(ii)

REVENUES

Staff annualized nonrecurring 1lccal revenue and charges
assessed customers for changing designated preferred interexchange
carriers (PICs) using the sa2me 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 charges) 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.'® Ex.28HC,Sch.4 Staff’s annualization thus overstates
expected revenue for the test period.

(11i) N0 DISCERNABLE TREKD (MISC)

Staff used severzl methods for these types of revenues where
no discernable trend was noted; ji.e., 1991 data, nine months
average data, or September times twelve.® Ex.7,p.41 SWB
proposes using the actual results for 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

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

1¥Ms. Rucker really offers no compelling reason why 1991 data
is appropriate or representative. 1Indeed, Ms. Rucker seemingly
contradicts herself by arguing 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 recognize those additional revenues will be accompanied 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) UMCOLLECTIBLE REVENUES

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, higher revenues do result in higher
uncollectibles also.

B. NONWAGE EXPENSE

While Staff adjusted many expense account balances from
December 31, 1991 to twvelve months ending September 30, 1992, it
ignored changes to non-wage expense balances.!® SWB witness
Wepfer testified that nonwage expenses'® have materiallvy changed
since December 31, 1991 and that tha update to September 30, 1992
is needed to properly match the revenues, rate base and other

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

12 it did with access/billing & collection expense.

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

8uMaterial change® was the principle basis for Staff’s
adjustment to revenues, wage/salary expense and rate base.
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annualized those account balances using the GNP-IPD, which
represents the price movement in the economy and is an appropriate
measure of price behavior for these SWB expenses. Ex.43,p.61

staff principally opproses 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 reductions. Ex.31,p.28 However, since Ms. Wepfer
used September 30, 1992 results, all offsets reflected in expehses
are included -- indeed, this is the same year ending method Starff
used to adjust its other expense accounts to the September 30, 1992
test period balances.™ 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 CWC adjustment work papers, was
certainly able to isolate nonwage 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?

14staff 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 wage, depreciation, rate base, and revenues.
Ex.5,p.9;Ex.7,p.11-15;T.149,157,163,166,498-499
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(1) ACCESS8/BILLING & COLLECTION EXPENSE

SWB updated Access/Bililing & Collection (B&C) expense to
September 30, 1992 1levels; Staff failed to mention this
adjustment.!® SWB, as a primary toll carrier, pays access charges
(and B&C) to other local exchange companies for IntraLATA 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 casae.
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.23-%4
III. INCENTIVE REGULATION

Incentive regulation is werking in Missouri. SWB’s current
incentive plan iz promoting the efficiencies, the investments, 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 must
its regulation. Ex.56,p.8 In today’s environment of growing
competition in the telecommunicatisns industry, efforts to exercise
the "“typical" total regulatory control of the industry (through
traditional requlation) will cause numerous problems and likely
frustrate the achieverent of important public policy goals, such as
the goal of insuring quality, modern and affordable service in the

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

ISTndeed, Staff does not rebut the proposal at all.
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The need to move away froam traditional regulation was

recognized early on by this Commission in approving the Company’s
current plan. Most 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.1l

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.1 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. Jd. SWB’s current plan did just
that. It offered incentives for accelerated investment in the
network infrastructure through an opportunity for improved
earnings. Absent the current plan, rural Missouri customers simply
would not have the additicnal services and quality of service
available to them today. Traditional regulation has not readily
fostered aggressive 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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incentives. Ex.61,p.4 These agreements were premised upen the
belief that if proper incentives are provided, then there is an
impetus for companies tc undertake accelerated or additional
infrastructure development that would expand the availability of
advanced telecommunications capabilities to broader markets,
including rural markets. EX.861,p.4-5
These agreements 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 investment. Ex.49,p.9 While
SWB will continue to meet its franchise obligation to provide
quality service in Missouri, discretionary investment decisions are
based upon the likelihcod and timing of capital recovery and the
likelihood and level of the return to be obtained from such
investments. Any suggestion otherwise wholly ignores prudent
business realities. The bottom line is that SWB has an obligation
to shareholders to invesrt discretionary capital where it will
receive the best return. Thae returns SWB would realize under
Staff’s proposed $150M rate reduction equates to approximately 7.0%
after Commission adjustasnts (including Yellow Pages results) and
only 4.1% on its actual books. Such results would make any such
investments by SWB in Missouri imprudent. Ex.69,p.6
l. CURRENT PLAN
The current incentive regulation plan was a negotiated
agreement among the parties to the appeals of Case Nos. TC-89-14
and TO-90-1, including the Commission itself. T.1278 The

agreement called for substantial rate reductions (approximately
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$82M), a freeze of basic local exchange rates, and significant
network upgrades ($180M) including 100 central office upgrades,
upgrades of approximately 750 miles of interoffice facilities, and
the elimination of approximately 60,000 party lines. Ex.48,p.5-
6;Ex.49,p.8;Ex.125,p. 2

In return for its willingness to make those agreements and
investments, SWB was given the opportunity to retain all earnings
up to 14.1% return on equity (ROE) and to share earnings over that
level up to a cap of 17.25% 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
approximately $45M to date. SWB’s after-sharing earnings under the
plan were 1i.7% in 1990, 11.5% in 1991, and 11.7% in 1992. After
commission adjustments, including the imputation of Yellow Pages
earnings, the Company’s earnings were 16.0% in 1990, 15.9% in 1991,
and 12.9% in 1%%2. Ex.69,p.3,18

SWB believes the plan has been a success. For example, the
network modernization plans filed by the next two largest Missouri
LECs in response toc 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 positive impact on economic development in the State.

Ex.76,p.23-30,Ex.125,126 SWB’s actual earnings have remained

- 178 =




relatively stable because of significant cost cutting, growth in
current services and introduction of new services. Ex.69,p.9-32
At the same time, the quality of service delivered to consumers has
been maintained at high 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 its authority to
regulate telephone companies should be construed to accomplish the
listed goals, which are as follows:

1) Promote universally available and widely affordable
telecommunications services;

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

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) Permit flexible regulation of competitive
telecommunications companies and competitive
telecommunications services; and

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 format
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.'®

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 earnings never reached the cap agreed to in the
plan.!” oOn the other hand, the plan was criticized because there

were no credits in the third year. T.842

1My, Wilk also offered some criteria for the Commission’s
consideration based upon his own experiences. He testified that a
good 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.19-20 VWhether this
fourth criteria is met will be determined in this case.

¥garning 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 alsc took the position that they could see no
link between investment made under the plan and SWB’s ability to
earn well 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 earnings
complaint and continuation of the current plan without major
changes in SWB’s earnings opportunities.!® 1d.,p.17

2. PROPOSRLE FOR CONTINUING WITHR ALTERNATIVE REGULATION

R. 8¥B’S PROPOSAL

SWB’s TF2 proposal would continue to link SWB’s opportunity to
grow earnings with substantial 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 sharing grid; reduce customer rates by an additional $22M
per year (Ex.89); significantly expand the eligibility for LifeLine
service and sinplify 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,

1My, 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 during the next three years.

See discussion in next subsection. If the proposed projects end up
costing more to complete than estimated, SWB is still committed to
completing the projects. T.792,826
(1) MODERNIZATION PROPOSAL
The Company originally proposed to invest an estimated $82M in
a digital DsS3 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
offering of Distance Learning and TeleMedicine services. Ex.75,p.5
During 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 CODEC equipment needed
for Distance Learning applications.!™ 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

1¥Mr. Robertson testified that what SWB spends on such projects
would be tracked and repcrted to the Commission. T.826 He further
testified that if there 1is 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

Mrhis commitment would also extend to participating private
schools. The CODEC equipment is included in the estimated $4S5M
capital commitment for private schools.
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of 1997, as currently scheduled. The capital cost of this
commitment was $11M. T.395-94 Finally, SWB’s proposal also
includes a $2M commitment to accelerate compliance with the
remaining requirements of Rule 4 CSR 240-32.100. which defines
contemporary basic local service requirements.!” 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 general cross
section of the public facilitating the transmission of high quality
interactive video. The most notable applications can be found in
educaticnal opportunities (Distance Learning), and health care
(TeleMedicine) . EX.75,p.25-26;EX.168,p.1-2 With Distance
Learning, the instructor can see and hear the students, and at the
same time, the students are ablie to see and hear the instructor as
well as the other students. The students can ask questions and
receive answvers Jjust as if they were all in one classroom.
Ex.75,p.17 The instructer can control the camera to change views
due to demonstratiocns, writing on the blackboard or using an

overhead projector, etc.

Vithe 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 educaticnal delivery for many age

groups and individual educational needs.'® In addition to
classroor instruction, the network will facilitate other
applications such as in-service training sessions, "field trips by
fiber", and adult education. Ex.75,p.23 Health care applications
include remote physician and specialist consultations, second
opinions, remcote exams, nursing training, Teleradiology, and
continuing medical education. Ex.75,p.23 The health care industry
is now ready to utilize the benefits of communication to assist in
controlling spiralling health costs and improving the quality of
care. As docteors and hospitals form alliances to address the high
cost of new medical technology, this network will allow early
remote diagnoses to permit sharing of the costly medical resources.
Ex.85,p.24;T.99-105

OCPC and the Attorney General contend that Distance Learning
and TeleMedicire applications can effectively be provided over a
copper~based network. Ex.1i,p.66,71 This position demonstrates
both a lack of understanding of the guality 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 guality than the Company’s fiber proposal
to support interactive applications. OPC witness Dunkel argues

that technologies are under development which can transmit a "VCR-

Zrhe Intervenors for Independence Options support the
development of a fiber optics network to fully 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
consuners to sign to one another. Ex.1,p.73-74
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like™ quality. Ex.121,p.29 This contention is a red herring.
Even Mr. Dunkel recognizes that today such guality cannot be
achieved with live interactive video applications, admitting that
VCR-1like quality can only be achieved at the current time with pre-
recorded signals. Ex.121,p.29,n.12 Distance Learning, however,
involves ljive interaction between teacher and student and between
students in different 1locations. Teachers will use this
application not simply to 1lecture, 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 Tung disagreed with Mr. Dunkel'’s
suggestion that ADSL and HDSL compression technologies would make
copper effective for TeleMedicine and Distance Learning. Dr. Tung
testified that he had previously interfaced with the Bellcore staff
in the development of the ADSL and HDSL algorithms. Those
compression technologies were designed to achieve a minimun
acceptable standard to view prerecorded entertainment video; they
were never intended for specialized applications such as health

care or Distance Learning.!® EX.84,p.6 Finally, Dr. Tung

Mrhis is further evidenced by the fact that ADSL is solely a
one-way technology, not appropriate for any type of interactive
application. Similarly, Attorney General witness Cooper’s
suggestion that copper-based ISDN can effectively provide
interactive video has no merit. It provides significantly 1less
video quality than fiber and is difficult to adapt to the full-
presence, multi-location requirements of Distance Learning.
Ex.76,p.13 Moreover, the Ccmpany 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 fiber 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 tc justify the development of this network. SWB is
firmly convinced that such demand is present. As Mr. Huser
confirmed "the rezl 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 & Distance Learning trial coordinated by the
Interactive Vvidec Programming (IVP) Advisory Council, a group
formed following a2 jeoint IVP Task Force and Commission
recommendation to c¢oordinate the Distance Learning trials in
Missouri. Ex.85,p.8 Tu 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 isoclated trials and

B¢, . .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
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never the standard operating environment. Each case will be an
island, never a comprehenszive educational program.

Hospitals and the medical community also look forward to a
greater deployment of fiber networks for TeleMedicine applications.
As noted by hospital participants in this case supporting the
Company’s propcsal, "TeleMedicine addresses the key critical issues
driving the evolution ¢f health care into the next century." T.100
Public mandate is motivating health care providers to find ways to
broaden access to gquality care while at the same time reducing
costs. One clearly available way to achieve this is using SWB’s
proposal to provide state of the art TeleMedicine applications.
Id. Dr. Tung 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) RATE REDUCTIONS

In connection with the extension of the current plan, SWB also
has proposed $22M in rate reductions. These reductions, which 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,™ are as follows:

A ) L= 3 SWB proposes to
replace the existing program with a new offering that
would expand upon the eligibility criteria (roughly

%ynder the Commission’s December, 23, 1992 Order in that case,
SWB is entitled to revenue neutrality for implementing such
services. If SWB forgeces 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} soc that approximately 180,000 customers would
be eligible. SWB also would assume responsibility for
administering and promoting the LifelLine Progran.

SWB
proposes to merge the Touchtone service rate with the
basic local exchange service rate, which would result in
a rate reduction for existing customers with Touchtone
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 1local
exchange access line equipped with Touchtone signalling
at a lower rate than the current rate design. Existing
customers without Touchtone service would be
grandfathered at their existing locations.

Reduced Switched Access Rates (S$S7,7M) SWB recommends
rate reductions for local switching ($2.1M), 1local
transport ($4.5M), and access directory assistance
($1.1¥). Reductions in this area would be appropriate
due to the increasing risk of competition in the switched
access market.

ance Mmessa = RCO
SWB recommends reduci

ﬁé‘rate 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. TO-92-306.

ope 1 [hixd and Fou 1 : Olr
Telephones (S$0.5M) SWB is proposing to expand the
calling scope of coin phones in the existing Kansas City
and St. Louis third and fourth tier exchanges and in the
Billings and Clever exchanges in the Springfield area.
This will make the coin calling scope consistent with the
local exchange service calling 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 optiocn of selecting the expanded 1local
calling scope or remaining with their existing calling
scope.

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

and no sharing occurred, the $22M in rate reductions approximate

- 188 -




the level of credits which were returned to customers in the first
two years of the plan.' Ex.48,p.22
(iii) SHARING GRID

If the Commission determines that the incentive regulation
plan should be extended, SWB has proposed that the Commission
either continue tc use the current sharing grid, or adjust the
current grid by reducing each of the various sharing points down by
3.4 percentage points (i,e., initial sharing would begin at 10.7%
ROE rather than 14.1% ROE), and eliminating Yellow Pages earnings
results from the way earnings are calculated under the plan.
Ex.1,p.57-58;Ex.48,p.13-16,22-26;Ex.49,p.15-17,19-22 This 340
basis point reduction in ROE is equivalent to the frozen 1985
adjusted lavel of Yellow Pages imputation used in the current plan.
Ex.48,p.13-14

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.19-20 The earnings cap, which, under
the current plan already excludes Yellow Pages earnings from its
calculation, would remain at 17.25%¢ ROE and be based on the
Company’s actual capital structure. Ex.48,p.13-14 The 10.7% ROE
initial sharing point is within staff’s recommended ROE range of
10.11% to 11.21%. Approval of this proposal would not prevent the

53¢ also approximates the revenue requirement associated with
the decline in capital costs which the Staff alleges has occurred
since the current plan was implemented (12.61% ROE v. 10.11%-11.21%
ROE) .
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Commission from iJimwputing Yellow Pages earnings in future
proceedings.’™
(iv) PROPOSED RATE FREEZE
1f SWB’s TF2 proposal is approved, SWB proposes to continue to
freeze basic local exchange rates at current 1levels for the
duration of time the plan remains in place. Other rates could be
increased, but cnly upon Commission approval.
(v) DURATION OF ANY EXTENDED PLAN
SWB proposes that any extended incentive reqgulation plan have
no automatic termination point. However, parties could seek
changes in the plan after the third year. No change would be
effective 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 changed or terminated.
(vi) COMPETITION
No party took a position that SWB does not currently face some
level of competition. cOmpeﬁition within the telecommunications
industry directly impacts SWB today and such competition will
continue to grow and expand. These rapid developments are
important to the Commission’s decision because the risks the
Company faces are critical to the determination of the appropriate
regulatory plan and suitable returns on equity for the Company.
Ex.59,p.7-18;Ex.18,p.7-16

Mseq Section IX.20 of this brief for further discussion of
imputaticn of Yellow Pages earnings in this case, whether or not
the Commission chooses to continue with alternative regulation.
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The record establishes that competition for SWB’s services has
grown significantly, even since the current plan was implemented.
For example, five years ago, only 15 companies were 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 provideda 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 $3.0M in 1992. Ex.65,p.9

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 (e.9,.,, satellite, microwave, radio).

Ex.65,p.12 Moreover, many of Missouri’s largest consumers are
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utilizing these alternatives to SWB’s services. [Ex.65,p.13-14

These bypass technologies all are real forms of competition. 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 Pocket No. 91-141, 7 FCC Rcd.
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
1992). Any company or customer will have the ability to collocate
in the cCompany’s switching offices, including well-funded
Competitive Access Providers (CAPs) such as Kansas City Cable
Partners, MWR Fibercom and Metropolitan Fiber Systems (MFS).
Ex.65,p.16 With the FCC’s adoption of the switched collocation
rule,’” 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 beginning of the end of the local exchange monopoly."”
Ex.65,p.15 1In addition, the cable industry, proclaiming that it
passes over 96% of all existing homes and businesses within this
state, has expressed its clear intenticns and plans to provide
telecommunications services. Ex.65,p.18-20;T.1331,1333-36

The emergence 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

17
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bayond the Commission’s certification and regulatory jurisdiction.
Ex.65,p.17 The recent flourish of partnerships, acquisitions and
investment announcements (e.q., AT&T/McCaw, Time 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-10 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) ADDITIONAL EARNINGS ADJUSTMENTS

SWB proposes to continue monitoring reports and sharing
calculations under the current agreement which is based on the use
of Case No. TC~-89-14 adjustments. Ex.7,p.107 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.106-11

{viii) EXOGENOUS FACTORS

SWB supports Staff’s propcsal 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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No. T0-92~-306, and any future Commission consideration of intralATA
presubscription. SWB has suggested also including tax increases or
decreases,'™ changes in accounting rules, natural disasters,'™
and other increases or reductions in costs or earnings directly
related to regulatory decisions, including, for example, changes in
separation rules. Such an exogenous factor provision would prevent
SWB from being either unduly benefitted or harmed under the plan by
major events that are beyond the Company’s control. A $5M
aggregate materiality standard should apply. Ex.7,p.112-15
{ix) ADDITIONAL MONITORING REPORTS

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 tﬁe plan. While clarification is needed as to the
format and timing of the suggested reports, if the plan is
extended, SWB i= generally agreeable to supplementing the
additional monitoring reports as requested by OPC and Staff.
Ex.7,p.104~06

(Xx) INTEREST ON SHARING 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,

B1¢ 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.

PMr. Robertson estimated the current flcoding in Missouri
could have an adverse revenue and expense impact to SWB-Missouri
operations of as much as $40M. T.2087 This impact is not
reflected in Staff’s accounting case or its risk and return
analysis either.
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custcmers have nc claims to a credit at any particular point in
time. The timing of the credits is specified in the plan, and
unless the Company unreasonably delays implementaticn of such
credits beyond the specified time, no interest should be assessed.
Ex.7,p.111-12 To *the extent SWB’e earnings fall below the
threshold for filing for rate relief under the plan, it earns no
interest and gets no surcharge for the shortfall that occurs during
regulatory lag. Id.
8. STAYF’S PROPOSBAL

Staff’s proposal is that the Commission first reduce SWB’s
rates by $150M and then continue with an “alternative® regulation
plan in which sharing would begin at 12.61% ROE, including the 1985
leval of Yellow Pages earnings in the calculation of SWB’s
earnings. That would mean sharing on SWB’s actual telephone
related investment would begin at approximately 9.21% ROE.
However, the proposed $150M rate reduction would lower the
Company’s earnings to 4.71% ROE on its actual books or 7.99% 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 sStaff or the Company. Under such a

WMr. Wilk noted that Staff’s proposal essentially involves
traditional rate casz regulation interspersed with periods of
shared earnings, and he characterized the use of the term
"alternative” tc describe such a proposal as "something of a
gtretch.® Ex.57,p.3 He also noted that it would strain the
commission’s own credibility to put itself in the position of
alternatively adopting incentive plans followed by traditional rate
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 ongeoing.
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circumstance, SWB requests that after any ordered rate reduction,
it merely be permitted to operate under the forbearance type of
regulation accorded to most other LECs in this state (i.e,, if 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 regulation as suggested by
staff with sharing beginning at 12.61% ROE, including Yellow Pages
earnings. T.838 The Company would agree to begin sharing at 10.7%
ROE if Yellow Pages earnings are not included. Sharing at 12.61%
ROE with Yellow Pages earnings included would mean sharing at 9.21%
ROE on SWB’s investment. It would not be prudent for SWB
management to proceed with its proposed incremental TF2 investments
for such & return opportunity. T.885

C. OFC PROPOSBAL

OPC supports a continuation of sharing with periodic and
ongoing 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 10.5% 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
more "incentives® than OPC’s plan and, therefore, SWB would not

agree to it.
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D. POSITIONS OF OTHER PARTIES

CompTel and The Missouri Cable TV Association (MCTA) take the
position SWB’s proposed plan to place fiber to schools and
hospitals could be offered by others at possibly less cost and more
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 be built with fiber. T.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 Ceneral purports to represent in this case.®

T.1173 Nor was Dr. Cooper aware that the State’s Highway

Biyot only did Dr. Cooper, a doctor of sociology (T.1167-68),
not check with anyone in any state agency about whether they agreed
with his opinions and testimony, he admitted he 1) had not read the
Commission’s Order in Case No. TC-89-14 (T.1166-67), 2) had not
read the Commission’s decision in Case No. T0-93-116 classifying
certain Southwestern Bell services as transitionally competitive
(T.1167), 3) had not read the Commission’s decision in Case No. TO-
89-56 establishing cost standards for pricing services classified
as transitionally competitive (Id.,p.4), had not read the
commission’s proposed collocation rule (Id.,p.5), had not read the
Commission’s Crder in Case No. TO-88-142 regarding classification
of interexchange services (Id.,p.6), was not an expert in
engineering (T.1168), and 7) had done no study on the level of
competition being experienced in telecommunications 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 network
along State highways. T.1078,1173
Several parties, including the Missouri Industrial Development
(MIDC), 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. SUMMARY
This case presents the Commission with a unigque opportunity to
accomplish several important goals. By extending the current
incentive requlation plan as proposed by SWB, the Commission can
achieve:
1) A reasonable level of additicnal rate reductions;
2) Ongoing rate stability for local exchange service;

3) The ongeing opportunity for «customers to
automatically share in Company earnings;

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) Inplementation 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 sharing point of 10.7% ROE, if the Commission
will agree to not utilize Yellow Pages earnings in
calculating 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.

None 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. RATE DESIGN

1. S8TIPULATION

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, CompTel
and the Attorney General on a recommended rate design for any rate
reductions ordered by the Commission in conjunction with the
Staff’s earnings complaint. Ex. 159 SWB does not recommend or
support any other proposed modifications to the Company‘’s services
or rates in this proceeding.

Respectfully submitted,
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STATE OF NIW YORK
PCBLIC SERVICE COMMISSION

CASE 91-M-0830 - In the Matter ol the Development of & Statezeant
. of Policy Concerning the Accoynting and
Ratezaking Treatzent for Pens{ons and
Postretirenent Benefits Othec than Pensions.
NOTICE SOLICITING COMMENTS

(Issued March 19, 1992)

NOTICE is haereby given that the Commission, at its
session of Februazy 20, 1992, decided to seek comments f:roa
interestad parties regarding a proposed Statement of Policy
concerning the Accounting and Ratemaking treacment fo: Pensions
and Postreticement Benefits Other than Pensions. The preposed
Statgment is discussed briefly in the attached February 132, 1992
staff pemorandur to the Commission. The attached Appendices A
and B, with the addition of the provisions ligted below, contain
the detall of the propesed Statement and aa explanation of the
reasong for its advocacy. Appendix C is & request to Class A
and B jurisdiccional compsnies for additional information,

AODITION TO APPENDIX A

The pension plans of most Nev York State utilities are
curreantly funded to & level that is very near, if not above, the
maximua level alloved by the Internal Revenue Code (approximately
150% of the current pension liability). In almost all of these
cases, vhan SFAS No. 87 is adepted, the falr market value of
these assets will sxceed the projected benefit obligation, as
determined under SFAS No. 87, of the related pension plan(s),




Theze 9&0 sequitexent for any company to fund its
pension plan to the maximum lavel allewék by the IRC and such
leveal may not be desirable. To the extent tﬁat current pension
funding exceeds the SFAS No. 87 full funding level, -the
Conmisgion desires to explore the porsible use of the excess to
mitigate the révenue zeguirsndent lmpact of adopting SFAS No. 106.
Although this subjcet Ic addressed in Section 2(E)(a) of
Appendix B, the Coanission gpeeks more axtensive coaments on this
matter including, but not limited to, making changes to the
proposals contained in Appendixz A. ‘

Class A and B utilities are requested to compent on this
matter and to explain how conmpanies that are fully funded under
SFAS No. 87 can maximize the use of excess pension fund assets
and existing pensicn rate allovances to reduce the rate impact of
SFAS No. 106. The responses should consider any logical and
prudent means whereby these like items can be viawed jointly so
as to minimize rate impscts. At the minicum, the Commission
requests companies tc comment on the following:

a. methods availadble to effectively transfer, or
otherwise use, excass pension fund assets to defray
the cost of OPEB,

b. ratemaking or accounting approaches to reduce
R fterence to fate allovances for CPED funding, and

[4

c. itemize the company-specific possibilities, with

pros and cons, of settling & part of the pension

glln ljability and using the resulting galn (as
etermined under the guidelines of SFAS No. 86) as

an offset to the OPEB liability.




1. Azdition .= Sec:ion 10
Any .lan submitted in accordance w.th Section 10 of -

* Appendix B is to include a full explanaticn and justification of:

a. the provisions, features, etc. of the company's OPEB
plan(s),

b. its proposed plan for recovery. or other
disposition, of OPEB sxperses,

€. use of pensicn funds and excess pension related rate
allovance to mitigate the rate impact of adopting
SFAS No. 106, and

d. what OPEB ceost control measures the company has
adopted, what cost control measures it is {n the
piccess of investigating, and the current stage of
that dnvestigetion, : »

1f approval of the subzitted plan, or a mocification

thereof, is not granted by the Comnission, Or its &esignee, by
the mandatory effective date ¢f SFAS No. 106.] the ccazany, in
the interim and until approval is granted, shall follow the
provisions cf this s:atement regarding deferral (ané accrual of
interest) of the differences betwveen:

a. the amount of the OPE3 rate allowance,

b. the amount booked for the OPES expense, and

e. the amount depos.ted in tax-effective OPEB dedicated
£unds.

The company shall apply interperiod tax alloecation to

any book/tax timing differ. o5 resviting from this accounting.

1. SPAS No. 106 is effective for fiscal gears cormencing after
December 18, 1992, hovever, for nonpublic enterprises with no
more than S00 plan participants it is effective for fiscal
years beginning after December 15, 1994,
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€. 91-M-0890 ‘

2. Reviev of Overall Compensation

In current and futuze rate p:oé-oéingc jytiséietional j
companies will have to substantiate that tho.lt O;tl plang and ] .
expensas are & part of an overall compcnsaticn peckage that is
rvasonable, necessary, and comparable to thoge provided by other
utilities and nonregulated employers of comparable size within
the area and the state. The Commission will also de looking to
ascertain that appropriate Cost control measures have been, o
are being, investigated and/or inplemented by each company.

3, Early Retirement Procrans .
Cercain fringe benefits, such as health insurance, are

provided to employees currertly as well as after retirement.
During active employment, the projected cost of these benefits to
be delivered aftar retirement is included in the OPEB accrual,
but the cost of benefits being provided eurrently is an eperating

expense that is recorded separately and is being recovered

through zates.
Ir the case of corly retirement, the coet of providing

these benefits to the caszly retiree is shifted from a currzant

vperating cost to the OPED fund. This shift will cause:

a. an inciesse in the OPEB liabilicy which willd
comnence being amortized and recovered over future
periods. The company will be kept whole for the
regulting fncrease in annual OPER expense by the
deferral requirenents proposed in Saction ¢ of

Appendax B,

b. the smployer will cease Tecording the cost of
currently provided benefits as a separate expense
since it is now being paid by the OPEB fund. This
vill cause & corresponding incregse in the company's
net income.




The above increass in net incone, erf‘§:v2a¢s.' is

actually revenue that was provided to cove: s cost which vas not
" eliminatad, but merely shifted to future ratepayers. Therefore.
it appears inappropriate for regulated indusrries to flov these
"gavings”® through to net income. Acccrdingly, we propose to

requize thats

If an corly rctirement progran i¢ enacted between rate
coses Or rate changes, and the financial impacts of that

rogram have not been accurately forecasted and included
n thelr entirety in the revenue requirement determined
in a rate proceeding, the coapany shall defer an amount
equal Lo the portion of the savings relaled tu Lhe
fringe benefits of the eaitly reiiiees which have not
been recognjzed in rates. This deferral shall be
credited te the internal OPED fund descrided in
Appendix B or deposited intd the company’s external Orcs
tund. Documentation must be maintained to allow
verification of these transactions, their justification,
ard all related calculations.

COMMENT DEADLINE
Parcties wishing to comaent should submit S cepies of
their comments to John J. Kelliher, Secretary, New York State
Public Service Commission, Three Empire State Plaza, Albany.
New York 12223 by no iater than 60 days from the date of this

Notice. Addicicnal information may be cbtained from Jares R.

Palmar cf the Office of Accounting and Finance at (S18) 486-2841.
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STATE OF NIW YORK
DEPARTHFNT OF PUBLIC SERVICE

February 12, 1992

70: TRE COMMISSION
FROM1 OFFICE OF ACCOUNTING AND FINANCE

SUBJECT: CASE 91-#-0850 In the matter of the developnent of 2
statement of Policy concernini the Accounting and
Ratemaking treatment £or Pensions and Postretirement
Benefits Other than Pensions.

] ] -

Memorandum Soliciting Comments Regarding Proposed
Accounting for Pensions and Postretireaent Bencfits

Other Than Pensions

RECOMMENDATION: The attached Appendices A, B, and C be sent to
all Class A and B jurisdictional companies, and
eny other interested parties, for coament.

Summar
The Financial Accounting Standards Board (FASB) recently

igsued new rules govesraing the accounting for pens!ons.1 These
nev rules have impacted the amount of pension expense reported
¢or financial accounting purposes and the rate impact will be

gimilar if they are adopted for ratemaking purposes.
In December 1980, during the ecurse of our snalysis of

1. § agenene.of Financial Accounting Standards (SFAS) Rumber 07.—

for Pensions and Number 88 - !E§1°!°“'
: ailments of Defincq Benefit

enetits. Both of these
(1969 for companies with

Pension Plans and A :
statements De { -
fewer than 100 plan porticipants.




thesc new wnszo’ﬁles, the FAS® issued SFASQ. 1062 which
establishes new rules On & related itea, Postretirement Benefits
Other Than Pensions (OP:S)Q3 Yany of the provisions of the new
OPEDR accounting are the game as, or similar to, thnse establighed
for pensions., Howevar, the financial impact of SFAS No. 106 will
.be substantially greatsr than the nev rules for pensions.
_Because of this, ve decided the three accounting pronouncements
should be 3ddressed in a unified manner in one policy proposal.

A detailed discussion of the issues and our preliminary
reconmendation for & Commigsion policy statement are contzined {n
Appendices A ané B. Appendix € is a reguest to Class A and B
Jurisdictional companies for additional information. We
recotnend the three appendices be sent to all Class A and B
jurisdictional companies, ané any otber interested party, for
their comment. 7The responses we receive will be gonsidered when
ve formulate our final recommendation. The policy issues
discusced herein are: 1) use of the nev rules for ratemaking
purpeses, 3} vse of exceos pension allowances in curzent rates to
begin funding for OPED lisbilities, and 3) actions utilities
should be taking noﬁ_Ln telation to their CPES plans.

- amacn

2. SPAS No. 106 —~ Smployers' Accounting for Postretiresent
*han g ;|

Benefits Othes nsions.
3, OPED includes ail Dernefits, other than retirement incoma,

provided by an loyssr to its retirees. Scae examples of
OPEB are: health insucance, life insurance, tuition
asgistance, legal services, tinancial gdvisory services and
housing subsidlaes. The wost controversial of these items, and
the $t2n with by far the lavgest financial impact, is retiree
health care. 2




Backaround

Pensions .

Prior to September 1987, Commission policy for pension ) .
costs was the same as prescribed for pensions under generally
accepted accounting principles (GAAP). GAAP permitted broad
flexibility in both the measurement and allocation of employers'
costs for pensions. The amount utilities reported for pensions
for both financial accounting purposes and for ratemaking
purposes was normally based on the same nethods and assumptions
used to determine contributions made to their pension funds.
These contributions were determined by actuaries aaé vere
generally calculated sc as to take maximum advantage of libcral
federal income tax allowances. This policy has been cffected by
tecent tax legislation which severely curtailed, and in many
cagses eliminated, tha amount utilities may contribute to their
pension plans and still deduct on their tax returns. .

In reeponea to the new accounting rules £or pensions
issued by the rass, o Commission order was issued in September
1987 informing jurisdictionsl companies that they may adopt the
new rules for recoréing pension ecosts only if the change vas
implemented in conjunction with a rate £iling or if the variation
between actual pension expense under the nev procedure and the

amount reflected in rates vwas preserved for future digposition.

4. The Financial Aeeountin? Standards Board is the private
sector's independent rulemaking body for the accounting
profession. Although the Securities and Exchange Comnission
(SEC) has statutory authority to establish financial and
zeporting standards, the FASB’s standards are officially .
recognized as authoritative by the SEC and the American
Institute of Certified Public Accountants.



The order wask an interim msasuza made 'pendiu§ the cospletion of
a staff inquiry into ths impict of the revised accounting for
pensione”™. A survey of pension pians and the related accounting
vas alsco taken at that time. This revealed that the nev rules
have been adopted by all of the major jurisdictional coxpanjes
for financial accounting purpeses and that the amount of pension
expense calculated under the provisions of SFAS No. 87 has
generally been lower than what it would have been under the
method previously used,

OPER

Currently, Postretirement lcne}i:s Other Than Pensions
(OPEB) are recorded on a pay-as-you-go basis for both accounting
and ratemaking purposes.s In the past, the cost of these
benefits have been relatively small and therefore this treatment
vas not an §ssue. HMNorg recently these costs have becoxe
signigicant, as has their expected rate of increase. These are
the principal zeasons SFAS No. 106 vas issued.

SFAS No. 106, which becomes effective in 1993, will
require companies to estimate ;ho future cost of their promiged
OPEB and to recogalize that cost on their financial statexents
over the working livez of the covered employees. It has bean
estimated that, for most ocompanies, these new rulaes will increase
the OPEB expence recorded for accounting purposes by between two

to six times vhat i# being paid presently to current retirees,

8. A fav companiee have begun acecruing for future OPES
liabhilities but this is only to a limited axtent and gencrally
doces not agual tha liability that would bs required under the

new FASE rules. ‘




The resulting r e xeq&ifitmat increase
for all of the Class A and B ecmpanies.
By far, the major cost componeht of OPEB is the cost of

health care. The estimated revenue requiresent impact of STAS

No. 106 accounting on the projected health care expense of some

of the pajor NY State utiliey companies is as follows:

IMPACT OP SPAS No. 106 ON HEALTE CARE COSTS
AT MAJOR NEW YORK STATE OTILITIES
(dollar amounts in thousands)

{a) (d)
INCREASE IN COLUMN (a)
COMPANY REVENUE ‘AS A %

REQUIREMENT  OF 1990
FOR 1993 OPERATING
REVENUES

in order to aveid conflicts with the .
gsecurities and Exchange Commission’s ‘
public disclosure requiraments, the

confidentia) data originally presented

on thia table has besen deleted.




Discussion

Use of the new rules for rstemaking purpcces

Pensions

The pre-1987 policy for pensions was advantageous 3in
that it has 2llowed ytilities te maximize their federal income
tax deductions for pension costs. However, it has aliso been
shown to have left cumpsnies with a great ceal of discretion in
the determination of pension expanse which in turn left the door
open for manipulaticn to the detriment of customers. The new
accounting rules are complex, but are an improvement over pricr
rules because theay provide a more objective and defined basis for
deternining pension expense. )

Since moat, if not all, pension plans of jurisdictional
coapanies have bean well fundeé, we do not expect adeption of
SFAS No. 87 for ratemaking purposes t0 have & major impact on
revenue requirement. In addition, even though the Comaission has
not issued a generic policy tegarding SFAS No. 87, many of our
larger utilities have already been alloved to adopt SFAS No. 87
for tatemaking purposes on & case-by-case basis.

Our pension proposal recommends that SFAS Nos. 87 and 83
be adopted, with certain restricticns, for ratemaking purposes.
These restrictions 1limit some of the options available under SFAS
Nos. 87 and 88 in order to make them more appropriate for
tegulated utilities and to protect the interests to ratepayers.
We bave also preposad adoption of certain deferral mechanisms to
assure pengion zase allowances are elthe:s dedicated to that

purpose or preserved for futuse Commission Gisposition. In 3 to




S years ve will review these proceduyres for e fec:ivcness and

OPEB ' "'l'

OPEB, like pensions, are a fora of deferred

continued applicability.

compensation. In exchange for the enmployee's current services
the empleoyer promises both cu:rént benefits (e.9. vages) and
deferred benafits (e.g. OPEB). &ince today's customers receive
the benefits of the employees’ services, it is reasonable that
they pay for the c¢ost of the employees benefits at the time
service is rendered. This philosophy would include benefits paid
at a later date, such 23 ddring utiuo'ont. The alteznative is
to allow the compenies te build a liability beyond the 33.}

6 and recover those amounts

billion owed by the customecrs to date
from future customars. The latter approach could be of
petticular concesn £0 industries whers competitive inroads are . ]
likely to reduce the number of cystomers from dbich OPES
liabilities might be recovered. There s alsbyd question of
fairness to future generstions vhich weighs oa tbe side of
gurrent recovery. Moreover, the Securities and Exchange
Commission (SEC) is looking closely at regulated companies with
regard to utiiivies® 1fabilities and the regulators' hissory of
recognizing such items in rates. The SEC is also very concerned
about the regulators®' ablility to guarantee future recovery of

OPEB liabilitias for certain industries that are coming under

6. The conpanias 1isted in the table on page § of this memo
currently ove 3 total ¢f $3.4 billion OPEB liability for the
st sarvices zendered ty their employees and retirecs. The ‘

O-year amortizatioa of :his amcunt is included in the
tovenue reguirement impact shovn in column (a) of that table.

eV -



.lﬁfreased comperitive pressure and wvhich may ceage to operate in

. A regulated snvironment.

The lack of histerical data, and the margin of error in
some o0f the projections required by SFAS Mo. 106, renders the
estimates of OFEB costs imprecise and subject to manipulaction.
This, along with other reasons, leads us to propose the use of
certain deferral mechanisms to assure OPEB allowances are ejtner
dedicated to that purpese or preserved for future Comamisgion
disposition. Also, due to the increase in revenue requirement in
certain instances, we beligve that adoption of SFAS No. 106 for
rates should be phased-in over several years.

The najor provigions of our OPEB proposal are:

1. SFAS Ne. 106, with cestain restrictions, should be phased-in
for ratemaking purposes.

. «e The pace of the phase-in would be determined on a case-
by-case basis and would depend upen its revenue
requirement impact on the subject coapany.

Uatil the phase-in is completed, the annual increase
for OPEBS vauld equal the lesser of:

&. the total annual OPEB expense, oOr
b, 3 amount equal to approximately 1t of the
company's gcoss operating revenue.

Our stated goal is to complete the phase~in within §
years. However, for most companies the revenue
teguizement impact is less than 1 1/2% of gross
cperating revenues. Therafore, full recognition of
OFEB should be accomplished vithin a few years. The
exception tc this is the New York Telephone Company,
for which the projected revenue impact is significant
and the estimated llability is much,highar than other
conpanies after adjusting for size.

7. NY Tel's estimated level of OPEB cost, as filed with our
. Office of Accounting and Finance, is significantly greater
than the norm. We have not made any study to ascertain the
reasons for this, nor have we formed any opinion as to the

(Footnote continues of naxt page)
-’-




.o This pgoposal provides the Comnicsion with maxiaum
flexibility in the amount it allovs for OPLB and -
provides soze control over the size of the oveisll rate . ‘ 5:

increacze.

.o The guarantee of 8 minimum level of recovery, and a
Jatcheting up of that level in subsequent rate cases,
is necessary Lo demonstrate to the financial community
that the Commission i3 gincere about tull and timely
sate zecognition of OPEB expense.

2. OPEB funding

«o Companies &cre encouraged to deposit OPEB rate
allovances in tax effective tundinq vehicles, dedicated
exclusively to OPES purposes.

Because of the very limited availability of tax
effective funding vehicles, companies most likely will
not be able to deposit 100% of their OPED allovances
into sueh fundec. 1In that event, companies are tequired
to sct-up a resecsve account, similar to that used for
nuclear decommissioning funds, until such time as a tax
deductable deposit can be made.

3. We will reviev this procedure in 3 tO0 S ysars for
effectivenass and continued applicability.

Actions utilities should be taking now for OPEB

Studies taken in anticipation of the issuance of SFAS

No. 106 found that there vere sactions companies should take
immediately which cculd not only reduce the impact of the new

rules but could resvit in lover unltimate OPES paymants. Our

(Footnote continued from previous page)

reasonebleness of the benefit plans. Bowvever, we balieve
this matter warrants close review by the company. It will be
up to the company to substantiate in future rate proceedings
that its overall coapensation package (including OPEB,
gensions, and vages) is reasonsble and necessary.

8. An OPEB fund is "tax-effective® if 1) contributions made to
the fund can be taken &5 2 cusrent tax deduction by the
company making the contribution, 2) the income earned on the
fund balance accumulates tax free, and 3) the employee isx not
taxed until the benefit is actuslly received or nor taxed at

all.




] . ®
recommendations include a requiremeat that utilities explore the .-
feasibility of implementiug these actions.

Public Opposition to Adoption of SFAS No. 106
Some consumer advocacy groups are urging state
regulators to reject the nev OPEE accounting. A Janvary 7, 1992
. article in the New York Times newspaper reported on the reasons
. given by these groups in support of their position. The major
arguments, and our reaponsesd tO them, are summarized below.,

b B%tegpzers will receive little or no advantage in paying for
OPEBR now. t is cheaper for ratepayers to keep the money
nov, rather than te pay it up front,.*”

OPES arc & form of deferred compensation. In exchange

for the cxzpleyee’s current segrvices, the employer promises a
deferred benefit in the form of OPEB. Since today's customers
receive the employees’ services, it is reasonable that they pay
the full cost of the employees' benefits, including the cost of
benefits wvhich will be p2id out after retirement (asimilar to
pensions).

Onless accsual accounting for the OPER expense is
adopted for ratesaking purposes there will be no prefunding of
the OPEB 1liability. Without that prefunding, the OPEB liability
will continue to grev without sarnings oa the funded assets
accumulating to help offset the liadbility growth.

2. It is impossible $o forecast medical costs accurately.

Forecasting the cost of future medical costs s an
evolving scisnce vhich, with the passage of time, will becoms
moIe accurate. Bowever, no matter how inaccurate it may be at
the present time, it is more accurate than the current pay-as-

you-go method which, in effect, astimates this cost as "scro”.

e 10 =




What the goverament will eventually d¢ ls.an unknown,
but it is unlikely to decrease the burden on major corporations.
Most national health plans being discussed today involve special
assessments on employers or increases in other employe: paid
costs in order to provide coverage to people who currently have
none. Whatever the case, employers will end up paying a portion
of the costs for these other pecple in addition to the coste
applicable to their own workforce. This translates {nto an
increass in cost, not 3 decrease, .

If national health Znsurance iy enacted, and it covers
the company's employees, the company would still have 2 need for
its OPED fund to pay the cost of national health irnsurance after
the enployees’' retirexent. It is unlikely that national health
insurance would significantly decrease the ccmpany's overall
insurance costs since the company would most likely have to
purchase additional health insurance to augment the national
coverage.

Conclusion and recommendation

Staff has completed its preliminary investigation of the
pew accounting rules and is recommending a change in policy for
the accounting and rate treatnment of pension and other
postretirement benefit costs. A detailed description and
discussion.of our findings and recommendations is provided in
.AppcndScns A ané B. Another appendix (Appendix C) is a request
for the filing of additional pension and OPEB information by
Class A and B jurisdictional utilitles. It is requested that




thesa three appendices be cent to the Conaiysion's Class A and B

Jurisdictional companics, and any othes interested parties, for

their compcnt. A1l replies received in response to this request

for comnents will be considered whan we tormulate our final

recommendations.

Respectfully submitted,

- "Qodss  © eiitinn

v IAMES R. PALMER . CHARLES REUBENS
Public Utilities Auvditor 12 Public Otilities Auvditor 111

Approved by:

ZORGE "E. TRAEAN
Acting Deputy Director,
office of Accounting & Finance
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1.

PRE-SFAS NO. 87 POLICY FOR PENSIONS

1 the aanocunt allowed in rates for:

Prior to SFAS No. 87,
pensions gencrally cqualed the amount the utility funded in a
trust for its pension plan(s). As will be eladorated on turther
in this appendix, the amount funded vas deterained by independent
actuaries and vas normally based on federal regulations (mainly
telating to federal income taxes) and the financial
characteristics of the company. Even though federal regulations
for pensions have become more strict in recent years, utilities
still have gres- latitude in funding their pension plans.

Analysis of Issue

Federal regulations allow actuaries to chose any one of
several methods vhen determining the amount 8 utility must fund to
comply with the regulations and still be able to deduct the fund
paynent on jts federal income tax return. Each of these methods
requires the selection of certain assusptions by the actuary and
for each assumption there exits a range from which the actuary may
choose. As a result, the amount a utility chooses to fund for its
pensiz= plan 38 extrenely subjective. If this subjectively
deternined expense level is allowed for rates, there exits the
;ppo:tunity to manipulate the pension expense allowance for the
enhancement of stockholdersz and to the detriment of ratepayers.

For example, one of the assumptions used to calculate the annual

. étatoment of Tinanclal Accounting Standards (SFAS) Ro. 87 -

Paplover's Accounting for Pensions ves issued by the Pinancial
Accounting Standards Board (FASB) in December 1988.




pension expense is the return expected to be earned oo fund
assats. There cxists g vasiety of sources from which an
acceptablc assumption for this component may be chozen. When
projceting the pension expense in a rate proceeding, the actuary
could easily select a lov expected return on plan assets. This
would, in turn, indicate that the utility needs a rate allowance

" tor pension expense higher than is actually necessary. As a
result, the company's actual deposit to its pension could be lower
than the rate cass projection, and the company would, in turn,
sarn a highar rate ef retuzn than the Commission intended.

Another concezn with the current policy is that as leng as
the rate allovance for pengions is based on the amount funded, and
the utilities are basing the amount they fund on federal
gegulations, the ebjoétives for the federal regulations become the
basis upon which rates are set. This may aot be desiradle. Por
example, Congress may pass lavs restricting the amount a company
may deduct on its federal income tax return £0T pensions in order
to reduce the federal budget daficit., As a result, a utility
wvould have to reduce tha amount it funds. Since rates are set on
the amount funded, in the Interim between tax law changes and the
next tate ease, companies could getain the difference and reslise
a vindfall. It is not practicable for the Commission to adjust
rates simultanecus vitd Spdividual tax lav changes, unless they

arte extremely wide-ranging and material.
A third concern is that eurrent procedures have resulted

in overfunding. A survey taken in 1985 showed that about 90




percent of large corporate pension plang vere overtunded.z A

survey ve made in July 19287, shoved this trend continues for

.
L d

' New York State utilitlies. TNhJs Deans customers have paid more in . '

fateg for pensions than the estimated projcctedlliability of the

related plan. The main reason for thig overfunding is 1iberal tax

allovances for prefunding pension costs.

Firally, because current federal income tax rules are
liberal and the choices of assumptions are numerous, it is
difficyle for staff te clossly moniter pension costs. Also,
staff's expertise in the actuarial area is limited and it would be
costly to bring it up to the level tha£ would be necessary to
effoctively monitor pension costs under the current rules.

A consideration favoring current policy is that severing
pension funding from the allovance in rates for peasions will
result, in certain cases, in the customer paying morc in rates for

. pensions than the utility expends in that year.

8. Recommendatjom
Pre-SFAS Wo. 87 policy and procedures should be replaced
with more striet and objective requirements £Or pension expense
recognitien.
2. SFAS MO, 87 AS RATE POLICY
In Decenber 1985, the FASB issued SFAS No. 87. This

accounting pronouncement provides more unifore accounting methods
for computing and reporting 2nnual pension costs. On Septcmber
22, 1987 the Commission ordeced that any Class A or B utility

2. %1985 Exccutive Report on Large Corporate Pension Plans,” and
“Industry Profiles Dcvelogod tod the 1985 Executive Report on
. utgc Corporate Fension Plans," Johnson and Blogins, New York,
19883.




electing to adopt SFAS No. 87 must either make the accounting
change in the context of a rate proceeding or must defer, for
subsequent djsposition by the Commission, the difference betveen
the allovance in current rates for pension costs and costs
gecorded according to SFAS No, 87.

The recommendation to implement deferral accounting
procedures was based on concerns about certain actuarial
assumptions required by the statement, potential velatility of
pension expense, the savering of the accounting and ratemaking for
pensions from the actual funding of pensions, and certain '
provisions that permitted too much flexibility in assigning future
costs to current periods. On July 28, 1987 a Questicnnaire
regarding the impacts of using SFAS No. 87 vas mailed to all Class
A and B utilities under the Commission’s ju:isdiction.

Responses to the pension guestionnaire wvere :eceived from
all but one company.’ All but four of the rasponses indicated
the company adopted SFAS He. 87 for reporting purposes in elther
1986 or 198?.4 Dnfortunately, many of the responses vere
incomplete because the companies were unable to provide current
pension expense using their pre-SFAS No. 87 method, and/or
projected pension costs beyoad 1987, Algo, only 3 select few
chose to commant on the issves discussed in the survey, despite

the invitation toe 8o 29.

. No response was received from Rochester Telephone Corporation.
4. Three utilities wosgoaded that the type of pension plan they
eaployed vas not subject to tha provisions of SFAS No. 87. The
fourth indicated that it vas exempt until 1989 due to {ts small

size.
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Based on the survey responses and actual experience to

date, the amount of pension expense calculated undar the

proevisions of SFAS No. 87 has generally been lover than what it
would have been under the previcusly used method. The main reason
for this, as mentioned previously, is that the utilities are in an
overfunded position because past rate allowvances were based on the
anount funded, vhich in turn was based on obtaining the maximua

benefit from the .llberal federal income tox lavs related to

pensions.,

A. Analysis of Issue

- Perhaps thc main advantage tot.adopting STAS 87 for rate
purposes ic that it provides a -more objective tool for measuring
and eveluating rate sllowances for pansions. For example, the
July 1987 survey shoved pension expense allowances cslculated
using SFAS No. 87 were lower than they would have been under the

. prior methoed. This demonstrates that the uuuﬁn were in an
overfunded position st this time. Uader prior pensien rules, this
overfunding would tot have been clear because the the amount
charged to expense for pensions would simply have matched the
amount fundsd for the pension plan.

Ancther adventags of adopting SFAS No. 87 for ratemaking
purposes is that it is part Of Generally Accepted Accounting
Principles (GAAP). That 18, it is now part of the common set of
accounting concepts, stardards, procedures, and conventions
recognized by the accounting profession as a vhole and wpon which
most nonzegulated enterprises base their external financial

zeporting. While this in itself does not demonstrate that the




SFAS No. 87 is the most appropriate method for ratemaking

purposes, complisnce with GAAP has clear advantages.

First, following GAAP makes the coﬁfartson vith doth
regulated and non-regulated coapanies' persion expense more
meaningful. Prior to SFAS No. 87, GAAP permitted a variety of
actuarial metheds for determining pension expease. Since pension
expense between companies was often based on different actuarial
methods, a strict comparison of the dollars charged to expense did
not necessarily inform the firancial statement user of the actual
difference between the plans. SIFAS No. 87 reduces the variance
tesultlnq.ftoa using gifferent methods and, thus, makes the
cozparison between cozpanies more meaningful,

Secend, utility operations, especially in the
communications snaustxy,’ are diversifying or beconing less
zegulated. As regulated operations transition to non-regqulated
status, they must follow GAAP and, {f GAAP is already being
'tolloued on the regulated side, the transition can be accomplished
pore smoothly. There 1s also lesc chance that pension funds will
have become overfunded, at the oxpense of szatepayers, before they
ave transferzed to the non-regulated portion of the business.

Thizd, acquisitions, mergers, etc., will be essier to
effectuate, and their impacts easier to quantify, if all the

parties involved follow GAAP.
A fourth congideration is that there are many acceptadble

methods for calculating pension costs under current PSC accounting

s, For exanpls. gee Opinion 89~12, Case 294€# - Proceeding on Motion
of the Compission to Review Regulatory Policies !ox Segients of
*”‘;:e, 13 Eon, Issued

tions Incustty Subject tO Compet




Each method, the results of which can vaty widely,

tules.
requires the selection and use Of numerousy assumptions. .SPTAS Ne.

87.cequires ¢the use of one standard method. Nariovlng the manne:
in which pension costs must be calculated, inpfbvcs statgf's
monitoring of pension costs by reducing the number of methods with
which staff must become familiar.

A £ifth reason for adopting SFAS No. 87 is tha: dy nov
4lzost all companies have adopted SFAS No. 87 for reporting
purposes, but they are still deferring the difference betveen race
allowances undar the old formula and financial accounting amounts
under SFAS No. 87, Requiring companies to switch back Lo the
previcus method would be costly, cumbersome, and confusing. Also,
svitehing back and forth between methods might lead the more
sophisticated investor and rating sgencies to question the
integrity of the financial statenments.

Finally, the Omnibus Budget Reconciliation Act of 1987
(OBRA) placed an additional eap on the maximum amount of persien
costs a company may d~duct for federal income tax purposes. This
budget improving act has tended to decrease, and in many cases
eliminate, the anount dbeing funded for pensions. Some NY State
ptilities’ rate allowances £or pension expense are still bLased on
the earlier level of funding. Requiring SFAS Bo. 87 for rate
purposes, coupled with our proposed requirement that the entire
difference between pension expense allovwed in rates and actual
deposit in the pensfon fund be deferred for future disposition,
will capture for customers the effect of this lower pension

funéing level. The current deferral requirement only captures the
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impact of SFAS No. 87 on pensica expense. The impacts of OBRA -
will be elaborated upon subsequently. ) . ‘
We hava found three potential disadvantages of adopting
SFAS No. 87 for rate purposes. First, one of the primary conccrns ! ‘:
against using SFAS No. 87 was that it could result in undue !
volatility in pension expense. It vag belicvad that the incievased
volatility vcu;d result from:
1) Changing the discount rate assumptions from those based on .
expected long-term projections that fluctuate infrequently )

and moderately to assumptions based on point-in-time
interest rates. .

2) Changing from the current pethod of prior service cost
amortization, which provides s level amount representing

the sum of prior service cost and interest, to a nethod
that generally accelerates amortization over a shortet

period.

er)e No. 87 allows companies scme latitude in the
mechanics of applying the new jules, the objective being te . .
modezate pensien expense volatility. Analysts of the firm of
Pesr, Steatns & Co. s*ated in a report dated May 12, 1987, that
ewe believe it is vell within the ability of management to
zinimize fluctuations in expense under STAS No. 87." This
conclusion vas eonfirmed iau the February 23, 1987 issue of Pension
and Investnent Age where it was stated "Corporate executives
completed their second year of compliance with FASB'S rules for
pension accounting wvere able to minimize volatility of pension
expense that scme had feazed vould result from the nevw rules.” We
conclude that there exists sufficient evidence to Question the
nyolatility argument®, however, actual axperience with the

standacd is needed ¢ effectively evaluate this concern.
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Another argument ageinst adopting SFAS No. 87 for rates is

’ that severing the 1ink detween the zate sllovence for po;ssion .
expense and the company’'s actual funding of pensions decreases the
fncentive to fund pension plans properly. The utilities also
pointed out that the failure to allow the additional financing
costs due to higher funding reguirements could also prove to be a
disincentive to proper pensions funding. We disagree with these

arguments. 7The FASE noted the following in the *Summary® section

of SFAS No. 87:

"net pension cost for a period is not necessarily
deternined by the amount the enployer decides to
contribute to the plan for that period. Many factors

(including tax considecations, as well as, the

availability of both cash and alternative invesiment

opportunities) that effect funding decisions should

not be 2ilowed to dictate accounting restlts i{f the

‘ accounting is to provide useful information.®
Similarly, the factors that determine pension funding are not the
same as those determining the proper amouat of pens.icn expense to
be collected in rates. There are other regulatory forces that
mandate proper funding levels and we are also proposing the
utilities be made whole for the higher or lower financing costs
that willi rzesult because of the differences between rate
allowances and funding. This issue is discussed below as a
separate issve (Section d).

A £inal) argunent against adopting SFAS No. 87 for rate
purposes is that, when compared to the method most commonly used
previously, SFAS No. 87 assigns lower costs to the early years of

. an employce's caresr and higher costs as the employee approaches

retizement age. It vas arqued this could result in an undesirable




. pension coests are lover for the younger employces, they are

cC.

rare impact. The Prodblem with this arguaent u‘m it assumes
that pensjon costs resylt from emplcyees who are all the same age.
If the employees are all currently young, then the argument is
valid and the drazatic increase {n expense will occur. However.,
it is doubtful this is the actual situation. The workforce of the

major utilities are made up of employees of various ages. While

corsespondingly higher for older employeces using the method
required by SFAS No, 87. 7This could Le a problem for some of the
smaller utilities since there are only & saall numbder Of employeas
availadle to even~cut age differences. .Hovcvar, other rate
moderating techniques could be employed to eliminate an
undesirable affect oa rates.
Recommendation

SFAS Ho. 87, subject to certain stipulations described in
the temainder of this appendix, should be adopted for zate

purposes.
SIDIARY ISSOES

a. QOpticonal Provisions of SFAS No. 87

SFAS No. 87 9llovs companies some latitude in the
mechanics of applying the nev gfules, the objective being to
control pension expense volatility. 1Included in this category are
some elective options that we could require to be used. These
options have the ability to mitigate short-term fluctuations in
pension expense and thereby allov companies to plan future
expenditures wore accurately. This vould, in turn, provide
cuctoners vith more predictable ané stable rates. The provisions

which nced to p; addrecsed ares (a) delayed recognition of gains




and looces; (b) uee of the “corridor approach™ to daterming if
gains ot lcsses should be recogniced; and (c) usc of the markct-
telated value approach, based on & three or five.yeat average, to
value plan assets.

1. Delayed Recognition of Gains ard Losses.

Gains and losses resuclt from changes in the projected
benefit obligation caused by changes in the assumptions used in
.ihe SFAS No. 87 calculations. They also result from changes in
the value of plan assets causad by experience being different from
that originally accumed.

SFAS No., 87 permits the optioﬁ of electing to use either
immedilate or delayed recognition of gains or losses. If delayed
técogni:&on is elected, giins and losses are not recognized as
they oceur but are recognized in a systematic and gradual manner
over subsequent accounti-s parieds. I1f, however, there is a
sattlement or curtailmen:, these unrecognized gains or losses are
immediately rofleczed in incone.

We aze avare of several Nav York utilities that are using
the delayecd zecognition option and that currently have large
unsecognized gains which they claim to be due to better than
anticipated financial market conditions.

Analysis of Issue
The FASB $included the "delayed recognition™ provisions

because it concluded that

the difference in periocdic measures of the pension
1iability (and therefore the funded status of the Plan)
results partly from the inability to predict accurately
for s peried (or over several periods) ¢ nsation
levels, length of enfloyce service, mortality, retirement
ages, and other pertinent events. As a result, actual
experience often differs significantly from that which wvas




estimated and that leads to changes in the estimates

themselves. Recognizing the effects of revisions in Ve
estimates in full in the period in which they occcur may

result in volatility of the reported amounts that does not °
reflect actual changes in the funded status of the of the ‘
plan in that period. (SFAS No. 87, paragraph 17%)

The FASB's logic for not ‘recognizing gains and losses
Janediately .6 -rensonable 3nd is appropriate logic for setting
rates. If-the long-term assumptions prove to be accurate, gains
and 1osses in one year will be vffset by losses or gains in
subsequent periods. The "delayed recognition® provisions provide
a2 teasonable opportunity for gaincs and losses to offset sach othaer
without affecting annual pension expense. '

On the other hand, the FASE's logic for delaying
recognition of gains and losses is based on the assumption that
they are temporary. This may pot tura out to be the case and,
therefore, adoption of “delayed recognition® could result in the ;
ratepayers not receiving the benefit of the gains for a .
considerable period of time.

Recmondaéion

We believe the benefits ¢f delayed tecognition outweigh
the disadvantages. Therefor, companies should use the "delayed
zecognition” provisions of STAS Ko. 87 to recognize gains and
losses for ragulatory accounting and rate purposes. Immediate

racognition shall be prohibited.
2. Jhe ®corridor approach®

As atated above, in ordesr to recognize the long term

nature of the various sssumptions SFAS No. 87 allows delayed
(Seferzed) recognition of gains and losses. SFAS No. 87 also !

defines the method companies are t0 use to determine the minimum .

i o g, s T i
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rate at which gains and losses must be recognized. This minimum

zate of amortization, zeferred to as the "corridor approach®,
allows coopanies to postpone tecognition of .gaiqs or losses until
the net cumulatlive variance exceeds 10t of the greater of (3) the
Larket related value of the plan asscts, or (2) the projected
benefit obligation. Even if the 10% level is reached, the amoun:
that exceads the corridor may be amortized over the average
remaining service periocd of active employees expected to receive
benefits under the plan. For most of our large jurisdictional
companies that period is approximately 20 years.

Gains and losscs may be iacognizod more rapidly than is
required under the corridor approach. Paragraph 33 of SFAS No. 87

states

Any systematic method of avortization of unrecognized galns
aas losses a2y be used in liey of the wminimum specified in the
previous paraszaph (the corridor approach) provided that (a)
the minimum ic used in any period in which the minimum
anortization is greater (recuces the net balance by more), (b)
the method is applied consistently, (c) the method is appiied
similarly to both gains and losses, and (&) the method used is

disclosed.
The "corridor appreach® is founded on the premise that the

relevant assumptions are based on long-term projections which can
be expected to vary from year to year. Since variances between

the assuxptions and actual results should, in theory, cancel sach
other out, the FASE reasoned that these continuing but offsetting
variances should not De recognized until the variance reachcs such

a high level that it is nc longer likely that it is temporary,
Analysis of Issues

The duration of pensiorn obligations is long term in

nature. Thus, for rate setting purposes it is illogical to



Page 17 of

lonedialely recognize gains and losses that re’lect short-tera
markes fluctuations and that aze likely to cancel each other out
in the long tun. <Therefore, using the eo;ridér approach, in
conjunction with the market-related value approach for valuing
pension assats, warrants consideration.

A potential disadvantage of adopting the corridor approach
is that it could result in a failure to recognize permanent gains.
Cains, or losses, which may in fact be permanent, may never reach
the 10% corzidor threshold and therefore may never be recognized.
To put the magnitude of this problem into perspuctive, the fair
market value of the assets held in Consolidated Edison's pension

fund on December 31, 1990 was §$3 billion. This means the

corridor could contain a net gain or loss of $300 million which
would remain unzecognized for accounting and rate purposes.

Although we support delayed recognition for gains and
losses, ve do not support permapent non-recognition for
significant amounts. ﬁe also believe using the avizaqc remaining
service period of active employees (approximately 20 years for
many utilities) for the amortisation period of gains and losses is
soxevhat excessive.

We ptoposc.io prohibit cas of the corcidor approach.
_Instead, &ny gains or losses, which would have gone into the
corzidor, should be placed }nto a deferral account and amortized,
on a vintage year basis, over 10 years. Ten years is sufficient
to normalize any cyclical fluctuations in the market value of
assets or varistions of actual experience from assumptions;

6. December 31, 1990 Annual Report to the Public Service Commission.
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espacially if this approach is used in conjunction with the
“sarket-related value® methed of valuiné fund agsets. The use of .
any longer amortisation period, or uce of a "corridor®, would
reosult in cither “"masking” persanent gains ©r losses or in floving
them through to fatepayers ovar too leong & period of time,

It muy be asgued that by requiring cercain provisions of
SFAS No. 87 be folloved the Commission i not really adopting SFAS
No. 87 for rate purposes. Eovever, the Options we are requiring
are within the standard and thus the manner i{n which ve are
requiring pension expense be calculated. and recognized is in
compliance with SFAS No. 87. '

Recommendation

The "corridor approach® should not be used to recognize
gains and losses for accounting and rate purposes. ¢&nstead, eny
gains or losses, which would have gone into the corridor, should
be placed into a deferral account and amortized, on a vintage year
basis, over 10 years. For ratemaking purposes the amount in this
account will be included in ratebase.

Scme companies have already adopted SFAS No. 87 and are
using the corridor approach. Those companies, on the effective
date of this polley stateaent, shall transfer the amocunt then
deferred in the corridor to the deferzal account and are to
commence the 10-year m:tin'tiou. Since this anmortization will
be part of the compunies’ annual pension ¢xpense, any difference
it causes Detween the booked expense and the then current rate
allicwvance for pension expense vill be captured £0r subsequent
disposition by the Cosmission dy the deferral requirements
described in Section 3 of this nppendix.




. etc.) and the remainder of the organization is not subject to the

. may be avkvard for the utility portion regulated by the Comnission

_organization (as an affiliate, subsidiary, operating division - .

® ¢ ’iéi’fgizékk:

Some NY State utilities are a part of a larger

jurisdiction of this Comnission. In many of these instances there

is only one pension plan which covers the entire organization. It

to use one of the "optional provisions® of SFAS No. 87 while the
remainder of the organization uses a different option to account
for the same plan(s). We request respondents to specifically

address this problem in their ccmments.

3. Valuation of Plan Assets

Plan assets are defined as investments that have been
LY

segregated and restricted (usually in a trust) to provide ]
benefits. The value of the pengsion plan’s assets is used to ‘
determine how auch more & company must accrue o fund to meet its .
pension obligation and is thus a key factor in the calculation of
pension expense. In delarmining the value of pension plan assets,
SFAS No. 87 allovws the use of either a point in.tian value,
zeferred to as the Fair Value, or an averaging method referced to
as the Market-Related Value of Asset2 approach. Zhis avezaélng

approach requires that plan assets be valued as "a calculated

value that recognizes changes in falr valve in a systematic and
7
]

rational manner over no more than five years.

7.

Different ways of calculating the msrket-related value may be used ‘
for different classes of assers, but the manner of deteranining the
parket-related value is requized to be applied consistently from

yoaz to year for esch asset class.




Analysis of Issuves

Use of the market-relatad value approach enables employers .

to smooth the shorteterm volatility inherent in the financial
pmarkets. Since the pension obligation is long-ters in nature,
eliminating short-term ovings in the value of pensicn fund assets
would recult in a more accurate reflection of the funded status of
the plan. Therefoie, use of this valuing method should be
required; but there still remains controversy over the number of
years which should be included in the averaging period.

When vieved in conjunction with the )D-year amortiszation
of gains and losses we are proposing, a three-year averaging would
probably be sufficient. Five years would obviously smooth the
volatility more, but that advantage may be outweighed by the
probability that the longer peried would delay trecognition of the
general trend in the value of the fund assets (e.g. the overall
long~terz upvards trend of the value of stocks). This would cause
an understatement of the value of the funds which would, in turn,

cause an increase in the amcunt of pension expense to be
recognized by the company.
Recommendation

Plan assets should be valuad using a caleculated value that
recognizes shanges $a falr value in a syctematic and rational

manner over three yezrs.

We rogQuast that respondents specifically addtress whether a
period of 3, 4, or 5 years should be used, and that they fully
explain the reasons for thelr preference. We also ask that they

stute what method they are currently using to value their pension

fund assets.

. age 20 of §2
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b. Cholce of Acsunptions

Three of the key assumptions used to calculate pension ° .
expensa undar SFAS No. 87 are the discount rate, the rate of
return on plan assets, and the salary progression rate. A change
in any of these rates will result in an inmediate change in the

amount of pension expense being recognized on the income

st.teﬂento.

Thete is a considerable difference between the reates being
used by various companies. The previcusly referenced survey by
Buck Consultants showed the discount rates used by those syrveyed
variéd by mote than five percentage points. The responses ve
receivcd to our July 1987 survey shoved that, for each of the
three rates, the variances between conpanies was a&s much as two or
three percentage points.,

since selection of the rates to be used for each of these .

_three assumptions is up to maragement, there is an opportunity for
manipulation of pension expense. 1f this manipulation occurs
bhetween rate cases it could result ia the enhancement of corparate
profits at the expanse of ratepayers. One possidle remedy for
this potential problem ig for the Comnission to specily the rates
to be used. The July 1987 gquestionnalre requested coxments on

this reacdy and all respondents opposed it.

1, Analysis of Issue
Zach pension plan and fund is unique and the assumptions

related to them should be based on the individual characteristies

8. A change in any one assumption may not produce as great a change
in the pension expense as one might Initially expect. This is .
because the three essunmptions aire interlinked and a change in any
one should result in a somewhust offsetting change in the others.




of that particular plan and fund. The utility, in conjunctien
with its actuary. should be the best parly for gselecting these - .
assumptions since it formed and manages the plan and fund. 1If the
Commission required use of genaric aasumptions, their use would,
in 2ll likelihood, result in largesr variances between the
assumptions and actual results than if the assumptions were
selected by the utility and considered the uniqueness of the plans
and funds. Als50, use of generic assuzptions would complicate -
matters for any utility whose pensjon plan is part of a larger
group that is not entirely regulated by ¢his Commission.

The FASB reviewed this problem and concluded jt vas not
teasonable for it to specify generic assumptions. Paragraphs 193

and 194 of SFAS No. 87 state:

The Board concluded that requiring all employers to use the
same assumptions is inappropriate. Concepts Statement 2
defines comparablility 85 "the guality of information that
enables users to identify similarities in and differences
betwesn two sets Of econcmic phenomena.” The Board noted that

*  requiring employers to use the same turncver assumption, for
exanple, would reduce comparability to the extent that the
assumption would othervise reflect real differences in
expected turnover among employers.

The Board considered a reqguirement that all employers use
comaon banchmark discount ratesg, such as thoss pyhli:hod by
the Pension Benefit cuatanti Corporation (PBGC).” One reason
for that eonsideration wag its concern that rates praviously
used for disclosure purposes varied among employers over an

~ wunreasonable range. Ia cgi:e of that concern, howvever, the
Board concluded that requiring use of benchmark rates would be
inappropriate, in part because no readily available rates
seemed fully guitable. Instead, the Board decided that the
Statepent should describe more clesarly the objective of
selecting the discount rates with the expectation that a
narrover range of rates used would result. Althovgh the Board
concluded that it should not require use of PBGC rates, it
noted that certain of those rates, as currently determined,

9. PBCC is & federal agency that serves to insure plan participants

against the loss of vested benefits. It i3 funded by premiuas
paid by all companies with qualified pengion plans.
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are one ctource of readily available information that might be
congidercd in estimating the discount rates required by this . .

statcment.

Our analysis ©f SYFAS No. 87 included studies of SFAS No.
87 zade by other regulatory agencies. These studies all concluded
that it was not reascnable or proper for the ragulatory agency to
specify the rates which must be used for these ascuamptions,

In view of the above, it dces not appear that generic
assunptions should be mandated. tonsequently. there remajins our
concern regarding management's possible manipulation of the rates
for the purpose of enhancing corporate profit. Although this may
be a problem in the long-term, it is adequately addressed for the
near-term by our propesed deferral requirements.

Under STAS No. 87, variances between assumptions and
actual results are considered to be gains or losses. Under the
accounting we are propesing here, 0 these gains and losses will .
flow through to ratepayers over a l0-year pericd. If a the change .
in assumptions occurs between rate cases, the anortization of the
regulting gain or loss would, ordinarily, flovw thiough to the
stockholders. However, as diccussed {in Section 3 below, ve are
rocommending deferval accounting be applied to the differencs
betvean the réte ellcvance for pension expanse aﬁd the amount of
expcense actuelly booked. Therefore, even if the utility did
manipulate its pension expense betwesn rate cases the resulting
benefit wvould be deferred and {ts disposition addressed by the
Conmission in a future fate proceeding, In otber vords, as long
as deferral accounting is required, the customer cannot be harmed

E———— T

10. Section 2(C)(a}(1) of this appendix




by the selection of a particulazr assumption.

Eovever, deferral of

the difference between rates allovance and book expense is being -

proposed for a trial parisd only. When ve reviev this policy

statemer: §n three to five years ve will determine if this
deferral requirement should continuc.

2. Reocomrendation

We conlinue to be concerned about the amount of discretion

otilities have in the selection of the assumptions used in the
SFAS No. 87 caleculation as it provides the opportunity for
manipulation. Hovever, this concern does not fully offset
advantages of adopting the standard. 1In view of our recommended
deferral accounting and rextrictions on the optional provisions of
SFAS No. 87, we beliseve that, with the exception of the
restriction discucsed below conocrning calculation of the "assumed
discount rate®, each utility should continue Lo select its own
assumptions. We will rsevaluate this issue vhen we revievw this
policy scatement in approximately three to five years.
€. Assuned Discount Rate

The discount rate ig the interest rate used to adjust for
the time value of money vhen determining the present value of the
Projected Benefit Obligation. The rules related te the selection
of an assumed discount rate are minimal., However, in order to
give scme consistency in the method of developing the rate, and at
the same cime gllowing the rn;e te reflest the {aherent
differences in each individual plan, SFAS No. 87 states the
assunied discount rate should Le based on Infoimation concerning
rates Of cteturn implicit in current prices of annuity contracts
that could be used to settle the obligation. It also states that
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vhen estimating the discount rate employers msay also 1ook to rates

of return on high~quality, fixed-inccme investments that are .
currently available and that are expected to hé available during
the period to maturity of the pension benefits.
In spite of the FASB's efforts to give guidance ia
.developing the appropriate rate, conzidcrable variance exisis
_between the rates used by different companies. The survey by Buck
Consultants found that discount retes averaged $.73% in 1987 and
ranged from 6% to 11.25%. While we do not know if this variance
s Justified by differences between the plans, we are concerned

that it may not be.

1. BAnalysis of lssues
Although STAS No. 87 states the discount rate should

reflect the rates of return implicit in current prices of annuity
conttacts that can be used to effect settlement of the obligation,
.csution must be exsroised regarding the use of these rates.

Often when an {ngurance company offers to settle & portion
of a8 pensicon fund’s obligation (usually that poétlcn applicable to
employees who are already retired), the contract it offers will
reflect the rate of teturn R & specific investment available at
that specific time (8.9., & specific new issuance of boads the
insurance company has comnitted to purchase at a stated price).
Thus, the contract it offers may not reflect the average rates

available on the cpen market.
Another factor {s that since the insurance compsny bas a

much larger investment pool than will the ewployer’s pension fund,
the insuzance company may be willing to purchase unrated corporate

bonde or other comevhat lover quality investment vehicles (with
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thelr commensurately higher rate of return) than would be prudent

for the employer's pension fund. ) ' .
Since any settlecent being oflered ;t any one specitic

time may not reflect the returns available from investment

vehicles available to, and appropriate for, the pension fund, the

rate of return inherent in such a contract is probably not the

post appropriate cource of information for determining the

discount rate unless the company ig going to settle the cbligatien

in the very nea: future.

2. Recommendation
The assuned discount rate should be dased on the rates of

return curzently available on high-qQuality boads, and other marke:
indicators which sre of similar duration and risk, whose cash
£lows mateh the timing and amount of expected benefit payments.

If cettlemen: of the ebligation with third-party insurers is
possible, the rate of return inherent {m the amount at which the
obligation can be settled is relevant in deto:ninin§ the discount

zate, but should nc: be a major factor unless a settlencnt is

imminent.

d. Requirements for Changes in Methods or Assumptions

gection 48 of the Comnission's Rules of Procedure
cpecifies certain reguiresents which must be complied with when a
utility wishes to make a change in its method of accounting. SFAS

No. 87 eonsiste of many provisiens, assumptions, ete. and it may

not be clear if Section 48 applies if a utility changes any of

these items in its penclion expense computation. j
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1. Analysis of Issue .
section 48 vas established to protect custozers from any ) .

. utility making a change betveen rate cases in the panner ia which
it accounts for an event when such a change will be detrimental te
ratepayers. If Commission approval is not required for changes
related to SFAS No. 87 accounting, a utility may change the manner

_in which it ecaleculates a component of pension expensc between rate
cases for the sole purpose of lowering pension expense. This
manipulation will cause the resulting gain to flow through to
shareholders’ equity. The company could easily ratjonalize that
it was not required to report this gain and it could ¢o undetected
by staff and the Commission. Therafore, potification of any
changes appears to be warranted. Also, ¢iven the technical nature
of pensions and the SFAS No. 87 accounting, it might be easier to
resolve any differences of opinion between Staff and the company ,
in a Section 48 forum rather than to avait the filing of a formal ' ‘
rate proceeding.

on the other hand, the changec at issue here are changes
in assumptions or estimates, not changes in sccounting method as
covered in Section 48. Requiring vtilities to get permission for
almost all actions they take related to their pension funds would
result in Commission intyusion intc mALters that are primarily
management’s responsibility. Such oversight should not be
necessary since the companies' outside auditors, as part of theis
norza) audit procsss, will be checking to ensure the changes are
proper. A requirement to obtain Commission approval would be a

duplication of effort and could result in a vaste of time, money

and effort.




Concerns tegarding the overrecovery or underrecovery of
psnsion costs vill be alleviated for the near term by our proposed
temporary requirenent to defer any variance between pension
expense rate allowances and the actual expense booked; however, a
long ters solution io also needed. Noreover, some changes could
be controversial and should not be implemented, and possibly
gemain in effect for years, before they are reviewed by staff.
Therefore, in order to balance the above cunflicting concerns, we
will require companies to notify the Director of the Office of
Accounting and Finance of any changes ia assumptions and options.
3¢ there is an item upon vhich the Director and the company cannot
come to an agreezant, the matter may be referred to the Commission
for resclutien. 2Thig procedure should also reduce the possibility
that changes in the makeup of pension expense wil) be an issue in
rate proceedings,

2. Recomnendation |

~ 1f the cumpany changes the method or manner in which it
selects an assumption or Seternines the value of plan assets or
liabilities, it is not considered a change in accounting subject
to Saction é8. The gelection of a different option, where there
is & eholce, is also not a change in accounting subject to Section
48. Bowever, in both of these instances the utilities should
inform the Director of the Office of Accounting and Finance of any
such change 60 days in advance of its effective date if its {mpac
on annual pension expenses is greater than 10V of the latest rate
allovance for pensions. If there is more than one change being
enacted, it is the totsl effect of all changes, when added
together, which should be used to determine it the cffect meets
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' the 10V threshold. If the impact is less that the 108, the change

* nead not to be reported until its effective date.
Any changa due to an cvent completely outside the control .
of the uvtility, such as a change in the assumed discount rate dye

to changes in current marketl Or economic conditions, is not a
chihge in accounting sudbject to Section 48 but shall be reported
" on the appropriste schedule in the first Annual Report to the this
Commigssion filed after the effective date of such change.
e. ZTreatment of Transition Amcunt
As part of the implementation ' process, firms vere required
to compute the impact of SFAS Ro. 87 at the inplemeatatidn date.
Thig asount, referred to as the Trangition Asso£ {ex
Obngation).l1 is requizred to be amortized on a straight-line
basis, over the average remaining service period of active
enployees expected to receive a benefi: under the plan, except ;
that (1) the fiza may elect to use 3 i5-year pe:iod if this . |
average remaining period is less than }$ years and (2) $f almost
e1) of a plan's participants are inactive, the Zirm must use the

average renaining life sxpectancy of the inactive participants.

1. Analysis of Isgue
Prelisinary analysis has revealed that the vast majority

-of NY State utilities had a transition asset upon implementatien: 3

in other words, they vere overfunded. The amortization perfod for

11. The difference, existing at the beginning of the fiscal year in -
which SFAS ¥o. 87 iz first applied, between (a) the projected =
benefit obligation and (b) the fair value of plan assets plus
previously recognized unfunded accrued pension cost or less
previously zecognized prepaid pension cost. An unrecognized net
asset is & Trangition Asset and an unrecognized net obligation is

a Transition Obligatioen.




the transition asset specified in SFAS No. 87 is soaevhat lengthy

but still results in the customer receiving the full benefit of
the lover pension cost resulting from the daoptién of SFAS No. 8?.
Also, as discussed in Section 2(E) of the attached Appendix B,
amortization of the pension transition asset will help offset
amortization of the OPEB transitior obligation,

Requiring utilities to coxply with SFAS No. 87 would
result in every utility amortizing the transition asset/obligation
in the sanme manner. This would improve comparability. The
Commigsion could adopt a shorter amnrt%zatian period but soae of
the benefits of adopting the standard for czate purposes, such as
comparability with utility companies in other gtatcs and with nea-
tegulated firms, would be diminished. .

Requiring a shorter amortization period than that
specified by SFAS No. 87 would be a violation ©f SFAS No. 87, but
would not be & violation of GAAP, A different statement, SFAS
No. 71 - hccounting for the Effects of Certainm Types of
Regulation, permits regulated utilities to deviate from a standard

issued by the FASB, if the utility acéount: for an jtem using the
same method the regulatory agency uses to set rates.

2. Recommendation
Ueilities should continue to amortize the transition asset

(or obligation) over the same period they have adopted to 3date,
This pericd should be in accordance vith SFAS No. 87. For
utilities which have not adopted SFAS No. 87 awaiting the
Commission pelicy, the amortization period should comply with the
provision of SFAS No. 87 as it applies to the company.
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. 2. Treatment of Prior Service Costs

SFAS No. 87 states that if a company has a history of '
regularly making asendzents to its pension plan, a shorter
amortization peried for prior service costs may be varranted.
This is based on the theory that the regularity of the amendments
- {ndicates a2 shortaning of the period during which the company
. expects economic benefite from the amendaent.

3. Analyois of issue

SFAS No. 87 provides little guidance on what constitutes
*a history of plan amendments®. Thus, the provision is extremely
Judgmental and provides the utility the opportunity to reduce the
amortization period of prior service costs that was assumed in its
last rate case, without the requirement of substantiating its
reasong. Shortening the amortisation period would cauvse an
increase in the company's revenue requirement in its next rate . -
proceeding. Also, if the company is currently subject to.an -
earnings threshold vhereby excess earningzs are rcquired to be
passed back to ratepa;ers, those t?tcpaycrs may end up paying for
the entire smount of the incrsased aportization untll the company
Las its next rate p{oceediag.

If a utility adopts this provision, it may feel obligated
to pericdically improve its pension plan in oréer to continue to
justify a shorter amortization period. Such action could, in the
long-zun, be quite costly as well as making conparison of pension
expense batween companies less meaningful.

Dnlike some of the optional provisions of SPAS Ko. 87 that

ve are recommending be required, this provision is not eptional.

1 we ignors, or adept a revised version of it, ve are somevhat .

———T——



3.

 aAppendix A

‘ ‘ Page 32 of 62

negating the benefits of sliictly following the provisions of SFAS

No. 87.
In actuality, compliance vith this provision should not

present much of a problex. Since SFAS No. 87 requires that there
be a history of plan amendmerts befcre amortizatlon of prier
service costs is accelerated, the utility’s outside auditors, as
éc:t of their examination of the company's financial statements,
should establish that there exits a valid basis for the conclucion
that there is such a history. Im addition, the Commission could
require our jurisdictional companieg to obtain approval from the
Director 0f the Office of Accounting and Finance befose
implezenting the accelerated amcrtization., This woulé insure that
there is agreement by staff that there is a basis for {nvoking the
provision before the coxpiany does 80 unilaterally.

2. Recemmandatioch

Approval by the Director of the Office of Accounting and
financc should be required before a company may shorten the
amortization peried for pricr service costs based on the
contention cthat "it has & history of plan amendments.®
DEFERRAL OF VARIANCE BETWEEN EXPENSE AND RATE ALLOWANCE

Calculating pension expense utilizing 8YaS Ho. 87 promotes
consistency in the measurement of pension expense and provides
specific guidelines for tracking pension costs. Howvever, as
previously discussed, there is still room for manipulation Gue to
the various assumptione used in the SFAS No. 87 calculations and
it docs not appear feasible for the Commission to establish
generic asgumptions. For a)l Class A and B utilitiesg that have

adopted SFAS No. 87 outside of a rate case, we currently require
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deferra) accounting for the difference betwveen the allovance in

current rates for pension expense and expense recorded according

to S§FAS No. 87. The Commission must decide if it vants to .
continuc, wodify, or eliminate the current deferrasl accounting
Teguisrements.

A. Analysis of Issue

As previously discussed, ve are proposing to prohibit use
. of the "corridor approach®™ for the recognition of gains and
losses. In its place, we ace proposing to adopt a 10-year
amortization plan [see Section 2(C)(a)(2)]. Each year this
amortization will cause a change in the amount recognized for
pension expense. The effect of this change will be magnified for
companies currently using SFAS No. 87 and the corridor approach
since the switcheover from the corridor to the 10-year
amortization will cause the amount currently deferced in the .
corridor to immediately commence being amofti:ed. Whether this i
will cause an increase or decrease in expense depends on whether
the cozpany has a net gain or net loss ian the corridor at the tinze
of the switch-over. It is our understanding that currently sost
have net gzins.
Unless the 10-year amortization commences within the
.eontcxt of a rate proceeding the annual amortization will flow
throuvgh to shareholders. Therefore, at least in the near term,
there should be a getcr:al mechanisa in place to capture the
apount of aportization that hac not been considared for zates.
This will keep the company vhole for Josses and vill pass back to
zatepayers any gain. 1n the long term, a3 more ycirs of gaine and

josses are inciuded in the amortization program and companiee have . q




this amortization projected in their revenue reguirements, futuse

experience may indicate continuance of this deferral mechanisum is -

not necessary. |
SFAS No. 87 has only been effective for a few years and it

{s a very complex standard. While ve feel its objectivity
provides an jmprovement over prior pension procedures, ve are
unsure of what itc ultizate izpacts will be. Requiring deferral
of all the difference between actual and the rate case projection

of pension expense, &t 1east for a trial period, would protect the

custones from the potential manipulation that still exists,
despite oul attenpts at curtailing such opportnnltzes. gowaves,
1€ £ull deferral accounting is implemented, and the utility is
guaranteed to be pade vhole for losses vhile it can under no
cireumstances realize 3 gain, then it may jgnore or neglect its
pension fund in order to allocate its resources to other
potentislly profitable areas.

Recommendation

she entire difference betweea the amount alloved in ratec
for pension expense and the actual s-ount recorded on the books as
pension expenseé should de deferred in 3 saparate subaccount of the
appropriate deferral account. Interperiod tax allocation should
be applied to this deferzal and the resulting amount should be
éotczxeé in a separate subaccount of the appropriate tax deferral
account.

This deferral program should be instituted, on a_trial
basis, commencing vith the offective date of this policy
statement. Whes we review thic policy statement in three to five

yeazs, e will reexsmine this igoue to determine Lif the deferral
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accounting procedures proposed here sheuld be modified. We remain

concerned about the lack of incentive this creates for utilities ‘

to manage thelir pension funds effectively and we request

suggestions.
The rate treatment of this deferral is integrated vith

that accorded another deferral -- deferral of the difference
| between the recorded pension expense and the amount actually
deposited in an externally held pension fund. This second item is
addressed in Section & of this appendix. The rate treatment to be
accorded both of these deferrals is addressed in Section S.
4. PENSION YUNDING - COMMISSION INPUT AND DEFERRAL OF VARIANCE

FROM RATE ALLOWANCE
The azount & company deposits in its pension plan fund may

not be the saze as vhat it must report as pension expense for
sccounting purposes nor vhat would be proper for rate setting ‘
purposes. Punding policy ganerally refers to management's ‘
decisions (§a line with labor negotiations and contracts) as to

how much to transfcr to the pension trust fund. Federal

tegulations and the financial charactaristics of the firm are two

key factors used to determing the amount to be funded. Other

factors, such as gatching the pension cost with the service

genlered by the employee, will determine how to account for the

cost and when it should de collected from the customer, but should

not determine funding policy.

A. Federal Regulations
a. ERISA
The key federal regulations for pension plans are provided

through the Employee Retirenent Incone Security Act (ERISA)
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filed; and (48) & potentially smaller tax burden to the plan
participants upon receiving timely plan distributions.

To accomplish these, and other tax advantages. the
retirement plan must be qualified under ERISA. 1In other words, it
pust meet the numerous and at timcs intricate statutory
requirenments Of ERISA which includes benefit limitationg,

participation requirements, vesting rules, anti-discrimination

rules, and minimum (discussed adbove), as well as maximum, funding

rules.

2. Maximum Funding Limitation
Prior to OBRA 87, the amount an employer could contribute

to its retirement plan fund and still deduct on its federal income
tax return was limited to the "full-funding limitations® provided
in Section 404 of the IRC. Specifically, deductible contridbutions
wvere limited to the greater of (1) the amount necessary to fund
the remaining unfunded past and current service costs of all
participants ove: the remaining service lives of those
participants at a rate eqQusl to either a level amount or a level
percent of compensation of those participants, or (2) an amount
equal to the aormo} cost of the plan plus the amount necessary to
amortize all past service costs evenly over ten years. Any
consribution not currently deductible could be carried over and
deducted in a future year. However, the amount deductible in the

future years was subject to the deduction limitations for the year

in which the deduction was sought.

3. Summary
A penslion contribution is “tax effective™ if 1) it can be

taken as & current tax deduction by the company making the
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.contributionm; 2) the income earned on the contribution ig

accumulated tax free: and 3) the employee is not taxed until the - . |
benefit is actually received or not taxed at all. If a company |
has a sound funding policy, it will fund its pension plan on a tax
effective basis. This means the company will fund st least enough
to meet the minimun requizrements of ERISA but will fund no pore
than it can deduct on ito tax return. 2In sum, federal tegulations
'prcvido a minimum and maxinum range that a taxpayer/employer
should consider when depositing funds in the pension trust. The
amount actiually selected in this range_is left to the management
of the company and should be made based on the financial

characteristics of the compary and other relevant factors. .

é. Impact of OBRA 87
1. Hipimon Funding Standards

OBRA 87 increased the minimum amount an employer must

contribute to its pension fund for plan years beginning in 1988,
The am'ortization pericd for experience gains and losses vas

seduced from 15 years to § years, and the amortization period for
gains and losses due to changes in actuarial agsumptions was
reduced from 30 years to 10 years. OBRA 87 also imposed more
strict minimuam funding requirements for underfunded plans (i.e.,
plans with assets less than 1008 of current liabilities). This
included a new requirement that all plans must fund certain
unpredictable event-contingent benefits (e.g. shutdown benefits),
OBRA 87 also eliminated an IRS regulatien that permitted assat
veluations to be based on a range between 85% and 115% of the
average value, ag well as requiring (hat @ach actuariasl assumption

be reasonable zather than only in aggregate as was previously ‘




allcowed. Finally, the use of specific, yet often different,

interest rates vere sequired for a variety of plan purposes and
the rate of the excise tax was doubled from SV to 10%.
In the Janvary 19, 1988 issuve of Actuarial, Benefits §

Compensation - Infcrmation Release, Coopers & Lybrand (Csl) noted:

These changes not only added tc the coaplexity of the
computation of pension expense, but taken together with
the changes in the full funding limitations described
below, gencrally will result in more volatility ia
required pension contributions.

2. tnplover Deductions
Effective 1988, OBRA 87 limited the amount of deductible

contributions to defined pensicn plans to the lesser of prior law
funding or 150% of the current liability of the plan. 1In its
January 19, 1988 Information Relsazse Ce¢l stated "this additional
constraint wag apparently made to curtail the tax-free
accumulation of axcess assets, on a plan tetninnt!gn basis, under
plans that fund for projected benefits®™ and that "this change has
tended to decelarate pexsion funding and will lead to more
variadbility in pension contridbutions {and deducticns) for plansg
that are close to this limitation and thus likely to swing in and
out of this limitation from year to year.”

A survay performed by Buck Consultants showed that over
§3% of corporate-defined benefit pension plans exceeded OBRA 87's
full funding limitations for 1988 and were thus not allowved tax
dcductions for pension plan contributions. Many NY State _
utilitiec are aleo in an ove:tun§ed position and were unable to

cuntzibute to their pension fund on a tax-effective basis,




The impact of not making tax-effective contributions to
its pension fund is even greater for those companies that have -
been taking the additional deduction for payments made subsequent
. to the tax year, the benefit of which has been generally floved

through to ratepayers. %Thece companies not only face the
temporary Joss of their current pensjon deduction, but also face

the immediate secaptuie by the IRS of additional tax benefits

previously recognlze.‘3

OBRA 87 also included the following changes to employer

deductions for pension costs:

a. Prior lawv alloved a deduction for contributions necessary
to amo:ztize past service or other supplementary eredits in
equal amounts over a period of no less thaa 10 yeats ner
more than 30 years (40 years for plans in existence on
January 1, 1974). Effective for years beginaing after
1987, OBRA 87 states that the amortisable base f.
determining sn employcr's maximum deduction for past
sesvice 1iability equals only the unfunded costs
steributable to such liability.

b. Under prior lav, due to statutox¥ deduction limits, an
employer's contribution to a defined benefit plan may not
have been deductible even though plan assets plus the
contridutien 614 not exceed the plan's terminatioa
liability for the year. Under OBRA 87, effective for

eacrs beginning after 1987, the maximym deduction limit
or contributicns §is not lass than the unfunded current
(terminaticn) liability of the plan. This rule applies
only if the plan has more than 100 participants

€. OBRA 87 requires that,gompanies subject to the uniform
capitalization rules,”  must include past service pension
costs in the basis of property that is produced or held
for resale., Prior law alloved 21l past service costs to

13, As OBRA will likely zesult in companies making deductible
contgibutions in some years, but not in others, the existence and
amourt of the additional deduction (in some years {¢t will actually
be an addition to taxabdble income) will be extremely volatile.
Thus, it is reconmended that all) companies defer rather than flow
through its impacts effective with this policy statement. ’

14. Oniform capitalization rules govern the inclusion in iaventory or
capital accounts of all costs incurred in manufacturing,

construction and other activities.
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be deducted currently. This provision vas pade effective
for self-constructed assets for -costs incurred after 1987,
iong term contracts for costs incurred after 1987 vith
respect to contracts antered into after February 28, 1986, )
and inventory for tax years beginning after 1987.

3. Other Provisions

OBRA 87 also jncluded ixportant changes affecting Pension
Benefit Guaranty Corporation premiums, the ability of a company to
terpinate a plan, controlled group liability for pension Costs.
the reversion of excess assets oOR plan termination, quarterly

contribution requirenents, tighter funding waiver requirements and

other changes.

4., Sumnazy
OBRA 87 substantially closed the gap between the ainisum

and maxisum amount 3 company could deduct on a tax effective
basis. It bhas resulted in many NY State utilities with overfunded

plans (as defined by OBRA 87) making no contributions to their
pension plans.

e. .Relatioconship with OPEBR
We mentioned earlier that OPER, pensions and the relatad

rederal income tax regulations should be looked at as 2 total
package. One reason for this is the following IRC provisions for
funding OPEB, which themselves commingle the thiee itemss
1, 401¢h) Acgcount
ohis is & sepacate account kept in conjunction with a
pension plan to which an employer may make tax~deductible
contributions for medical benefits for vetirees and their

dependents. various limitations apply to the funding of such

aceounts, including prohidbition of penefit reduction, vesting of
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benefits before cetirement, and the reqgquircment that the
contribution for medical Denefits cannot exceed 25\ of pension

R The investment income accumulates tex fraee,

plan contributions.
and the retiree is not taxe¢ when he receives the benefit,

T™he Omnibus Budget Reconciliation Act of 1990 provides for
reatzictive transfers of excess pension assets in defined berefit
plans to Section 401(h) accounts of such plans. The transfer must
be a “qualified transfer.® A qualified transfer §s one that
occurs in a taxable year beginning after 1990 and before 1996,
vhich does not contravene any other provision of lav (i.e., a
collective bargaining agreement under relevant law) and which
Raecs certain use, vesting, and ainimum cost requirecentc. The
anount transfe:zred in a Qualified transfer may not exceed an
amount which is reasonably estimated to be the amount the employer
asintaining the plan will pay (ditectly or through reimbursement)
out of the 401{h) account during the taxable year for Qualified
retizee heaith 1iabilities. In addition, generally, no more than
one transfer per plan per taxable year may be treated as a
qualified transfer, hovever that transfer may be made at anytime
during the tax year. An exception is made for certain transfers

artributed to the 1990 taxable year but made after the close of

15, Onder Section 401(h), pension or annuity plans can be used to fund
post-retirement medical benefits, provided annual contributions to
the plan for medical benefits do not exceed 25 percent of the
total contributions including tbe amcunt deposited {n the 401(h)
account (@.g. 32 $75 is Qeposited in the pension retirement
account, $2% can be deposited iln Lhe 402(h) acocount). Recent tax
legislation overturned a previous IRS ruling that allowed plans to
use & thecretical aqgtogato pension cost rather than the actual
8nllar contridbution tO pass this test. 7This new lcgizlaticn makes
Section 401(h} plans less attractive Decause many companies have
reached the maximum funding level for pensions and they will not
pe able to fund their 401(a) plan.

~.
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such year and before the due date, including extensions, for

£i)ing the tax return for such year. _

Before any company elects to make use of this transfer
option thers are three restrictions which must be carefully
evaluated. The fmpact of these restrictions may be so sevese as.
to zender usc of the transfer option inadvisable for most

collectively bargained benefit plans. These restrictions are:

2. Use requirement - Any asact transferred to the 401(h)
account may be used only to pay qualified current retiree
health liebilities four the taxable year of the transfer
(Qualified current retiree health liabilities does not
include amounts provided for health benefits to key
employees). Amounts not used to pay for health benefits
must be transferred back to the transferor plan. Such
amounts are not includable in the gross income of the
employasr for such taxable year but are treated as an
employer raversion and subject to the 20t penalty.

b. Vesting requirement -~ The plan must generally provide that
the accrued pension benefits of any participant or
beneficiary under the plan becore nonforfeitadble (§.e.
vested) ac if the plan had terminated immediately befoce
the qualifiecd trzansfer.

c. FMininuw cost requirczent = Each eroup health plan or
rrangenment under which applicable health benefits are
provided provides that the applicable employer cost for
each taxable year during the ysar of the transfer and the
fcllowing four years will not be less than the higher of
the applicadle employer costs for each of the 2 taxable
years inmediately preceeding the vear of the qualified

tzxansfer.

2. Pension Benefit Enhancement

A defined benefit pension plan can be revised to increase
benefits with the intent that the employees use the increase in
pay for medical insurance after retirement. The insurance cculd
be provided through private policies or through a group policy
sponsored (but not paid for) by the employer.
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This vould allow excess pension assets to be used to fund
the additional benefit with no accounting or tax effect. It would~ .

algo put the retires, rathezr than the cozpany, at risk with regard

to heslthcare inflation. 1In essence, this substitutes a “defined

contribution® plan for & “defined benefits® plan.

There are also certain 1imications or drawbacks to this

procedure:

a.' the zetiree is taxed vhen he receives the benefits,

b. the maximum tax-deductible contribution is limited if the
pension plan has reached the full funding limits under the

tax lav, and

e. participants becope vested in accrued benefits, dased on
vesting schedules for gualified retirement plans. The
effcot of vesting may be to incrcase the employer's cost
because ERISA mandates vesting in retirement income
programs, but not for health or other welfare programs.
The importance of these provisions is emphasized Ly the .

gact that the IRC currently contains only one othes provision

vhich is intended to provide for funding OPEB, and that is with a

VEBA.
3. VYEBA

Current tax lav (IRC Section 801(c)(9)) permits employers
to fund qualified postemployment benefits through 8 Voluntary
Employee Benefit Association (VEBA) regardless of the funded
gtatus of the employer's pension plans. BEmployer contributions to
the such funds are tax deductible in the year mpade and the retires
is not taxed wben he receives the benafit. BSowvever, use of a VERA

generally has certain disadvantages and limitations. Briefly,

these are:

a. investment income is taxed at trust rates, .




b. the maximum tax deductible contribution is computed dased
solely on current Costs without.allovance for inflation,

and

C. excess pension assets can't be trangferred to a VEBA
vithout paying an excise tax.

Bovever, the first two of these disadvantages can be avoided with
the establishment of a “"c¢sllectively bargained™ VEBA,

A cc.lectively bargained VEBA can be established for a
conpany's current and retired employees who are employed (or were
employed immediately before retiring) under a collectively
bargained labor agreement. These labor agreements must have been
established pursuant to arm's length néqotiation over benefits
between employee representatives and the company, and only if at
least 90t of the employees covered by the VEBA are representad
employeess. Por this type of VEBA, the company's tax-deductible
contributions can include an element for inflatior and the incone
ecarned on the plan's invectments is allowed to accumulate tax-
££££_16 '

4. Funding OPEB With Life Insurance

Although the use o0f life insurance to fund OPZB is not related

to pensions, 1t is presented here in order to complete the list of

possible metheds to fund OPEB. It is our understanding that under

current New York State law the use of life insurance for this purpose

16. This opinion is based on a °finding of fact” in Decision $1-07-006

issued July 2, 1991 by the Public Utilities Commission of the
state of California, a private zuling from the IRS concerning the
VEBA established by one of our jurisdictional companies to provide
postretirement benefits for its unjonized employees, and our own
reading of the IRS tax codes. Conpanies ara advised to consult
with thelir own tax experts before acting on this information. The
pertinent Sections of the IRC are: 419A(£)(5): 1.419A-2T, QeA-2;
501(e)(9)s 505(a)(2); S0S(a)(2): S1l; S12(a)(l); S12(a)(3)(A);
812(a)(3)(BYs 512(a)(3)(E)s and 7701(a)(46).
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by an enployer or OPEB fund is illegal, hovever, a5 noted below, there
is a possidbility that the law may be changed. ) - . ;

Corporate-Owned Life Insurance

The tax resuits of funding health benefits with employer

owned insurance on the lives of retirees are as follovs:
1. The employer carnot daduct premium payments.
2. If the employer has an insurable interest In the employee,
increases in the policy's cash surrender valuye and

proceeds payable at death are not subject to iegulas
income tax, although the company may pay alternative
pinimum tax on these. State insurance laws generally
require an insurable interest toc be based on an econcnic
loss that would be suffered as result of the employes's
death. since the death of an employee included in a
retiree health program may eliminate a significant
financial obligation for the employer, many observers feel
that the insurable interest question presents serious tax
conceras, as vell as state law issues.

3. fThe employer's interest deduetion on debt to earry these
policies may be limited.

4. Payments to retirees to pay medical expenses are tax-free.

Under SFAS Ro. 106, the policies would not meet the
definition of plan assets. Therefore, their value would not
teduce the OPEB liability required to be recorded on the Balance
Sheet, Eowever, the valusof the ploicies could be recognized on
the Balance Sheet as an asset dedicated to the payment of OPEB.

A company considering this funding method should carefully
evaluate the cash-flow requirements, since both premium and
medical benefits must be paid well in advance of receipt ef death
proceeds. 1nsurance companies have been working on developing
plang wvhich would be econcmical funding plans for OPEB and would
still meet the legal and IRC definitionc of 1ife incurance.
Reportedly such plans have been developed, but still the legality
and economics of such fundiang muat be carefully examined before .




entering into such a contract, including an evaluation of the

insurer's stability and operating efficiency.

Companies should also be aware tha:.the_build-up of cash
surrender values {n 1life insurance policles has been targeted dy
many in Congress as a gource of revenue becavse it is presently

untaxed. Mary observers believc that this targeting will continue
as Congress attempts to cope with the national budget deficit.

VEBA-Owned Life Insurance
Since & significant disadvantage of funding retiree health

banefits vith corporate-owned life insurance is the non-
deductibility of prcnidn paytents, companies may vish to explore
the possibility of having VEBA-owned insurance on thke lives of

tetirees. Some considerations relating to thase arrangements are

as follows:

1. The employer can deduct centributions to the VEBA, which
the VEEA tren uses Lo pay {msurance preaiums.

2. If the VEBA dces not have un insurable interest in the
employes#, the trust would likely pay tax on the increases
in cash surrender value and on death benefits. Because no
employment relationship exists bDetween the VIBA and the
employee, the insvrable interest issue is even sore
tenucus than with corporate-owned life Snsurance.
Bowever, 8 couple of states have revised their iansurance
laws to allov a trust fund, such as a VEBA, to use 1ife
insurance for this rutpou._ Othe: states have also been
locking at tnis option and may change their lavws. Alse,

a3 stated above, some insurance companies have reportedly
developed plans vhich are economical funding plans for
OPEE 2and stil) meet the legal and IRC definitions of life
insurance. Thc ecencaics of such funding must be
carefully examincd bafore entering into such a contract,
including an eveluation ¢f the Imsurer‘'s stability and

operating efficiency.

3. Payments to the retirses are tax-fres.
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Unless the provisiois of the VIBA ate very carefully

woided, Llhe value of the policies would not meet the definition of° .

plan assets under SFAS No. 106. If they did not meet that
definition, their value would not reduce the OPEB liadility
required to be recorded on the Balance Sheet, however, it would be

recognized on the Balance Sheet as an asset dedicated to the

payment of OPEB.
Analysis of Issue

The input the Commission should have on the funding of
OPEB is discussed in the attached Appendix B.

As for pensions, funding the retirement plan on a tax
effective basis represents good financial management and should
occur without additional Commission inducements. BEowever, due to
differences in the way the SFAS No. 87 and the Internal Revenue
Code (IRC) measure pension liabilities and the value of assets in
pension funds, it is possible that some companies wil) be forced

to recognize pension expanse on their books vhile, at the same

. time, they are at the maximum funding limit for IRC purpoces.

Therefore, using SFAS No. 87 to eet ratec oould provide companies
with pension allovances they have no way of funding on & tax
effective basis. The net result of this would a build up of a
1iability (a long-term account payadble to the pension fund) and an
enhancexent Oof the company's cash flow. Anothar scenario with
same results would be if 3 company 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 tbis enhanced cash flow we could require:

b




" acerual of intecest on this defer:al. Tbis'detcr:al and intecest

(1) deferral of the difference betveen the deposit in the pension

fund and the rate allovance granted for-pensfon expense, and (2)
accrual vould be made to an internal reserve dedicated to the
poyment of pensicn benefits. While this addresses the above
problem, it does not discourage the overfunding allowed by the

17 and soct coapanies' desire to

1iberal ERISA and tax laws
maximize tax savings from tax deductions for pencien
contributions. Overfunding can be disadvantageous to both the
conpany and the ratepayers dbecause Once assets are placed in the
pension fund, it is practically impossible to legally get them out
should cash flow needs arise outside the pension fund.
Recommendation

Contzibutions to pension funds should dbe made only if they
are cax effective. Accordingly, we shall require that
contributions to eaternally held pension funds be made only to
accounts Or trust arrangements that: (3) will allew such paymants

to qualify as a current federal income tax deducticn, (2) the

income earned on the fund balance accumulates tax f£ree, and (3)
the employee is not taxed uatil the benefit is actually received
or not taxed at all. The assats held by such funds must be
dedicatcd to the payment of pension benefits (Managemsnt fees fo:
the funé may algo be paid from these assets. Transfers to a
401(h) account, or similar fund, for payment of OFEB should be

17. Current lawe permit funding 150% of the pension llabjlity, an

anount vhich may be considared excessive.




(apptoximately 150% of its pension llability), and such level may

‘are adequately funded. Therefore, at this time, we believe the

permitced if the conpany can demonstrate ouch transfers are

advantageous to ite ratepayers). - ° .

There is no requirezcat for any co-panj to fund its

pension plan to thc maxisum level allowed by the IRC

not even be desirable. Also, most companies, pension funds are
currently very near, if not above, the maximum funding levels.
With these two factors in mind, coupled with the fact that fairly
accurate ptoj;ctions of the level of mandatory fund payments are
readily available for use in rate proceedings, ve do not expect
companies to ba forced to make pension fund payments in excess of
rate allovances. As for tte other side of the funding question,

sufficient regulations already exist to ensure that pension plans

Commission should not stipulate what level of outside funding .

should be maintained for pensions.
Although there is no need to stipulate the level of

outside funding, there is a reed to ensure that all revenues

granted for pension expanses are dedicated to that purpose or are
geturned to the ratepayers. Therefore, §¢ a company's total
annual contributions to external pension funde differ from §to
rate allowance for pension expense, the company should defer the

dit!cnheo in a separatc intcrnal reserve .eceunt.u This rese:ve

i8.

(Footnote continues on next page)

e , Class A and B electric utilities ghould vse Account 263,

ensions and Benefits Reserve. The accounting detail as to
whethar 3 portion of this amount should be recozrded 3¢ 3 curzent

14ability with the remainder being credited or debited to this .
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is to be dedicated to the payment of pensio; bcnetltsl’ {or other
disposition ordered by the Comnission should a portion of ttre
zesarve no longer be needed for pension purposes). Interperiod
tax allocation should be applied to this deferral and the
tesulting anounts should ba deferred in a separate subaccount of
the appropriate tax deferrsl account. The rate treatment to be
applied to this defer:al is discussed immediately below.
RATE TREATMENT OF DEFLRKALS PROPOSED IN SECTIONS 3(B) AND 4(C)
Section 3(B) above proposed deferring the difference
between the pension expense rate allowance and the amount of
pension expense actuslly booked. Section 4(C) Sbove proposed
deferring, in an internal reserve, the difference between the
asount of pcasion expense rate allowance and the amount actually
desposited in an external peacion fund. For rate Raking purposes
these two deferrals should not be used as a ratebace addition or
subtraction, but instead should be used to determine if the
company bhas realized & net cash infiow {positive cash flowv) or an
outflow (negative cash flow). 1If there is a positive cash flow,
an interest factor should be applied to the deferral representing

{Footnote continued from previous page)

9.

reserve account is not critical to this izsue and can be addressed
at a later date 1f necessaty. For the purposes of this policy
statement (Including the accrual of interect addressed in Section
5) it is the total of this amount which is being addrecoed,
regardless of whether it is recorded as a2 current liability or an
internal reserve.

Although SFAS No. 87 will not allow this internal fund to be
netted against the pension obligation for financial disclosure
purposes, §t will be recorded on the balance sheet and can be
included in the notes to the financial statemants.




‘ Page $3 of €2

that cash flow and the result added to the internal reserve. I¢

there is & negative cash flow, no interest should be calculated. .

A. Analysis of Issue

The deferral made in accordance with Section 3(B) is a

.Tegulatory acse; (deferred expense) dooked in accordance with SFAS
86;:“71 and 87. It represents a Commisgion promise to allow
recovery of the expense scmetime in the future, but until that
recovery is provided it does not represent a cash flow item. he
liability which this regulatory asset counterbalances also does
no: represent a cash flovw item since tﬁc liability remains unpaid
on the company's dooks. Although interperiod tax allocation will
be applied to this deferral. the resulting deferred tax is
likewise a non-cash-flow item. This ig becauge the tax deduction
is tied to the pension fund payments, not to the level of expense
booked.

The second deferrel item ~- the Lntornalw;§se:v§_¢tod;ed5
in accordance with 8ection 4(C) sbove and tepteiﬁn;tnq‘:hby |
difference betwern the amount of pension expense rate alioaaacc
and the amount actualiy deposited in an external pensioﬂ fund --
obviously is & cash flcw Stem, and ¢o is its related deferzed
incone tax effect.

A credit balance in this reserve indicates the ratepayers
bave supplied the company with sore funds than the company
expended for pension funding. This means the company is in a net
positive cash flov position. Since the company is free to use'ot
these extra funds for general corporate purposes, the ratepayers
should be recoapensed for this advance provision of funds. We . f




20,
. by its related income tax effect.
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propoce to do this through requiring accrual of interest on Lhe

internal rescrve.
If the the reserve has @ debit balance, indicating a

negative cash flow, no interest should be accrued. The reason for
this uneven treatmenrt {g that there is no reason a negativa cash
flow should occur. As explained in Section 4(C) above, the
ability to avoid a negative cash flow position shouléd be
completely within the control of the coapany. Even if such a
sitvation should occur, the company §s still being kept whole for
the fund payment; its only loss would be thc time value of that
excess payment from the date it is made to the date the company

brings itself back to & neutral or positive cash flov position.

B. Recomnendation

For rate making purposes, the deferral made in accordance with
Section 3(B) above, the related unpaid pension liability, and the
deferred income tax effect, should not be usad as a ratebase
addition or subtraction aor chould an interest factor be applied to
the net deferrals. Disposition of this item will de considered in
future rate proceedings.

For rate making purposes, the deferral made in accordance
with Section 4{C) above should not be used as & ratsbase addition
or subtraction, but should be used to detsrmine if the company has
realized a net positive or negative cash flow. If there is a net
positive cash flow, an interest factor should be applied to the
net deferral?® and the result added to the internal reserve. If

For the purpose 0f this calculation the deferral should be reduced




_Appencix A
@ “rren

there ls a acgative cash flow, 20 intese»l should be calctlated,

The interest rate used for Lhis purpose should, when
coxpounded, 8hould equal the company‘'s last allowved pre-tax rase
of :eLuxnzl {unless otherwise directed by the Commission). The
interest so calculated should be maintained in a separate
subaccount within the reserve and should compound monthly using
the same rate of interest.

The funds represented by this internal reserve may be used
by the company for general utility purposes until such time as the

22

funds are actually paid out for pension benefits®” or transflerred

to an externally held pension fund, Because of this, and in order
to ensure that this interest expense will not inadvertently Dde
included in the revenue requiresent determined in future rate
proceedings, the contraentry for the interest accrual will be a
debit to a belov-the-line expense account (Account 431, Other

Interest Expenses).

Interperiod tax allocation shall be applied to the above

de!cttals.z3

21,

22,

23,

Use of the pre-tax rate of return is consistent with that vhich
has been ordered on cther major deferrals (e.@.., the deforred tax
savings resulting from the Tax Refora Act © 86).
Cuszent payment of pension benefits for which no external fund has
been established shall be debited to this internal gzeserve. 1If an
external reserve hag been established it will be up to the
corpany's discretion, barring specific directions from the
Coxnigsion to the contrary, as to vhether the bencfits will be

14 from the internal fund, the external fund, or a ccabination
of both.
We are presuming the FASB's Statcnent No. 96, which is cutieatly
undez zevievw by thc FASB, will allov booking of the deferred tax
apcet. We will not address the eifect of SrAS No. 96 here, but
will address it in & separate preceeding if necessary,




6.

4.

2%.

, %6,

This delezral program should be instituted, On a tria)l
basis, coamencing vith the effective date of this policy:
statement, When we review this policy stat;ncn; in three to five
years, we will reexsmine this issue to determine if the deferra)

accounting procedures proposed here should be modified.

POLICY FOR PENSION SECTTLEMENTS AND CURTAILMENTS

In conjunction with SFAS No. 87, the PASB issued SFAS No.

88, Employers' Accounting for Settlements and Curtailments of
Defined Benefit Pension Plang and for Termination Benefits. For

an event defised as a "settlement*’’ SFAS No. 88 requires
immediate recognition of previously unrecognized (actuarial) gains
and losses?® (including any rexaining unrecognized net asset
existing at the date of initial appliecation of SFAS No. 87) but
does not rejuire acceleration of prior service cost.

Fc a 'euttailaont'zs SFAS No. 88 reqQuires the immcdiate
recognitior of a gain or loss compesed of the following two

factors:

A settleaent is an action takea by the plan sponsor that has the
effect of relieving the company of the responsibility to make
certain future benefit payments. The action must be (1)
ircevocable, (2) relleve the employer (or the plan) of the primary
responsibility for a pension benefit obligation, and (3) it must
eliminace significant risks related to the obligation and the
assets used to effect the sectlement.

Gains and losses are changes in the amount of either the projected
benefit obligation or plan assets resulting from (1) experience
different from that assumed and (2) from changes in assumptions.
Galns and losses include amounts that have been realized (e.g@. by
sale of a gecurity) as vell as amounts that are unrealized.

A curtailment is an event that significantly reduces the expected
years of future service of present employees or eliminates for a
significant number of employees tha accrual of defined benefits
for soms or all of their future services.
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(1) a portion of the previously unrecognized prior service
cost (including the cost of regroqgtivg.plan ane;duents
and any remaining unrecognized net obligation existing at
the date of initial application of SFAS No. 87) and

{2) any increase or decrease in the pension benefit obligation
caused by the curtalilaent.

#efore the portion of the curtajlment gain or loss applicadble to
the change in the pension benefit odbligation is recognized, it is
£irst offset against any unrecognized (actuarial) gain or loss,??
SFAS No. 88 also changed the method of computing gains or
losses recognized or asset reversions and specifies special
transition rules for companies that have undergone previous asset

reversions. SFAS No. 88 has not previously been addressed by
staff or the Commission.

Analysis of Issue
The rationale employed by the FASB {n SFAS No. 87 for

delaying zecognition of gairs and losses is that when using longe-
gange assumptions fluctuations in experience can be expected to
occur even {f the assumptions prove to be accurate in the long
run. Thus, over time, gains and losses can be expected to offset
each other. 1If a "settlement” or "curtailment®™ occurs, this
"offsetting process” vill not take place since the liability is

settled or terminated. Therefore, the gaing and losses are no

a7.

Por the purpose of applying this provision, any remaining
unrceocnfz:gonct ...ff that existed at the'date of initial

application of SFAS No. 87 is treated as an unrecognized gain and
combined with the net ¢ain or loss arising subsequent to

czansition to SFAS No. 87.




longes temporary and SFAS No. 88 requires thelgmedhtc
rtecognition.

The sanmc ratiocnale that supports Innoaia;c recognition of
“settliement” or "curtailment”™ gains and locscchlo: accounting
purposes also applies to recognizing the gains and lesscs for rate
purposes == assuming the settlement Of cuitailment was @& prudert
action (which is the reason we are recommending approval be
required to Jdefer a loss). Also, the advantages of complying with
GAAP that vere described for SFAS No. 87 apply equally to SFAS
No. 88. . .
I£ SFAS No. 88 is adopted for rate purposes, any ¢Qains
recognized due to the sottleoment, curtailment or similar action
1elated to a pernsion plan should be deferred for reflection in a
futyre rate case. It can bc‘axgued that since gll gains are to be
detecred and passed back to the customer in a future rste case,
the utility has no incentive to make expenditures to determine if
one of the actions covered by SFAS No, 88 would be cost

beneficial.

Recommendation
Btilitiaes should fellow SFAS No. 88 to determine gains or

loases resulting from the transactions covered by the standard.
The Director of the 0Officc of Accounting and Finance must be
nﬁtitied. in wiiting, 60 days prior teo the consumation of all such
proposed transactions. This notification shall include the nature
of the transaction, the details and specifics of the transaction,

quantification of amounts, computation of the gain or loss, the
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proposed disposition of the gain or loss, and the economic
justification for making the tnnsacﬂ.on.“ -

Any gains recognized due to an actual settlenment,
curtajlment or similar action related to a pencion plan shall be
deforred for future disposition by the Commission. The
disposition of such deferrals are to be seliled in a race
proceeding vithin two years of the action, otherwise the company
pust file a petition with the Commission seeking approval of its
proposed disposition.

1f a utility wishes to defer any losses incurred due to 2
transaction covered by SFAS No. 88, it must pétition the

. Commission for approval in a timely manner and provide proof why
the transaction vae beneficial to ratepayers.

Revieving the pension plan and its releted funding to
.determine if a pension settlement would be beneficial is part of
prudent pension management and companies should not need
additional incentive. However, there is a requirement in the OPEB
portion of tais policy statement that requires companies to review
the feasibility of using pension settlements pade under the
guidelines of SFAS No. 88 &8 a possible source for offsetting OPES
1iabilities [see attached Appendix B. Section 2(D)(a)).

7. .IMPLEMENTATION DATE
As previougly discussed, conpanias began implementing SFAS

Hos. 87 and 88 for zeporting purposss batveen 1986 and 1988. In
many instances, the manner in which pension expense was calculated

is not in compliance with one or more of the requirenents




A.

described above. 7Thus, there is an issue as to vhen the pension

provisions of this policy statezent should become effective.

SFAS No. 106, which is discussed in detal) {n Appendix B,
does not have to be implemented until after Deceamber 18, 1992.%8
Although the Statemant doez permit earlier adoption, to date none
of our jurisdictional companies have madc that election and ve are

proposing to prohibit early adoption for regulatory accounting
purposes.

Anplysis of Issue

Requiring companies to implement the pension accounting
proposals contained herein retroactive to the date they adopted
SFAS No. 87 and 88 for regulatory accounting accounting purposes
could constitute retroactive ratemaking. Therefore, the
provisions should be applied in a prospective manner.

Since the accounting and ratemaking propocale contained in
this document treat the eflects of SFAS Nos. 87, 68 and 106 in an
integrated mannel, it 1s reascnable to adopt a uniform effective
date for both the pension and OPEB provisions of this policy
statement, Although vé could adopt an earlier effective date for
the pension portion, the i{mpact of delaying adoption to a later
date has been substantially negated by a Commission order {ssued
on September 22, 1987. %hat order required any Class A or B
utility electing to adopt SFAS No. 87 either to make the

28.

STAS MNo. 108 is mffective for fiscal years commencing after
December 18, 1892, howvever, for nonpublic enterprises with no more
than 500 plan participants it is effective for fiscal years

beginning after December 15, 1894.




accounting change in the context of a rate proceeding or to defer,

for subsequent cisposition by the mission. the difference )
betveen the allowance in current rates for pension expense and the .

expense recorded in accordance with SFAS No. 87.

B. Recommendation

The rew policy statement as it applies to SFAS Nos. 87 and
88 3hall be effective for £iscal years commencing after December
15, 1992. Previous policy, including deferral reguirements, ghall
continue Lo be applied through that date.
Conclusion

Our analysis indicates there is no abiolu:e tight or wrong
method to conpute pension expense. One could make an argument for
several methods that would provide a wide range of resuits. SFAS
Nos. 87 and 88' provide more objective, but still not perfect,
standards. Some potentially valid arguments have been ralsed
against their use for rate purposes, but these arguments dc not

outweigh the advantages of adopting them. However, ve believe

these accounting standards should only be adopted with certain
stipulations that make SFAS Nos. 87 and 883 more suitadle for rate
purposes. .
In viev of the amount of discretion still available in the
selection of the assumptions required under SFAS Nos. 67 and 88,
there continuves to exist the possibility of manipulation of
pension expense. Therefore, deferral accounting procedures sre to
bs employed, at least for the next sevaral years, for the entire
difference between the amoynt of pension expense allowed in rates

and the actual amount recorded on the company's books. A similar




deferzal vill be required for the difference between the amcunt of

pension expense allowled in rates and the amount deposited in a
tax-effective pension fund. This second deferral requireaent is
expected to be a perzanent requirement.

SFAS Nos. 87 and 88, as well as pension regulations in
general, are so complex and diffuse, it is difficult to fully
assess the impact of the new standards at this time. As
additional experience is is gained, the Office of Accounting and
Finance expects to periodically iteview this policy statement to

determine if it needs to be revised.
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OPER ~ BACKGROUND ) ' .

introduction

Postretiremcnt Benefits Other Than Pensionk, known by the
acronym “OPEBR", comprises all forms of benefitg, other than
getirement income, provided by an employer to its rctirees. In
addition to health care insurance and life iasurance, OPEB
includes such benefits as tuition assistance, legal services,
financial advisory services, ané housing subsjdies provided during

retirement. Bowever, retiree health care is the central issue

that gives the topic its impact.
When utilities initially offered OPEB, health care costs

were relatively low and the ratic of covered retirees to active
workers was small., Since cash payments f£o0r these costs vere

generally immacerial, cash-basis expense recognition -- pay-as-
you=-go —~ was deemed acceptable for accounting purposes and was

adopted for ratemaking purposes. But a combiration of escalating

health care costs and changing demographics has altered the

postretirement landscape.
In December 1990, the FASB issued SFAS No. 106.1 This

Aceounting Standard requires companies to sw}tch frem pay-as-you-
go to accrual accounting for OPER's. This means corporate
entities will now recognize in expensa not only the current pay

outs for these benefits, but also recognize ag a current expense

. . Statement of Financial Accounting Standards No. 106 - Employer

Acecounting for Postutirnmné Be sgsn Qth i; %nn Pensions issu
y the Financial Accounting Standards doar
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amounts being set aside for future payments. Q FASB concluded
that the rendering of employees' service pursuant to a
poctretirenent bencfit plan crcates a siqnificabé obligation and
that the cost of pronised postretirement benefits should be
recognized in financial statements during the woiking lives of the
covered employees. 1In deciding hov companies should account fo:
OPEB, the FASB paid particular attention to its pension standards
because of the similarities between pensions and OPEB, (e.g., both
are deferred compensation payable after retirement, and the
obligation to provide the benefits ariges as ezployees render the
services). As a resvlt, the provisions of SFAS No. 106, are very
similar to those of SFAS Nos. 87 ard 88.°2
) The purpoac of the SFAS No. 106 aceounting is not to
encourage or discourage companies from offering benefits, rather
it is to provide reasonable information for decision making.
Accrual accounting does not change the nature or extent of the
postretirement denefit promise. However, it will téquirc
employe:s to reflect their existing comnitments in their financjial
statements, Because of this improved disciosure, the company, as
well as its investors, creditors, employeses, and others, can
better evalﬁa:c thoss coamitments and the likelihood that the
company can fulfill thes.

’ Our analysis of the financial impact of SFAS No. 106 is in

the early stages, howcver it is anticipated that the impact will

2.

Statement of Pinancial Accountlnq Standards (SFAS) Number 87 -
ing ¢ ions and Numnbezr 88 - Ewpl
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be cubctantial. Estimates of the potential liability vary widely.
The Employee Benefit Research Institute ;stlzatod-thc total
unfunded employer liabilley, including that of the public sector,
to be about 3260 billicn: the private sector's share s estizated
to be about §$169 billion. The U.S. General Accounting Office
estimated the private sector's liability to be §221 billion. The
primary difference betweea the two estimates is medicare benefi:s,
Although these two estinmates are somewhat close, many other

estimates have been considerably higher.

Field Test Study of Financial Impact

In an effort to help the PASB the Financial ERxecutives
Research Foundation sponsorced a field test ctudy, conducted by
Coopers & Lybrand, Certified Public Accountants (Cél), to assess
the igpact Of requiring accrual accounting for retirse health
benefits. The field test studied 26 comganxos3 and determined
that the increased expensé recognition resulting from the proposed
accrual accounting would casuse the subject companies to experience
decreases in pretax income ranging from 2% to 208. For two-thirds
of these companies the pradicted increase in expense equated to arn
increace of two to six times the pay-as-yeu-go cost they currently
incur for health coverage for retireses.

B;;uusc of the potential impact on earnings of these new

accounting rules, in conjunction with the fact that companies

Initially the study vas to include a larger number of companies.
Bowever, even though all or the ccmpanies seeking to be included
in the study vere large and well crganized, a significant number
of them had to be excluded because they were unable to provide
even the minimus level of data need for the field test.
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need to do considerable research to develop data and systems to

measure their CPES liabilities under accrual accounting, the FASE -
deiayed the effective date for SFAS No. 106 to fiscal years .
beginning after Decenmber 15, 1992. Hcwever, nonpublic
enterprises, with no more than S00 plan participants in the
aggregate, have until fiscal years beginning after Decenber 1§,
1994. Early adoption iz permitted.

One of the findings of Cél's field test was that many
cuployers had little idea huw auch thelsr retiree costs might be in
the future because record keeping for these costs has deen poor
and many of the benefit packages do not define whan, how much, and
what postretiremen: benefits are covered. Csl also noted that of
those companies that ware able to Quantify their OPEB liability,
many were stunned at its magnitude.

The longer a company ignores the severity of the impact of
the OPEB it has promised employees, the more difficult and costly
it becomes to take action. Por example, a company may have a
lazge potential obligation due to one of its OPEB benefits that

can be easily altered or at least reduced toO a more reasonable

level. The longer a company waits to make the alteration, the
more the obligation duilds and the more difficult it becomes to
sake a modifjcation, since retirees are relying more and more on

the benefit.
Another fact that must be considered in the adoption of

SFAS No. 108 is that it is nevw and covers territory where there

exists very little historical data. The initial conclusions of




‘I. , ‘I' !i§e,
the Actuarial and Accounting professions, the utility industiy,
and this Comnission Bay charge once cxp;tieace has been dlinee.
rinsncial lmpact of N.Y. Deilicies
In ordar to Quantify the izpact of SFAS No. 106 or ou?
jurisdictional companies, we sent 3 questionnaire to the 13
largest on Fedbrudty 27, 1991, Not all companies were able to
provide the inforpation requested, howevel, those which could are
resented in the table below. The table presents the data
relating only toO health care plans. The impact Of the nev

accounting on the ccst of OPEB plans other than health caze are

excluded froz the table for tve reasons: (1) the bulk of the

girnancial iapact of the naw accounting relatas to the health care
plans and (2) since most of the ginancial impact relates to health
care plans, many companies have not nade detailed studies of the
impact of SFAS No. 106 on theiz other plans: therefore teliable

data is not available.




® Table )

IMPACT OP SPAS No. 106 ON BEFALTE CARE COSTS

AT MAJOR NEW YORK STATE OTILITIES
(gollar amounts in thousands) )

(a) (v) (e) (q) (e)
COMPANY ~RANSITION  INCREASE IN COLUMN () EFFECT OF 13 CHANGE N
OBLIGATION, ANNUAL COST AS A% KEALTH CARE TREND RAGE
AT 1/1/93 FOR 1993 OF 1990
CPERAT.NG TRANSITION ANNUAL
o REVENUES OBLICATION COS%

in order to avoid conflicts with the
Sasurities and Exchange Commission's
puslie disclosure requiresents, the
confidentia) data originally presented
on this table has been deleved.




D. Income Tax Issues

To the extent the increase in anhual expense reported in

column (b) above is tax deductable, any amount allowed for OPEB in
rates will cause a dollar~for~dollar increase in revenue
requirenent, To the extent the OPEBR expense is not deductabie,
the revenue requirement could be greater: how much greater will
depend upon the ratempking treatment accorded the tax effect
ti.e., either recovered in rates as an expense or defersed and
added to rate base). Unfortunately., there is a dearth of tax -
effective funding vehicles available where employers can deposit
OFPED contributions and, because of the current federal budget
degficits, is situation is not likely to improve in the near

future. Therefore, the aajority of this expense increase péobably

‘will not be tax deductable until it is actually paid out in the

orm Oof employee benefits.
Obge:rvations |

As can be seen in columns (d) and {(e) ot Table 1, both the
transition obligation and the amount of arnual expense are highiy
sensitive to changes in the Bealth Care Cost Trend Rate.! Thig

cost trend rate is company specific and is also one of the most

4.

The Bealth Care Cost Trend Rate is an assumption about the annual
rate(s of change in the cost of health care benefits currently
providcd by the OPEB plan, due to factors other than changes in
the composition of the plan population by age and dependency
status, for each year from the measurement date until the end of
the period in which benefits are expected to be paid. The Eealth
Care Cost Trend Rates implicitly consider estimates of health care
inflation, changes in health care utilization or delivery
patterns, technological advancss, and changes in the health status
of the plan participants. Differing types of services, such as
hospital care and dental c.re, may have different trend rates,




difficult to pre’t inputs in the SFAS no.lo.otluh. Most

actuaries are projecting the Health Case Cost Trend Rate will be

high in the near future but will taper off cver time to something

closer to the general inflation rate. The responses to our

February 27, 1961 questiornaize shov that vhile some ccmpanies are

using this declining rate, others are using a single percentage

representing an average rate. Both of these methods are valid

and, at the present time, we are nct postulating a preference for

either.

The following table shovs the Health Care Cost Trend Rates

used by some of companies which responded to our Pebruary 27, 1952

guestionnaire. Since each coxpany's health plans differ from

those of the other companies', we would not expect to see the

exact same Health Care Cost Trend Rate used by each company.

However, tha gisze of the variasnces in the rates reported is

indicative of the problems inherant in making an accurate

projection.




Jab.e 2

HEALTM CARE COST TREND RATES
(A1) rates represent per annut increases)

In order to avoid conflicts with the
Securities and Sxcnange Cocmission's
public disclosure requirements, the
confidential data originzily presentec
on this table has been deleted,

when the potential for variation in the Eealth Care Cost

Trend Rate is ccnsidered in conjunction vith other projections

required by the SFAS No. 106 aceounting, it is clear that we, as
ect against the likelihood of providing

regulators, must prot
revenues toO cover overaccruals of these costs. At th

e same time




we shuuld strive to maintain intergenerational equity by providing
sevenuss and funding to cover reasorable estizazes of the OPES
costs. Our specific proposals are disCusuid in detail ir the
rera.ndes of this appendix.
Proposals

~we potential gmagrizude of the liabilicy for the ptomises
utilities may have made under existing OPED plans is an is»ue thal
requires imrediate attenticn regardless of the reie tieatdent
accorded OPEB costs. Since OPEB is intertwined wizh pensions arc
the fede:zal income taxz rsgulations relaced to pensions, Ve have
exazined the three itexs as an integrated package. Our propesacs
for the accounting and tatexzaking treatnent of OFEB are detailec
ijn the remainder of this Appendix. Our proposals for the
accounting and ratezaking treatzent of pensiens is detailed in
Appendix A.

RATE TREATMENT OF OPEB COSTS
The decision NY State ytilities will make gtelative to

implementing SFAS Ne. 106 will be highly inflyenced by how the
comtission decides to tredt CPLS costs for rate purposes. The
decision is not an easy onhe.
Recognition Of SFAS No, 106 for Rates 1s Not Reguired

in SFAS No. 106, the FASD recognized the practical

concerns of utilities but coancluded the cost of a promise to

provide postretirenent benefits to Qualifying employees is not

changed by the rate treatmens accorded OPEB and that SFAS No. 106

should include no special provisions for utilities. However, SFAS

No. 106 spoei!icallf recognizes that the accounting to be applicéd
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te certa:n segulated industries is sudject to a special standard -

- PASB Statement No. 71, Accdunting for the Effects of Gerta .
T¢pes of Requlation. SFAS No. 71 pernitsg r‘gula£oe utilities to
deviate from a standard issued by the FASB i1f che vtility aceounts
£or an item uysing the same method the regulatory agency uvses to

set cates.

' As a result of this provision and SFAS No. 71, if the
current caghebasis policy is cuntinued for OPEB for rate puIposes
the utility will not have to recognize the higher SFAS No. 106
expense on its income statement. JInstead, the increass in expense

would be recorded as 3 deferred 2x.rnse (a deferred expense is 3

s

“zegulatory asset” which I
agency to allov future recows:y &f tha amouat deferred). Although

1 c88nts A promise from the regulatory
this removes the effect of §75 No. 106 froa the Income Statement,
it does not alter the fae: tr:: tho company will still have to
recognize the substantial OPF3 lisbility en its Balance Sheet.

The Balance Sheet “asset” utich “sunter-balances this llabllicy is

the defarrad expense.

Pros and Cons of Adopting SFAS 3G, 206 fof Ratemaking

One advantage of adcotiaq S:A8 No. 106 is that it is naov
part of Generally Accepted.accounsin: Prineipals. As we stated in
eur discussion on SFAS NO. 87, ii 57 desirable to follow the

FASB's rules vhenever posaib.eé.
If one accepts tie FalB's iegie that OPEB are similar to

pensions, then it would seea logical to use SFAS 106 for rate
purposes. OPEB, like pensichs, aza a foza of deferted

compencatien. In exchang: for the cmployee's cusrent services,




the enployor“prosn a deferred benefit 3in ’ton of OPEB.
Since today's customers receive the employees' scrvices, it is

only fair that they pay the full cost of the cpéloyees. including
the cast of benefits which will be paid out at a later date. The
alternative is to allow the ccmpanies to build a liabilicty beyond

S

the §3.4 billion owed by ratepayers to cate.” This is ol

particular concern to industries where coapet:tion inroads arce
likely to reduce tne number of customers from which OPES
liabilities might be recovered. There is also a question of
fairness to future generations which weighs on the side of curresn:
recovery. -

Unless accrual accourting for the OPEB expense is adepted
for ratemaking purposes there will be no prefunding of the OPED
liability. Without that prefunding, the OPES 15ebility will
continue to grov without earnings on the funded assecs
accumulating to help offset the liability grovch.

There are, however, several aspects of STAS No. 106 that
would support not using it for rate purposes. First, as showvn by
the Table 1 on page 9, reflecting the full impact of SFAS Ko. 106

accounting in rates could, by itself, result in substantial race

‘increases.

Second, even the FASE concedes that the ability to measure

the obligation for postretirzement health care benefits and the

S,

As shown in column (a) of Table 1 on page 9 of this appendix, the
companies listed therein currently ove a total OPEB 1iabilicy of
$3.4 billion for the past services rendered by their employaes and
retizees. The 20-year amortization of this amount i{s included in
the revenue reguirement impact shown in column (¢) of that tahle.
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recognition of that cbligation are subjects of controversy.
Bistorical data about per capita claims cost are limited and
actuarial practice in this area i{s still developing. The task is
even further complicatcd by the uncertainties surrounding the ccst
of health care in the future. In order to develop a reasonable
estinate of future health care costs it is necessary to project
such diverse items as the health care inflation rate, health care
delivery methods, utilization levels, technological advancements
in medical knowledge, and demographic informatjon. It has been
argued that these unknowns render the estimated amounts for the
health care pcrtion of OPEB unreliable.

Third, because of the tremendouc impact of the above
subjective estimates, the recaulting OPER expense to be recorded in
any one ycar, or series of years, is highly wvulnerable to
manipulation.

Pourth, basing rates on SFAS No. 106 would result in
utilities receiving large amounts of cash from customers for a
1iability that will not have to be pald until many years in the
future. Bowever, this situation is akin to that of nuclear plant
deconnissioning. nuclear fuel disposal, pensions, etc. fer which
zate allowancas are being provided curreatly even though the cash
outlay is much later.

Finally, and perhapc most important, the additlional costs
recognized uader SFAS No. 106 accounting is expected to be tax
deductible only to a limited extent., To the extent it is not tax
deductible, either the company’'s revenues must be increased to

provide for the increased taxes, Or the tax effec: must be




deferral will alsc cause an increase in the revenue requirement.

Thuo, if SFAS No. 106 ls adopted for rate pdrposcs. customers will
-0t only pay the higher expense recognized by the new accounting,
‘but they could also end up pPaying either the associated federal
income tax expense Or a return on the rate base increase. This is
not the situation that existed for pensions, for which extrezely
genercus tax deductions were previously allowed (recent federal

tax reduction acts have significantly reduced pension tax

deductions).

Rate Treatment - Various Possibilities

As ve discussed previously, the provisions of SFAS No. 72
give regulatory agencles a wide lat:tude in how OPEB expenses can
be reflected in rates; regulators do not have to adopt SFAS No.
106 for ratemaking purposes. Howvever, we reccanend adeption of
STAS No. 106, subject to certain restrictions which address the
“softness”™ of the projected amounts and other regulatory conceras.
While these restrictions eliminate certain cptions otherwise
available under SFAS No. 106, they in no way vioclate the express
provisions of, or the intent of, that accounting pronouncerent.

While there are numercus methods which could be applied to
determine the appropriate OPEB rate sllouwances, there are seven
nethods presented below to which we have given consideration.

We request respondents to comment on and critique these methods.
Suggestions of alternative methods vill also be considered.
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Adept SFAS Ne. 106 for Rates

The mesits and drawbacks of this opticn have.been discussed
.bcvec

Allow SFAS No. 106 Expense - Use the Net-of-Tax Balance as a
Rate Base Offset

Provide a rate allowance to cover the full annual expense
dezgrminred in accordance with SFAS No. 106, but wvithouyt
provision for an{ tax effect. The after-tax anount of the
portiop of the 2 lowance vhich cannot be tax-effectively
funded” would be deferred and treated as ratebase offset,
thereby, saving ratepayers the before-tax rate of return times
the amount in the internal fund. Although this will cause a
significant revenue requirement increase, it helps maintain
intergenerational equity and starts funding for payment of a
very real and significant eost.

Allow SFAS No, 106 Expense -~ Accrue Interest on the Net-of-Tax
Balanec

Use the same method as Item b above except the &Seferred amocun:
would not be used as a rate base offset. Inslead, an intezest
accrual egquivalent to the company's last allowved pre-tax rate
of return would be jmputed on the deferred amount, net of its
tax effect. §ince this deferral i{s expected to accumulate
rapic¢ly, and to amount to a considerable balance, accrual of
interest will accurately reflect the benefit the company is
receiving from these zategayet provided funds; much more so
thar would a rate base reduction promulgated in sporadically
filed rate proceedings.

ate Expense Using the Renefit/Compensation Approach

Use an allocation method which distributes the OPEB obligation
over the employee's service life at a rate vhich is egual to »
constant percentage of the employee's expected annual salary.
Stated more technically, this approach attributes the amount
of the expected obligation at retirement to each year of
service in the attribution period based on the propertion of
the ezployee's compensation in each ycar to the cxpected
aggregate cozpensation earned ever the employee's career.
Service cost in each year is the actuarial present value of
the amount of benefit attributed to that year. The
accymulated beneflit obligation measured at any point in time
is the sum of the cunulative current year's and prior years'

An OPEB fund is "tax-effective” if 1) contributions made tc the
fund can be taken as a current tax deduction by the company making
the contridbution, 2) the incomc earned on the fund balance
accuintulates tax free, and 3) thc employee ic not taxcd until the
penefit i¥ &ctually received or not taxed ot 3ll.




service cost ‘infnrnst accreed thprﬁxsn;*t iz alseo the
actuarial present value ©f benefits jtrrihuted to the current

and price years.) . .

Thic method results in lover accruals in the earlier years,
and higher accruals in later years. than would SFAS No. 106.
The -ain tcaoons for thic dicparity ares

1, Under STAS No. 106 the projected obligation is sllocated
on a benefit/years of service basis, whereas under
benefit/coapensation approach it is allocated on a pe:cent
of expected salary including anticipated salary increases.
This results in a slower accrual of the employees' Service

cost.,

2. Because of the slover accrual of the service cost the
annual interest costs are lower.

This method of attribution was discussed in paragraph 182 of
the OPEB Exposure Draft. Although it has an intuitive appeal,
it also has several flaws. The FASB rejected this method on
the basis that it less faithfully represents how the benefits
are earned under -the plan. Therefora, its use would not
conform to the requirements of SFAS No. 106. 1In addition,
thic methoed doubie counte the effect of inflation. This s
because projected inflation is factored into into both the
expected salary incrcases and the discount rate utced to
quantify the service cost and intercat componcnts of the nct
pericdic postsetirement benefit cost.

Allow Tax-effective funding Only

Allov rate recovery for only the amount of OPEB expease which
can be tax-effectively funded. This would mitigate the rate

impact of adopting SFAS No. 106.

On the other hand, tax-effective :unding is expected to be
available only to a limited extent and it is probable that all
companies will £ind it impossible to fund their entire annual
OPER expense. Some companies may be unadble, or find it
aconomically unjustifiable, to establish pny tax-effective
OPEB funding progran (e.g. the administrative fees for a VEBA
may make it uneconomic to establish one for a small employer).
Therefore, for most companies, & rapid;y.g:owinq. unprovided
for liability, would have to be recognized on their books and

our goal of intergenorational equity would not be met. Also
this plan would provide no consistency between companies
regarding the proportion of OPEB expense being provided for
through rates. This only exacerbates the intergensrational
equity pioblenm and would be confusing to financial ctatement

usars.
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Phase~In Adoption of SFAS No. 10§ - Method 1

Allow rate recovery for the amount cf OPEB expense vhich can
be tax-effectively funded in the rate year, plus a percentage
of the diffcrencc betueen that amount and the net periodice
cost £or the year as calculated under SFAS No. 106.
Tentetively, that percentagc would be set -at 50V at the time
of the initial adoption of this policy statement. There would
be subsequent reviews to determine whan that pcrocntage ghould
be ralsed. The f£irst such review wculd be approximately three
to five years after issvance of the final policy statement and
would consider raising the percertage to 75%, or possibly
higher if companies can demonstrate they have Geveloped
rteasconably accurate cost projections and have taken strong and
decisive actions towards reducing, or at least restraining the
growth of, their OPEB obligations.

Some of the factors supporting use of this phase-in approach
are: _ )

1. The SFAS No. 106 method may result in an overaccrual of
expense for several reasonx, one of which is it does not
sllow companies to facter in cost contajnment strategies
wvhich they may institute in the future. On the other
hand, we do not believe the amount that can be tax-
effectively funded under the current tax code is
sufficient to provide for a reascnable estimate of the
future obligation. Therefore, adoption of a target
allowance somewhere between these two amounts is
desirable.

2. Providing current gecovery for at least a portion ¢f the
cost of future OPEB benefits should commence as $°0n as
possible since thu current pay-as-you=-go method results in
cha:ging future ratepayers the cost of services being
rendeced tO current customers.

3. A phase-in will mitigate rate impace.

é. In the future, the IRS mli revise the tax codes to allow
. funding the accrued OPEB liability on 8 tax-effective
basis (similar to what it @id for nuclear plant
decommissioning costs). In that gituation, the internal
reserve for OPEB which would have built up under this plan
could be deposited in 2 tax-effective fund without

affecting rates,

Since this plan does not provide full recovery of the OPEB
expengse as cealculated under SFAS No. 106, there would ba some
build-up of unprovided for OPEB liability on the balance
gshaet, 8long with an offsetting regulatory acoet (defarread
debit). Bowever, it is not expected that this liability will
have the same impact on the companies’ bond ratings ac would
similar amounts of more conventional liabilities. The rating
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agencies have stated they will factor into their decisions the
timing of these liabllities, the "softness” of the estimates,
the projected future revenue levels of the coxpany., etc.

Support of this method is based on the assumption that mcs: of
the OPEB liability cannot be tax-effectively funded. 1If this
Plan vere adopted ané tax regulations were subseqguently
changed to aliow significantly increased tax-effective funding
for OPEB, or if yhere wvere other developaents which would have
gimilar effects,’ we would recommend modification to achicve
more current recovery. In the near ters, we would not expect
t¢ provide current rate recovery in excess of 65% of any
conrpany's net periodic postretirement benefit cost unless
there vere exteauating circunsiances (e.g. the company's plan
is a defined contribution plan that does not require
projecting future increases in the cost of benefits). For
companies with such extenuating circunstances, the actual
amounts to be aliowed for rate recovery would be decided in
the context Of rate proceedings on & Case-~dby-case basis. The
65% bench mark would be tentative and there would de
subs:auent reviews to determipne when that percentage should be -
raised, The first such review would be approximately three to
five years after issuance of the final policy statexent.

\,'9- Phase-In Adoption of SFAS No. - od 2

Phase~in, over several of years, rate racovery for the full
amount of the annval OPEB axpense. The pace of the phase-in
would depend upon the revenue requirsment impact of the new
accounting and would commence with the first rate proceeding
folloving the company's adoption of SFAS No. 106 for
regulatory accounting purpoceg (or, at the Commission's
dioccretion, an earlier procceding).

Because recognition of the full amcunt of annual OPEB expense
would, by itself, cause rate increases from 0.%% to 1.5% for
most of our maejor utilities, the Commission should rese:rve for
itself the ability to set the OPEB rate allovance at a level
that balances the need for cost recovery with its concerns
about rate impacts. Accordingly, initiai rate allovances
should be set at amounts that aze detween the full annual OPEB
cost and a2 minisum level (discussed belov). The relative size
of these allowances would depend upon the size of the overall
rate increase that accompanies OPEB implementation. 1In each
subseqguent year, the previous allowance would be increased, by
at least this pinimal amount, until the full annual OPEB

expense is provided for.

*  fFor exanple, it now appears that the entire OPEB obligation for
unicnized employees can be tax-effectively funded through use ot
*collectively bargained” VEBAS. See Section 4(A)(e)(3) ot the

attached Appendix A for more detall.
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for «example, if full -OPEB dIxpense recognition, vhen combined
with other ¢cst increases, would cause a gate increase that is
deened to be onerous on ratepayers, the Commissicn may allov g
minimum amdunt for OPE3 to mitigate the overall irpact. The
portion of the annual OPES expense in excecs of the OPED race
allowance would be deferred for disposition in subsequent rate
proceedings. On the other hand, if a rate change is not going
tc be significant, the Commission may allew the fuil OPEB
eapense. Our goal is to phase-in fyll recovery of the annual
expense vithin approximately five years.

This propesal provides the Comnission with maximum flexibilicy
in the amoynt it allcws for OPLE and provides some contrcl
over the size of the overall rate increase. At the gsame time,
this guacantee of & pinimum level ©f recovery, and a
ratcheting up of that level in subsequent rate cases, i3
recessary to demonstrate to the financial community that the
Commissicn is sincece about full rate recognition of OPZB

expense.

The initial OPEB rate allowance would be set at an amcunt
equal to the lesser of: (1) the total net periodic
pcstretirement expense, or (2) an amount equal to
approximately 1t of the company’'s gross operating revenue.
This target amount of 1t could be reduced if the Commigsion
decides the cvarall ravenue reqQuirement increase will be
enerous. Bowever, the minimum rate of phase-in would be 0.25\
_cf eperating revenues, increasing by at least that amount in
each subsequent year until the full net periodic
postretisenent expense is previded for. On the other hand,
the Commissis~ may grant an OPEB allowance in excess of the 1\
rarget if .: leems such action will not cause an uracceptable

increase in the revenue requirement.

For mest companies the projected revenue requirement impac: of
the new accounting is less than 1.5% of thelr gioss opesating
revenues. Therefore, under this proposal, rate recovery of
the full level of annual OPEB expense should be accomplished
within & fev years. The exception to this is the New York
Telephone Company, for,which the projected ravenue impac: is

significantly greater.

Use of this phase-in plan has many of the attributes and
advantages discussed or referenced by items (a) and (£) above.

.. ,NY Tel‘'s estimated level of OPEB cost, as £iled vith our Office of

Accounting and Finance, is significantly greater than the norm.

We have not made any study to ascsrtain the reasons for this, nor
nave we formed any opinion as to the reasonableness of the benefir
plans. Bowever, we believe this matter varrants close review by
the company. It will be up to the company to substantiate in
future rats proceedings that its overall conpensation package
(including OPEB, pensions, and wages) is reascrable and necessary.
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Bovever, the possibility of over -acgrual referenced in Itenm
{€£)(1) above needs further comment.

As will be discussed later, revisions of estimates and
enactnent Of changes in OPE® plans (e.g. revicione sade for
CCst contrel purposes) will result in “actuarial gains or
losses.” 1If we do not limit the options availeble under SFAS
No. 106 for reccqgnizing such gains and losses, it might result
in over-accruals or significant svings in Lhe net periodic
postretirement benefit cost, Bowvever, as discussed in Section
2(E)(b) belcw, we are proposing all gains and losses Le
amortized, on a vintage year basis, over 10 years. We believe
this rolling 10-year amortization will sufficiently mitigate
the affects of possible future plan revisions and the
“softness® of current cost prcjections so that rate allowvances
for 100t of the net pericdic pestretirement benefit cost are

Justifiable.

D. Reconmendatcion

Our preference is the accounting and ratemaking described
in Item ¢ coupied with the interest accrual propcsal of ltezx ¢.
Ncnethelass, we fecommend that the public, incluéding the '
utilities, be alloved §0 days to comrent oOn the proposals.
Regardless of the option eventually selected, we believe rate
tecovery should be subject to the follecwing conditions. We ask
parties to comment on the suitability of chese provisicns as well.
8. The company must deponstrate that it has explored the

feasibility of using the folloving scurces to mitigate the

izpact of the additional OPEB costs:

1. excess pension costs currently ia rates due to (a) the
adoption of SFAS No. 87 or (b) ar inability to taxe
effectively fund the full amount of the pens:on allowance.

2. gains calculated under the guldelines provided in STAS No.
86.

3. the balance of the unamortired trangsition asset arising
from implenenting SFAS No. 87, §if one exits.

4. the use of excess pension funds to fund a Section €01h
account fo: the provision of health care to retirees. As
described In Section &(A)(e)(l) of the attached Appendix
A, there ate several reatrictione to such a transfer of




assets that must be carefully evaluated before electing
this option.

b. 1f a company falls to take advantage of tax-effective funding
of OPEB rate allowances to the nax?nun extent possidble, it
zust be prepared to defend its actions. |

¢. Contributions tO externally held OPEB [urnds may be made only
to accountg Or trust arrangexents that: (1) will allow such
paycents to Qualify as a current federal income tax deduction,
(2) the income earned on the fund balance accumulates tax
free, and (3) the employee is not taxad until the benefit is
sctually received or not taxed at all. The assets held by
such funds smust be dedicated to the payment of OPEB benetits
(reasonable management fees for the fund may also de paid from

thess assets).

d. If a company's total annuval contributions to external funds
dedicated to the payment of OPEB benefits differ from the sum
of its OPEB rate allowance plus any,pension related funds or
other funds used for OPEB purposes,” the company must defer
the difference in a saparate iaternal resetve‘iaiabtlity)
account. This OPEB dedicated internal regerve would not be
used as 2 ratebase addition or subtraction, but would be used
to determine {f the company has realized a net positive or
negative cash flow, -1f there is a net positive cash f}ov, an
interest factor should be applied to the net deferzal®” and
the result added to the internal reserve. If there is a
negative cash flow,; no interest should be calculated. This
defercal, its cash-flowv aspects, and its rate treatment are
discussed in more detail in Sections 5 and 6 below.

The interest rate used for this purpese should, when

ecompounded, equal the company's last allowved pre-tax rate of
tetggnig {(unless otherwise dixectod by the Cogmission). The

interest g0 talculated should be maintained in a separate
subaccount within the reserve and should compound monthly
using the came rate of interest.

10,

1.

. )

For exanmple, use of excess pension rate allowances for for OPEB
purpoces or the transfer of excess pension funds to a 401(h) plan
as descridbed in Section 2(D)(a)(4) above.

Although the intersal fund will not b¢ netted against the
obligation for financial disclosure purposes, it will be recorded
on the balance sheet and oan be included in the notes to the

financial statenments.
For the purpose of this calculation the deferral should be reduced

by its related income tax effect.
Ose of the pre-tax sate of return is consistent with that which
has been ordezed on other major deferrals (e.g., the deferred tax

savings resulting from the Tax Reform Act © 86).




The funds rop’sented by this internal re,ezve may be used by
the company for general utility purpcses until such time as
the funds are actually paid out for OPEB benefits™” or .
trapsferred to an externally held OPEB fund. Because of this, .
and in order tc ensure that this interest expense will not
inadvertently be included in the revenue reqguirement

determined in future rate proceedings, the contraentry for the
interest accrual would be a debit to a beclow-the-line experse

account (Account 431, Other Interest Expenses).

e. The difference between the amount a compary records on its
books for OPEB expense using SFAS No. 106, and the rate
allowance it is provided for that expense, shall be deferred
in a separate subaccount. This deferral i{s the "regulatory
asset”, recorded in accordance with SFAS Nos. 71 and 106,
which offsets the liability booked under SFAS No. 106 for the
porticn of the OPER expense that has not yet been provided for
in rates. To put it another wvay, it is a long term receivable
which offsets a long term payable. As such, this @eferral
does not represent a cash flow item and, accordingly, shall
aot have an interest accrual applied to it nor will it be
added to rate base for ratezaking purposes (the same as the
liability it offsets will not be used to adjust rate base or
the working capital allowance). This issue is discussed in
more detall in Sections 4 and 6 below.

The method of recovery for this deferral (or pass-back to

ratepayers should the net deferral be negative) will be

congidered in future rate proceedinge. Wc expect te commence
amortizing or providing other recovery (e.g. offsetting with ‘
existing ercdits of refunds) for this deferral comauencing in

the year immeliately following that in which rate recovery of

the full annual OPEB expense is allowed. Our godl is thet the

net deferral, made t0 this subaccount prior to the granting of

cate allowances for the full annual OPEB expense, de recovered

withis 10 years of the company’s adoption of SFAS No. 106 for

regulatory accounting purposes.

£. Interperiod tax allocation shall be applied to (1) any non-
cax-effoctive funding allowed and (2) 33y deferrals made in
compliance with items 4. and e. above.

13. Current payment to or for retirees of OPEB benefits for which ne
external fund has been astablished shall be dabited to this

internal reserve. 1f an external reserve has been established it
will be up to the company’'s discretion, dbarring specific
directions from the Commission to the contrary, as to vhether the
benefits will be paid from the internal tund, the external fund,
or a combination of both,
14. We are presuming the FASB's Statement No. 96, which is currantly
under review by the FASB, will allow booking of the deferred tax
asset. We will not address the effect of SFAS No. 96 here, but
will address it in a separate preceeding if necessary. '
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¢. If OPEB is funded through a 401 (k) plan (as pait of the

gensicn provisions) Section 404(a)(6) of the Internal Revenue
ode permits the taxpayer to deduct, On ‘its current tax

return, payments to a qualified OPEB fund made subsequent to
the end of the tax year but before the earlier of (a) the due
date of the tax return (including filing extensions) or (b)
the date on which it is paid. Any cospany using this °reach-
out® provision shall apply interperiod tax allocation to the
“"reach~-out” amdunt.

SUBSIDIARY ISSUES

a. Use of ggnsion and other credits for OPEB costs

Regardless of the rate treatment accorded OPEB costs,
there is little dispute that a large, unrecognized OPEB liabili:cy
exists. One possible source of funding for this liability is
pension related credits. We discussed in Appendix A that (a) some
companies pension costs calculated using SFAS No. 87 would be
lowver than amounts currently in rates for pensions, (b) in many
cases implementing SFAS No. 87 resulted in g trensition asset
which must be amortized over a period based on the average service
life of the employees (per SFAS No. 87).bt at the discretion of
the Commigsion (per FASB No. 71), and (¢) a company may recognize
a gain from such actions ac settling a portien of its pension plan
under the guidelines provided in EFAS No. 88. Since pensions and
OFPEB are doth deferred compensation, are payable only after
retirement, and the new accounting rules for both are very
similar, it seems reasonable that excess pension assets should be
used as a source to prefund OPEB, thereby mitigating the impact of
recognizing the liabjlity for OPEB plans. There may also exist

other unused credits, (e.49.., excess earnings, mirror CWIP,

property tax refunds, and deferrals relating to the Tax Reform Act




of 1986) which can be used to prefund OPER c’s without

dramatically affecting rates. V i
1. Analysis of Issue . .

It is basic financial planning to establish a funding plan
to meet the expected large payxents for OPEB. When formulating
this plan all potential sources should be considered. 1If a
company has a refund or credit available to it, especially when
the credit results from something as similar as OPEB and pensions,
it is only logical that the credit or refund be used as a source
of revenue to cover the expected expenditures.

The offsetting of the pension transition asset against the
OPER transition obligation will occur to a substantial exteat
without the need for Commission intervention. The provisions of
EFAE No. 87 and 106 both require the amortization of the
transition ssset or obligation and, except for the optional
minimum amortization peried of 15 year for pcnaiong versus 20
years for OPEB, the accounting for the transition amounts by both

of these standards are iaontical.15 Thus the amostization of the

pension transition asset will partially offset the amortization of
the OPEB transition obligation. Other than the relative size of
the amountg, the only difference in their amortization will be

that whieh results from the diffezent implexantation dates and the

optional minimum amortization periods if such are elected.

We are proposing the imzediate recognition of the OPEB Transition
obligation be prohibited and SFAS No. 87 did not allow immediate

recognition for the pension transition asset/obligation.




2. Recommendation

Amortization of the pernsion trarsition asset vill
avtomatically offset a portion of the OPEB t;ansition obligation
without further intervention by this Commission. Any other
credits that exist related to pensions should be used to partially
offset the OPER liability. Other unused credits should alsoc be
strongly congidered for this use.

b. Optional provicions of SFAS No. 106

SFAS No. 106 allows conpanies some latitude in the
mechanics of applying the new rules, the objective being to
control volatility. Some of these provisions are the same as
those contained in SYAS No. 87. These provisions are: (a) delayed
zecognition of gains and loses, (b) use of the "corridor approach”
to determine if gains or losses should be recognised, and (e) use
of the market related value approach, based on a three or five
year average, to value plan assets. <The recoamendations made for
these items in connection with SFAS No. 87 should bé adopted for
SFAS No. 106 alio.

Tvo additional provisions of SFAS Ro. 106 which need to be
addressed are: (a) election of immediate zecognition of the
transition obligation and (b) election of the ajnimum amortization
period of 20 years for the transition obligatien.

Imnediate Recognition of Transition Obligation

An employer's transition obligation or asset may be
gecognized either on a delayed basis or immediately, subject to
certain constraints. Immediate recognition is permitted only ;t

the date of initial application of SFAS Ro. 106.




Anortization of Transition Obligation

1f delayed recognition of the té‘nsition obligation or

asset is elected, the amount i{s required to $¢ amortized on a

tzaight-line basis over the average remaining service period of
active plan participants, except that (a3) if the average remaining
service period is less than 20 years, the employer may elect to
use a2 20-year period, and (b) if all or almost all of the plan
participants are inactive, the employer is required to use the
average resmaining life expectancy period of those participants.
Bowevet._phasinq-in tecognition of a transition obligation may not
be done at a rate that would resrult in slower recognition of the

obligation than would result from centinuation of the pay-as-you-

ge (cach bacis) methed.

1. Analysis of Isaue

Ianediate recognition of the transition cbligation may be

the gimplest method of recognition and 1t could be argued that it
woulé provide the more gignificant improvement in financial
zeporting. However, it is unlikely that regulated utilities will
elect this option without seeking either current recovery or a
separate deferral with accelerated amortization in rates.

Another consideration is that the actuarial techniques for
measuring postretirenent health care benefit obligations are still
developing and should become more sophisticated and reliable with
time and experience. Therefore. any near-tern measures of the
accumulated postretirement obligation, from which the transition
obligation is derived, will reflect the deficiencies of

insufficient data collection in the past and the evolving
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ectuarial practice in this area. Adcption of immediate

. gsecognition would capture these inaccuracies on the inccae
statement and bulence sheet at the time of transition while,
inecongruously, any sudbsegquent adjustzents to measures of the
accumulated odbligation will be recognized in income through the
gain or loss component of the net periocic postretizement benefit
cost which provides for deiayed recognition of gains and losses.

The above argues for prohibiting both immediate
recognition of the transition obligation a&nd early adoption of
SFAS No. 106. Ligovisc it argues for a long amortization peried
for the transition obligation co that its amortiszation aay‘be
partially offset by ‘he amostization of gairs resulting from
refinements in the ¢ ¢ originally used to project the transition

obligation or changes made to the OPEB plans for cost control

. purposes.

2. Reconmendation

a. Dclazgg Rgcoan%tion of cggng and Losses :
oxpanies should use the “delayed tecognition®
rovigsions of SFAS No. 106 to recognize gains o
osses resulting from changes in the accumulated

postretizement benefit cbligation or in the value of
plan assets resulting from experience being different
from that originally assumed or from changes in
assusmptions. Imnzediate rocognition shall be

prohibited.

D. The "Corridor Approach®

THe "Corridor SLTCach™ should not be used to

recognize gains and losses for accounting and rete
urposes., 1ingstead, any gains or losses, which would
ave gons into the corridor, should be placed into a

deferral account and amortized, on & vintage year ;

basis, over 10 years. For ratemaking purposes the .

amount in this account will be incluced in rate base,

Some NYS uvtilities are a part of a larger organization
(as an affiliate, subsidiary, operating division ete.)

o TOTAL PAGE.QSS ww
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anéd the remainder of the organization {s not sudject
to the jurisdiction of this-Commissicon. In many of
these instances there is only one health plan which
covers the entire orqganization. It may be avkward for
the utility portion regulated by the Commission to use
cne of the "optional provisions® of SFAS No. 10€ while
the remainder of the organization uses a diffarent
opticn to account for the sane plar(s). We request
respondents to specifically address this problem in
their cozaents.

c. Valuation of Plan Assets
lan assets should be valued using a calculated value

that recognizec changes in fair value {n a systematic
and rational manner over three years.

We request that respondents specifically address
whether a period of 3, 4, or S years should be used,
and that they fully explain the reasons for their
preference. We also ask that they state vhat method
they are currently using to valwve their pension fund

assets.

4. Imneciate Recoonition of Transition Obligation
Election of inmediate Tecognition of thc transition

obligation or asset should be prohibited.

e. Amortization of Trangsition Obligation
A minimum amortisation perlod og 20 years should be
reguired for amortisation of the transition obligation
or ascet. BHowever, a3 required by SFAS No. 106,
amortization of the trunsition obligation shall be
accelerated if the cumulative benefit payments made
subsequent 0 the transition date to all plan
participants exceed the cuymulative postretirement
benefit cost accrued subsequent to the traasition

date.
¢, Choice of Assumptions

Three of the key assunptions used in the ealculation of
OPEB expense using SFAS No. 106 are the discount rate, the rate of
return on plan assets and the health care cost inflation rate,
Cenerally speaking, changes in any of these rates results in @

change in the amount of OPEB expenses.




1. Analysis of Issuas

Ir Section 2(c)(b) of the attachad Appendix A, ve ]
giscussed whether the Commission should tequire companies to use
generic assumptions for SrAS No. 87 accourting reQquirezents, or if
each utility should be allowed to gelect its own assumpcions. The
conclusions reached in that Section are equally applicable to the
sccounting requirements of SFAS No. 106.

2. Recormendation

We continue to be concezrned with the amount of discretion
utilities have in the selection of the assumptions used in the
SFAS No. 106 calculation as it provides the opportunity for
manipulation. Bowever, this concern 4oes not fully Offset
advantages of adopting the standard. In viev of our recormended
deferzal accounting and restrictions on the optional provisioas of
SFAS No. 106 we believe that, with the exception of the
restriction discussed belov concerning calculation of tha 'assunod
discount rate®, each utility should econtinue to seleet its owvn
assumptions. We will reevaluate this issue vhen we reviav thipg

peliicy statenent in approximately thieve to five years.

d. Assumed Discount Rate

The discount rate s the interest rate used to adjust for the
time value of money when determining the present value of the
e;pected Postretirament Benefit Obligation.

1. Analysis of Issue

This subject, as it applies to SFAS No. 87, was discugsed

in detail in Scetion 2(C)(c) of the attached Appendix A. The
method for determining the discount rate under SFAS No. 106

-
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requiremente and SFAS No. 87 requirements are the same except SFAS
NO. 106 places much lecc emphasis on th; rate of return inherent
in settiements. This down-playing of the importance of
settlements in deterxining the SFAS Ne. 106 discount rate is
because settlements of OPEB obligations sre gererally gnavailable,
whereas such settlesents are available for pensions obligations.

1n view of this, the comments made on this sudbject in Appenéiz A

are egually valid here.

2. Recommendation

The assumed discount rate should be required to be based
op the rates of return currently available on high-quality bonds,
and other market indicators which sre of cimilar duration and
zisk, whose cash flcws match the timing and amount of expected
benefit payments. If settlecent of the obligation with thirzd-
party insurers is pcssible, the Iate of return inherent in the
asount at which the obligation can be settled is relevant in
determining the discouat raté, but should not be a iajoz factor
unless a cettlement is imminent.

e. Treatment of Prior Service Costs

SFAS No. 106 states that a shorter amortization period for
prior service costs Ray be varczanted if a company has a history of
regular plan amendaents. This i3 based on the theory that the
regularity of the anendments {ndicates a shortening of the period

during which the company expects economic benefits from the

amendment.
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1. Analysis of issue . -

SFAS No. 87 contains this same provision and the
discussion on this subject in Section 2(C)(f) of Appendix A for
SFAS No. 87 partaing hera also.

2. FReccmmendation

Approval by the Director of the Office of Accounting and
Finance should be requisred befou:e ¢ cowpeny may shorten the
amustization period for prior service costs based on the
contention that "it has a history ot plar amendments.”

£. Requirements for Chanqes in Methods er Assumptions
Section 48 of the Commission's Rules of Procedure

specifies certain requirements which must be complied with when a
utility wishes to change its method of accounting. SFAS Ne. 106
consists of many provisions, assumptiong, ete. and it may not be
clear if Section 48 applies if a utility changes any of these
ftems in its OPED expense computatioun.
1. Analysis of Issue

This issue, ag it pertains to SFAS No. 87, vas discussed
at length in Section 2(C)(4d) of Appendix A. The same discussion
and conclusions pertain to $TAS No. 106 also.

2. Recommendation

1f the conpany changes the method or manner in which it selects an
assumption or deterzines the value of plan assets or liabilities,
it is not considered a change in accounting subject to Section 43;
The selection of a different opticn, where there is e chuice, is
else not a change in eccuunting subject to Section ¢8., However,

in both of these instances the utility should infora the Director
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of the Office of Accounting and Finance of any such change §0 days
in sadvance of itc effective date if its impact on annual OPE3
expenses is greater than 10% of the latect rate allovance for
OPEZB, 1If there is more than one change being enacted, it i3 the
total effect of all changes, when added together, which should be
used to determine if the effect meets the 10% threshold. 1If che
impact is less that the 108, the change need not to be reported
until its effective date.

Any change due to an event completely outside the control
of the utility, such as a change in the assumed discount rate due
to changes in current market or economic conditi.cns. is not a
change in accounting subject to Section 48 but shall be rep9:ted
on the appropriate schedule in the first Annual Report to this
Conmission filed after the effective date of such change.

3. POLICY POR OPEE SETTLEMENTS AND CURTAILMENTS

SFAS No. 106 defines a settlement as 3 transaction that:
(a) is an irrevocable action, (b) relieves the employer (or the
plan) of primary responsibility for a postretiremen: obligation,
and (¢) eliminates significant risks related to the obligation and

the sssets used to effect the ntuemnt.“

A curtaeilment §8 an event that significantly reduces the
axpecsed years of future service of active plan participants or
eliminates the accrual of defined benefits for some or a1l of the

future services of a significant number of active plan

»ve For example, if an insurance contract is purchased from an
insuzance cumpauny controlled by the employes, the purchass of the

contract does not constitute a settlement.




participants. Under the provisions of SFAS No. 106 the occurrence

of either of these events will result {n Ihc_;naedgate recognition

of a gain or loss.

. Arnalysis of YTesue

Although the calenlation of the gain resulting from a
settlement under SFAS No. 106 is slightly differant than that
specified by 8SI'AS No. 88,17 the diccussion regarding settlemants
and curtailments made in Section 6 of Appendix A for SFAS No. 87
and 88 pertalns here also.

Recommendation
Utilities should follow SFAS No. 106 to determine gains or

losses resulting from settlements and curtailments. The Director
of the 0ffice of Accounting and Finance must be notified, in
writing, €0 days prior to the consumation of all such proposed
transactions., This notification shall include the nature of the
transaction, the details and specifics of the transaction,
quantification of amounts, computation of the gain or loss, the
proposed disposition of the gain or loss, and the economic
Justification for making the transaction. “

Any gains recognized due to an actual settlement,
curtailment or similar action related to an OPEB plan shall be
deferred £;z future digsposition by the Commigsion, The

«7s+ Under Statement 88, & gain resulting from settlement of a pension

obligation is measursd without regard to any remaining
unrecognized transition obligation. BHowever, in recognition that
the Transition Obligation for OPEB is likely to be significant,
whereas it generally wvasn't for pensions, SFAS No. 106 reqQuires
that any gain arising from a settlenent be reduced by any
remaining unrecognized trangsition obligation; only the excess is
recognized as a settlement gain.
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disposition of such deferrals are to be settled in a rate.
proceading within two years of the action, othervise the cozpany

must file a petitiuvn with the Comnission seekirng apprcval of its

proposed disposition.

If a vtility vishes to defer any losses incurred due to a
gettlexent or curtailment, it must petition the Commission for
approval {n a timely manner and provide proof why the
transaction was beneficial to ratepayers.

4. DEFERRAL OF VARTANCE BETWEEN EXPENSE AND RATE ALLOWANCE

SFPAS No. 106 is a very complex standard and its passage
hag focused acttention on the potentlal costs Of retirement benefit
plans as they ere structured today. While we believe SFAS No. 106
is an improvement over the current pay-as-you=-go proceduyre, we are
unsuze of what §ts ultimate impact will be. We are are proposing
a8 10-yea: amortization of gains and losses partially because the
potential inaccuracies of the assumptions and estimates required
by SFAS Ho. 106 renders the OPER expense estimate unreliable.
These saze assumptiors and estimates also provide significant
opportunity for manipslation of the amcunt of expcnse to be
recognizad. At the same time it does not appear feasible for the
Commiszion to require generic assumptions be used.

Another concern, at least for the near term, ig the
underrecovery of expense caused by our propeosed phase-in of SPAS
No. 106 fu: rate making purposes (see Section 2(D)). Since
companies should eventually be made whole for this shert-fall, a
deferral mechanism needs be in place during the phase-in period.
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Analysis of Issuve
in view of the above, some ptocedutc'necds to be ir place

to safeguard ratepayers from overcharges and the'companies from

sezious underrecorery. Requiring deferral of the differences

between actual OPEB expense anc the rate case allowance would
accomplish these ends. On the other hand, if the utility is

guaranteed to be made vhole, and can under no circumstances

realize a gain because full deferral accounting is implemented, it

could lead to companies placing less emphases on developing

methods of cost control or making plan changes in an effort to

minimize their OPEB expenses.

Recommendation
The entire difference betwean the amount allowed irn rates

for OPER expenac, and the actual amount recorded on the bocks as

OPEZB expense, should be deferred in a separate subaccount of the

appropriate defesral account. Interperiod tax allocation should

be applied to this deferral and the resulting amount should be

deferred in 2 separate sudaccount of the appropriate tax deferral

account. ]
This deferral program should be instituted, on a8 trial

gis, commencing with the effective date of this policy

P

statement. When ve review this pelicy statement in three to five

years, we will reexamine this issue to determine if the deferral

accounting procedures proposed here should be modified. We remain

concerned about the lack of incentive this creates for utilities

to manage their OPEB funds effectively and we request suggestions.
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The rate treatment of this deferral is jategrated with

that of another -~ the deferral of the difference betwveen the OPEZ .
tate allowance and the amount actually deposited in an externally .
held OPE® fund(s). This cecond item is addressed ir Section §

below. The rale treatment to be ‘accorded both of these deferralsg

is addressed in Sectiou 6.
S. QEFERRAL OF VARIANCE BETWEER RATE ALLOWANCE AND FUNDING
The amount a company deposits 15 an axternal OPEB fund may

not be the same as vhat it must report as OPEB expense fo:
accounting purposes nor vhat would be proper for rate setting
purposes. Funding policy qenerally refers to management's
decisione (in line with labor negotiations and contracts) as to
hov much te transfer te the OPEB trust fund. Federal regulations
and the financial characterictice of the firm are two key factors
used to determine the amount to be funded. Other factors, such as
matching the OPEB cost with the service rendcred by tha employee,
will determine bhow the éost should be accounted for and when it
should be collected from ratepayers; but they should not dctermine

funding policy.

A. Analysis of Issue

Funding OPEB on 2 tax effective basis represents good

Zinancial mansgenent and shouvld occur without additional
Commission inducements. Fowever, the Internal Revenue Code {IRC)
does not contsin provisions which will allow the tax effective
funding of the entire annual OPEB expense determined under SFAS
No. 106. Therefore, using SFAS No. 106 to set rates could provide

companies with OPEBR sllowances they have no way of funding on a
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tax effective basis. <The net result of this would a build up of a
liability (a long-tera account payable u; the OFEZB fund) and an
enhancenant of the company's cash flow. Another scenario with
same results would be if a company sizply chose not to deposit in
{ts OPEB fund the full asount it records as OPEB expense.

On the other hand, since va are propesing to phase-in SFAS
No. 106 for rate purposes, we expect that for several years the
rate allowancs vwill be less than the booked expense. Bovever,
this should not create & cash flow problem since ve do not expect
companies to be foiced to make OPED fund payments in excess of
rate allowances. <There is no requirement for any company to fund
its OPEB plan to the maximum level allowed by the IRC. Also, in
view of the costs involved in establishing ané panaging a trust
fund, it may not be desirable to establish such a fund for a sxall
amount of assets.

o remedy this situation and assure that the ratepayers
receiv: tha benefit of this enhanced cash flow we could require:
(1) deferral of the 8iffersnce between the deposit in the OPEB
fund and the rate allowance granted for OPER expanse, and (2)

accrual of intezest om this deferral. This deferzal and interest

accrual wouid be made tO an internal zeserve dedicated to the

payment of OPEB benefits.

Recomnendation
Contributions to OPED funds should be made only if they

are tax effective. Accordingly, vwe shall require that
contributions to externally held OPEB funds be made only to

accounts or trust arrangements that: (1) will allow such payaents




towQualify as a current federal income tax deduction., (2) the
incane earsed on the fund halance accumulatas tax free, and (3)
the employee is not taxed until the benefit is ictuolly reccived
©r not taxed at all. The assetc held by such fundo must be
dedicated to the payment of OPEB benefits (Managenent fees for the
fund may also be paid from these assels).

Although there is no need for the Commission to stipulate
what level of outside funding should be maintained for OPEB, there
is a need to ensure that all revenues granted for OPEB expenses
are dedicated to that purpose or are returned to the ratepayers.
Therefore, if a company's total snnoal contributions to external
OPEB funds differ from its rate allowance for OPEB expense, plus
any pension related or other funds used for OPEB putposes.l’ the
company should defer the difference in a separate internal reserve
account.}? This reserve is to be dedicated to the payment of OP.:
bencfitszo (or other disposition ordered by the Commission should
a portion of the reserve no longer be needed for OPEB purposes).

°8.

is.

~0.

for example, use of excess pension zate allowancec for for OPED
purposes of the transfer of excess pensicn funds to a 401(h) plan
as described iz Section 2(D)(a)(4) above.
;.g.. Class A and B electric utilities should use Account 263,
ensions and Benefits Reserve. The accounting detall as to
wvhether a portion of this amount should be recorded as a curreat
1lability with the remainder being credited or debited to this
geserve account is not critical to this issue and can be addressed
at a later 4ate if necessary. For the purposes of this policy
statement (including the accrual of interest addressed in Section
6) it is the total ©f this amount which is being addressed,
gegardless of vhether it is recorded as a current liability or an
internal reserve.
Although SFAS No. 106 will not allow this internal fund to be
netted against the OPEB obligation for finmancial disclosuse
rgoses. it will be recorded on the balance sheet and can be
ggc uded in the notes to tha financial statements.

PP ; ,
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Interperiod tax allocation should be applied to this deferral and
the resulting amourts should be deferred in » sepirate schaccount
of the appropriate tax deferral account. The rate treatmeant to be

applied to this deferral is discusced in Section € below.
RATE TREATMENT CF OEFZRRALE PROPOSED IN SECTIONS 4(B) AND 5(B)

Section 4(B) above prcposed deflerring the difference
betwesn the OPEB expense rate allowance ané the amount of OPEB
expense actually bocked., Section 5(B) abtove proposed defercing,
in an internal reserve, the difference between the amount of OPEB
expense rate allowance and the amount aétually depcsited in an
external OPEB funé. For rate making purposes these twn deferrals
should not be used as 2 ratebase addition or subtraction, but
instead should be used to 8eternine if the company has realised a
net cach inflov (positive cash flow) or an outflow (negative cash
flow). 1If there is & positive cash flow, an interest factor
should be applied to the deferral representing that cash flew and
the result added to the internal reserve. If there is a negative

cash flow, no interest zhould be calculated.

A. Analysis of Issue

The defercal made in aecordance with Section 4(B) is a
regulatory asset (8 deferred expense) booked in accordance with
SFAS Nos. 71 and 106. It represents a2 Commission promise to allew
recovary of the expense sometime in the future, but until that
zecovary is provided it does not represent a cash-flow item. The
1iability which this regulatory asset counterbalances alsu does
not represent & cash-flow item gince the liability remains unpaid

on the coupany'’'s DOOks. Although interperiod tax allocation will
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be applied to this deferssl, the resulting deferred tax is

likewise a non-cagsh-flow item. Thic ic beca:. 1y .the tax deduction .
is tied to the OPEB fund payments, and/or the .ost of benefits

actually paid to (or for) current retirees in that year, no: to

the level of expense booked.

The second deferral item ~- the internal reserve created
in accordance with section 5(B) adove == obviously is a cash-flow
item, and 80 is its related deferred income tax effect. A credit
balance in this reserve indicates the ratepayers have supplied the
company vith more funds than the company expanded for OPEB
funding. This means the ccmpany iz in a net positive caih flow
position. Since the company is free to use of these ex:ira funds
for general corporate purposes, thc ratepayers should be
reconpensed for this advance provision of funds., We propose to do
this through requiring accrual of interest on the internal .
Tose&rve.

If the the reserve has a debit dDalance, indicating a
negative cash flow, N0 interest should be accrued. The reason for
this uneven treatment is that there is no reason a negative cash
fliow should occur., As explained in Section S(A) above, the
ability to avoid a negative cash flow positidh should be
completely within the contrel of the company. Even if such a
situvation should ocecur, the company is still being kept vhole for
the fund payment; its only loes would be the time value of that
excess paynent from the date it is made to the dste the company

brings itself back to & neutral or positive cash flow position.
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Recommendation

The deferral made in accordance with Section 4(B) .
the "regulatory asset®, recorded in accordance with SFAS K
and 106, which offsets the liability that SFAS No. 10é requ .
be booked. To put it another way, it is a long term receivadble
which offsets a 1nng term payable. It is a not a cash-flow {tcm,
There fore, this deferral, and its relatcd tax effect, shall not
have an intercst acecrual applied to it, nor will it be added to
rate base for ratexaking purposes {iLhe same as the liadbility it
offsets will not be used to adjust rate base or the working
cepital alliowvance).

The method of recovery for this deferral (or pass-back to
ratepayers should the net deferral be negative) will be considered
in future rate p:ocegdinqs. We expect to commence amortizing er
providing other racovery (e.9. offsetting with existing credits of
refunds) for this deferral commencing in the year immediatcly
following that in which rate recovery of the full amnual OPED
expence io allowed. Our goal is for the net deferral, made to
this subaccount prier t¢ the granting of rate allowances for the
full annual OPEB exp?nsc, to be recovered within 10 years of the
company's adoption of SFAS No. 106 for regulatory accounting
puzposes. The timing for the disposition of the deferrals made
subsequent to the granting of rate allowances for the full annual
OPEB expense will be addressed at a2 later date, probadbly on a
case-by-case basis vithin the context of rate proceedings.

For rate making purposes, the deferral made in accordance

with Section 5(B) above ghould not be usad a8 3 ratebace addition
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or subtraction, but should bLe used to determinc if the coapany has

realized a net positive or negative cash flow. ‘--It there is a net - .
positive cash flow, an interest factor should be applied to the
net defe:xalzl and the result added to a separate subaccoynt in
the internal reserve. If there is a negative cash flov, no
interest should be calculated.
The interest rate used for this purpose should, when
compounded, equal the coapany's last allowed pre-tax rate of
returnz2 (unless otherwise directed by the Commission). The
interest 90 calculated should be maintained in a separate

subaccount of the internsl reserve and should compound monthly

using the same rate of interest.
The funds represented by this internal reserve may be used

by the company for general utility purposes until such time as the
funds are actvally paid out for OPEB beneutsu or transferred to .
an extarnally held OPEER fund. Because of this, anéd in order to

ensure thsat this interest expense will not inadvertently be
included ia the revenue requirement determined in future rate

prcocedings, the contraentry for the interest accrual will be a

2.
e3.

23.

For the purpose of this calculation the deferral should be reduced
by its related income tax effect.

Use of the pre-tax rate of retura is consistent with that which
has been ordered on other major deferrals (e.g., the deferred tax
savings resulting fros the Tax Reform Act of 1986).

Current payment of pension benafits for which no external fund has
been established shall be debited to this internal reserve. 1If an
external reserve has been established it will be ug to the
compeny's discretion, barring specific directions fram the

Conmission to the contrary, 88 to vhether the benefits will be
14 from the :internal fund, the exzernal fund, or a combination - .

of both.
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debit to a below-the-line expense accoaunt (Account 431, Other

‘ Interest Expenses).
Interperiocd tax allncation shall bec applied to the alove

dcfcrrals.z‘

This deferral program chould be instituted, on a trial

basis, commancing with the effective date of this policy

statexent. When we review this policy statement in three to five

years, we will creexamine this issue to determine §if the deferral

accounting procedures proposed here should be modified.
7. ACTIONS UTILITIES SHOULD BE TAKING '

Regardless of the accounting and ratemaking decided for

OPEB, there are various actions being recommended by accounting
and actuarisl firme that each company chould be considering
regarding its OPEB liability. Some of these tecommendations are
that sach ccmpanys (a) onalyse and quantify the short and long-
tere effects SFAS No. 106, (b) reviev its OPEB plan to easure that
it is part of an employee compersation and benefit package that is

reasonable and necessary to maintain 2 reliable and competent

workforce, and (¢) analyze the feasibility of changes to plan
design, plan adeministration, funding., computer and claims
processing systems and other appropriste areas te mitigate the
iﬂpact of the nev standard.

.'5-. ¥We are Presuping the FASB's Statenent Nn. §6, which is currently
under geview by the FASB, will allow booking of the deferred tax
We will not address the affect of SFAS No. 96 here, but

asset.
. will address it in a separate preceeding if nececcary.




A. Analvsis of Issue

The actions described above ropreoocnt conduct that s

recponsibie company should be tsking to control its expenditure.

By perferaing them, company may find ways it can reduce its OPZB

liabilizy without cutting beck on benefits. These actions should
be performed on an ongoing basis so that the company will be aware
of any new developments relating to funding or cost for OPEB
plans, or any new laws, Or revisions to 0ld existing lavs,
relating to their OPEB plans. The company will then be in a
position to measure the impacts of any changes and to take
expeditious action to lesren or negate detrimental impac:s while
taking maximum advantage of any beneficial changes.
3. Recommendation

Zech utility must demonstrate in the first rate case or
PSC annual x.poxtzs it files after this policy statement is issyed
that they have, at & minimum, taken the actions descrided above.

8, JIMPLEMENTATION DATE

SFAS No. 106 docs not have to be implemented until after

December 35, 1992.2¢ Although the Statement does permit earlie:

adoption, to date none of dur jurisdictionul companies have made
that electien.

°§, Reporting schedules will be developed and included in future
zeports.
26. SFAS Noa 106 is effective for fiscal years commencing after o,
December 15, 1992, howvever, £0r nonpublic enterprises vwith no more Co
than S00 plan participants it is effective for fiscal years
beginning after December 1§, 1994.




A. Analysis of Issue

Appendix B
. Pege 48 of 52

Auy measures of the estimated postretirement benefit

obligation made in the near future will reflect the lack of
historical data on which to base projections and the fact that
actuarial practice in this area is still at an early evclutionary
stage. Thus, early adoption of SFAS No. 106 would capiure thege
inaccuracies in the transition obligation. 1In fact, it was these
very concerngs which led the FASB to postpone the effective date
for SFAS No. 106 to Decembcr 1§, 1992. %he PASB recoghized that
delaying thc effective date would allov companies more time to
quantify their obligations, develop more accurate projections, and

to institute any Cost containment 2easures they deem necessary.

The necessity £Or as muCh accuracy a&s possible in these estimates
at the time SFAS No. 106 is adopted is exsmplified by the manner
in which SFAS No. 106 accounts for changes in assumptions.

Under SFAS No. 106 accounting. changes in agssumptions

produce actuarial gains or losses. Some of these gainc and losses
will relate to the transition obligatizn. 3If the transition
obligation and any subseguently rcelized actuarial gaians and
locses related to the transition obligation were being smortized
over the same periocd they would offsst each other; however that is
not the case.

The transition obligation is bzing amortiszed over a period
of approximately 20 years commencing with the company‘'s adoption
of SFAS No. 106, whereas ve are proposing ezing and losses be
anortized over a rolling 10-year period (see Section 2(E)(b) of

this appendix). This difference in amortization will cause a




&

mismatch betveen these two related items and will, therefore,
cause a distortion of the OPER expense Boigg recognized on the
books of the company. This problem will beéone icss significant
with the passage of time and the resulting amortization of the
transition obligation. Eowever, the more accurate the calculation
of the trangition cobligation at the time of adoption of SFAS No.
106 the smaller will be this problem.

Recommendation

Companics ghould adopt EFAS No. 106 for rcgulatory
accounting purposes as of the landato:g.effectivc date of SFAS No.
106 for compinies of thei: size and Lype, bu; not e-xliex (§.e.
for £iscal years comnmencing after either December 1S, 1992, or
Decenber 15, 1994, as applicable). The other provisions Of this
policy staterxent, as it applies to OPEB, shall be eflective on the
sanme date.

If, prior to its adoption of SFAS No. 106 for regulatory
accounting purpeses, a company is granted a rate allowance to
provide for accrual accounting of OPEB, it should follow the
provisions of this statement regarding deferral (and accrual of
interest) of the differences between:

3. the amount of the OPEB rate allovance,

2. the amount booked for the OPER expinsc. and

3. the amount depositad in tax-weffective OPEB dedicated funds.
The company shall also apply interperiod tax allocation to any
book/tax timing differences resulting from this Qccounting.
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TAX-EFFECTIVE FUNDING PLANS

At the presen: time we are auaro.ot-only three
tax~effective vehicles that are appropriate for funding OPEB
obligations: (1) IRC Section 4Cl(h) Accounts, (2) Pension Benefit
Enhancerent, and (3) IRC Section 501(c)(9) - voluntary employee's
beneficiary association (VEBA). Two othar vehicles which have
been discussed, but which we underctand are preseatly illegal in
Nev York State, are corporate owned life insurance and ViBA owned
life insurance. S8ince tlieye [ive ftems were éiscuesod in detail
in Section 4(A)(e) of the atcached Appendix A, ve will not
elaborate on them here except to point Out a recent development
concerning VEBAS.

For current and retired employees who are/were employed
under collectively dargained labor agreements it may be possible

‘to fund through a VEBA, and deduct as a current expense op the

company's tax return, the entire present value of the OPEB
liability: including the portion applicable to projected
inflation. In addition, the income earned by these collectively
bargained VEBAsS will accumulate tax-free. This is discussed in
more detail in Section 4(A)(e)(3) of the attached Appendix A.
We remain concerned about the lack of taxeeffective
funding vehicles for OPEE. Therefore, we request respondents to
provide suggestions if they are aware of other tax-effective

vehicles that are appropriate for this purpose.

PLAN FOR RECOVERING OPEB COSTS - MANDATED FILING DATE

Any company for which accrual of OPEB costs in a mannher

consistent with this policy statemant has not been reflacted in
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its races, or included in a then active -rate £iling. is to submit

a proposed plan for recovery, or other disposition, of ruch costsg

that would take effect on the date of its adoption of SFAS No. 106

for regulatory accounting purposes.

11. COMPANIES SUBJECT TO LIMITED SECOND STACE RATE FILINGS

Sone companles are subject to rate orders or seltleacut
agreements that provide for second or third stage rate increases
for limited amounts or specified items. The expense increase
occasioned by the change to accrual accounting for OPEB, made in
accordance with the provisions of this policy statement, may be
included in those subsequent filings. Such requests for recovery
should be made in the context of a plan vhich considers or
propoges the use of credits available to help offset the revenue
requirezent impact of the aew accounting (i.e. Mirror CWIP, tax
refunds, effects of adopting SFAS No. 87, etc). .

12. CONCLUSION

The current cash-basis approach to accounting for OPEB
costs is misleading because of its implication that no liabilities
for future retiree benefits exist. Therefore, it is bette:
accounting, and more financislly responsible, to move in the
direction of accrualebasis recognition for OPEB. At the same
time, the SFAS No. 106 accounting is so complex and dependant upon
fmprecise estimates and projections that we are ecncerned about
the possible overestimation ¢f OPER expense for ratemaking

purpoces and of rateshook on customars if SFAS No. 106 is adopted
in its entirety for ratemaking purposes. Alge, becauce of the

lack of data and imprecise nature of the estimates and projections




tequized for the acéiual of health case costs under SFAS No. 106

accounting, there exists a possibility of :apipulation of OPEB .

expense projections used for ratemaking puzposes.
We believe SFAS No. 106 should be adopted for accounting

purposes, but only with certain conditions that make the statement
more stcitable for use by regulated utilities. While we should be
moving toward SFAS No. 106 accounting for rate purposes, we also
believe a phase-in for such accounting is necessary. Therefore,
ve have described in this proposal several possible methods and
are requesting comments On theam.

The ability to project future OPEB cocts accurately will
be an evolving science. In view of this, and the likelihood of
gignificant changes in company health plans, available government
health programs, and tax laws, the Offlce of Accounting end
Pinance expecis to periodically review this policy statement to

detsrmine if it needs to be revised.
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In addition to any other comments or suggestions filed

..n response to the preposed policy statement described in
Appendices A and B, we request all New York State Class A and B

utilities to provide the following information,

For each year, from the date of your company's adoption of
SFAS No. 87 thru December 31, 1992, please quantity the
impact that SFAS No. 87 has had on the company's annual
pension expense. S

Describe in detail how and by wvhom all assumptions, including
the fcllewing, were developed for the fiscal years since SFAS
No, 87 vas implemented: -

a. the expected grovth rate of plan assets.
b. the settlement or discount rate.

C. projected wage increases.
é. employea turnover and sortality assumptions.

How is the company monitoring the accuracy of the four
assumptions listed in item 2 above?

Provide any criteria that has been establighed that will be
used to determine at whdat point an assumption should be
changed. If no criteria exists, how will it be decided when
an assumption should be changed?

What impact did the rates published by the PBGC have on your
intezest rate and discount rate assumptions? 1f the PBGC
zrates vere ignored vhen determining your assumptions, please
;;:;agg why they were not considered given paragraph 196 of

Provide the following for the trangition amount determined at
the time SFAS No. 87 was implemanted:

a. the date the transition amount {8 based on.
b. the amount and a supporting detailed calculation.

c. the assumptions vced.

d. hovw each assumption was selected or determined
({incTude the source and any oupportinz calculatione),

e. the amortization period used and how it wvas
determined.

£. the amount of the annual amortization.
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7. 1£ a transition obllgation resylted, please describe vhy,
given that SFAS No. 87 requires the use of the “unit credit
method” which noraally results'in a lower Accumulated Benefit - :
Obligation than if other methods are used. ‘

8. 2. Is your coapany accelerating amortization of prior
sarvice cost bacause of a hirtory of plan amendments?

b. If yes, describe and quantify the impacts. Include the
criteria used to determine that there vas a history of
plan amendments.

Since adopting STAS No. 87, has your company made any changes
in the method it uses to calculate pension expense or the
manne: ia which it detetmines any of the SFAS No. 87
assumptions?

10. 1f the answer to 9 is yes, please describe and quantify.

11. Are there any other specific types of changes that you might
want to make under certain sitvations related to pensions
ghat Yg.have not specifically mentioned? If yes, please
escr .

Please describe in detail any actions specified, or similar
to the ones specified, in SFAS No. 88 which have been

explored or implemented by your company. Also, please :
explain the reasons why the action wae {mplemented or g
sejected., .

13. Please describe the procedures employed to determine if it is
advicable or advantagecus to settle or curtail all, or s part
of, the company's pension plan and vhat options and terms are
available for such accions.

14. Please provide the amounts deferred for pensions to date as a
result of the Commission’'s September 1987 order requiring
Sefezrzul of the diffesence beilween the annual peasion expense
zecorded in accordance with SFAS No. 87 and the amount
reflected in zates. Also please provide the amount that
would have been deferred if the entire difference between
pension costs actuslly paid out (€.¢. amounts actually paid
to pension funds or paid directly to beneficiaries) and the
anount allowed in rates had been required to be deferred.
Please describe, in detail, the reason(s) for any difference
between these 2 amounts.

15. Please provide any suggestions that will help staff and the
Commission ensure that each NY State utility company is
efficiently managing its pension plan.

36. Please provide the factors, with a discussion of their
relative importance, used to determine the amount which was
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funded for pensions and OPEB for years 1988 thru 1991, This
should also address the iampact of OBRA 87.

Please provide any regulations or facters, other than those
described in Appendix A, which might impact the way a company
funds its pension plan, '

Please list and describe each 0f the company's OPEB plans.

How much has been charged to expense for each OPEB plan for
each of the years in the ¢ year period ending December 31,
19912 Was any of this expense for prefunding the company's
expected future OPEB liadblility? 1If so, please quantify

explain fully.

For each of your company's OPEB plans, please describe what
steps, if any, that have baen taken to quantify its accrued
and projected liability. Do these methods conform vith the
regquiremants of SFAS No. 1062 1If they 4o not conform, Plcase
describe how they deviate and quantify the effects of the

deviations.

Plcasc provide the results of any actions described in the
preceding questior. .

For each of your company's OPEB plans, please describe the
conditions vgicn eaployees Rust meet in order to Qualify for
the benefit.® We encourage all companies to review these
requirements carefully since, in the application of SFAS No.
106, this criteria is used to determine the attribution
g:tiod over which the expacted postretirement obligation must

recognized and the result for some companies may be
supprising. To illustrate, assume the only criteria that
myst be et to receive hcalth care coverage is that the
employee has retired from the company and is tecelving
payment of pension benefits. Assume also employees' pension
rights vest after 6 months of employment but in order to
receive henefits the employee must have retired and have
attained the age of 55 years. Uader this scenario, each
employee’'s estimated health care benefit coot must ba fully
accrued within 6 months of his hire.

1.

For example, health caore covarage is provided to all former
exployees who have retired and who are either (1) currently
receiving pension benefits or (2) have vested their pencion
benefits but are not yet receiving those benefits. To vest
pension benefits the person must muct have been cmployed by the
company for 10 consecutive years and have attained age of S5 years
while working fer the eonpani. To raceive pension benefits the
person must meet the preceeding criteria plus have attained the

age of 65 years.
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Please describe the problems you have incurred trying to
determine the OPEB liability. .

Plcase comment of the 7 possible' pethods of nte. recovery for .
OPEB costs described in Section 2(C) of Appendix B.

Please state whe:her you are in favor of, or oppose. the
recomnended rate treatment for OPEB expenses as detailed irn
Section 2(D) of Appendix B. Explain fylly your reasonc for
support Or opposition to this method. 1If you propose an
alterrative method, or have a suggestion for improvcaent of
our recommended method, please explain your recommendation in
detail and explain fully the reasoning behind your proposal.

Are you aware of any sources that could be used to fund OPEB
costs other than those addressed in Section 9 of Appendix B?

Are you avare of any federal tax provisions, other than those
listed in Section 4(A)(e) of Appendix A, that allow tax-
effective funding, or other tax incentives, for the accrual
or funding of futurc OPEB costs? If so, please give a
detailed explanation, including the applicable section
numbers ©f the Internal Revenue Coce.

Please deseribe in what actions your company has taken
related to the funding of its current OPEB plan or wvhy no

action has been taken.

Please list and explain what actions your company has taken .
decrease or to mitigate increases in its current and/eor
future OPEB costs. If no action has been taken please

explain why.

Please provide the projected impact on 1992 net income of the
changes tecommended in Appendix A, :

Please provide the projected impact on 1993 net income of
adopting SFAS No. 106. All companies which responded to our
February 27, 1991 OPEB Questionnaire should explain fully any
deviation in this ameunt from that which was reported for the

same thing in their response to the questionnaire.

Please state the STAS No. 106 options, assumed @igscount rate,
and expected long-term rate of return On plan assets used to
calculate the amount reperted is response to the preceeding

question.

Please provide the projected impact of the changes
tsecomnended in Appendix B on the amount reported in response

to question 31 above.

Some NY State utilities are & part of a larger organization
(e.g. & subgidiary or operating division, etc.) and the
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remainder of th szation is nor subject .tho
Jurisdiction of 1 omamission. Tn many of thess instances
there is only one pe. ion plan and one health plan which .
covers the entire organization. It may be avkward for the

utility portion regulated by the Commiseion to use one of the
"optional provisions” of SFAS Nos. 87 or 106 while the

temainder of the organization uces 3 different optiun to

account for the game plane. Plcase state how serious a

problam ynur company believec this ts be and explain the

resasons.

Please liat and explain any actions which could be taken by
this Commission, the companies, or their atfiliates to
mitigate the problem descridbed in the preceeding question
and/er your response to that question.

We are recomnending that assets of pension and OPEB dedicated
funds be valued using a calculated value that recognizes
changes 1n fair value in a systematic and rational manner
over 3 years (Sections 2(C)(a)(3) and 2(E)(b)(2) of
Appendices A and B respectively). Pleasa address whether a
period of 3, 4, or S years should be used, and explain fully
the reasons for ycur preference. Plesse alsc state vhat
method(s) you are currently using to value assete of your

pension and OPEB funds.

For both pensions and OPEB we are recommcnding that use of
the “corridor approach® for recognition of gains and losses
be prohibited. 1In its placc, all gains and losses will be
amortized, on a vintage year basis, over 10 years (Section
2(C)(a)(2) and 2(E)(b)(2) of Appendices A and B
zespactively). Please state vhether you are in favor of, or
oppose, this secommendation and explaln fully your reasons.

For pensions, please state the amount of unamortized net
gains and losses remaining in the 10V corridor at the end of
each year for the é-year pericd ending December 31, 1991.
Was there any amortization of gains and/or losses in this ¢~
year period? 1If so, please iteamize by year and explain the

geasons for the amortization.

o+ TOTAL PAOE.029 »»
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to carry his burden of showing that his
present bail is excessive. Accordingly, we
affirm the judgment of the trial court.

CITIES OF ABILENE, et al,, Appellants,
v.

PUBLIC UTILITY COMMISSION
OF TEXAS, et al, Appellees.

No. 3-92-065-CV.

Court of Appeals of Texas,
Austin.

May 5, 1993
Rehearing Overruled July 7, 1993.

Judicial review was sought of final or-
der of Public Utility Commission in tele-
phone rate case. The 250th Judicial Dis-
trict Court, Travis County, Joe B. Dibrell,
J., affirmed, and appeal was taken. The

Court of Appeals, Carroll, CJ., held that .

while Commission’s order was mostly cor-
rect, Commission dd not correctly apply
the law as to income tax savings resulting
from expenses disallowed for rate-making
purposes. : ,
Reversed and remanded with instruc-
tions. S

1. Administrstive Law and PFrecedure
€763, 791, 793

In reviewing agency order, Court of
Appeals may not substitute its discretion cr
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. Administrative Law and Procedure
763
Agency's decizion is arbitrary or re
sults from abuse of discretion if agency
failed to consider factor legislature direct-
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¢d it to consider, or relied upon irrelevant
factor, or weighed only relevant facton
that legislature directed it to consider but
stll reached completely unreasonable re-
sult

3. Public Ltilities ©165

Public Utility Commission may consid-
er nonhunanimous stipulation as basis for
final order, unless it is arbitrary, unreason-
able, abuse of discretion, or involves con-
sideration of factors other than those legis-
lature has directed Commission to consider.

4. Publie Utilities ¢=16$

Public Utility Commission properly dis-
charged its statutory duties in adopting
nonunanimous stipulation as basis for its
order; all parties presented evidence and
Commission made findings of fact on rele-
vant issues.

§. Administrative Law and Procedure
791

In reviewing sufficiency of evidence to
support agency order, Court of Appeals
applies substantial evidence test.

6. Telecommunications €330

Nonunanimous stipulation and testimo-
ny offered to support a finding that tele-
phone rates were just and reasonable un-
der the stipulation constituted substantial
evidence, as required to support order of
Public Utilities Commission.

1. Constitutional Law ¢=298(4)
Telecommunications 2334

Public Utilities Commission’s use of
ponunanimous stipulation ambasis for its
order on telephone rates did not violate due
process rights of stipulation opponent,
where opponents were given opportunity to
present entirety of their case. US.CA.
Const.Amend. i4.

8. Telecommunications =33

Nonunanimous stipulation used by
Public Utilities Commission as basis for its
order on telephone rates did not violate
public policy; stipulation was not a Mary
Carter agreement and did not promote lit-
gation,
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9. Telecommunications ¢330

Public Utility Commission’s finding
that nonunanimous stipulation, used as ba-
sis for its order on telephone rates, set
reasonable rate of return was supported by
substantial evidence, despite potential of
future events which could result in returos
greater than reasonabie rate of return.

10. Telecommunications ¢330

Nonunanimous stipulation entered by
telephone company, Public Utility Commis-
sion staff and 24 other parties constituted
evidence in stipulation hearing.

11. Telecommunications ¢330

Public Utility Commission's finding
that adjusted test-year expenses represent
ed reasonable operating expenses for tele-
phone company was supported by substan-
tial evidence, where opponents were given
oppostunity to examine evidence support-
ing stipulation through discovery and to
present evidence and argument against its
adoption.

12. Telecommunications #2347

Public Utility Regulatory Act (PURA)
authorized Public Utility Commission to or-
der “earnings sharing” plan, whereby tele-
phone company would return (o consumers
50% of earnings within the specified range
and 100% of earnings above that range;
plan 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.St. art. 1446¢c, § 18(a).

13. Telecommunications €347

Section of Public Utility Regulatory
Act (PURA) requiring Public Utility Com-
mission to fix overall revenues at level that
would permit utility a reasonable opportu-
nity to earn reasonable return did not re-
quire Commission to fix exact rate of re-
turn or prohibit “earnings sharing” plan
whereby telephone company would return
to consumers 50% of earnings within speci-
fied range and 100% of earnings above that
range. Vernon's Ann.Texas Civ.St. art
1446¢, § 3%a).

14. Telecommunications 2334
Stipulstion providing that telephone
company could not raise rates on certain

basic services for four years and could not
bring major rate case until its rate of re-
turn fell below 10.49% for a full year did
not improperly limit Public Utility Commis-
sion's power to inquire into unreasonable
rates. Vernon's Ann.Texas Civ.St. art
1446¢, § 42.

15. Telecommunications &=161

Implementation of procedural provi-
sions for nonmajor rate cases is within
Public Utility Commission's discretion.
Vernon's Ann.Texas Civ.St. art. 1446¢,
§ 43(v).

16. Telecommunications 336

Approval of telephone company's appli-
cation for nonmajor rate increases without
full rate-filing package was not an improp-
er advisory opinion by Public Utility Com-
mission. Vernon's Ann.Texas Civ.St. art
1446¢, § 43().

17. Public Utilities ¢=128

Standard for inclusion of utility's in-
come tax expense in cost of service is
whether utility actually incurred the ex-
pense, i.e,, amount of taxes actually paid.

18. Telecommunications €313

Public Utility Commission reasonably
concluded that no adjustment in telephone
company’s income tax expense was neces-
sary to account for consolidated return
filed by its parent and that telephone com-
pany had received its fair share of result.
ing tax savings. Vernon's Ann.Texas Civ.
St art. 1446¢c, § 41(c}2).

19. Telecommunications ¢=313

If telephone company realized tax sav-
ings from deductions relating to disallowed
expenses, these savings had to apply to
reduced rates, even if underlying deduction
could not be included 2s expenses in tele-
phone company’s cost of service.

20. Public Utilities ¢=167

Points of error not urged in motions
for rehearing in Public Utility Commission
were waived. Vernon’s Ann.Texas Civ.St.
art. 6252-13a, § 16(e).
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11. Telecommunications €336

Public Utility Regulatory Aet (PURA)
and Administrative Procedure snd Texas
Register Act (APTRA) did not require Pub-
lic Utilities Commission to set forth find-
ings of fact in support of its rejection of
hearing examiner's recommendation for
disallowance of portion of expenses. Ver-
non’'s Ann.Texas Civ.St art. 6252-13a,
$ 19.

22. Telecommunications ¢3336

Public Utility Commission made all re-
quired findings to support its determination
that expenses c¢: telephone company’s
transactions with affiliated companies were
ressonable and necessary; Commission
found that each of four allocation methods
used by company’s parent resulted in costs
no higher 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.St. art. 1446¢, § 41(cX1).

23. Telecommunications €336

Public Utility Commission made re-
quired findings to support allowance of ex-
penses telephone company incurred in
transaction with a subsidiary, finding that
each project of subsidiary was reasonable
and necessary and that charges to tele-
phone company were no higher than
charges to other co-owners of affiliate or
unaffiliated third parties. Vernon's
Ann.Texas Civ.St. art 1446¢, § 41(cX1).

24. Telecommunications ¢>33¢

Public Utility Commission was not re-
quired to make findings of fact as to impu-
tation of yellow pages revenue to telephone
company, where company purchased no
goods or services in connection with publi-
cation of yellow pages directories. Ver
non’s Ann.Texas Civ.St art 1446e,
§ 41(cX1).

25. Telecommunications ¢330

Substantial evidence supported Public
Utility Commission's finding that telephone
company's yellow pages expenses were rea-
sonable and necessary. Vernon’s Ann.Tex-
as Civ.St. art. 1446¢, § 41(cX1).
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26. Telecommunications €33§

Public Utility Commission made ade-
quate findings of fact to support its conelu-
sion that telephone company's existing ex-
tended metropolitan service (EMS) rates
were just, reasonable, and not discriminato-
ry. Yernon's Ann.Texas Civ.St art. 6252-
132, § 16(b).

27. Public Utilitles =194

Absent showing that complained-of
rates were unreasonably discriminatory,
Court of Appeals will not overturn Public
Utility Commission’s approval of rate de
sign.

28. Telecommunications ¢330
Substantial evidence supported Public
Utility Commission’s finding that telephone
company’s existing extended metropolitar
service (EMS) rates were just, reasonable
and not unduly discriminatory, and tha
application of existing rates to particula
exchange was just and reasonable.

29. Telecommunications ¢330
Substantial evidence supported Publ’
Utility Commission's conclusion that diffe
ential between Tier I and Tier I rates fc
extended metropolitan service (EMS) w:
reasonable and not discriminatory.

30. Telecommunications €330
Substantial evidence supported Pub:
Utility Commission's finding that ra
group reclassifications proposed in stipu!
tion were supported by evidence and we.
reasonable. . '

31. Telecommunications ¢330

Substantial evidence supported Put
Utility Commission's spproval of extend
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. ‘

Waliter Washington, Austin, for Office
Public Utility Counsel.
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Dan Morales, Atty. Gen., Steven Baron,
Norma K. Scogin, Asst. Attys. Gen., Aus-
tin, for Public Utility Com'n of Texas, et al.

Brook B. Brown, McGinnis, Lochridge &
Kilgore, Austin, for Central Telephone Co.
of Texas and Lufkin-Conroe Telephone Ex-
change, Inc.

Anthony P. Gillman, Austin, for GTE
Southwest Inc. and Contel of Texas, Inc.

Robert J. Hearon, Jr., Graves. Dougher-
ty, Hearon & Moody, Austin, for South-
western Bell Telephone Co.

Before CARROLL, CJ., and JONES and
KIDD, JJ.

ON MOTION FOR REHEARING
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 ! sought judicial review of the
Publie Utility Commission's {(the ‘“Commis-
sion”’) final order in a rate case concerning
Southwestern Bell Telephone Company
{“SW Bell”) and other entities? The dis-
trict court affirmed the Commission’s or-
der, and the appellants seek reversal of the
district court’s judgment. While the Com-
mission's order is predominantly correct,
we conclude the Commission did not cor-

1. Appellants are the Office of Public Utility
Counsel, the City of McKinney (appealing on
separate points), and the following Texas cities:
Abilene, Alamo, Allen, Alvin, Amarillo, Amherst,
Arlington, Balcones Heights, Bay City, Big
Wells, Benbrook, Blue Mound, Borger, Brack-
ettsville, Breckenridge, Canadian, Cameron,
Canyon, Carrizo Springs, Cisco, Clute, Colum-
bus, Converse, Cotulla, Crane, Crowley, Crysial
City, Dalworthington Gardens, Denison, Double
Oak, Eagle Pass, Eagle Lake, Earth, East Moun-
tain, Eastland, Edcouch, Edgecliff Village, Edin-
burg, Edna, El Campo, El Paso, Farmersville,
Forest Hill, Floydada, Fort Stockton, Friends-
wood, Fritch, Garland, Goliad, Gordon, Grand
Praire, Groves, Gruver, Hackberry, Hallsburg
Happy, Harlingen, Hedwig Village, Hereford,
Hollywood Park, Hudson Oaks, Kenefick, Ker-
mit, Kingsville, Lake Tanglewood, Laredo, La
Villa, Longview, Lorenzo, Luling, Marlin, McAl-
len, Mecadow, Mercedes, Mesquite, Midiand,
Missouri City, Monahans, Mount Pleasant, New
Deal, Noonday, Olton, Palmhurst, Pampa, Pan-
tego. Paris, Pearsall, Pecan Hill, Plainview,

rectly apply the law as to income-tax sav-
ings resulting from expenses disallowed
for ratemaking purposes. We will reverse
the district court's judgment and remand
the cause to the district court with instruc-
tions that it be remanded to the Commis-
sion for proceedings consistent with our
opinion.

PROCEDURAL BACKGROUND

The Commission initiated the agency pro-
ceeding as an inquiry into the reasonable-
ness of SW Bell's existing rates pursuant
to section 42 of the Public Utility Regulato-
ry Act (“PURA”), Tex.Rev.Civ.Stat.Ann.
art. 1446c, § 42 (West Supp.1993). The
primary impetus for this rate case was
consumer group concern that utility tax
savings resulting from the Tax Reform Act
of 1986 were not being passed through to
ratepayers and that SW Bell was realizing
excessive profits.

In January 1989, the Commission initi-
ated the rate case as Inquiry of the Gener-
al Counsel Into the Reasonableness of the
Rates and Services of Southwestern Bell
Telephone Company, Docket No. 85853
The Commission directed SW Bell to file a2
“rate-filing package” based on 1988 as the
test year. SW Bell also submitted a pro-
posal for resolution of the rate case, its
‘““Texas First Plan.” The parties conducted

Pharr, Rancho Viejo, Richmond, Rio Hondo,
Rockwall, Rosenberg, San Antonio, San Juan,
Sckertz, Seminole, Sinton, Slaton, Stagecoach,
The Colony, Thompsons, Timbercreek Canyon,
Tiki Village, Tye, Tyler, University Park, Uvalde,
Vega, Waco, White Settlement, and Woodsboro.

2. Appellees are the Public Utility Commission of
Texas, Southwestern Bell Telephone Company,
and the following intervenors: AT & T Commu-
nications of the Southwest, Inc., Lufkin-Conroe
Telephone Exchange, Inc., Central Telephone,
General Telephone Company of the Southwest,
Contel of Texas, Inc.. Fort Bend Telephone Co-
operative, Guadalupe Valley Teiephone Cooper-
ative, MCI Telecommunications, State Purchas-
ing & General Services, and Texas Statewide
Telephone Cooperative, Inc.

3. In February 1989, this rate case was consoli-
dated with another rate case involving SW Bell,
the Inguiry of the General Counsel Into the
WATS Prorate Credit, Docket No. 8212.
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PURA § 40(b); Suburban UtiL Corp. v.
Public Util. Comm'n, 652 S.W.2d 358, 366
{Tex.1983). The establishment of just and
reasonable rates requires consideration of
three factors: (1) the utility’s reasonable
operating expenses; (2) the utility’s rate
base; and (3) the reasonable rate of return.
PURA § 39. A regulated utility is entitled
to rates that provide a “reasonable oppor-
tunity to earn a reasonable return on its
invested capital....” PURA § 3%a); see
Suburban Util Corp., 652 S.W.2d at 362.

Rates are set in a twostep process.
First, the overall revenue the utility is 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 classifications of customers
and services is determined. See Teras
Alarm & Signal Ass'm v. Pudlic Util
Comm'n, 603 S'W.2d 766, 768 n. 2 (Tex.
1980). The Cities and OPC complain of the
operating-expense and rateof-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 fr-m an abuse of discre-
tion. Railroad Comm'n v. Continental
Bus Sys., Inc., 616 S.W.2d 179, 181 (Tex.
1981). An agency’s decision is 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 relevant factors that the leg-
islature directed it to consider but stiil
reached a completely unreasonable result.
Gerst v. Nizon, 411 S'W.2d 350, 360, n. 8
(Tex.1966); Statewide Convoy Transp.,
Inc. v. Railroad Comm'n, 753 S.W.2d 800,
804 (Tex.App.—~Austin 1988, no writ).

Adoption of the Non-Unanimous
Stipulation
The Cities’ first point of error and OPC's
first and eighth points of error complain of
the Commission's adoption of the non-unan-

imous stipulation. The Cities and OPC ar-
gue that the Commission (1) failed to con-
sider the statutory factors in setting rates;
{2) considered irrelevant nonstatutory fac-
tors in setting rates; (3) failed to make an
evaluation of SW Bell's reasonable and nec-
essary expenses; (4) made improper im-
plied adjustments o test-year data; and (5)
in considering the stipulation, used a proce-
dure that was not proper under PURA and
that violated due-process principles.

{3] Wae recently considered the adoption
of a non-unanimous stipulation in a rate
case. See City of El Paso v. Public UtiL
Comm'n, 839 S.W.2d 895 (Tex.App.—Aus-
tin 1992, writ requested). In City of Eil
Paso we determined that a8 non-unanimous
stipulation could be considered as s 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.
Id. 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.” Jd. at 904.

{4] ln 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 City of
El Pago we stated:

[Alppellants impliedly urge us to pre-

sume that, by basing its final order par-

tially on stipulated matters, the Commis-
sion completely abdicated its responsibili-
ty to determine disputed 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 filed written testi-
mony supporting their various positions in
advance of any hearing.¢

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 provisions. The Office of Pub-
lie 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. If the Commission re-
jected the stipulation, the order provided
that a full cost-of-service hearing would be
held to set just and reasonable rates and
that the parties to the stipulation would be
free to pursue their previous positions.
The Commission allowed all parties to con-
duct additional discovery and file additional
written testimony before the stipulation
hearing. At the conclusion of the stipula-
tion hearing, the administrative law judge
recommended that the Commission reject
the stipulation because of SW Bell's failure
to present evidence on its cost of service
and invested capital. The Commission,
however, adopted the stipulation with some
minor modifications in its final order.

After exhausting their administrative
remedies, the appellants sought judicial re-
view in the district court of Travis County
pursuant to section 63 of PURA and sec
tion 19 of the Administrative Procedure
and Texas Register Act (“APTRA”), Tex.
Rev.Civ.Stat. Ann. art. 6252-13a, § 19
{West Supp.1893). The trial court affirmed

4. The Cities argued for approximately $738 mil-
lion in rate reductions annually; the OPC for
approximately $595 million in rate reduction
annuaily; and the Commission staff for rate
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the final order of the Commission adopting
the stipulstion. The Cities, OPC, and
McKinney appeal the judgment of the trial
court.

THE STIPULATION PLAN

The stipulation, as adopted by the Com-
mission, provided for 8 mix of rate reduc-
tions and other benefits to consumers. Un-
der the stipulation, SW Bell would (1) pro-
vide a one-time credit to residential custom-
ers, (2) reduce certain other rates, including
long distance access charges, and (3) up-
grade SW Bell facilities and services. The
stipulation aiso set up an “earnings shar-
ing” plan, whereby SW Bell would return
to consumers fifty percent of earnings
within a specified range and one hundred
percent of earnings above that range. Ad-
ditionally, certain SW Bell 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
stipulation as the basis for the Commis-
sion's order; (2) the sufficiency of the evi-
dence to support the finding of a reason-
able rate of return; (3} the consideration of
the test-year cost-of-service data in setting
rates; (4) the implementation of the “earn-
ings sharing” plan; (5) the inclusion of a
hypothetical federal income tax expense in
cost of service; and (6) the inclusion of
inappropriate affiliate expenses in cost of
service. By separate points, 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. See PURA §§ 42, 43. In both
instances, the utility bears the burden of
proof to show just and reasonable rates.

reductions of approximately $392 million annu-
ally. SW Bell’s rate filing package asserted that
a rate increase of approximately $139 million
annually was appropriate.
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challenger bears the burden of showing

error.
Id. at 902 (citations omitted). We believe
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-service analysis in setting
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-
ing in the record to compel the conclusion
that the Commission failed to properly dis-
charge its 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 writteo testimony
to support the stipulation. The Cities and
OPC argue that this evidence reflects arti-
ficial 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 positions in
support of compromise numbers. The
Commission recognized this situation and
ordered that the signatory parties be
grouped as one party for briefing, 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 adoption.

{S,6) In reviewing the sufficiency of
the evidence to support an agency order,
we apply the substantial-evidence test
This Court has extensively discussed the
substantial evidence test in Lone Star Salt
Water Disposal Co. v. Railroad Commis-
sion, 800 S.W.2d 924, 928 (Tex.App.—Aus-
tin 1990, no writ):

To determine whether an agency’s deci-

sion is supported by substantial evidence,

as APTRA § 19%(eX5) requires, we must
determine whether, in considering the
" record upon which the decision is based,
the evidence as a whole is such that
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reasonable minds could have reached the
conclusion which the Commission must
have reached in order to justify its ac-
tion. In determining whether there is
substantial evidence to support the order,
the reviewing court may not substitute
its judgment for the Commission’s, and
must consider only the record upon
which the decision is based. The evi-
dence in the agency record may actually
preponderate against the Commission’s
decision, but still amount to substantia)
evidence supporting it. The burden is on
the complaining party to demonstrate an
absence of substantial evidence.

Final orders of the Commission are
presumed o be valid. Where the evi-
deoce in the record before an agency will
support either an affirmative or a nega-
tive finding, the agency order must be
upheld. Any conflict in the evidence
must be resolved in favor of the agency's
decision. (Citations omitted.)

The stipulation itself and the testimony of-
fered to support a finding that rates were
just and reasonable under the stipulation
constitute substantial evidence. City of El
Paso, 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 § 1%e).

[7] The Cities also complain that the
procedure the Coramission used in consider-
ing the stipulation denied the stipulation
opponents due process. Appellants argue
that the hearing, being limhed to the issue
of whether to aceept or reject the stipula-
tion, denied the opponents the opportunity
to present their proposals for consider-
ation.

The adoption of a non-unanimous stipula-
tion raises several due-process concerns.
The most 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
opponents of the stipulation. There is a
danger that when presented with a ready-
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made solution, the Commission might un-
consciously require that the opponents re-
fute the agreement, rather than require the
utility to prove affirmatively 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 E! Paso and in Mobil Oil
Corp. v. Federal Power Commission, 417
LS. 283, 9¢ S.Ct 2328, 41 LEd.2d 72
(1974), the procedural facts are somewhat
distinguishable from the instant case. In
both City of El Paso and Mobil, the stipu-
lations were negotiated only after extended
litigation, and extensive hearings on the
merits preceded the hearings for adoption
of the stipulations. In City of El Paso, 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
reversed; the stipulation hearing 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 had a full oppo:tunity to present
evidence on all issues at the hearing on the
stipulation. We conclude that in the imme-
diate case the procedural distinction does
not compel a result different from our deci-
sion in City of El Paso.

The Cities cite a Missouri case for the
proposition that the limited hearing violates
due process. See State ex rel Fisher v.
Public Serv. Comm'n, 645 S.W.2d 39 (Mo.
Ct.App.1982). The Fisher case presents a
similar procedural history of a preliminary
hearing to consider & non-unanimous stipu-
lation in a rate case. That hearing was
also limited to a determination of accep-
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 Mary Carter agrecment is defined as an
agreement whereby a “settling defendant retains
a financial stake in the plaintiff's recovery end

stipulation hearing and, thus, were denied
due process. We do not find this rationale
compelling. Clearly, in the immediate
cause, the opponents to the stipulation
were able to present their positions that
the stipulation should be rejected and
greater rate reductions ordered fully. The
opponents were given the opportunity to
present the entirety of their case at the
stipulation hearing. Only the scope of the
Commission's decision was limited. The
procedure used in this case offered ade-
quate opportunity for all parties to present
their positions for the Commission’s consid-
eration. We reject the rationale in Fisker
and reaffirm our test in City of &! Paso.

(8) In their motion for rehearing, the
Cities cite a recent Texas Supreme Court
case 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-
ther litigation should apply to the stipula-
tion in this cause! See Elbaor v. Smith,
845 S.W.2d 240, 247-52 (Tex.1992). We
disagree. The stipulation in this cause is
not a Mary Carter agreement. Nor do we
believe the stipulation promoted litigation
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 2 non-unanimous stipu-
lation is set out in City of El Paso. 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 Paso, 839 S.W.2d at
903. In this case after a separate hearing
on the stipulation was set, all parties were
allowed additional discovery. 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 party at the trial of the case. Elbaor,
845 S.W.2d ay 247,
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extensive findings of fact and conclusions
of law to support its ultimate determination
that the stipulation resulted in just and
reasonable rates. We conclude that the
procedure complied with the City of El
Paso criteria. We find nothing in the rec-
ord to indicate that the Commission shifted
the burden of proof from SW Bell to the
stipulation opponents. The Cities’ first
point of error and OPC’s first 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 res-
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 cost of equity was in a reasonable
range between 11.5 and 13.0 percent and
that the range of SW Bell’s overall cost of
capital between 10.49 percent and 11.36
percent was reasonable. By alternative
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 earniny-sharing provi-
sions of the stipulation stated that SW Bell
would retain all return on investment up to
12.06 percent (14.2 percent return on equi-
ty); would refund 50 percent of return on
investment between 12.06 and 14.5 percent
. (14.2 and 18.41 percent return cn 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
6. The Cities calculate this rate as the greatest

potential return on equity to SW Bell under the
earnings sharing provisions—all earnings up 1o
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reasonable rate of return is determined
based on adjusted test-year data and future
rates set to produce approximately that
return. In a conventional rate case there is
no consideration of future changes in the
actual rate of return. If consumer use
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 case 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
case, 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 in the event of a
greater returmn.

{10) The stipulation itself constitutes
evidence. City of El Paso, 839 S.W.2d at
907. The signatory parties also presented
testimony and evidence to support a find-
ing that the stipulation provided for just
and reasonable rates. We conclude that
substantial evidence exists in the record to
support the finding that the stipulation set

'8 reasonable rate of return. We will not

substitute our judgment on the weight of
that evidence for that of the Commission,
Accordingly, we overrule the Cities' third
point of error.

Test-Year Expenses

(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-
ments to these expenses, the Commission
did not properly analyze the expenses as
PURA required. The OPC cites Coalition
of Cities for Affordable Ltility Rates r.
Public Utility Commission, 798 S.W.2d
560, 563 (Tex.1990), for its holding that
*“book” expenses carry no presumption that

142 percent plus SO percent of earnings be-
tween 14.2 and 18.41 percent.
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they are reasonable and necessary and the
utility did not carry its burden of proof by
merely "‘opening its books to inspection.”
The OPC argues that the Commission could
not properly rely on SW Bell'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 reflects 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 conform with the require-
ments of PURA and to account for the
effects of the stipulation. . The opponents
were given an opportunity to examine the
evidence supporting the stipulation through
discovery and to present evidence and ar-
gument against adoption of the stipulation
at the hearing. We conclude that substan-
tia] evidence exists in the record to support
the Commission’s finding that the adjusted
1988 test-year expenses represent reason-
able SW Bell operating expenses. Accord-
ingly, we overrule OPC's second point of
error.

Earnings Sharing Plan

{12) The Cites’ “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 argue that the
plan is not authorized under PURA and
that the elements of the plan are not sup-
ported by substantial evidence. The Cities
additionally argue that the plan provides
for illegal retroactive refunds, illegally fix-
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. These findings of fact state:
147. The earnings 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 charactenize this type of ratemaking
as “incentive regulation,” and argue that it
conflicts with the cost-of-service-based reg-
ulation under PURA and is not authorized.
The Cities and OPC rely on the statement
in section 18(eX1) that “nothing in this sec-
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 efficiency
in SW Bell's operations. Faced with frozen
rates, SW Bell may increase profits by
making its operations more cost efficient.
Section 3%(b) of PURA authorizes the Com-
mission to consider, among other factors,
“the efficiency of the utility’s operations”
in setting a reasonable rate of return on
invested ecapital. Section 18(s) authorizes
the Commission to carry out the policies of
protecting “the public interest in having
adequate and efficient telecommunications
service available to all citizens ... at just,
fair, and reasonable rates” by nontradition-
a! “regulatory rules, policies, and princi-
ples” as necessitated by the growing and
increasingly competitive telecommunica-
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 find-
ings of fact 147 and 150 in adopting the
earnings sharing plan.” OPC contends that

negotiated by parties having opposing inter-
ests, because they are comparable to the
thresholds in similar plans adopted by other

O
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consideration of these factors violated
PURA section 39(b). Section 3%(b) seta out
factors for the Commission to consider in
setting » reasonable return on invested
capital® However, this section does not
purport o set out exclusive factors for
ratemaking consideration. Section 3%b)
only lists factors to be considered “in addi-
tion to other applicable factors.” The Com-
mission made severa) other findings of fact
indicating consideration of operational effi-
ciency. The Commission found that the
earning-sharing provisions 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” s rate of return
as PURA section 3%a) requires. By pro-
viding for a range in the earnings sharing
plan, the Cities contend that the Commis-
sion failed to fix the reasonsble rate of
return at an exact point. We do not be-
lieve that section 3%a) requires the Com-
mission to fix an exact rate of return. Sec-
tion 3%(a) requires that the Commission fix
overall revenues at a level that will permit
the utility a reasonable opportunity to earn
a reasonable return.? The Commission met
this requirement by finding that SW Bell's
rate of return on investment was either
10.86€ or 11.20 pervent 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™ v
GTE-SW, 833 S.W.2d 153, 159 (Tex.App.—
Austin 1992, writ denied). That the Com-

jurisdictions, and because they are well within
the range of actual earnings of similar busi-
nesses.

150. What might not be reasonable in the con.
text of a traditional rate case resulting in the
prescription of a new, fixed rate schedule may
well be reasonable under a sharing formula
whereby basis [sic] rates are frozen, any im-
provement ip earnings must be the product of
improved efficiency and any gains beyond
specified levels must be shared with custom-
ers, thereby resulting in fower overall rates.

8. Section 39(d) providess “In fixing a reason-
able return on invesied capital, the regulatory
authority shall consider, in addition to other
applicable factors, efforts 10 comply with the
statewide energy plan, the cfforts and achieve-
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mission siso made provision for sharing of
prospective excess profits does not make
this determination iovalid. We conelude
that the Commission has satisfied the re.
quirements of section 39s).

The Cities contend that the Commission
authorized unlawful retroactive ratemak-
ing by providing for consumer refunds of
excess profita. The Cities failed W pre
serve this error in its motion for rehearing
before the Commission. See APTRA
§ 16(e); United Sav. Ass'n v. Vandygriff.
594 S.W.2d 163, 168-70 (Tex.Civ.App.—
Austin 1980, writ ref'd n.re.).

(14] The Cities contend that the Com-
mission unlawfully fixed rates for four
years, The stipulation provides that SW
Bell could not raise rates on certain basic
services for four years and could not bring
2 major rate case unless its rate of returr.
on investment fell below 10.49 percent for
a full year. This provision is an integra.
part of the earnings sharing plan in that it
provides the necessary protection for con
sumers and fixes a significant portion o:
SW Bell's revenues so as to provide a:
incentive for long-term increases in opera
tional efficiency. The Cities argue that th.
stipulation also Jimits the Commission':
power to inquire into unrasonsble rate:
pursuant to PURA section 42. In making
this argument, the Cities refer to para
graph 27 of the atipulation which provide:
“{i}f both unforeseen and unusual event:
act to cause the Stipulation and Agreemen
to function in & manner which is contran
to the public interest, the {Commission] o
the parties may seek modification to th.

ments of such utility in the conservation o
resources, the quality of the utility's services, th
efficiency of the utility’s operations, and th
quality of the utility’s management™ Tex.Res
CivStatAnn. art l446c, § IND) (West Supp
1993).

9. Section 3%a) provides: “In fixing the rates ¢
a public utility the regulatory suthority shall £
its overall revenues at a level which will perm
such utility a reasonable opportunity to earn
reasonable retwn on its invesied capital use.
and useful in rendering service 1o the publi
over and above its reasonable and necessar
operating expenses.” Tex.Rev.CivSaatAnn. ar
1446¢c, § I%a) (West Supp.1993).
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Stipulation and Agreement or may initiate
8 general inquiry into the reasonableness
of {SW Bell's] rates or earnings.” '* Para-
graph 27 further states that the stipulation
“will 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 acts™ creates an un-
lawful threshold to initiation of a section 42
action. We do not read such a requirement
into the provision. Paragraph 27 operates
only as an affirmation 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.!! This
argument ignores the situation in the im-
mediate case and in rate cases in general.
In this case, 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 to0 account for future cost
changes. Adjustment for these changes
will be made in future rate cases. While
SW Bell is free to incur any additional
costs it chooses, it may not 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.

[15,16]) The Cities argue that the ap-
proval of SW Bell's application for nonma-

10. This language of paragraph 27 is essentially
duplicated in Commission finding of fact num-

ber 3(y).

11. During the term of the stipulation, SW Bell is
required to file monthly, quarterly, semiannual,

jor rate increases without a full rate-filing
package is an improper advisory opinion by
the Commission. However, the stipulation
also authorizes the Commission to require
a rate-filing package in any proceeding if
good cause is shown. The distinclion be-
tween “major” and “'nonmajor’” rate cases
is supported by PURA section 431b). We
believe that the implementation of proce
dural provisions for nonmajor rate cases is
within the Commission’s discretion. Noth-
ing in the stipulation or the Commission's
order abrogates SW Bell's burden of proof
in such cases or operates as 8 pre-approval
of nonmajor rate changes. We conclude
that this provision does not constitute an
advisory opinion.

We believe that the earnings sharing
plan the Commission approved falls within
the type of innovative regulation section
18(a) authorizes and was based on consider-
ation of proper factors. Given that we
have concluded that the Commission prop-
erly considered the statutory factors, we
see no conflict between the earnings shar-
ing plan and traditional ratemaking. Addi-
tionally, we conclude that substantial evi-
dence exists in the record to support each
of the individual elements of the plan. We
overrule the Cities' fourth point of error
and OPC's fifth, sixth, and seventh points
of error.

Federal Income Tax Expense

The Cities’ second point of error and
OPC's third point of error complain of the
Commission’s inclusion of a hypothetical
federal income tax expense in SW Bell's
cost of service. 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 resulting 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 reports with the Commission and
OPC. These reports are used to monitor SW
Beli's performance and to determine whether
carnings sharing is required.
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purposes. The Cities slso argue that the
Commission erred in assuming that the
stipulated income tax expense implicitly ac-
counted for SW Bell's tax expense savings
resuling from the Tax 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.e., the amount of taxes actu-
ally paid. Public UtiL Comm'n v. Hous-
ton Lighting & Power Co., 748 S.W.2d 439,
442 (Tex.1987); GTE-SW, 833 SW.2d at
168.

SBC is the parent company of SW Bell.
SBC files a consolidated income tax return
for its subsidiary companies, not all of
which are regulated utilities. If some of
the unregulated utilities post a net loss,
then the total SBC tax bill is reduced. In
GTE-SW we held that, under PURA sec-
tion 41(cX2), the Commission must compute
the utility’s tax savings under a consolidat-
ed tax return to determine if s 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. Id. 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(c2), the Com-
mission is required to find either (1) that it
was not advantageous for the utility o
consolidate returns, or (2) that the Commis-
gion has computed taxes as though a con-
solidated return were filed and the utility
had received its fair share of the savings
from the consolidated return. GTE-SW,
833 S.W.2d at 168. In GTE-SW we held
that the general finding that “no adjust-
ment for a consolidated tax return was
pecessary,” was insufficient. However, in
the immediate case, the Commission went
beyond such a general finding. The Com-

12. We contrast consolidated return tax savings
under section 41(cX2) with wax savings for disal-
lowed expenses under section 41{c)(3). Tex sav-
ings resulting from the utility’s disallowed ex-
penses directly apply to the utility’s tax bill.
Tax savings resulting from a consolidated re-
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mission made specific underlying fact find
ings that SBC actually filed a consolidate:
return and that SW Bell had received it
fair share of the resulting tax savings pur
suant to the tax allocation agreemen
among the SBC subsidiaries. This indi
cates that the Commission reviewed the
consolidated return, SW Bell’s tax expense
and the tax allocation agreement and foun
that SW Bell received its “fair share” o
any tax savings. We find substantial evi
dence in the record to support this finding
These determinations essentially satisf:
the GTE-SW test, and in any event, w:
should not be “hypertechnical” in requirin;
a precise form of findings of underlyin;
fact. Allied Bank Marble Falls v. Stat
Banking Bd., 748 S.W.2d 447, 44849 (Te>
1988). In GTE-SW we held that sectio
41(cX2) required that the Commission in
pute to the utility its “fair share” of an
tax savings resulting from a consolidate
return. “Fair share” is not defined b
PURA. Therefore we must conclude th:
the legislature left this determination 1
the discretion of the Commission. Tt
Commission may determine that the utii
ty’s “fair share” is zero, as it did in th.
proceeding, that the utility is entitled to a
tax savings, or any allocation betwee

these extremes.!* We do not construe se
tion 41{c}2) to require any set allocation ¢
these tax savings. If the Commission

determination is supported by substanti:
evidence, there is no error. Therefore, t}

Commission could reasonably conclude th

oo adjustment to SW Bell's income t

expense was necessary to account for ti

consolidated return.

The Texas Supreme Court has held th.
when a utility claims income tax deductior.
for all expenses it has incurred, includir
expenses disallowed for ratemaking pt
poses, the resulting tax savings should i
ure to the benefit of ratepayers. Houslc
Lighting & Power, 748 S.W.2d at 442.
GTE-SW we rejected an argument th

turn attributable to losses posted by unregulat
entities, however, require a Commission det:
mination of the connection of the unregulat
entity to the utility and an allocation of the t.
savings based on this connection.
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consideration of the savings resulting from
deductions disallowed for ratemaking pur-
poses would violate section 41(cX3). GTE-
SW, 833 S.W.2d at 169. We concluded that
section 41(cX3) forbids only the passing
along disallowed erpenses to ratepayers,
not passing through resuliting tax satings,
and that Houston Lighting & Power re-
quired that all tax savings go to ratepay-
ers, pursuant to section 39 of PURA. /d

(19] In the immediate case, 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 as 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 savings must apply to reduce
rates, even if the underlying deduction
could not be included as expenses in SW
Bell's cost of service.

The 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 con-
sumers under the stipuluilion plan would
far exceed any additiona) rate reductions
necessary to correct the error.® Appellees
contend that the language of APTRA sec-
tion 19(e) that 2 cause may be reversed or
remanded “if substantial rights of the ep-
pellant have been prejudiced” 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 cost of
service 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 million to exceed
the stipulation benefits, we do not believe

13. SW Bell and the Commission have also urged

this harmless-error/lack-of substantial-prejudice
argument as to each of the Commission’s al-
feged errors in calculating the cost-of-service

that consumer’s rights may be prejudiced
only if the Commission’s error in applying
the law causes a rate miscalculation in ex-
cess of this amount

SW Bell and the Commission have stated
that the effect of any error in the Commis-
sion’s application of section 41(cX3) is to
overstate SW Bell’s tax expense by approx-
imately $3.23 million ($9.5 million in disal-
lowed expenses multiplied by SW Bell mar-
ginal tax rate of 34%). In its motion for
rehearing, 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 event, consumers are entitled to
rates that reflect a proper application of
the law. Accordingly, a remand to the
Commission 8 proper to determine what, if
any, further rate reductions are due con-
sumers.

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 disal-
lowed expenses.

Affiliate Expenses

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. Specifically,
the Cities and OPC complain of the inclu-
sion of the costs of SW Bell's transactions
with SBC and Bell Communications Re-
search, Inc. (“Bellcore”). SW Bell is a
wholly-owned subsidiary of SBC, which
provides certain centralized services to its
subsidiaries. SW Bell is a coowner with
other SBC subsidiaries of Bellcore, which
conducts research and development work
for its owmers and other affiliated compa-
nies. The Cities also complain that SW

errors. Because we resolve these issues on oth-
er grounds, we do not reach this argument
under the other points of error.
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Bell has failed to prove the reasonableness
and necessity of its yellow pages expenses.

[20,21]) 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 oo
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 Sav. Ass'n, 594 S.W.2d at 168-70.
The Cities also argue that 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 fact. The Commission
is within its discretion to accept or reject
recommendations of its hearing examiners.

(22] PURA section 41(cX1) 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.24 at 160. The Cities and OPC con-
tend that the Commission failed to make
these findings.

- The Cities and OPC contend, as to the
SBC expenses, that (1) the Commission
failed to make a finding that the allocation
of costs among SBC subsidiaries reflects
the costs and the relative benefits to each
subsidiary, (2) the Commission included in
the SBC allocation expenses which could
oot be allowed for ratemaking, and (3) the
Commission failed to make a finding that
each item of SBC expenses is reasonable
and necessary.

14. The Cities also make this argumeant as to the
hearing examiner’s recommendation that yellow
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SBC expenses are allocated to affiliates
by four methods: direct billing, employee-
factor allocation, investment-factor alloca.
tion, and general-factor allocation. The
Commission made a finding of fact that
each of the allocation methods resulted in
costs no higher 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 pro-
vided by SBC were charged 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 Commission found
that the majority of services SBC provided
were nondiscretionary and that economies
of scale produced benefits by grouping
these activities 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 its SBC
expenses were reasonable and necessary.
We conclude that, as to the SBC expenses,
the Commission made al) findings required
by section 41(cX1). ‘

(23) As to Bellcore, the Cities and OPC
argue that the Commission failed to make
the required findings to support allowance
of these expenses. The Commission made
findings of fact that each of Bellcore’s pro-
jects was “reasonable and necessary” and
that charges to SW Bell were no higher
than the charges to the other co-owners of
Bellcore or unaffiliated third parties. We
conclude that the Commission satisfied the
requirements of section 41(cX1). See 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 its yellow pages ex-
penses. Pre-tax revenues of yellow pages
affiliates are imputed to the regulated utili-
ty for ratemaking purposes. Generally,
the Commission has required this, adjust-
ment to avoid the possibility of advertising
profits being protected in an unregulated

pages income imputed to SW Bell be increased.
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subsidiary. The Cities allege that the
amount of yellow pages income imputed to
SW Bell should have been greater and that
the Commission failed to comply with the
findings requirement of PURA section
41(cX1). By its terms. section 41(cX1) ap-
plies only to transactions whereby the utili-
ty purchases “services, ... property, right
or thing ..." from an affiliate. See Gener-
al Tel. Co. of the S.W. v. Public Ltil
Comm'n, 628 S.W.2d 832, 840 (Tex.App.—
Austin 1982, writ refd n.re.). While SW
Bell does purchase other services from its
yellow pages affiliate, Southwestern Bell
Publications ("Yellow Pages”),' none of
the services purchased are those com-
plained of on appeal. SW Bell does not
purchase any goods or services in connec-
tion with the publication of yellow pages
directories. Therefore, the section 41(cX1)
requirements do not apply to the internal
expenses of Yellow Pages. We conclude
that it was not necessary for the Commis-
sion to make the findings of fact otherwise
required by section 41(cX1) as to the impu-
tation of Yellow Pages revenue to SW Bell.

{25]) The Cities also argue that SW Bell
failed to present sufficient evidence to sup-
port a finding on the reasonableness of
Yellow Pages expenses. The record re-
flects substantial evidence that Yellow
Pages expenses were reasonable and neces-
sary. We will not substitute our judgment
on this evidence for that of the Commis-
sion. For the above reasons, we overrule

18, SW Bell contracted with its yellow pages
affiliate for the production, publication, and de-
livery of its white pages directories during the
1988 test year. SW Bell also contracted with
Yellow Pages for the sale of white pages Loid
listings for the 1988 test year. Apgpellants have
not complained of the inclusion of these ex.
penses in cost of service.

16. This service is similar to Extended Arca Ser-
vice (“EAS™) under 16 Tex.Admin.Code § 23.49
(1992).

17. The Commission’s conclusions of law on rate
design and EMS issues include the following:

44. The rate design and rates resulting from
the Stipulation do not grant an unreasonable
preference or advantage, or establish unrea.
sonable differences as to rates or service be-
tween localities or between classes of service.

the Cities’ fifth point of error and OPC's
fourth point of error.

McKinney Extended Metropolitan
Service

McKinney complaing 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 service (“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.'t McKinney complains of the failure
of the Commission to state underlying find-
ings of fact and the sufficiency of the
evidence to support the Commission's find-
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."
McKinney also complains of the sufficiency
of the evidence to support the Commis-
sion's rate group reclassification of the
McKinney exchange. Each of McKinney's
complaints attack the rate-design portion of
the Commission’s decision.

4S5. The rates resulting from the Stipulation are

just and reasonable and not unreasonably dis-
criminatory. and are in the public interest.

64. [SW Bell's) current EMS rates are just and
reasonable and are not discriminatory.

6S. The application of the current EMS rates to
the 22 [SW Bell} exchanges 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 between the Tier | and Tier
11 EMS rates is reasonable and not unreason-
ably discriminatory.

68. As shown in Finding of Fact Nos. 410437,
making EMS service available on an optional
basis to customers in the ten independent
company exchanges surrounding the [SW
Bell) metro exchanges is reasonable and in
the public interest.
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(26,27) In its first two points of error,
McKinney argues that the Commission
failed to make underlying findings of fact
to support its 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 finding of fact is set
forth in statutory language, it must be
accompanied by a statement of underlying
facts. APTRA § 16(b); Teras Health Fa-
cilities Comm'n v. Charter Medical-Dal-
las, Inc., 665 S.W.2d 446, 452 (Tex.1984).
Assuming, without deciding, that the find-
ings McKinney complains of are ultimate
findings of fact, we conclude that the Com-
mission made adequate underlying find-
ings. In Charter Medical-Dallas, the Tex-
as Supreme Court set out the criteria to
examine findings of underlying fact:

1. the findings must be clear, specific,
non-conclusory, and supportive of the
findings 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 findings must be stated as the
agency’s findii.gs; and

4. the findings must relate to material

- basic facts and relate to the findings of
ultimate fact that they accompany.

Charter Medical-Dallas, 665 S.W.2d at
451-62. However, in applying these stan-
dards we should not be “hypertechnical” in
requiring a precise form of findings of
underlying fact Allied Bank Harble

Falls, 148 S.W.24 at 44849. To support’

its conclusions of law on the EMS rate
design, the Commission made numerous
findings of underlying fact including the
following:

231. The rate design objectives of pro-
moting universal service, encouraging
further development of the Informa-
tion Age in Texas and promoting equal
opportunities for competitors were uti-
lized by the Staff in evaluating the
Stipulation rate design.
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234. The Commission Staff has thor-
oughly reviewed the rate design pro-
posals contained in the Stipulation in
light of the major policy provisions of
PURA and the rate design goals of the
Staff.

412. There is a strong demand for ex-
panding cailing scopes as evidenced by
the numerous requests 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 significant-
ly reduce the backlog of EAS requests
pending before the Commission.

414. The expansion of optional, two-
way, flat rate calling in the metropoli-
tan areas will promote both the eco
nomic and social interests of the com-
munities.

415. The Stipulation will provide EMS
to the following 22 [SW Bell] ex-
changes ... Tier Il ... McKinney....

418. The rates for the 22 {SW Bell]
exchanges receiving EMS pursuant to

. the Stipulation will be identical to the
rates for the 19 [SW Bell] exchanges
that are currently receiving EMS.
These rates are as follows:....

419. Establishing rates at such levels
will promote rate uniformity for cus-
tomers in similarly situated exchanges.

420, Tier I exchanges are contiguous to
a Metropolitan calling area while Tier
I are not. There is a proportionate
relationship between the distances of
the Tier 1 and Tier Il exchanges to
their respective metropolitan exchange
and the EMS rate levels for the Tier 1
and Tier 11 exchanges.

421. There is insufficient evidence in
the record to permit 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 Siipula-
tion, or for the 19 {SW Bell] exchanges
that presently have EMS.
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The Commission enjoys broad discretion in
determining whether a rate design results
in just, reasonable, nondiscriminatory
rates. City of El Paso, 839 S.W .2d at 932.
As stated in Teras Alarm & Signal:
In general, § 38 requires rate structures
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 overturn the
Commission's approval of a rate desigm.
Public UtiL Comm'™ v. AT & T Commu-
nications of the S. W., 7717 S.W.2d 363 (Tex.
1989); City of El Paso, 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. See 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. Teras Alarm &
Signal, 603 S.W.2d at 777; see also City of
El Paso, 839 S.W.2d at 933-34. In making
a determination of rate design, “the Com-
mission may consider factors in addition to
the cost of providing service, keeping in
mind the overriding considerations of con-
sistency and the utility’s burden of proving
that its proposed rates are just and reason-
able.” City of E!l Paso, 839 S.W.2d at 932.
We conclude 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
Charter Medical-Dallas 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-

sion could reasonably have found that ex-
isting EMS rates were just, reasonable, and
not unduly discriminatory, and that applica-
tion of the existing rates to McKinney was
just and reasonable. We overrule McKin-
ney’s first and second points of error.

{29) McKinney’s third point of error
complains that there were no underlying
findings of fact and insufficient evidence to
support the placement of the McKinney
exchange in Tier Il for EMS 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 1 or Il was contiguity with a metro
exchange. By placing McKinney in Tier Il,
the Commission impliedly found it was not
contiguous to 3 mewo exchange. The rec-
ord shows a factual dispute whether
McKinney meets the criteria for a Tier |
exchange. This issue was resolve by the
Commission. McKinney also complains
that the Commission’s finding that the dif-
ferential between Tier 1 and Tier II rates
was reasonable and not unreasonably dis-
criminatory is not supported by substantial
evidence. We note that ‘“[e]xisting classifi-
cation schemes previously approved by the
Commission are, prima facie, not unreason-
ably discriminatory, and the complaining
party has the burden of proving that the
classification produces unreasonably dis-
criminatory rates.” City of El Paso, 839
S.W.2d at 932-33. We find substantial evi-
deace in the record w support the conclu-
sion that the Tier I-Tier II differential is
reasonable and not discriminatory. We
overrule 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 classification deter-
mines local exchange rates and is based
upon the number of subscribers within the
local exchange. The Commission found
that the “rate group reclassifications 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-
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ly, we overrule McKinney's fourth point of
error.

(31) In its fifth point of error, McKin-
ney complains that the Commission’s ap-
proval of EMS rates for four local tele
phone companies !¢ other than SW Bell was
not supported by underlying findings of
fact and substantial evidence. We con-
clude that the Commission made underly-
ing findings of fact that satisfy the Char-
ter Medical-Dallas 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.

CONCLUSION

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 ratemaking
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.

° imuwmmnn

AMARILLO INDEPENDENT
SCHOOL DISTRICT,

v.

Lionel R. MENO, the State Commissioner
of Education in His Official Capacity,
and the Texas Education Agency, et al.

No. 3-92-435-CV.
Court of Appeals of Texas,
Austin.
May 12, 1993.
Rehearing Overruled July 7, 1993.

Teachers’ contracts were not renewed
by school district, and teachers appealed to

18. GTE Southwest Inc.. Lufkin-Conroe Tele.
phone Exchange, Guadalupe Valley Telephone
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the State Commissioner of Education. The
Commissioner reversed, ordering that each
teacher be reinstated, and school district
appealed. The 200th District Court, Travis
County, Paul R. Davis, J., affirmed the
Commissioner's order, and school district
appealed. The Court of Appeals, Powers,
J., held that the Commissioner exceeded his
statutory authority by engrafting on the
Term Contract Nonrenewal Act the re
quirement that teachers’ current year eval.
uations had to be considered before deci-
sion could be made whether to renew their
contracts.

Commissioner’s order reversed; re-
manded to trial court with directions.

X

1. Constitutional Law ¢=251.6

The qualification of meaningful notice
is an essential aspect of due process of law.
US.CAA. Const Amend. 14.

2. Statutes ¢206

Cardinal rule of statutory construction
is to seek out legislative intent from gener-
al view of whole enactment; once that has
been ascertained, meaning must be as-
signed accordingly to any questioned part
of the statute.

3. Statutes =188, 206

In process of seeking out legislative
intent from general view of whole statuto-

Ty enactment, words of the act must be

given interpretation that is neither forced,
nor strained, nor exaggerated.
4. Statutes ¢&]88

Words of statutory enactment must be
assigned meaning suggested affirmatively
by statutory text and one that the text will
fairly sanction and clearly sustain.

5. Statutes ¢2212.7

When assigning meaning suggested by
statutory text, one may impute implication

Cooperative, and Central Texas Telephone Co.




"Afféﬁﬁikhéywu

Quantification of Staff’s Alleged Voucher Errors

Mo. Intrastate

10 Exo 29' SCh. 4-70 RGS Gulf.

807,863 ~ 759,280 = 45{583

45,583 x «1545 x .75 = 5,282
2. Ex. 29P, Sch. 4-46. Re: Communitel. :

$6,351 x .1545 x .75 = 1,360
3. Ex. 29, Sch. 4-47. Re: Group President.

$1,579 %X .1545 x .75 = 183
4. Ex. 218HC, p. 33. Re: Strategic Business

Development. $258,000 x .1545 X .76 = 33,024
S. Ex. 218HC, p. 34. Re: Project Prizm.

$73,500 x .1545 x .75 = 8,517
6. Ex. 218HC, p. 35. Re: Clarion Consulting Fee.

$13,675 x .1545 x .75 = 1,585
7. Ex. 218HC, p. 35. Re: Ernst & Young Services.

$19,915 x .1545 x .75 = 2,308
8. Ex. 218HC, p. 37. Re: Philadelphia trip.?

$1,125 x .1545 x .75 = 130
9. Ex. 218HC, p. 42. Re: Metropolitan Publishing

v. SWBT. 108,333 x .1545 X .75 = 12,553
10. Ex. 218HC, p. 43. Re: Great Western, Metropolitan

and Mesquite.?® $720,366 x .1545 x .75 = 83,472

Total 154,414

1,1545 represents the Missouri total percentage and .75
represents the intrastate percentage.

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.

’This quantification assumed 100% of the costs were
allocated to SWBT when, in actuality, approximately 70% of SBC'’s
total direct and allocated costs are charged to SWBT. Therefore,
the quantification is overstated and represents the greatest
amount that could have been assigned to SWBT-Mo. intrastate.






