
t 43(b). 

16. Ttl~ommunic:atlona -=-336 

Approval of telephone company's appli
~ation for nonmajor rate increases without 
full rate-ffiing package was not an improp
er advisory opinion by Public: Ctility Com· 
mission. Vernon's Ann.Texas Civ.SL art. 
l446c, t 43(b). 

17. Public Utilities C=>l28 

Standard for inclusion of utility's in· 
come tax expense in cost of service is 
v.·hether utility actually incurred the ex· 
pense, ie., amount of taxes actuaJiy paid. 

18. Telecommunications $a31S 

Public Utility Commission reasonably 
concluded that no adjustment in telephone 
companys income tax expense was nec:et· 
sary to aecount for consolidated return 
filed by its parent and that telephone com
pany had received its fair share of result· 
ing tax saYinp. VerDOD'a Ann.Texas Civ. 
St. art. 1446c, I 4l(c)(2}. 

19. Tel~ommunic:atlons c.-313 

If telephone company realized tax sav· 
ings from deductions relating tD disallowed 
expenses, these savings had to apply to 
reduced rates, even if underlying deduction 
could not be included as expenses in teJe. 
phone company's cost of service. 

ZO. Public Utilities $al&7 

Points of error oot urged in motions 
for rehearing in Public Utility Commission 
were waived. Vernon's AnD.Texas Civ.St. 
art. 6252-13&, f 16(e). 
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11. TelecommunleaUona .. SM 

Public: Utility fttculatory Aet (PURA) 
and Administrative Procedure and Texu 
Re(ister Aet (APTRA) did not require Pub
lie tJtilities Commission to set forth fmd· 
inrs of fact in support of ita rejection of 
hearinc examiner's recommendation for 
disallowance of portion of expenses. Ver· 
non's Ann.Texas Civ.SL art. 6252-131, 
t 19. 

22. Telecommunication• *'"33& 
Public Utility Commission made all ~ 

quired findinrs to ;;upport its determination 
that expenses ci telephone company's 
transactions with affiliated companies were 
reasonable and necessary; Commission 
found that each of four alloc:ation methods 
used by company's parent resulted in eoata 
no bieber to company than costs to other 
affiliates, and that each of the methods 
produced reasonable result based on cost 
causation and benefit received. Vernon's 
Ann.Texas Civ.SL art. 1446c:, t 4l(c)(l). 

U. Telecommunications *'"3H 
Public: Utility C4mmission made re

quired fmdinp to support allowance of ex· 
penaes telephone company incurred in 
transaction with a subsidiary, findinc that 
each project of subsidiary was reasonable 
and necessary and that charges to teJe. 
phone company were no bieber than 
charses to other co-owners of affiliate or 
unaffiliated third parties. Vernon's 
Ann.Texas Civ.SL arL 14-t&e, t 41(c)(l). 

24. Teleeommankatlons ... 

Public Ub1ity Commission was not re
quired to make fmdiop of fact as to impu· 
tation of yellow pages revenue to telephone 
company, where company purchased no 
coods or services in eonnedion with publi
cation of yellow pages directories. Ver
DOn's Ann.Texas Civ.SL art. 14-t6e, 
t 41(c)(l). 

25. Telecommunications *'"330 
Substantial evidence supported Public 

Utility Commission's fmding that telephone 
company's yellow pages e.xpenses were rea· 
sonable and necessary. Vernon's Ann.Tex· 
as Civ.SL art. 1446c:, t 41(c)(l). 

H. Teleeoaunufticationl ... 
Public UtilitJ Commiaaion made ade

quate fiodinp of faet to support ita conclu· 
aion that telephone company'a existing U· 

tended metropolitan service (EMS) rates 
were just, reasonable, and DOt discriminato
ry. Vernon's Ann.Texas Civ.S~ art. 6252-
131, f 16(b). 

2'7. Public t:tilities *'"114 
Absent showinc that complained~! 

rates were unreasonably discriminatory. 
C4urt of Appeals will not overturn Public 
Utility Commission's approval of rate de
sign. 

28. Telec:ommunlcationa e:-330 
Substantial evidence supported Public 

Utility C4mmissioft's fmdinc that telepho~ 
company's existinc extended metropolit.ar 
service (EMS) rates were just, reasonablt 
and not unduly discriminatory, anCJ tha 
application of existinc rates to pa.rtic:ula 
exchange was just and reasonable. 

%9. Telecommunlcatlona e:-330 
Substantial evidence supported Publ' 

Ub'lity C4mmission's conclusion that diffe 
entiat between Tier I and Tier II rates f< 
extended metropolitan service (EMS) w~ 
reasonable ana DOt diacriminatory. 

30. Te1ecommunlcatlona .. 330 
Substantial evidence supported Pub: 

Utility C4mmission's fmdinc that ra 
croup reclassifations proposed in stipu: 
tion were supported by evidence and we. 
reasonable. · · 

31. TeJec:ommunieations ~330 
Substantial evideoce supported Put 

Utility Commisaion'a approval of extenc 
metropolitan service (EMS) rates for fc 
local telephone companies. 

Barbara Day, Butler, Porter, Gay &: D 
Austin, for City of Abilene, et al. 

Jesus Sifuentes, Susan C. Gentz, Bick 
staff, Heath.&: Smiley, Austin, for City 
McKinney. 

Walter Washington, Austin, for Offic( 
Public: Utility Counsel. 
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Dan Morales, Atty. Gen., Steven Baron, reedy apply the law u to income-tax S&\'· 

Norma K. Scogin, Aul Attys. Gen., Aua· inp resultinr from expenses disallo,.·ed 
tin, for Public Utility Com'n of Texu, et al. for ratemaking purposes. We will reverse 

Brook B. Brown, McGinnis, Lochridce &: the district court's judrment and remand 
Kilgore, Austin, for c~ntral Telephone Co. t~e cause~ the disuict court with ins~c· 
of Texas and LuCkin-Conroe Telephon~ Ex- tions that tt be remanded to the CommLS· 
change, Inc. sion for proceedings consistent ,.-ith our 

opinion. 
Anthony P. Gillman, Austin, for GTE 

Southwest Inc. and Contel of Texas, lne. 

Robert J. Hearon, Jr., Gra\·es. Dougher
ty, Hearon &t Moody, Austin, for South
western Bell Telephone C~. 

Before CARROLL, CJ., and JONES and 
KIDD, JJ. 

ON MOTION FOR REHEARI.SG 

CARROLL, Chief Justice. 

The opinion and judgment of the Court in 
this cause handed down on February 3, 
1993, are withdrawn and the following 
opinion is substituted therefor. 

Appellants 1 sought judicial re\;ew of the 
Public Utility Commission's (the "Commis· 
sion'') final order in a rate ease concerning 
Southwestern Bell Telephone Company 
("SW Bell'') and other entities.1 The dis· 
trict court affirmed the Commission's or· 
der, and the appellants seek reversal of the 
district court's judgmenL While the Com
mission's order is predominantly correct, 
we conelude the Commission did not cor-

1. Appellants are the Office of Public Utility 
Counsel, the City of McKinney (appealiftl on 
separate points), and the followina Tcus cities: 
Abilene, Alamo, Allea. AlviD. Amarillo, Amherst, 
Arliftllon, Bakones Heirhts. Bay City, Bia 
Wells, Benbrook, Blue Mound. Boraer. Brack· 
ettsville, Brcckenridae, Canadian, Cameron, 
C~nyon, CMrizo Spriop. Cisco. Clute. Colum
bus. Con\·erse, Cotulla. Crane, Crowley, C~al 
City, Dalwonhinaton Gardens. Denison, Double 
Oak. Eacle Pass, Eacle Lake, Eanh. East Moun· 
lain, Eastland, Edcouch, Edpcliff Villa,e, Edin· 
buf'l, Edna, EJ Campo, El Paso. Farmersville, 
Forest Hill, Floydada, Fort Stockton, Friends
wood, Fritch, Garland. Goliad, Gordon, Grand 
Praire, Groves, Gruver, Hackberry, Hallsburs. 
Happy, Harlinaen, Hedwi& Villa,e, Hereford, 
Hollywood Park, Hudson Oaks. Kenef'~ek, Ker· 
mit, Kinas,ille, Lake Tanalewood, Laredo, La 
Villa, LonJView, Lorenzo, Lulina. Marlin, MeAl· 
len, Meadow, Mercedes. Mesquite, Midland, 
Missouri City, Monahans, Mount Pleasant, New 
Deal, Noonday, Olton, Palmhurs1, Pampa, Pan· 
tqo, Paris, Pearsall, Pecan HilL Plainview, 

PROCEDl'RAL BACKGROl'SD 

The c~mmission initiated the agency pro
ceeding as an inquiry into the reasonable
ness of SW ~ll's existing rates pursuant 
to section 42 of the Public Utility Regulato
ry Act ("PURA"), Tex.Rev.Civ.Stat.Ann. 
arl 1446c, f 42 (West Supp.1993). The 
primary impetus for this rate ease was 
consumer group concern that utility tax 
savings resulting from the Tax Reform Act 
of 1986 were not being passed through to 
ratepayers aod that SW ~II was realizing 
excessi•;e profits. 

In January 1989, the Commission initi
ated the rate case as Inquiry of tilt Gt'nt-r· 
al Couutllnto tht Rt48onablt7lt&S of the 
Rates and Sen.oice~ of Southll't3ter71 Bell 
Tel~hone Compang, Docket No. 8585.1 

The Commission directed SW ~II to file a 
"rate-filing package" bued on 1988 as the 
test year. SW Bell also submitted a pro
posal for resolution of the rate cue, its 
"Texas First Plan." The parties conducted 

Pharr, Rancho Viejo, Richmond, Rio Hondo, 
Rock-.1.-aU, Rosenbei'J, San Antonio, San Juan, 
Scbenz, Seminole, Sinton, Slaton, Staaecoach. 
The Colony, Thompsons, Timbercreek Canyon, 
Tiki Villqe, Tye, Tyler, Univenity Park, Uvalde, 
Vep. Waco, 't\'bite Settlement, and Woodsboro. 

2. Appellees are the Public Utility Commission of 
Texas, Southwestern Bell Telephone Company, 
and the followina intervenors: AT &I T Commu
nications of the Southwest, Inc., Lufkin-Conroe 
Telephone Exchange, Inc., Central Telephone, 
General Telephone Company of the Southwest, 
Conte! of Texas. Inc., Fon Bend Telephone Co
operative, Guadalupe Valley Telephone Cooper· 
ative, MCI Telecommunications, State Purchas
inc &I General Senices. and Texas Statewide 
Telephone Cooperative, Inc. 

J. In February 1989, this rate case was consoli· 
dated with another rate case involvinc SW Bell, 
the Inquiry of the Cener111 Cowuel Into the 
WA~ Prorate Credit, Docket No. 8212. 
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Pt:RA § .tO(b); Sd,.rbon UtiL CorJI. 11. imous stipulation. The Cities and OPC ar· 
1\tblic UtiL Comnt 'II. 652 S.W.2d 358, 366 p~ that the Commission (1) failed to con· 
(Tex.1983). The establishment of just and aider the statutory fact.on in settinc rata; 
reasonable rates requires consideration of (2) consid~...cl irrelevant nonstatutory fac· 
three factors: (l) the utility's reasonable tors in setting rates; (3) failed to make an 
operating expenses; (2) the utility's rate evaluation of SW Bell's reasonable and Dee· 

base; and (3) the reasonable rate of return. essary expenses; (4) made improper im
Pt:RA § 39. A regulated utility is entitled plied adjustments to test-year data; and (5) 
to rates that provide a "reasonable oppor· in considering the stipulation, used a proce
tunity to earn a reasonable return on its du.re that was not proper under PURA and 
invested capital .... " PURA t 39(a); see that violated due-process principles. 
Su,.rban UtiL Corp., 652 S.W.2d at 362. 

Rates are set in a two-step process. 
First, the overall revenue the utility i.s enti
tled to recover is set, a process often re
ferred to as setting "revenue require
ments." Second, a "rate design" of individ· 
ual rates for classif"ations of customen 
and services is determined. Su Tuo.s 
Alarm & Signal Au'n v. Public UtiL 
Comm 'n, 603 S.W.2d 766, 768 n. 2 (Tex. 
1980). The Cities and OfC complain of the 
operating-expense and rate-of-return ele
ments of the revenue-requirement determi
nation, while McKinney complains of the 
rate design as applied to its residents. 

[1, 2) In reviewing an agency order, we 
may not substitute our discretion or judg· 
ment for that of the agency; we may re
verse the agency's decision only if it is not 
supported by substantial evidence, is arbi
trary, or results frm an abuse of discre
tion. Railroad Comm ~ 11. Continental 
Bta Srs., Inc., 616 S.W.2d 179, 181 (Tex. 
1981). An agency's decision ia arbitrary or 
results from an abuse of discretion if the 
agency has (1) failed to consider a factor 
the legislature directed it to consider, (2) 
relied upon an irrelevant factor, or (3) 
weighed only reklvant factors that the leg· 
islature directed it to consider but still 
reached a completely unreasonable result. 
Gent~- Nizon. 411 S.W.2d 350, 360, n. 8 
('l'ex.1966); Statft>ide Convoy TmJ1811., 
Inc. 11. Railroad Comm'n, 753 S.W.2d 800, 
SO. (Tex.App.-Austin 1988, no writ). 

Adoption of the Non-Unanimous 
Stipulation 

The Cities' fU'St point of error and OPC's 
fU'St and eighth points of error complain of 
the Commission's adoption of the non·unu· 

(3) We recently considered the adoption 
of a non-unanimous stipulation in a rate 
case. ~~ Cit11 of El Po.so 11. Public UtiL 
Comm 'n, 839 S.W.2d 895 (Tex.App.-Aus· 
tin 1992. writ requested). In Citr of El 
Pa10 we determined that a non·unanimolis 
stipulation could be considered as a basis 
for a final order in a rate case as long as 
nonstipulating parties had an opportunity 
to be heard on the merits of the stipulation 
and the Commission made an independent 
finding on the merits, supported by sub
stantial evidence in the record, that the 
stipulation set just and reasonable rates . 
/d. at 903. The consideration of a non· 
unanimous stipulation as a basis for the 
final order is proper unless it is "arbitrary, 
unreasonable, an abuse of discretion, or 
involves consideration of factors other than 
those the legislature has directed the Com· 
mission to consider." ld.. at 904. 

Ul In their arguments that the Com
mission failed to consider statutory factors, 
considered irrelevant factors, failed to ana· 
lyze SW Bell's operating expenses, and 
made improper adjustments to test-year 
data, the Cities and OPC essentially con· 
tend, that in adopting the stipulation, the 
Commission did not conduct the analysis 
PURA requires in rate cases. In Citr of 
El Puo we stated: 

[A)ppellants impliedly urge us to pre· 
IV?M that, by basing its fmal order par· 
tiaJly on stipulated matters, the Commis· 
sion completely abdicated its responsibili
tY to detennine disput.ed issues. We 
may not so presume; indeed, the law 
compels a contrary presumption. In re
viewing a challenged administrative or· 
der, we must presume its validity. The 
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extensive discovery and flied written testi
mony aupportin1 their varioua positions in 
advance of any hearinc.• 

Before the date set for the cost-of-service 
hearing, SW Bell, the Commission staff, 
and twenty-four other parties entered into 
a non-unanimous stipulation. This stipula· 
tion provided, in part, for rate reductions of 
approximately $73 million annually and up
grades in SW Bell services and facilities. 
The signatory parties presented the stipula
tion to the Commission for consideration as 
the basis for setting the rates at issue and 
filed written testimony in support of the 
stipulation pro,"isiona. The Offtee of Pub
lic Utility Counsel ("OPC''), a group of one 
hundred and fourteen Texas cities ("Cit· 
ies''), the City of McKinney ("McKinney''), 
and several other intervenors opposed 
adoption of the stipulation. 

To establish the procedure for the consid
eration of the stipulation, the Commission 
ordered that an initial hearing be conducted 
solely on the issue whether the stipulation 
should be adopted. lf the Commiasion re
jected the stipulation. the order provided 
that a fuU cost-of-service hearin1 would be 
held to set just and reasonable rata and 
that the parties to the stipulation would be 
free to pursue their _previous positions. 
The Commission allowed aU parties to con
duct additional discovery and file additional 
written testimony before the stipulation 
hearin,. At the conclusion of the stipula· 
tion hearinr, the administrative law judge 
recommended that the Commission reject 
the stipulation because of SW Bell's failure 
to present evidence on its coat of service 
and invested capita). The Commission, 
however, adopted the stipulation with some 
minor modiftcations in its final order. 

Aft.er exhaustin1 their administrative 
remedies, the appellants sought judicial re
view in the district court of Travis County 
pursuant to section 69 of PURA and sec
tion 19 of the Administrative Procedure 
and Texas Register Act ("APTRA"), Tex. 
Rev.Civ.Stat.Ann. art. 6252-13&, § 19 
(West Supp.1993). The trial court afrlnned 

4. 'nle Cities arrued For approximately $738 mil-
lion in rate reductions annually; the OPC for 
approx.imately $595 million in rate reduction 
annually; and the Commission staff for rate 

the ftnai order of the Commission adoptin1 
the stipulation. 'n.t Citift, OPC, and 
McKinney appeal the judplent of the trial 
court. 

THE STIPCLATION PLAN 
The stipulation, as adopted by the Com· 

mission, provided for a mix of rate reduc· 
tions and other benefits to consumers. Un
der the stipulation, SW Bell would (1) pro
vide a one-timt credit to residential custom· 
ers, (2) reduce certain other rates, including 
long distance access charges, and (3) UJ> 
gnde SW Bell facilities and services. The 
stipulation also set up an "earninp shar
inl" plan, whereby SW BeD would retum 
to consumers fifty percent of earninp 
within a specified ranre and one hundred 
percent of earnings above that ran1e. Ad
ditionally, certain SW Be\1 rates were sub
ject to a four-year "rate cap." 

THE DISPUTE 
On appeal, the Cities and OPC complain 

of (1) the adoption of the non-unanimous 
stipulatioa as the buis for tbe Commis· 
lion's order; (2) the suf(tciency of the evi
dence to support the findinr of a reason
able rate of retUJ'1l; (3} the consideration of 
the test-year cost-of-service data in setting 
rates: (4) the implementation of the "earn
inC~ sharinl"' plan: (5) the inclusion of a 
hypothetical federal income tax expense in 
coat of service; &Del (6) the inclusion of 
inappropriate affiliate expenses in cott of 
serviee. By separate point.l, McKinney 
complains of the "'extended metropolitan 
service" rates set by the stipulation and the 
Commission's order. 

DISCUSSION AND HOLDING 
In Texas, utility rates are set by the 

same test whether a utility seeks a rate 
increase or outside entities seek a rate de
crease. Su PURA f§ 42, 43. In both 
instances, the utility bears the burden of 
proof to show juat and reasonable rates. 

reductions of approximately $392 million annu· 
aUy. SW Belrs rate filinc packap auened that 
a rate locreuc of appt"Ox.ima&ely $139 million 
annually was appropriate. 
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challenger bean the burden of showing 
error. 

/d. at 902 (citations omitted). We be~ve 
this statement applies equally in the imme
diate case. The Cities and OPC complain 
that the Commission did not conduct a line
by-line cost-of·ael"\ice analysis in st>tting 
SW Bell rates. However, the record re
flects that all parties presented evidence 
and that the Commission made findings of 
fact on the relevant issues. We find noth· 
inc in the record to compel the conclusion 
that the Commission failed to properly dis· 
charge ita statutory duties. 

The Cities and OPC argue that the Com· 
mission findings were not based on any 
real evidence. Rather than rely on the pre
filed testimony and SW Bell's rate-filing 
package, the signatory parties to the stipu· 
lation jointly offered new written testimony 
to support the stipulation. The Cities and 
OPC argue that this evidence reflects art:i
f~eial numbers generated to support the 
stipulation. However, that contention, if 
assumed true, does not negate the proba· 
tive value of the evidence. It would be as 
artifiCial to require the stipulating parties 
to argue their prior extreme position& in 
support of compromise numbers. The 
Commission recognized this situation and 
ordered that the signatory parties be 
grouped as one party for briefmg, presen· 
tation of witnesses, and cross-examination 
at the stipulation hearing. The opponents 
to the stipulation were given a full opportu· 
nity to present evidence to contradict the 
stipulation and to refute the evidence pre
sented to support its adoptJon. 

[5, f) In reviewing the suff'JCieney of 
the evidence to support an agency order, 
we apply the substantial-evidence test. 
Thia Court baa extensively diseussed the 
substantial evidence test in Lofte St4r &.It 
WGter DVpolol Co. 11. Railroad Commil· 
lion, 800 S.W.2d 924, 928 ('l'ex.App.-Aus· 
tin 1990, DO writ): 

To determine whether an agency's deci
sion is supported by substantial evidence, 
as APTRA f 19(e)(5) requires, we must 
determine whether, in considering the 

· record upon which the decision is based, 
the eridenee as a whole is such that 

reasonable 11\inds eould have reached the 
conclusion which the Commission must 
have reached in order to justify its &e· 

tioo. In d~tennining wh~ther there ia 
substantial nidence to support the ord~r. 
the revi~win1 eourt may not substitute 
its judgment for the Commission's, and 
must consider only the record upon 
which the decision il based. Th~ evi
dence in the agency record may actually 
preponderate against the Commission's 
decisioa. but still amount to substantial 
evidence supportinl it. The burden is on 
the complaining party to d~monstrate an 
absence of substantial evidence. 

Final orders of the Commission are 
presumed to be valid. Where the evi
dence in the record before an agency will 
support either an affirmative or a nega· 
tive fmdine, the agency order must be 
upheld. Any conflict in the evidence 
must be resolved in favor of the agency's 
decision. (Citi.tio~ omitted.) . 

The stipulation itself and the testimony of· 
fered to support a rmding that rates were 
juat and reuonable under the stipulation 
constitute substantial evidence. City of El 
PGio, 839 S. W .2d at 907. Evidence was 
presented supporting either adoption or re
jection of the stipulation. We may not 
substitute our judgment on the weight and 
credibility of the evidence for that of the 
Commission. APTRA f 19(e). 

(7] Tbe Cities also complain that the 
procedure the Commission used in consider· 
in& the stipulation denied the stipulation 
opponents due procesa. Appellants argue 
that the hearing, being limft.ed to the issue 
of whether to aceept or reject the stipula· 
tioo, denied t.be opponeot.a the opportunity 
to present their proposals for consider· 
ation. 

The adoption of a non-unanimous stipula· 
tion raises several due-process concerns. 
The moat obvious is the possibility that 
opposing parties may be denied an opportu· 
nity to present evidence against acceptance 
of the stipulation. A more subtle problem 
is the possibility of an unintentional shift of 
the burden of proof from the utility to the 
opponent.a of the stipulatioo. There is a 
danger that wheo presented with a ready· 
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made solution, the Commission might un
consciously ~uire that the opponenta re
fute the agreement, rather than ~uire the 
utility to prove afrlrmatively that the pro
posed rates are just and reasonable. This 
danger is increased when the Commission 
staff is a signatory party and is in a posi· 
tion of advocating the stipulation. 

In City of El Paso and in .tlobil Oil 
Corp. v. F~d~ral Pott-er Commi&rion, 417 
t:.S. 283, 94 S.Ct. 2328, 41 L.Ed.2d 72 
(1974), the procedural facts are somewhat 
distinguishable from the instant case. In 
both City of El Pa&O and Mobi~ the stipu· 
lations were negotiated only after extended 
litigation, and extensive hearings on the 
merits preceded the hearinp for adoption 
of the stipulations. In City of El Pa.so, the 
rate case was initially divided into three 
phases-revenue requirement, prudence re
view of a nuclear project, and rate design. 
In that case, a fourth phase was later add· 
ed to consider the stipulation. In the im· 
mediate case, however, the chronology was 
re\·ersed; the stipulation bearing was a 
preliminary matter. The Commission's or· 
der provided that in the event that the 
stipulation was rejected, the parties would 
return to their pre-stipulation positions and 
the hearing would begin anew as an ordi
nary rate case. Nonetheless, the oppo
nents bad a full oppo~nity to present 
e\·idence on all issues at the hearing on the 
stipulation. We conclude that in the imme
diate ease the procedural distinction does 
not compel a result different from our deci· 
sion in City of El PtJIIO. 

The Cities cite a Missouri case for the 
proposition that the limited bearing violates 
due proeess. See State ez nL Fi.s~ v. 
P&&blic Sen. Comm 'n, 645 S.W.2d 39 (Mo. 
Ct.App.1982). The FUher case presents a 
similar proeedural history of a preliminary 
hearing to consider a non-unanimous stipu· 
lation in a rate case. That hearing was 
also limited to a determination of aeeep
tance or rejection of the stipulation. The 
court determined that the opponents did 
not have an opportunity to present any 
positions which could be adopted at the 

S. A Mat)' c.ter qrecment is dcnned as an 
a,recment whereby a •senlina defendant retains 
a flnanci.J ~take iD the plaintiff's recovery Mtl 

stipulation hearin1 and. thus, were denied 
due procesa. We do not fmd this rationale 
rompellin1. Clearly, ill the immediate 
cause, the opponents to the stipulation 
were able to prestnt their positions that 
the stipulation should be rejected and 
greater rate reductions ordered fully. The 
opponents were liven the opportunity to 
present the entirety of their ease at the 
stipulation hearinc. Only the scope of the 
Commission's d~tili011 was limited. The 
procedure used in this ease offered ade
quate opportunity for all parties to present 
their positions for the Commission's consid· 
eration. We reject the rationale in Fisher 
and reaff1rm our test in City of El Pa.so. 

(8) In their motion for rehearing, the 
Cities cite a recent Texas Supreme Court 
ease finding a Mary Carter agreement void 
as violative of public policy and argue that 
the stated policy disfavoring agreements 
which promote rather than discourage fur· 
tber litigation should apply to the stipula· 
tion in this cause.' See Elbaor 11. Smith, 
845 S.W.2d 240, 247-52 (Tex.l992). We 
disagree. The stipulation in this cause is 
not a Mary Carter agreement. Nor do we 
believe the stipulation promoted li\igation 
in this cause. We conclude that the policy 
considerations set out in Elbaor do not 
require that the stipulation be rejected. 

The test for the procedural propriety of 
the consideration of a non-unanimous stipu· 
Jation is set out in City of El Puo. The 
nonsignatory parties must be afforded an 
opportunity "to be heard on the merits of 
the stipulation," and the Commission's or
der should be based on an independent 
finding of just and reasonable rates based 
on the statutory factors and substantial 
evidence. City of El Puo, 839 S.W.2d at 
903. In this case after a separate hearing 
on the stipulation was set, all parties were 
allowed additional disco.,·ery. At the hear· 
ing, the Cities and OPC presented unre
stricted evidence and contentions and were 
provided the procedural safeguards man
dated by APTRA. The Commission made 

remains a pany at the trial of the cue. Elbwaor, 
MS S.W.2d at 247. 
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extensive rmdinp of faet and concluaiool 
of law to support ita ultimate determination 
that the stipulation resulted in just and 
reasonable rates. We conclude that the 
procedure complied with the City of El 
PtUo criteria. We find nothing in the rec
ord to indicate that the Commission shifted 
the burden of proof from SW BeU to the 
stipulation opponents. The Cities' rll'St 
point of error and OPC's rll'St and eighth 
points of error are overruled. 

Rate of Return 

{9) The Cities' third point of error com
plains of the sufficiency of the evidence to 
support the Commission's finding of a rea
sonable rate of return. The Cities com
plain that there was not substantial evi
dence in the ·record to support the entire 
range of return the Commission awarded. 
The Commission found that SW Bell's cur· 
rent c:oet of equity was in a reasonable 
range between 11.5 and 13.0 percent and 
that the range of SW Bell's overall coat of 
capital between 10.49 percent and 11.36 
percent was reasonable. By altemative 
calculation methods, the Commission found 
SW Bell's rate of return on investment 

-under the stipulation to be either 10.86 or 
11.20 percent, both within the range found 
reasonable. The earnir.;-sharing provi
sions of the stipulation stated that SW Bell 
would retain all return on investment liP to 
12.06 percent (14.2 percent return oo equi
ty); would refund 50 percent of return on 
investment between 12.06 and 14.5 percent 
(14.2 and 18.41 percent return oo equity) to 
consumers; and would refund 100 percent 
of any return on investment greater than 
14.5 percent (18.41 percent return on equi
ty) to consumers. 

The Cities argue that, under the stipula
tion, SW Bell may earn a return on equity 
of up to 16.3 percent • (13.28 percent return 
on investment), a rate that exceeds both 
the adopted reasonable range ceiling of 
13.0 percent and any evidence in the record. 
This argument ignores the pro forma na
ture of ratemaking in which a hypothetical 

t. . The Cities cakuLate this rate as abe p-catcst 
potential return on equity to SW Bell under the 
carninp sharinc provision.....all carninp up to 

reasonable rate of return is determined 
baaed on adjusted test-ynr data and future 
rates set to produce approximately that 
return. In a conventional rate ease there is 
no consideration of future ehanges in the 
actual rate of return. If consumer us. 
exceeds projections or operational costs are 
reduced to create a greater return from the 
set rates, the utility retains the entire wind
fall until the next rate ease adjusts the rate 
of return and individual rates. The poten· 
tial of future events which may result in a 
return greater than the reasonable rate of 
return does not make the finding of the 
reasonable rate of return erroneous or un· 
supported by evidence. In the immediate 
ease, the rate of return on investment was 
set at a rate the Commission found reason
able, 10.86 or 11.20 percent, depending on 
the calculation method. However, the 
Commission went on to provide a distribu· 
tion to the consumers iD the event of a 
greater return. 

[10) The stipulation itself constitutes 
evidence. City of El PtUo, 839 S.W.2d at 
90'7. The signatory parties also presented 
testimony and evidence to support a rmd
ing that the stipulation provided for just 
and reasonable rates. We conclude that 
substantial evidence exists in the record to 
support the rmd.ing that the stipulation set 
a reasonable rate of return. ·We will not 
·substitute our judgment on the weieht of 
that evidence for that of the Commission. 
Accordingly, we overrule the Cities' third 
point of error. 

Test-Year Expense~ 

[11] In its second point of error, the 
OPC complains that in adopting the 1988 
test-year expenses and in assuming that 
the stipulation included implied adjust· 
menta to these expenses, the Commission 
did not properly analyze the expenses as 
PURA required. The OPC cites Coalition 
of Ciliu for Affordable l/tilitg Ratu r. 
Public Utility Commission, i98 S.W.2d 
560, 563 (Tex.1990), for its holding that 
''book" expenses carry no presumption that 

14.2 percent plus SO percent of caminp be
twcea 14.2 and 18.41 percent. 
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they are reasonable and necessary and the 
utility did not carry ita burden of proof by 
merely "opening its books to inspection." 
The OPC argues that the C.ommission c:ould 
not properly rely on SW ~ll's actual 1988 
expenses and that. in doing so, the Commis· 
sion failed to hold SW Bell to its burden of 
proof. We disagree. 

The record renects that the Commission 
did not blindly accept SW Bell's book ex· 
penses. The Commission examined the evi
dence and testimony presented on cost of 
service, including portions of the rate-filing 
package, and made adjustments to the 
book expenses to confonn with the require
menta of Pt!RA and to account for the 
effects of the stipulation .. The opponents 
were given an opportunity to examine the 
e\-idence supporting the stipulation through 
discovery and to present evidence and ar· 
pment against adoption of the stipulation 
at the hearing. We conclude that substan
tial evidence exists in the record to support 
the Commission's rmding that the adjusted 
1988 test·year expenses represent reason· 
able SW Bell operating expenses. Accord
ingly, we overrule OPC's second point of 
error. 

Eamlnp Sharinc Plan 

(12) The Cities' 'ourth point of error 
and OPC's fifth, sixth, and seventh points 
of error complain of the Commission's im
plementation of an "earnings sharing 
plan." The Cities and OPC arpe that the 
plan ia not authorized under PURA and 
that the elements of the plan are not sup
ported by substantial e\'idence. The Cities 
additionally argue that the plan provides 
for illegal retroactive refunds, illegally ftx· 
es rates for four years, improperly substi
tutes monitoring for conventional regula
tion, and constitutes an advisory opinion in 
that it allows SW Bell to file for nonmajor 
future rate increases without a full rate
filing package. OPC also complains that in 
adopting the plan the Commission failed to 
consider statutory factors and, instead, 
considered irrelevant factors. 

7. Tbesc nndinp of fact Slate: 
147. Tbe carninas thresholds set forth In the 

Stipulation are reasonable because they were 

The initial question the Cities and OPC 
raise under these points of error is whether 
PURA authorizes the Commission to order 
an "earning sharing plan." The Cities and 
OPC characterize this type of ratemaking 
as "incentive regulation," and argue that it 
confiiets with the c:ost-of·serviee-based reg· 
ulation under PCRA and is not authorized. 
The Cities and OPC rely on the statement 
in section 18(e)(l) that "nothing in this see· 
tion is intended to change the burden of 
proof of the local exchange company under 
Sections 38, 39, 40, and 41. ... " 

The policy underlying the earning shar· 
ing plan is to promote increased eff~c:iency 
in SW Bell's operations. Faced with frozen 
rates, SW Bell may increase profita by 
making its operations more cost eff~eient. 
Section 39(b) of PURA authorizes the Com
mission to consider, among other factors, 
"the effw:ienc:y of the utllity's operations" 
in setting a reasonable rate of return on 
invested eapital. Section 18(a) authorizes 
the Commission to carry out the policies of 
protectin1 "the public: interest in havin1 
adequate and effw:ient telecommunications 
service available to all citizens . . . at just, 
fair, and reasonable rates" by nontradition
al "regulatory rules, policies, and princi
ples" as necessitated by the growin1 and 
increasingly competitive telecommunic:a· 
tions industry. Additionally, PURA section 
2 mandates a balancing of consumer and 
utility interests in setting rates. 

We conclude that nothing in the plan or 
this proceeding has relieved SW Bell of its 
burden to show that the proposed rates are 
just and reasonable. The Commission 
found that SW Bell met that burden, and 
we will not substitute our judgment for 
that of the Commission. 

OPC argues that the Commission improp
erly considered nonstatutory factors in 
adopting the earnings-sharing provisions. 
OPC contends that the Commission improp
erly considered factors set out in its fmd
ings of fact 147 and 150 in adopting the 
earnings sharing plan.' OPC contends that 

~ted by panics havina opposina inter· 
ests. because they are comparable 10 the 
thresholds in similar plans adopced by other 
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consideration of these facton violated 
PURA section 39(b). Section 39(b) teta out 
factors for the Comminion to coosider in 
setting a reasonable retum on invested 
capital. • However, this section does not 
purport to set out exclusive factors for 
ra~making consideration. Section 39(b) 
only lists factors to be considered "in addi
tion to other applicable factors." The Com
mission made several other fmdings of fact 
indicating consideration of operational effi
ciency. The Commission found that the 
earning-sharing provision~ would promote 
greater efficiency by SW Bell. We believe 
that the Commission properly considered 
these factors. 

(13) The Cities and OPC argue that the 
Commission failed to "fiX" a rate of return 
as PURA section 39(a} requires. By pro
vidinc for a range in the earnings sharing 
plan, the Cities contend that the Commia· 
sion fai1ed to fiX the reasonable rate of 
return at an exact point. We do not be
lieve that section 39(a) requires the Corn· 
mission to fiX an exact rate of return. Sec
tion 39(a) requires that the Commission fUt 
overaiJ revenues at a level that will permit 
the utility a reasonable opportunity to earn 
a reasonable return.• The Commission met 
this requirement by ftnding that SW Bell's 
rate of return on investment waa either 
10.86 or 11.20 pe[.;ent under the two calcu· 
lation methods, numbers within both the 
range of evidence and the range of return 
on investment the Commission found rea· 
sonable. See Public UtiL Comm \t v. 
GTE-5W. 833 S.W.2d 153, 159 (Tex.App.
Austin 1992, writ denied). That the Com· 

jurisdictions. and becaUJC they are well within 
the ranee of actual eamincs of similar busi· 
nessa. 

150. What miaht not be reasonable in the con
ICXI of a lnlditional rate ease resultinc in the 
prescription of a oew, fixed rate schedule may 
well be reasonable under a sbarinc fonnula 
whereby basis (sic) rates are frozen. BY im
provement in eaminp must be the product of 
improved eff\Cieocy aDd BY pins beyond 
spedfied levels must be shared witb custom
en. thereby resu.Jtina in lower 0\'trall rates. 

I. SecdoA 39(b) provida: "'n fWna a reason· 
able mum on lnvaled capital, the regulatory 
authority thaJl consider, iD addlt.ion to Giber 
applicable factors. cffortl to comply with t.he 
sl&tewide CDeiJ.Y plaD, the cff0111 aod IIC:biew· 

mission allo made provilion for •twine or 
prospective eseeu profltl doet not makt 
thia det.enninatioll iDvalid. We conclude 
that the Commiaaion hal satiafted the ~
quirementa of aection 39(a). 

The Cities contend that the Commission 
authoriz~ unlawful retroactJve ratemak
ing by providinc for consumer refunds of 
excess profita. The Cities failed to p~ 
serve this error in its motion for rehearing 
before the Cornmiaaion. Su API'RA 
§ 16(e); (/nil«J Sav. Aa'x v. Vandnriff 
59.f S.W.Zd 163, 168-70 (I'ex.Civ.App.
Austin 1980, writ refd n.r.e.). 

(1.1) The Cities contend that the Corn
mission unlawfully fixed rates for four 
years. The stipulation provides that SW 
Bell could not raise rates on certain basic 
sen-ices for four years and could not bring 
a major rate case unless its rate of returr. 
on investment fell below 10.49 percent for 
a full year. This provi.!ion is an integra. 
part of the eamincs sharing plan in that it 
pro .. ;des the necessary protection for con 
sumers and fixes a signifiCant portion o: 
SW Bell's revenues so as to provide ar 
incentive for Jonc·terrn increases in opera 
tional effteieney. The Cities argue that th. 
stipulatioa also limits the Commission', 
power to inquire into unr~~asonable ra~~ 
pursuant to PURA seetion 42. In makin~ 
this arpment. the Cities refer to para 
graph 2'7 of the stipulation which provide, 
'1i]f both unforeseen and unusual event;. 
aet to cause the Stipulation and Agreernen· 
to function in a manner whic:h is contra11 
to the publie interest. the {Commiuion] o 
the parties may seek modifiCation to th· 

ments of sucb utility iD the conscnation o 
raources. the quality of the utility's ten'ica, th 
efficiency of the utility's operatioos. and th 
quality of the utility's mauaemenL· Tex.Rt\ 
Civ.stat.Ann. an. 14tk, f 39(b) (Wat SuPr 
1993). 

t. Section 39(a) provides: "'n IWflltbe rates l 

a public utility the rqulatory autbority shall fi 
its overall revenues at a level which will perm 
such utility a re.uonable opponunity to earn 
reasonable recum on its invated capital use. 
and useful iD renclerina service ao the publi 
over and above its reasonable and necessar 
operatina ~-. • Tex.Rn.CivSia&.Ann. ar 
144&:, t 39(a) CW• Supp.l993). 
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Stipulation and Agreement or may iDitiate 
a general inquiry into the reasonableness 
of [SW Bell's) rates or earnings." 11 Para· 
graph 27 further states that the stipulation 
"v•ill not be modified absent notice, hear· 
ing, and a Commission determination that 
such modification is in the public interest." 
The Cities contend that the language "un· 
foreseen and unusual acta" creates an un· 
ln·ful threshold to initiation of a section 42 
action. We do not read such a requirement 
into the provision. Paragraph 27 operates 
only as an affinnation of the Commission's 
authority. The Commission retains full au· 
thority to initiate an inquiry into SW Bell's 
rates at any time. Additionally, the Cities, 
OPC, or any other nonsignatory to the stip
ulation could bring a PURA section 42 com
plaint at any time. 

The Cities contend that the Commission 
improperly substituted monitoring for reg· 
ulation and that this allows SW Bell to 
recover automatically any cost changes 
during the term of the stipulation.11 This 
argument ignores the situation in the im· 
mediate case and in rate cases in general. 
In this ease, as in ordinary rate cases, rates 
are fiXed until the next rate case. The 
inquiry into reasonable operating costs is a 
"snapshot" inquiry based on the test year. 
It is not intended to account for future cost 
changes. Adjustment for these changes 
will be made in future rate eases. While 
SW Bell is free to incur any additional 
costa it chooses, it may hot recover any of 
these additional costs through higher rates 
absent a proceeding under PURA section 
43 and a Commission order. Additionally, 
as discussed above, the Commission retains 
full authority to initiate an inquiry into the 
reasonableness of SW Bell's rates pursuant 
to PURA section 42. We conclude that the 
monitoring provisions are in addition to, 
and do not infringe upon, the Commission's 
regulatory powers. 

(15, 1•1 The Cities argue that the ap
proval of SW Bell's application for nonma· 

10. This lanpaae of paraaraph 27 is essentially 
duplicated in Commission findina of fiCI nwn· 
bcr JO(y). 

II. Durin1 the aerm of a he stipulation, SW Bell II 
required to file monthly, quar1erly, semiannual, 

jor rate increues •·ithout a full rate-ftlinc 
packace is aa improper adv&sory opinion by 
the Commission. Ho•·ever. the stipulation 
also authorizes the CommiSSion to require 
a rate-filing parkagot in an)' pi'OCHd•nc if 
good cause is sho\\·n. The distinction be
tween "major" and "nonmajor" ratt ru.s 
is supported by Pl'RA s~tion 431bl. We 
believe that the implement.ation of proce
dural pro\·isions for nonmajor ratt raMs ia 
within the Commission's discretion. Soth· 
ing in the stipulation or the Commission's 
order abrogates SW Bell's burden of proof 
in such cases or operates as a pre-approval 
of nonmajor rau chaneea. We concludt 
that this provision does not constitute an 
advisory opinion. 

We believe that the eaminp sharine 
plan the Commission appro\·ed falls within 
the type of inno,·ati,·e reeulation section 
18(a) authorizes and was ba.sed on consider· 
ation of proper fartors. Gi.,·en that we 
have concluded that the Commission prop
erly considered the statutory fact.on, we 
aee no confiict between the earninp shar· 
ine plan and traditional raumaking. Addi
tionally, we conclude that substantial evi
dence exista in the rec:ord to support each 
of the individual elementa of the plan. We 
overrule the Cities' fourth point of error 
and OPC's fifth, sixth, and seventh pointa 
of error. 

Federal Income Tax Expeue 
The Cities' second point of error and 

OPC's third point of error complain of the 
Commission's inclusion of a hypothetieal 
federal income tax expense in SW Bell's 
coat of servic:e. The Cities and OPC argue 
that this tax expense did not reflect the 
actual tax paid by SW Bell in that it failed 
to account for tax savings resultine from 
(1) the consolidated tax return Southwest· 
ern Bell Corporation ("SBC") filed on be
half of SW Bell and other subsidiaries and 
(2) deductions actually taken for expenses 
the Commission disallowed for ratemaking 

and annual repons ~~~oiah the Commis5ion and 
OPC. 'nlae reporu are used to monilor SW 
Bell's performance and to determine whether 
earninp sharina is required. 
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purpose~. The Cities also arrue that the 
Commission erred in usuminc that the 
stipulated income tax expense implicitly ac· 
counted for SW BeU's tax expense savinp 
resultmc from the Tu Reform Act of 
1986. 

(17) The standard for the inclusion of a 
utility's income tax expense in cost of ser· 
vice is whether the utility actually incurred 
the expense, i.t., the amount of taxes actu· 
ally paid. Public UtiL Comm 'n •· HoJU· 
ton Lighting ct Pov.-n Co., 748 S.W.2d 439, 
442 (Tex.l987); GTE-SW, 833 S.W.2d at 
163. 

SBC ia the parent company of SW Bell. 
SBC files a consolidated income tax return 
for ita subsidiary compan~s. not all of 
which are regulated utilities. If some of 
the unregulated ub1ities post a net loss, 
then the total SBC tax bill is reduced. In 
GTE-SW we held that, under PURA sec· 
tion 41(c)(2), the Commission must compute 
the utility's tax savinp under a consolidat· 
ed tax return to detennine if a savings 
would result and, if so, calculate the utili· 
ty's "fair share" of the savings. GTE-SW. 
833 S.W.2d at 163. The utility's share of 
the savings must be passed on to the rate
payers in lower rates. /d. at 165. 

(18) To support a conclusion, as the 
Commission made in this case, that no ad· 
justment to income tax expense is neces· 
sary under PURA section 41(c)(2), the Com· 
million is required to rmd either (1) that it 
wu not advantageous for the utility to 
consolidate returns, or (2) that the Commis· 
sion has computed taxes as thouch a con
solidated return were filed and the utility 
had received ita fair ahare of the savings 
from the consolidated retum. GTE-SW. 
833 S.W.2d at 168. In GTE-SW we held 
that the ceneral findiDc that "no adju•t· 
ment for a consolidated tax returo wu 
necessary," was insuffJcienL However, iD 
the immediate ease, the Commission went 
beyond such a general rmdinc. The Com· 

12. We a>ntrast con101idatecl return w Y\inp 
under section 4l(c)(2) with w savinp for du.al· 
lowed expenses under section 41(c)(3). Tu uv· 
inp resuhi"' from the utWt)"a disallowed ex· 
penses directly apply 10 the utility's W biU. 
Tu uvinp resuJtilll frota • coniOIIdated re-

mission made apecifiC underlying fact fmd 
inp that SBC actually filed a consolidate• 
retum and that SW Bell had recei,·ed it. 
fair share of the resulting tax savings pur 
suant to the tax allocation agreemen 
amonc the SBC subsidiaries. This ind• 
cates that the Commission reviewed th• 
consolidated return, SW Bell's tax expense 
and the tax allocation agreement and foun• 
that SW Bell received ita "fair share" o· 
any tax &a\-lnp. We rmd substantial evi 
dence iD the record to support this fmding 
Tha.e determinations essentially satisf: 
the GTE-SW teat, and in any event. W· 

should not be "bypertechnical" in requirin~ 
a precise form of fmdinga of anderlyini 
fact. Allud Bank Marble Felli 11. Sto.t. 
Banking Bd., 748 S.W.2d 447, 448-49 (Te> 
1988). In GTE-SW we held that sedio 
4l(c)(2) required that the Commission in 
pute to the utility ita "fair share" of an 
tax savings resulting from a consolidate 
retum. "Fair share" is not defmed b 
PCRA. Therefore we must conclude th~ 
the legislature left this determination t 

the discretion of the Commission. n 
Commission may determine that the utii 
ty's "fair share" is zero, aa it did iD th. 
proceeding, that the utility is entitled to a 
tax savinga, or any aiJocation betwet 
these extremes.11 We do not construe se 
tion 41(e)(2) to require any set allocation ( 
these tax savinga. If the Commission 
determination is supported by substanth 
evidence, there is no error. Therefore, tt 
Commission could reasonably conclude th 
no adjustment to SW BeU'a income tc 
expense was necessary to account for tl 
consolidated return. 

The Texas Supreme Court has held th. 
when a ub1ity clairns income tax deductior 
for all expenses it has incurred, includir 
expenses disallowed for ratemaking pl 
poses, the resulting tax savings should i 
ure to the benefit of ratepayen. HoU$tc 
Lighting & Power, 748 S.W.2d at 442. : 
GTE-SW we rejected an argument th 

turn auributable to losses posted by WtTegulat 
entities, however, require a Commission del< 
miruation of the connection of the WlTegulat 
entity to the utility and an allocation of the t 

uvinp based on this connection. 
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consideration of the savinp reaultin1 from 
deductions disallowed for ratemakinc pur· 
poses would violate section 4l(c)(3). GTE
SK: 833 S.W.2d at 169. We concluded that 
section 41(c)(3) forbids only the passing 
along disallowed t~tl to ratepayers, 
not passing through resulting tax sot'irtgl. 
and that Hou.rton Lighting .t Pou:tr re
quired that all tax savings go to ratepay· 
ers, pursuant to section 39 of Pl'RA. /d. 

(19) In the immediate ease, the Com· 
mission found that an adjustment to in· 
come tax expenses for deductions relating 
to disallowed expenses would involve an 
impermissible consideration of expenses 
that are excluded from ratemaking u un
reasonable or unlawful. This finding is 
virtually identical to the reasoning we re
jected in GTE-SW. Under the "actual tax· 
es paid" test, any utility tax savings must 
benefit ratepayers. Therefore, if SW Bell 
realized tax savings resulting from deduc· 
tions, these sa\·ings must apply to reduce 
rates, even if the underlying deduction 
could not be included as expenses in SW 
Bell's coat of sen"ic:e. 

Tbe appellees have argued that, in the 
event the Commission erred in calculating 
income tax expenses, such error is harm
less because the total ''benefits" to eon
somers under the stipuloaon plan would 
far exceed any additional rate reductions 
necessary to correct the error.11 Appellees 
contend 'that the language of APTRA sec
tion 19(e) that a cause may be reversed or 
remanded "if substantial rights of the a~ 
pellant have been prejudi«d" requires that 
appellants show that any error is not offset 
by the total benefits to ratepayers under 
the stipulation. We do not find this argu
ment persuasive, as it presumes that the 
effect of any error in calculating coat of 
serviee can be weighed against the total 
benefits of the stipulation on an incremen
tal basis. Although the Commission found 
that it would require at least an annual 
rate reductions of $418 mi11ion to exceed 
the stipulation benefits, we do not believe 

U. SW Bell and the Commission have also uraed 
this harmless-error /Jack-oE-aub5tantial-prejudice 
araument as ao each of the Commission's aJ. 
Jeaed erron in uk:ulatina the cost-of·service 

that eonsumer's rirhts may be prejudiced 
only if the Commission's error in applying 
the law causes a rate miscalculation in ex· 
eesa of this amount. 

SW Bell and the Commission have stated 
that the effect of any error in the Commis· 
sion's application of section 4llc)(3) is to 
overstate SW Bell's tax expense by approx· 
imately $3.23 millicn ($9.5 million in disal· 
lowed expenses multiplied by SW Bell mar· 
gina! tax rate of 34~). In its motion for 
rehearinr. SW Bell has urged that this 
error is harmless because its return on 
investment after adjustment for this error 
will remain within the range the Commis· 
sion found reasonable. Whether the error 
causes the overall rates to be unreasonable 
is initially a question for the Commission. 
In any e\'ent, consumers are entitled to 
rates that reflect a proper application of 
the law. Accordingly, a remand to the 
Commission is proper to detennine what, if 
any, further rate reductions are due con· 
somers. 

We overrule the Cities' second point of 
error and OPC's third point of error as to 
consolidated tax return savings, but we 
sustain these points of error as to tax 
savings resulting from deductions for disaJ. 
lowed expenses. 

Affiliate Expense. 

The Cities' fifth point of error and OPC's 
fourth point of error complain of the Com· 
mission's inclusion of expenses of SW 
Bell's transactions with its affiliated com· 
panies in its cost of service. Spec:i(acally, 
the Cities and OPC complain rJf the inclu· 
sion of the costs of SW Bell's transactions 
with SBC and Bell Communications ~ 
search, Inc. ("Bellcore"). SW Bell is a 
whol)y-o'A'Ded subsidiary of SBC, which 
pro\"idts certain centralized services to its 
subsidiaries. SW Bell is a co-owner with 
other SBC subsidiaries of Bellcore, which 
conducts research and development work 
for its O'A'Ders and other affiliated compa· 
nies. The Cities also complain that SW 

errors. Bcc.ause we resol\'e these issues on oth· 
er JTounds, we do not reach this lrJU!Mnt 
under the other pointlf of error. 
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Bell has failed to prove the reaaonableneu 
and necessity of its yellow pages expenses. 

(20, Zl J As to SBC and Bellcore ex· 
penses, the Cities and OPC complain that 
the Commission failed to make underlying 
findings of fact to support its ultimate find· 
ings that the prices SW Bell paid were no 
greater than the prices charged to other 
affiliates. The Cities and OPC failed to 
urge this error in their motions for rehear· 
ing in the Commission; therefore, this com· 
plaint is waived. See APTRA § 16(e); 
United Sov. Au'11, 594 S.W.2d at 168-70. 
The Cities also argue tllat the Commission 
should have gone further in setting out its 
rationale for rejecting the hearing examin· 
er's recommendation for disallowance of a 
portion of the expenses.•• We are aware 
of no requirement under PURA or APTRA 
·for such findings of faet. The Commission 
is within its discretion to accept or reject 
recommendations of its hearing examiners. 

(22) PURA section 41(cXl) requires 
that payments to an affiliate be reasonable 
and necessary. In determining that the 
expenses of transactions with affiliated 
companies are reasonable and necessary, 
the Commission must make subsidiary find
ings that (1) each itam or class of items is 
"reasonable and necessary'' and (2) the 
price paid by the utility is no higher than 
the prices charged to other affiliates or 
unaffiliated persons. GTE-SW, 833 
S.W.2d at 160. The Cities and OPC con
tend that the Commission fal1ed to make 
these findings. 

. The Cities and OPC contend, u to the 
SBC expenses, that (1) the Commission 
failed to make a fanding that the allocation 
of costs among SBC subsidiaries reflecta 
the costs and the relative benefits to each 
subsidiary, (2) the Commission included in 
the SBC allocation expenses which could 
DOt be aUowed for ntemaking, and (3) the 
Commission failed to make a finding that 
each item of SBC expenses is reasonable 
and necessary. 

14. The Cilies also make this araument as to the 
heari"' examiner's recommendation that yellow 

SBC ex~nses are allocated to affiliates 
by four rMthods: direc:t billing, employ~ 
factor allocation, invntment·factor alloca
tion, and general-factor allocation. The 
Commission made a findinc of fact that 
each of the allocation methods resulted in 
costs no hicher than costs to other affili· 
ates. The Commission also found that 
each of the methods produced "a reason· 
able result based on cost causation and 
benefit received" and that the services p~ 
vided by SBC v;ere charced to its subsidiar· 
ies at cost. 

The Commission found that the SBC ex
penses had been adjusted by the removal of 
legislative advocacy, advertising, and mem· 
bership expenses. The Commissio11 found 
that the majority of services SBC provided 
were nondiscretionary and that economies 
of scale produced benefits by grouping 
these acti\;ties in a central entity. These 
findings could reasonably lead to the Com· 
mission's conclusion of law that SW Bell 
had met its burden of proof that it.s SBC 
expenses were reasonable and necessary. 
We conclude that, as to the SBC expenses, 
the Commission made all findings required 
by section 41(cX1). 

[23] As to Bellcore, the Cities and OPC 
argue that the Commission failed to make 
the required fmdings to support allowance 
of these expenses. The Commission made 
fandings of fact that each of llellcore's pro
jects wu .. reasonable and necessary" and 
that charves to SW Bell were no hicher 
than the charges to the other co-owners of 
Bellcore or unaffdiated third parties. We 
conclude that the Commission satis(Jed the 
requirements of section 41(e)(1). Su GTE
SW, 833 S.W.2d at 160-61. 

(24) Additionally, the Cities complain 
that SW Bell failed to prove the reasonable
ness and necessity of ita yellow paces ex· 
penses. Pre-tax revenues of yellow pages 
affiliates are imputed to the regulated utili
ty for ratemaking purposes. GeneraUy, 
the Commission hu required this. adjust· 
ment to avoid the possibility of advertising 
profit.s being protected in an unregulated 

paces income imputed lo SW Bell be increased . 
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subsidiary. The Cities allele that the the Cities' fifth point of error and OPC'1 
amount of yel1ow pages income imputed to fourth point of error. 
SW Bell should have been rreater and that 
the Commission failed to eomply with the 
findinp ~uirement of PCRA section 
4llc)(l). By its tenns. section 4l(c)(l) ap
plies only to transactions whereby the utili· 
ty purchases "services, . . . property, right 
or thing ... " from an affiliate. Su Gtntr· 
al TeL Co. of tht S. W. v. Public L'til. 
Comm 'n, 628 S.W.2d 832, 840 (Tex.App.
Austin 1982, writ rerd n.r.e.). While SW 
Bell does purchase other sen-ices from its 
yel1ow pages affiliate, Southwestern Bell 
Publications ("Yellow Pages"),11 none of 
the serviees purchased are those com· 
plained of on appeal. SW Bell does not 
purchase any goods or sen-ices in connec· 
tion with the publication of yellow pages 
directories. Therefore, the section 4l(c)(l) 
requirements do not apply to the internal 
expenses of Yellow Pages. We eonclude 
that it was not necessary for the C.ommis· 
sion to make the fmdings of fact otherwise 
required by section 4l(c)(l) as to the impu· 
tation of Yellow Pages revenue to SW Bell. 

(25) The Cities also argue that SW Bell 
failed to present suffiCient evidenee to sup
port a finding on the reasonableness of 
Yellow Pages expenses. The record re
flects substantial evidence that YelJow 
Pages expenses were reasonable and neces· 
sary. We wil1 not substitute our judgment 
on this evidence for that of the Commis· 
sion. For the above reasons, we overrule 

15. SW BeU contracted with its yellow paaes 
affiliate for the production. publication, and de
Uvery of its white paaes directories durina the 
1911 test year. SW Bell also contracted "ith 
Yellow Paces for the sale of white paces l;uld 
listinp for the 1911 test year. Appel14ints have 
not compbined of the inclusion ol these u
penses in cost of service. 

16. 111is service is similar to Extended Arc:.11 Ser
vice (-&\$") under 16 Tex.Admin.Code § 23.,9 
(1992). 

11. The Commission's conclusions of law on rate 
desi1n and EMS issues include the followins: 

44. The rate desip and rates resultin& from 
the Stipulation do not l"ant an unreasonable 
preference or advantap, or establilh unrea· 
sonable differences as to rates or service be· 
tween localities or between classes of service. 

M~Kinner Extended Metropolitan 
Se"lce 

McKinney complains by five separate 
points of error of the provisions of the 
Commission's order setting SW Bell rates 
applicable to McKinney residents for ex· 
tended metropolitan sen·ice ("EMS"). 
EMS is an optional service whereby cus· 
tomers in outlying exchanges surrounding 
a large metropolitan area may pay a fiXed 
rate for what would otherwise be long· 
distance calls within that metropolitan 
area." McKinney eomplains of the failure 
of the Commission to state underlying find· 
ings of fact and the sufficiency of the 
evidence to support the C.ommission's ftnd· 
ings (1) that existing SW Bell EMS rates 
were just and reasonable and not discrimi
natory; (2) that the application of the exist· 
ing SW Bell EMS rates to McKinney and 
other exchanges was just and reasonable; 
(3) that the EMS rates set out in the stipu· 
lation were not unreasonably discriminato
ry; and (4) that identical EMS rates should 
be set for companies other than SW Bell. n 
McKinney also complains of the sufficiency 
of the evidence to support the Commis· 
sion's rate group reclassifteation of the 
McKinney exchange. Each of McKinney's 
eomplaints attack the rate-design portion of 
the Commission's decision. 

45. The rates resultin& from the Stipulation are 
just and reasonable and not unreasonably dis
criminatory. and are in the public interest. 
.. 

64. (SW Bell's) current E.\tS rates are just and 
reasonable and are not discriminatory. 

65. The application of the current EMS rates to 
the 22 (SW Bell) exchan&es to receive EMS 
pursuant to the Stipulation is just and reason· 
able. 

66. The approval of the EMS provisions of the 
Stipulation is in the public interest. 

67. The differential bet"-een the Tier I and Tier 
II EMS rates is reasonable and not unreason· 
ably discriminatory. 

61. As shown in Findin& of Fact Nos. 410-437, 
makina EMS service available on an optional 
basis to customers in the ten independent 
company cxchan&es surroundin& the (SW 
Bell) metro exchanaes is reasonable and in 
the public interest. 

. : 



• 

• 

• 

• • 
948 Tex. 854 SOL"'I'H WESTER.'II REPORTER. 2d SERIES 

[26, rn In ita fant two points of error, 
McKinney arruu that the Commission 
failed to make underlyinc findi,rlp of fact 
to support ita conclusions that SW Bell's 
existing EMS rates were just, reasonable, 
and not discriminatory, and that it was just 
and reasonable to apply these rates to 
twenty-two additional exchanges, including 
McKinney, as set out in the stipulation. 
When an ultimate fmding of fact is set 
forth in statutory language, it must be 
accompanied by a statement of underlying 
facta. APTRA f 16(b); Tez01 Htalth Fa· 
cilitia Comm •,. v. Claarter Mtdical-Dol· 
lo.s, /?&C., 665 S.W.2d 446, 452 (Tex.l984). 
Assuming, without deciding, that the find· 
inp McKinney complains of are oltimate 
fmdincs of fact, we conclude that the Com· 
mission made adequate underlying find· 
inp. In Charter Medittll-DalltU, the Tex
as Supreme Court set out the criteria to 
examine findings of underlying fact: 

1. the findinp must be clear, specific, 
non-eonclusory, and supportive of the 
fmdincs of ultimate facts on the statu· 
tory criteria; 

2. mere recitals of testimony or refer· 
ences to or summations of the evidence 
are improper; 

8. the fmdinp must be stated as the 
agency's fmdh.p; and 

4. the fmdinp must relate to material 
· basic facts and relate to the fmdings of 

ultimate fact that they accompany. 

Charter Jledieol-Dolla, 665 S.W.2d at 
451-52. However, in applying these stan
dards we should not be "hypertechnical" in 
requirinc a precise form of fmdings of 
underlying fact. Allifd Bank Marble 
Falla, 748 S.W.2d at 448-49. To support 
its conclusions of law on the EMS rate 
design. the Commission made numerous 
fmdinp of underlying fact including the 
following: 

231. The rate design objectives of pro
moting universal service, encouraging 
further development of the lnfonna· 
tion Ace in Texas and promoting equal 
opportunities for competitors were uti
lized by the Staff in evaluating the 
Stipulation rate design. 

234. The Commission Staff hu thor· 
oughly reviewed the rate cksign ~ 
posals contained in the Stipulation in 
light of the major policy provisions of 
PURA and the rate design coals of the 
Staff. 

412. There is a strong demand for ex· 
panding c.alling scopes as evidenced by 
the numerous requesta pending before 
the Commission for Extended Area 
Service (EAS). 

413. The EMS provisions of the Stipula· 
tion allow the Commission to address a 
number of EAS issues and signiftcant· 
ly reduce the backlog of EAS requests 
pending before the Commission. 

414. The expansion of optional, two
way, nat rate calling in the metropoli
tan areas will promote both the eco
nomic and social interests of the com
munities. 

415. The Stipulation will pro.,·ide EMS 
to the follo\\ing 22 [SW Bell] ex· 
changes . . . Titr II . . . McKinney .... 

418. The rates for the 22 [SW Bell] 
exchanges receiving EMS pursuant to 
the Stipulation ,.;n be identical to the 
rates for the 19 [SW Bell] exchanges 
that are currently receiving EMS. 
These rates are u follows: .... 

419. Establishinc rates at suc:h levels 
will promote rate unifonnity for eus
tomers in sinu1atly situated exc:hances. 

420. Tier I exchanges are contiguous to 
a Metropolitao calling area while Tier 
II are not. There is a proportionate 
relationship between the distances of 
the Tier I and Tier II exchanges to 
their respective metropolitan exchange 
and the EMS rate levels for the Tier I 
and Tier II exchanges. 

421. There is insuffacient evidence lD 
the record to pennit the Commission to 
set exchange-specifiC or metropolitan
specifiC rates in accordance with Sec· 
tion 23.49 of the Substantive Rules for 
the 22 [SW Bell] exchanges that will 
receive EMS pursuant to the Stipula
tion, or for the 19 [SW Bell] exchances 
that presently have EMS. 
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The Commission enjoys broad discretion in sion could reasonably have found that ex
determining whether a rate design results isting EMS rates we,. just, ,.asonable, and 
in just, reasonable. nondiscriminatory not unduly discriminatory, and that appliea· 
rates. City of El PQ.$0, 839 S.W.2d at 932. tion of the existing rates to McKinney was 
As sta~ in Tua& Alarm & SignaL· just and reasonable. We o\·errule McKin· 

In general, § 38 requires rate structures ney's first and se~ond points of error. 
to be just, reasonable, and not unreason
ably discriminatory. This broad stan· 
dard allows the Public Utility Commis· 
sion discretion to determine the method 
of rate design. It also gives the Commis· 
sion the discretion to consider factors 
other than cost and adjusted values of 
property. Rate design is a complex mat· 
ter that involves many factors. 

603 S.W.2d at 772. Absent a showing that 
the complained-of rates are unreasonably 
discriminatory, we will not O\"ertum the 
Commission's approval of a rate design. 
Publi~ UtiL Comm'n v. AT & T Commu· 
ni~ations of tht S. W., 777 S.W.2d 363 (Tex. 
1989); City of El Puo, 939 S.W.2d at 932. 
McKinney argues that the Commission im· 
properly failed to consider cost factors in 
setting EMS rates, as allegedly required by 
the policy set out in Rule 23.49. &t 16 
Tex.Admin.Code § 23.49 (1992). The Texas 
Supreme Court has rejected the argument 
that rate design and individual rates must 
be based on cost analysis. fe:raa Alorm & 
Signol, 603 S.W.2d at 77~; «t oZ.O Citr of 
El PGMJ, 839 S. W .2d at 933-34. In making 
a determination of rate design, "the Com· 
mission may consider factors in addition to 
the eost of providing service, keeping in 
mind the overriding considerations of con
sistency and the utility's burden of proving 
that ita proposed rates are just and reasoft. 
able." City of El Puo, 839 S.W.2d at 932. 
We eonclude that, empowered with this 
broad discretion, the Commission could 
properly base its rate-design decision on 
the factors set out in its findings of fact. 
Additionally, the enumerated findings of 
fact reasonably support the Commission's 
conclusions in setting EMS rates applicable 
to McKinney and otherwise satisfy the 
Cl&arter Medicol-Do.lla& criteria. 

[28) McKinney also complains of the 
sufficiency of the evidence to support these 
findings. Under the substantial-evidence 
test set out above, we conclude that, based 
on the evidence in the record, the Commis· 

[Z9) McKinney's third point of error 
complains that there were no underlying 
findings of fact and insufficient e\·idenc:e to 
support the placement of the McKinney 
exchange in Tier II for E~IS rate purposes. 
McKinney argues that the only evidence in 
the record supports placing it in Tier I. 
The criteria used in placing exchanges in 
Tiers I or 11 was contiguity with a metro 
exchange. By placing McKinney in Tier 11, 
the Commission impliedly found it was not 
contiguous to a metro exchange. The rec
ord shows a factual dispute whether 
McKinney meets the criteria for a Tier I 
exchange. This issue was resolve by the 
Commission. llcKinney also complains 
that the c~mmission's finding that the dif· 
ferential between Tier I and Tier 11 rates 
"A"as reasonable and not un,.asonably dis· 
criminatory is not supported by substantial 
evidence. We note that "[e]xisting classifi
cation schemes pre\·iously approved by the 
Commission are, prima facie, not unreason
ably discriminatory, and the complaining 
party has the burden of proving that the 
elassifation produces unreasonably dis· 
criminatory rates.". City of El Puo, 839 
S.W.2d at 932-33. We find substantial evi
dence in the record to support the conclu· 
sion that the Tier 1-Tier II differential is 
reasonable and not discriminatory. We 
ovelTUie McKinney's third point of error. 

(30) In its fourth point of error, McKin
ney complains of the suffiCiency of the 
evidence to support the rate group reclassi
fication of the McKinney exchange. The 
exchange rate group classifation deter· 
mines local exchange rates and is based 
upon the number of subscn"bers within the 
local exchange. The Commission found 
that the "rate group reclassifations pro
posed in this Stipulation are supported by 
the evidence and are reasonable." We con
clude that substantial evidence exists in the 
record to support this finding. According· 



• 

• 

• 

• 
950 Tex. 854 SOVTH WESTERN REPORTER. N SERIES 

ly, we overrule McKinney's fourth point of 
error. 

[31) In its fifth point of error, McKin· 
ney complains that the Commission's a~ 
pro\·al of EMS rates for four local tele
phone companies u other than SW Bell was 
not supported by underlying findings of 
fact and substantial e\·idence. We con· 
elude that the Commission made underly· 
ing findings of fact that satisfy the Char· 
ter Mtdical-Dallo.s criteria and that sub
stantial evidence exists in the record to 
support the application of the SW Bell EMS 
rates to other companies. We overrule 
McKinney's fifth point of error. 

COSCLUSION 
We overrule the appellants' points of er· 

ror with the sole exception of the complaint 
that the Commission did not correctly apply 
the law as to income-tax savings resulting 
from expenses disallowed for rat.emaking 
purposes, which we sustain. We therefore 
reverse the district court's judgment and 
we remand the cause to the district court 
with instructions that the cause be remand
ed to the Commission for further proceed· 
ings consistent with our opinion. 

AMARILLO INDEPENDENT 
SCHOOL DISTRICT, 

Y. 

Lionel R. MENO, the State Commluioner 
of Education In His Omcial Capacity, 
an_cl the Texu Education Arenc:J, et al. 

No. 3-tz-.435-CV. 

Court of Appeals of .Texas, 
A u.s tin. 

May 12, 1993. 

~ehearing Overruled July 7, 1993. 

Teachers' contracts were not renewed 
by sc:hool district, and teachers appealed to 

II. GTE Southwest Inc.. Lufkin-Conroe Tele· 
phone ExchanF. Guadalupe Valley Telephone 

the State Commissioner of Educatioo. The 
Commissioner reversed, ordering that each 
teacher be reinstated, and school district 
appealecl. The 200th District Court. Tra\·is 
County, Paul R. Davia, J .. affirmed the 
Commissioner's order, and school district 
appealecl. The Court of Appeals, Po.,.,·ers. 
J., held that the Commissioner exceeded his 
statutory authority by engrafting on the 
Term Contract Sonrene•·al Act the re
quirement that teachers' ~urrent year eval· 
uations had to be considered before dec:i· 
sion ~uld be made whether to renew their 
~ntracta. 

Commissioner's order reversed; re
manded to trial court with directions. 

.• 

1. Constitutional Law t:a%51.1 

The qualifiCation of meaningful notice 
is an essential aspect of due process of law . 
U.S.C.A. ConslAmend. 14. 

2. Statutes t:a201 

Cardinal rule of statutory construction 
is to seek out legislative intent from gener· 
al view of whole enactment; once that has 
been aseert.ained, meaninr must be as· 
signed accordingly to any questioned part 
of the statute. 

3. Statutes t:aJ88, 2M 

In process of seeking out legislative 
intent from general view of whole statuto
-ry enactment, words of the act must be 
given interpretation that is neither forced, 
nor strained, nor exaggerated. 

4. Statutes t:aJ88 

Words of statutory enactment must be 
assigned meaning suggested affmnatively 
by statutory text and one that the text will 
fairly sanction and clearly sustain. 

5. Statutes *"'212.7 

When assigning meaning sugrest.ed by 
statutory text, one may impute implication 

Cooperative, and Central Tnas Telephone Co. 
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APPENDIX C 

• • 
Quantification of Staff's Alleged Voucher Errors 

and Alleged Incorrect Cbargea 

Mo. Intrastate 

1. Ex. 29, Sch. 4-7. Re: Gulf. 
807,863 - 759,280 - 45,583 
45,583 X .1545 X .75 • 

2. Ex. 29P, Sch. 4-46. Re: Communitel. 
$6,351 X .1545 X .75 • 

3. Ex. 29, Sch. 4-47. Re: Group President. 
$1,579 X .1545 X .75 • 

4. EX. 218HC, p. 33. Re: strategic Business 
Development. $258,000 x .1545 x .75 • 

5. Ex. 218HC, p. 34. Re: Project Prizm. 
$73,500 X .1545 X ,75 • 

6. Ex. 218HC, p. 35. Re: Clarion Consulting Fee. 
$13,675 X .1545 X .75 • 

7 • 

8. 

Ex. 218HC, p. 35. Re: Ernst ' Young Services. 
$19,915 X .1545 X .75 • 

Exc 218HC, p. 37. Re: Philadelphia trip. 2 

$1,125 X ,1545 X .75 • 

9. Ex. 218HC, p. 42. Re: Metropolitan Publishing 

5,282 

1,360 

183 

33,024 

8,517 

1,585 

2,308 

130 

v. SWBT. 108 1 333 X .1545 X .75 • 12 1 553 

10. Ex. 218HC, p. 43. Re: Great Western, Metropolitan 
and Mesquite. 3 $720,366 x .1545 x .75 • 83.472 

Total 154,414 

1.1545 represents the Missouri total percentage and .75 
represents the intrastate percentaqe. 

2SWB concedes that this one voucher was coded in error, and 
would offer the explanation that it was a mistake made by a 
temporary employee. 

~his quantification assumed lOOt of the costs were 
allocated to SWBT when, in actuality, approxiaately 70t of SIC's 
total direct and allocated costa are charged to SWBT. Therefore, 
the quantification is overstated and represents the greatest 
amount that could have been assigned to SWBT-Mo. intrastate. 




