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DIRECT TESTIMONY

OF

JANIS E. FISCHER

LACLEDE GAS COMPANY
CASE NO. GR-2002-356
Q. Please state your name and business address.

A. Janis E. Fischer, P. O. Box 360, Jefferson City, Missouri 65102.

Q. By whom are you employed and in what capacity?

A. I am a Regulatory Auditor with the Missouri Public Service Commission (Commission).

Background of Witness

Q. Please describe your educational background.

A. I graduated from Peru State College, Peru, Nebraska, and received a Bachelor of Science degree in Education (Basic Business) and Business Administration.  In May 1985, I completed course work and earned a Bachelor of Science degree in Accounting.  I passed the Uniform Certified Public Accountant examination in May 1994 and received my license to practice in March 1997.  Prior to my employment at the Commission, I worked over six years as the office and accounting supervisor for the Falls City, Nebraska, Utilities Department (Utilities Department).

While with the Utilities Department, I completed water and electric rate reviews, developed procedures for PCB monitoring and disposal, implemented a program to verify the accuracy of remote water meters, supervised office staff and handled customer complaints.  I assisted with the acquisition of Falls City’s natural gas distribution system from Kansas Power and Light Company, the predecessor company of Western Resources, Inc.  After the acquisition, I compiled asset records for the natural gas distribution system for the utility, nominated gas supplies for the municipal power plant, monitored gas transportation customer loads and billed transportation customers.  I was appointed by the Board of Public Works (Board) to the Nebraska Public Gas Agency (NPGA) Board and later was elected Vice Chairperson of the Board.  NPGA is comprised of members from municipal natural gas systems who collectively purchase natural gas and acquire natural gas wells to supply gas to municipal gas systems and power plants at reduced costs.

I also was employed as a staff accountant with the accounting firm of Cuneo, Lawson, Shay and Staley, PC, in Kansas City, Missouri, for approximately two years.  While employed as a staff accountant, I assisted in various audits, compilations and reviews of corporations and prepared individual and corporate state and federal tax returns.  I researched tax issues, assisted with compliance audits and interacted with various clients.

Q. What has been the nature of your duties with the Commission?

A. I have directed and assisted with various audits and examinations of the books and records of public utilities operating within the state of Missouri under the jurisdiction of the Commission.

Q. Have you previously filed testimony before this Commission?

A. Yes.  Please refer to Schedule 1, attached to this direct testimony, for a list of the major audits on which I have assisted and filed testimony.

Purpose of Testimony

Q. With reference to Case No. GR-2002-356, have you examined and studied the books and records of Laclede Gas Company (Laclede or Company) relating to the filing in this case?

A. Yes, with the assistance of other members of the Commission Staff (Staff).

Q. What is the purpose of your direct testimony?

A. My direct testimony will discuss the following items:
1)
The Staff’s recommendation regarding expense adjustments, included in Staff Accounting Schedule 10, Adjustments To Income Statement, for pension expense, other post-retirement benefits (OPEBs) expense and incentive compensation expense.

2)
The Staff’s recommendation regarding the quantification of the rate base amount, included in Staff Accounting Schedule 2, Rate Base, for the prepaid pension asset.

Q.
Please list the adjustments you are sponsoring.

A. I am sponsoring the following adjustments to Accounting Schedule 10: 


S-15.3


Elimination of FAS 87 (Pension)

S-15.4


Elimination of FAS 88 Expense 


S-15.5


Annualization of FAS 106 (OPEBs) Expense


S-15.17

Elimination of Incentive Compensation

PENSION EXPENSE-FAS 87 AND OPEBs EXPENSE-FAS 106

Q. Please explain Statement of Financial Accounting Standard (FAS) 87 and FAS 106.

A. FAS 87, Employers’ Accounting for Pensions, and FAS 106, Employers’ Accounting for Postretirement Benefits (OPEBs) Other than Pensions, are the Financial Accounting Standards Board (FASB) approved accrual accounting methods for financial statement recognition of annual pension cost and OPEBs over the service life of employees.  Use of FAS 87 and FAS 106 accrual accounting methods is required under Generally Accepted Accounting Principles (GAAP) for financial reporting purposes.  The assumptions used in the calculation of FAS 87 and FAS 106 are similar in many respects.

Q. How is Laclede currently accounting for pension expenses under FAS 87?

A. For ratemaking purposes, Laclede has implemented the Staff’s current methodology of using the fair market value of assets and averaging unrecognized gains/losses over five years and then amortizing the average over five years for purposes of determining pension expense under FAS 87 and OPEBs under FAS 106.  Laclede stipulated to this method for pension and OPEBs expense accounting in Case No. GR‑98‑378 and has been using this method since that time.  


The components included in the calculation of Laclede’s combined pension expense for its management, contract and Missouri Natural Gas Division (MoNat) plans for 2002 as determined by Laclede’s actuary, Towers Perrin, are described below: 

Component
    Amount
               Description
Service Cost
 $ 9,125,893
Present value of the benefits earned by employees during the period.

Interest Cost
 $14,461,953
Interest expense on the pension liability due to passage of time.

Expected Return on Plan Assets
($23,292,898)
A reduction to pension expense based on the expected return on pension fund assets during the year.

Amortization of Transition Asset
($   630,978)
On the date Laclede adopted FAS 87, net assets of the existing pension plan exceeded the net liability.  The amount of this net asset is amortized as a reduction to pension expense over the average remaining service period of employees expected to receive benefits under the plan.

Amortization of Prior Service Cost
 $ 1,095,484
Amendments to the pension plan have been made that reduce future benefits.  This reduction to the pension liability is amortized as a reduction to pension expense over the expected number of years of future employee service.

Amortization of Gains/Losses
($ 3,274,193)
Amortization of net (gain)/loss balance resulting from:  (1) pension plan assumption changes; (2) differences in actual returns on pension plan asset from expected returns; and (3) actual experience different from projected.

Net Pension Expense
($ 2,514,739)


The components for FAS 106 are similar to those of FAS 87. 

Q. Please describe Laclede’s pension plans.

A. Laclede has five separate and distinct pension plans:  (1) The Management Plan covers all employees employed in the Laclede Division of the Company who are not members of a collective bargaining unit; (2) The Contract Plan covers all employees in the Laclede Division of the Company who are members of a collective bargaining unit; (3) The MoNat Plan includes management and contract employees of the Missouri Natural Gas Division of Laclede Gas Company; (4) The Supplemental Employee Retirement Plan (SERP) includes high level Company employees whose employment with the Company ceases at a time when such employee, or their spouse or beneficiary, is entitled to an immediate or future benefit under the Management Plan; and (5) The Directors Plan includes non-employee directors who are active members of the Board of Directors and will not be entitled to benefits under the Company’s qualified retirement plans.


Currently each of the pension plans costs are determined separately for purposes of FAS 87.

Historical Ratemaking Treatment-Pension and OPEB Costs

Q. Is the Commission required under Missouri law to adopt FAS 106 for determining OPEBs expense for ratemaking purposes?

A. Yes, the Commission is required by Section 386.315 RSMo, passed in 1994, to allow the recovery of OPEB expense as calculated under FAS 106.  Under this statute, the Commission must adopt the FAS 106 method for ratemaking purposes as long as the assumptions used by the utility are considered reasonable, and the amounts collected in rates are externally funded by the utility.

Q. Is the Commission required under Missouri law to adopt FAS 87 for determining pension expense for ratemaking purposes?

A. No.  However, since adoption of Section 386.315 in 1994, the Staff has taken the position that consistent treatment of retirement costs requires the use of FAS 87 for determining pension expense for ratemaking purposes.

Q. What was the Staff’s method for calculating Pension and OPEB costs in the determination of cost of service prior to adoption of Section 386.315 requiring FAS 106?

A. Prior to the Missouri law requiring the adoption of FAS 106, rates were set on a “pay as you go” or “cash” basis for both pension and OPEB costs.  The Employee Retirement Income Security Act of 1974 (ERISA) minimum contribution was used for pension cost.  The utility’s actual paid claims for OPEBs were used for other benefit costs prior to FAS 106.  These other post retirement benefit costs typically included retiree medical and life insurance costs.

Q. What is the purpose of the 1974 ERISA legislation?

A. The ERISA funding requirements are intended to ensure that defined benefit pension plans in the United States are adequately funded.  This required funding amount is referred to as the minimum ERISA contribution. Pursuant to the Internal Revenue Code, a maximum contribution is also calculated which sets a limit on the amount of tax deductible contributions an employer may make to its pension fund during the plan year.  Pursuant to ERISA regulations, the minimum ERISA contribution may not go below zero.

Q. Did the Commission approve the Staff’s recommendations in prior cases for using the ERISA minimum contribution for the pension cost included in cost of service for setting rates?

A. Yes.  Prior to implementing FAS 106 and FAS 87, the Commission adopted the Staff’s recommendation for use of the ERISA minimum contribution as the proper pension cost for setting rates.  The Commission’s Report And Order in Case No. ER-93-41, St. Joseph Light and Power Company, states:

The Commission finds that the appropriate method for accounting for pension expense and for funding pension expense is a funding cash contribution method, which results in a $0 cost in this case for which no actuarial evidence supports the need for any contribution above the ERISA minimum.  This method is consistent with the Commission’s decision on FAS 106 in this case and with other Commission cases, and over the long term will ensure that the pension liability of the company will be in compliance with federal guidelines.

Q. Please define the term “annual volatility” and explain how it relates to setting rates for a regulated utility.

A. “Annual volatility” is the degree to which revenue and expenses are subject to significant increases or decreases on an annual basis, which is beyond the control of management.  The following example illustrates why volatility of revenues and expenses must be “normalized” for ratemaking purposes.  The example below lists hypothetical amounts for maintenance expense for a five-year period and demonstrates how “annual volatility” can impact rates:

Year

  Expense
1997

$5,000,000

1998

$4,000,000

1999

$7,000,000

2000

$5,500,000

2001

$6,500,000

Five-Year Average
$5,600,000

The normalized level of maintenance expense for the company is $5,600,000 annually.  However, in any one year, the actual maintenance cost varies significantly from the normalized level.  If rates were set on the actual maintenance expense for a test year 1999, the company would over-recover its maintenance costs by an average of $1,400,000.  On the other hand, if rates were set on the actual maintenance expense for a test year 1998, the company would under-recover its maintenance costs by an average of $1,600,000.  Expense amounts subject to significant annual volatility must be normalized for ratemaking purposes in order to avoid under- or over-recovery of the expenses included in a utility company’s cost of service.  The Staff’s rate recommendation for the costs in this hypothetical example would be normalized using a five-year average amount of $5,600,000 for ratemaking purposes.

Q. How does the volatility issue relate to a utility company’s pension cost calculated under FAS 87?

A. There are two components in the calculation of FAS 87 pension costs that are subject to significant annual volatility.  These two components for Laclede, which are described on pages 4-5 of this testimony, are:

1)
The Expected Rate of Return assumption, and

2)
The Amortization of Unrecognized (Gains)/Losses.

Q. Since the change in the Staff’s position recommending the adoption of FAS 87 for determining pension cost for setting rates, have there been considerable differences of opinion between the Staff and utility companies regarding the proper assumptions to be used in calculating pension cost under FAS 87?

A. Yes.  The methodology used in calculating pension cost under FAS 87 has been debated and tried in numerous cases involving the major electric, gas and water utility companies in Missouri.

Q. What, in the Staff’s opinion, have been the primary issues between the Staff and utility companies regarding the assumptions used in calculating pension cost under FAS 87?

A. There have been two primary issues:


1)
The Staff has contested the use of assumptions used by utility companies that do not accurately reflect the funded status of the pension plan.  These items include the earning rate and the determination of the value of the fund assets to which this rate is applied.  FAS 87 pension calculations that do not accurately reflect the funded status of the pension plan can result in pension costs that are excessive when compared to the actual cash funding requirements under ERISA regulations.  In other words, utility companies can record pension costs under FAS 87 in excess of the contributions actually made to the pension plan.  When this occurs, annual pension costs under FAS 87 are significantly higher than the contribution made by a company to its pension fund. 



If the pension costs under FAS 87 are included in cost of service, ratepayers pay higher rates than necessary and the utility benefits from additional cash flow beyond the ERISA minimum contribution to the pension fund.


2)
The volatility associated with calculating annual pension costs under FAS 87 from year to year may result in extremes that are inappropriate for setting utility rates.  The primary argument used by the utility companies in challenging the Staff’s recommended method for calculating FAS 87 by using the five-year average, five-year amortization of unrecognized gain/loss in the calculation of pension costs has been that it results in excessive annual volatility and, therefore, is inappropriate for rate setting.  The Staff has addressed this issue in the past by using a five-year rolling average of the unrecognized gain/loss to smooth out the volatility that has occurred from one year to the next.  

While an important consideration, the volatility issue should never take precedence over the primary ratemaking issue which is to make sure that the assumptions used to address volatility don’t result in a pension cost which is significantly higher than the actual funding requirements of the plan, resulting in excessive rates and a cash windfall to the utility.

Q.
How does the funded status of the pension plan impact the pension cost calculated under FAS 87?

A.
One of the assumptions in calculating the pension cost under FAS 87, as mentioned above, is the expected rate of return assumption.  The expected rate of return represents the annual income expected from investing the existing pension funds in debt and equity securities.  Annual differences between the expected rate of return assumption and the actual return earned are often so significant that the unrecognized net gain/loss balance experiences considerable annual fluctuation (volatility).  Gains and losses are defined as changes in either the value of pension plan assets or the pension liability from experience different from that assumed or from changes in actuarial assumptions.  Amortization of a net gain results in a decrease in pension expense; amortization of a net loss results in an increase in pension expense.  The unrecognized gain or loss balance is made up of:  (1) asset gains and losses; and (2) liability gains and losses.

Annual pension cost under FAS 87 will only be a positive expense when the annual earned returns from investing the funded assets are less than the annual costs, which are primarily the service and interest costs related to additional benefits earned by employees and the annual interest on the accumulated benefit obligation.  In dealing with this issue in cases involving major utility companies in Missouri, differences between the expected return on funded assets and the actual return earned on those assets comprises the majority of the balance in the unrecognized net gain/loss balance.  Unlike the ERISA minimum method of recording pension expense, FAS 87 requires recognition of a negative pension expense.

Since the unrecognized net gain/loss balance is amortized in calculating pension and OPEB cost under FAS 87 and FAS 106, significant volatility in the balance subject to amortization has an undesirable impact on the calculation of annual pension and OPEB expense for ratemaking purposes.  Prior to the significant devaluation of the stock market in 2001 and 2002, most pension funds of Missouri’s largest utility companies, like Laclede, were so well-funded that pension cost under FAS 87 was a negative expense throughout the 1990s.  This occurred because the annual returns earned on the pension fund assets exceeded the additional annual costs recognized for the additional benefits earned and accrued interest on the accumulated benefit obligation.

Q. What other factors can have a significant impact on pension cost under FAS 87 and on annual volatility in year-to-year results?

A. Significant differences often occur between “expected” annual earned return results and “actual” results.  The expected rate of return assumption discussed in my last answer is an estimate based on an assumed long-range (20 to 30 year) return estimated by the Company’s actuary.  Laclede’s actuary is currently using an expected rate of return of 8.5%.  Significant differences can and do occur between actual short-term returns and the expected rate of return assumption.  These differences between expected and actual returns result in a gain (actual return exceeds expected) or a loss (actual return is less than expected).  Changes in other assumptions made by the actuary for the discount rate and interest rate, for example, will also result in a gain or loss under FAS 87.

The appropriate time frame to be used in recognizing gains and losses under FAS 87 has been a significant issue between the Staff and major utility companies since FAS 87 was adopted for setting utility rates.  FAS 87 provides for considerable flexibility in choosing the time period used in recognizing (amortizing) gains and losses in calculating FAS 87 pension cost.  The Staff’s current method amortizes a five-year rolling average of the unrecognized net gain/loss balance over a five-year period.  Amortizing gains and losses on a more timely basis under the Staff’s method has more accurately reflected the over-funded status of utility pension funds during the 1990’s.

Q. Does the Staff still consider its current method for calculating FAS 87 to be appropriate for setting rates for a regulated utility?

A. No.  The Staff’s current method utilizes a five-year average of the Unrecognized Net Gain/Loss balance and then amortizes the average for FAS 87 expense recognition over a five-year period.  The five-year average balance has helped reduce annual volatility in FAS 87 pension calculations used in setting rates.  However, the recent devaluation of the stock market in 2001 and 2002 has had a significant impact on the market value of pension fund assets, resulting in a significant increase in volatility in the FAS 87 results.  Because use of FAS 87 does not adequately address the volatility caused by economic events beyond the control of management, the Staff is recommending a return to using the ERISA minimum contribution for determining the amount of pension cost used in setting rates.

Q. Have you prepared an analysis of Laclede’s FAS 87 pension cost in recent years which demonstrates the concern for excessive volatility using FAS 87 results even with the smoothing techniques included in FAS 87 which are intended to address this issue?

A. Yes.  A volatility analysis of Laclede’s FAS 87 pension cost for the years 1998 through 2002 is reflected below:

Year
FAS 87 Pension Cost

Annual Volatility
Volatility Percent

1998
$ (  4,901,763)



1999
$ (12,109,162)
$ 7,207,399
147%

2000
$ (  9,777,536)
$ 2,331,626
  19%

2001
$ (  7,747,375)
$ 2,030,161
  21%

2002
$ (  2,514,739)
$ 5,232,636
  68%


Average Volatility
$ 4,200,456
  64%

Volatility which averages 64% annually in a significant expense area is unacceptable for setting rates.  Laclede’s ERISA minimum contribution has been much less volatile over the same time period.

Q. What additional benefit does the ERISA contribution method have over FAS 87 for determining pension cost in setting rates?

A. When gains and losses are reflected on a timely basis in calculating FAS 87, a negative pension cost can result for adequately funded plans.  Laclede’s historical experience above reflects that result.  However, a negative cash flow impact occurs for the utility company when a negative expense for FAS 87 is used in setting rates.  Since federal law prohibits taking any excess funds out of the pension fund, the recognition of the negative expense in setting rates requires the utility company to acquire funds from another source, like short-term loans, to replace the reduction in cash recovered through rates.  A negative pension expense under FAS 87 is supposed to represent a short-term timing difference between pension cost recognized for financial reporting and rates and the amount of cash required to fund the plan.  However, when a negative expense amount becomes an ongoing recurring result, it no longer makes sense from a regulatory perspective.

The calculation of the ERISA minimum contribution eliminates the possibility of a negative pension cost result because the contribution is never less than zero.

Q.
If the Commission were to decide that some form of FAS 87 should continue to be used for determining pension cost for ratemaking purposes for Laclede and other utilities in Missouri rather than the Staff’s proposal to use the ERISA minimum, is the Staff recommending changes to its current method of calculating FAS 87?

A.
Yes.  The recent devaluation of the stock market has had such an extreme impact on FAS calculations that additional smoothing mechanisms would be necessary as follows:

1)
The Market-Related Value method for valuing the pension fund assets in calculating the Expected Rate of Return assumption should be adopted for both FAS 87 and FAS 106.  FAS 87 in paragraph 30 describes market-related value of plan assets as either fair value or a calculated value that recognizes changes in fair value in a systematic and rational manner over not more than five years.  This change will help mitigate the extreme volatility in the market value of the pension fund assets experienced in recent years by spreading the impact over a four-year period.

2)
The Staff considers a negative pension cost under FAS 87 to be inappropriate for setting rates.  As discussed previously, federal law does not allow the company to withdraw the excess pension funds for the cost of service reduction resulting from recognizing a negative pension cost in rates, so the company is forced to make up the loss in cash flow from other means such as short-term borrowing.  This result is not reasonable on a continuing basis.  To eliminate this from occurring, the Staff is proposing to limit the gain recognition to an amount for FAS 87 that does not go below zero.

3)
If the FAS 87 result is still negative after reflecting the second smoothing mechanism above, then the Expected Rate of Return assumption should be limited to an amount which does not result in a FAS 87 result which is below zero.

Q. Please describe adjustments S-15.3 and S-15.4.

A. Adjustments S-15.3 and S-15.4 adjust Laclede’s test year pension expense to an ERISA minimum contribution of zero.


Q. Is the Staff proposing any changes to the method of calculating FAS 106 costs for OPEBs?

A. Yes.  The market related value assumption described in my last answer is also appropriate for valuating FAS 106.  The calculation of FAS 106 costs based upon the five-year average of unrecognized gain/loss amortized over five-years is still appropriate for OPEBs.  

Q. What is the basis for the Staff’s recommendation to use a five-year amortization of the average unrecognized net gain/loss balance?

A. The Staff bases its recommendation for using a five-year amortization of gains and losses for determining FAS 106 cost on four factors:


1)
Since the funding of OPEB costs did not begin until the mid 1990’s, the funded status is such that the annual investment return on funded assets will not offset the current service cost and interest on the projected liability.  OPEB costs have not created a negative expense or prepaid OPEB asset.


2)
Timely recognition of actual results and assumption changes is necessary for accurate OPEB expense for ratemaking purposes.  The Staff considers five years to be a reasonable time period to meet this goal.


3)
In the Omnibus Budget Reconciliation Act of 1987, the federal government reduced the amortization period for asset gains and losses from fifteen years to five years for pension funding requirements.  Section 412(b)(2)(B) of the Internal Revenue Code requires that gains and/or losses from pension plan assets be amortized over a five-year period.  A five-year amortization treats asset gains and losses for FAS 87 and for funding requirements under ERISA/Internal Revenue Service (IRS) Regulations on a consistent basis.


4)
Use of a five-year amortization period is consistent with the Commission’s long-standing policy of amortizing abnormal, significant, expenses/losses over five years for ratemaking purposes.

Q. Please describe adjustment S-15.5.

A. Adjustment S-15.5 adjusts Laclede’s test year level of OPEB costs to reflect the Staff’s methodology for the amortization of a five-year average unrecognized gain/loss balance and the change to using the market related value of assets for calculating the earnings on the OPEB fund.

PREPAID PENSION ASSET

Q.
Please explain the term “Prepaid Pension Asset” as it applies to pension cost under FAS 87.

A.
A Prepaid Pension Asset is established on the balance sheet when the cash contributions to the pension fund exceed the pension cost recorded on the income statement under FAS 87.  The Prepaid Pension Asset is increased in subsequent years when the cash contributions to the fund exceed the FAS 87 expense on the income statement.  The Prepaid Pension Asset is reduced in years when the pension cost under FAS 87 exceeds the case contribution to the pension fund.  

Any gain or loss resulting from a FAS 88, Employers’ Accounting for Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefit, transaction is also included under the FAS 87 pension cost in determining the net impact on the Prepaid Pension Asset in any given year.  FAS 88 governs financial reporting of pension costs in this situation when employees request lump sum pension payments upon retirement in exchange for the full settlement of Laclede’s retirement obligation to them.  Laclede has experienced ongoing FAS 88 costs in recent years.

Q.
Explain the relationship between Laclede’s Prepaid Pension Asset at March 31, 2002, and its cost of service for this case.

A.
Laclede’s Prepaid Pension Asset at March 31, 2002, represents the accumulated difference between FAS 87 and FAS 88 pension cost and cash contributions to the pension fund since 1987, when Laclede adopted FAS 87 for financial reporting purposes.  However, FAS 87 was not used for regulatory purposes for Laclede prior to September 1, 1994, the effective date of rates in Case No. GR-94-220.  The Prepaid Pension Asset included in rate base should include only the accumulated difference between FAS 87 pension costs included in rates and the cash contributions to the pension fund since September 1, 1994.

The March 31, 2002 Prepaid Pension Asset must also be adjusted to exclude the impact of all FAS 88 gains recognized from September 1, 1994, through September 1, 1996.  Prior to September 1, 1996, which reflects the effective date of the rates from Case No. GR-96-193, FAS 88 gains were not included in Laclede’s cost of service in a rate case.  Therefore, the Prepaid Pension Asset balance at March 31, 2002, should also exclude the impact of all FAS 88 gains recognized from September 1, 1994, to September 1, 1996.

Q.
For purposes of this case, how is the Prepaid Pension Asset treated given the Staff’s position on pension expense?

A. Since the Staff has adopted Minimum ERISA for pension expense, the Prepaid Pension Asset included in the Staff’s rate base will continue at the current amount.  This asset will be included in rate base in any future Laclede rate/complaint case at the current amount.

Staff’s Treatment of Additional Retirement Benefits 

Q.
Please discuss the other changes the Staff made to pension-related actuarial valuations represented in Laclede’s filed case for the test year.

A.
The Staff has proposed changes to certain actuarial valuations to use actual payments for rate purposes rather than accruals for four specific benefit plans. 

Q.
Why has the Staff used actual payments for these four benefit plans?

A.
Certain management employees and members of the board of directors receive benefits under the Supplemental Employee Retirement Program, Directors Retirement Program, Group Insurance Program and the Senior Officers Life Insurance Program.  Due to the fact that the benefits from these four retirement programs are not available to a broad range of employees, these programs are designated as non-qualified plans.

Q. What makes a plan non-qualified and what are the implications of a plan not being qualified?

A. A qualified plan is one in which the contributions to the plan are tax deductible and the earnings of the assets in the plan are tax-exempt.  In a non-qualified plan, only the amounts paid to beneficiaries are tax deductible.

Section 401 of the Internal Revenue Code lists requirements that a plan must meet to be qualified.  Two of the more prominent features of a qualified plan are:

1.
That the company cannot divert assets in the trust for any other purpose than the meeting of the obligations of the plan; and

2.
The plan must be available to a broad range of employees.

Due to the fact that these four retirement programs are designated as non-qualified plans, the annual FAS 87 and FAS 106 costs are calculated differently for these programs than for the regular retirement plans.  

For the Company’s regular retirement programs, the earnings on the assets being accumulated to pay benefits are used as a reduction to the annual cost.  For example, the expected earnings on assets for the Company’s regular pension plans exceed the total annual costs for these plans.  However, for the non-qualified plans, the earnings on the accumulated assets are not included in the FAS 87 or FAS 106 calculations of annual retirement cost and, therefore, are not used to reduce the actual cost of the plans.  Therefore, the Staff believes that an actual payments method is more appropriate for the non-qualified plans and has included the actual test year payments to recipients or contributions to funds in calculating its annual cost.  For FAS 106 the Staff has included the earnings on the funds set aside for the nonqualified plans.

INCENTIVE COMPENSATION

Q. Please explain adjustment S-15.17.

A. This adjustment removes the test year cost of Laclede’s incentive compensation plan that is booked to pension expense in the test year.  Adjustment S‑15.17 removes from the cost of service the accrual of expense for the deferred portion of dividend equivalents and incentive compensation included in booked pension expense.  As part of the calculation of payroll, actual payments related to incentive compensation that were made during the test year were also eliminated.  Staff Accounting witness Paul R. Harrison is sponsoring an adjustment to remove test year incentive compensation plans booked to payroll expense.

Q. Please explain the incentive compensation plan.

A. From time to time, the Laclede Board of Directors (Board) awards share units, or common stock equivalents, to key executives.  Incentive compensation is awarded to participants based on these share units as follows:


1)
When the Company pays a cash dividend on its common stock, it shall pay a dividend to each awardee for each share unit held on the date of that payment.  These equivalents are paid to each awardee until his or her death.  If survived by a spouse, dividend equivalents will be paid to such spouse for life.  This cost is expensed as the dividends are declared (quarterly).


2)
At fiscal year-end, the difference between earnings per share (EPS) and dividends paid during the fiscal year is treated as a defined contribution to deferred compensation.  The awardees receive this amount plus interest during retirement.  Upon the awardee’s death, the remaining payments are made to the designated beneficiaries.  Deferred compensation is accrued each September, the end of Laclede’s fiscal year, when the final annual EPS result is known.

Q. What criteria exists for awarding share units or common share equivalents?

A. According to the Company’s response to Staff Data Request No. 236:

Determination of the number of new share units to award to a key executive is a subjective process that considers an individual’s current salary level, the number of share units previously awarded, as well as expectations for the executive’s performance relative to maintaining the long-term financial and operational integrity of the Company.  Current compensation under the plan is limited to no more than 25% of the individual’s current annual salary.

The Board has the sole authority to award equivalents at its discretion.  Once an equivalent has been awarded, the only criteria for receiving quarterly payments is a dividend declaration by the Board.  Declaring dividends is a standard form of business practice within the utility industry, as it is with Laclede.  As stated in the Company’s 2001 Annual Report, Laclede “[h]as paid dividends on a continuous basis since 1946.”

Q. If EPS does not exceed dividends, can awardees still receive deferred compensation?

A. Yes.  Deferred compensation may still be awarded even if EPS does not exceed dividends at fiscal year end.  At stated in the incentive compensation plan:

The Calculation of Deferred Compensation shall be subject to the power of the Board of Directors from time to time to (i) adjust the amount of Consolidated Retained Earnings to reflect events or transactions which have a significant relation to the efforts and performance of any or all Awardees, or (ii) exclude from the computation of Consolidated Retained Earnings all or any portion of Consolidated Earnings deemed to reflect events or transactions which have no significant relation to the efforts and performance of any or all Awardees.

Essentially, the Board may grant compensation even when Laclede experiences poor earnings.

Q. According to the Company, why was the incentive compensation plan established and what was its purpose?

A. According to information provided by the Company, the plan was established to give officers and managerial employees of the Company an increased incentive to achieve outstanding performance, to reward this performance, and to attract and retain highly qualified persons as officers and managers.

Q. How do employees qualify for the plan?

A. Awards under the long-term Incentive Compensation Plan may be granted by Compensation Committee recommendation and full Board approval to the CEO and/or other key executives who have, in the judgment of the Compensation Committee, demonstrated their ability and who the Company seeks to retain in positions which can affect the long-term success of the Company, including both the establishment and execution of the Company’s business strategies.  The structure of the Plan provides incentives for these individuals to remain with the Company throughout their working careers rather than leave the Company for other employment.

Q. Does this plan provide an incentive for outstanding performance?

A. No.  Once individuals are awarded share units, they are practically guaranteed to receive dividend equivalents for the rest of their lives.  The Staff does not believe there is any incentive for an officer to achieve higher performance standards for the Company when dividend equivalents (a bonus) are virtually guaranteed.  Furthermore, the awarding of share units is not based upon any specific criteria.

Q. In past cases, has the Commission set minimum standards for an incentive compensation plan to qualify for inclusion in the cost of service?

A. Yes.  In its Report And Order in Case Nos. EC-87-114 and EC-87-115, Union Electric Company, the Commission stated:

At a minimum, an acceptable management performance plan should contain goals that improve existing performance, and the benefits of the plan should be ascertainable and reasonably related to the plan.

Laclede has made no attempt to set goals to improve existing employee performance that can be quantified or that relate specifically to its incentive compensation plan.

Q. Under the Company’s plan, can awardees ascertain what they must individually achieve in order to receive incentive compensation?

A. No. As mentioned earlier, once a share unit has been awarded, incentive compensation relies upon quarterly dividends and EPS at fiscal year-end.  The Staff believes that it is difficult, if not impossible, to ascertain what the impact of any individual’s performance may have been in relation to the level of EPS for any given year.  The Staff believes that there is insufficient evidence to connect incentive compensation expense for a given employee with the Company’s overall EPS performance, and EPS is not an indicator of improved service to Missouri ratepayers.

Q. Does this conclude your direct testimony?

A. Yes, it does.
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CASE NO.

Empire District Electric Company





ER-97-81

Union Electric Company (AmerenUE)




GR-97-393

Osage Water Company






WA-98-236/








WC-98-211

Western Resources/Kansas City Power & Light Company


EM-97-515

UtiliCorp United, Inc./St. Joseph Light & Power Company


EM-2000-292

UtiliCorp United, Inc./Empire District Electric Company


EM-2000-369

KLM Telephone Company






TT-2001-120

Empire District Electric Company





ER-2001-299

Missouri Gas Energy, Division of Southern Union Company

GR-2002-292

Missouri Public Service, Division of UtiliCorp United, Inc. 


ER-2001-672/








EC-2002-265

Missouri American Water Company, Division of American

Water Works Company, Inc.






WO-2002-273

Citizens Electric Company






ER-2002-217








