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BEFORE THE FLORIDA P U B L I C  SERVICE COMMISSION 

DIRECT TESTIMONY 

OF 

VICTORIA A. MONTANARO 

DOCKET NO. 920199-WS 

Q. Please  s t a t e  your name and business address. 

A.  My name is Victoria A .  Montanaro. My business address is 

111 W e s t  Madison St ree t ,  Room 812, Tallahassee, Florida, 

32399-1400, 

Q. What is your present occupation? 

A .  I am employed by t h e  O f f i c e  of the Public C o u n s e l ,  

Florida Legislature as a legislative a n a l y s t .  MY 

responsibilities are primarily related to spec ia l  

assignments in t h e  area of telecommunication. 

Q. W i l l  you summarize your educational background and your 

professional experience in the f i e l d  of utility 

regulation? 

A .  I earned my Masters in Accounting f r o m  F l o r i d a  State 

University in 1983. I hold a CPA certificate in the 

state of F l o r i d a  and am a member of the American 

Institute of Certified Public Accountants. From 1983 - 
1987 I served a s  regulatory utility analyst with t h e  

Staff of the Florida Public Service Commission. While 

employed by the Florida Commission, I participated in 
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1. rate case examinations involving t h e  water  and sewer and 

the telecommunications utilities operating in Florida, 
,. 
2' - 

4 

In 1987, I accepted employment w i t h  t h e  O f f i c e  of Public 

Counsel. I: have presented  testimony to this Commission 

and participated in depositions and hearings as a class 

B practitioner. 
- 

7 Q. 

A .  

What is t h e  purpose of your testimony? 

The purpose of my testimony is to address the issue of 

whether u s i n g  Statement of Financial Accounting Standard 

( S F A S )  106 to ca lcu la t e  postretirement benefit c o s t s  is 

appropriate for ratemaking. 

Does t h e  O f f i c e  of Public Counsel (OPC), support the  

adop t ion  of S F A S  106 f o r  ratemaking? 

No. 
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A.  

Q. Why is Public Counsel opposed to Southern States 

Utilities, Inc. (Southern S t a t e s )  recovering the 16 

1 '7 I postretirement related costs as calculated using SFAS 106 

in rates at this t h e ?  18 
- 

I I3 A .  There are several reasons why the rates se t  in t h i s  case 

2 0  

21 

- should not i n c l u d e  t h e  estimate of: SFAS 106 as identified 

by the company. 

Ms. Montanaro, before we get to t h e  details of S F A S  106, 

will you provide its historical per spec t ive .  

Q. 

a. 

2 3  
- 

2 4 Yes. Until t h e  early part of this century, businesses in 

this country were primarily sole proprietorships and 2 5  
- 
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p a r t n e r s h i p s  which did n o t  look to t h e  public f o r  

investment. Capital was acquired a g a i n s t  t h e  personal 

credibility and integrity of t h e  principal(s) of t h e  firm 

with which lenders were personally acquainted. 

As o u r  economy became more complex, ownership of firms 

became more diversified; common s tock was offered to 

members of t h e  public who could look only t o  t h e  

principals of the firm (and  to the p r i n c i p a l s '  

appointees) f o r  accurate information concerning t h e  

income and financial health of t h e  firm. Banking firms 

and other l e n d e r s  were less likely to be personally 

familiar w i t h  principals of t h e  firm; lenders, l i k e  

i nves to r s ,  could  look only to representations of persons 

they d i d  not know. 

Needless to say, there  is an ever present i n c e n t i v e  f o r  

firms to optimistically represent their financial 

condition to those from whom they wish to a t t r a c t  

investment and from whom they hope to borrow money. 

Moreover, even in the absence of such an incent ive ,  there 

was no system of uni form accounting in place to insure 

that financial statements rendered by firms were reliable 

and presented in a uniform and consistent manner. T h e  
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Great Depression proved t h i s  notion in a tangible--and in 

some respects--terrible way. 

A f t e r  a false start, or two, and with t h e  t h r e a t  of 

pervasive governmental regulation of the account ing  

profession, the Financial Accounting Standards Board 

(FASB, Board) was established as a private, independent 

board. Statements of t h i s  board a re  considered Generally 

Accepted Accounting P r i n c i p l e s  (GAAP) . SFAS 106 

(Statement of Financial Accounting Standard) is a 

statement of that board. 

In my v i e w  it is extremely important to understand t h e  

purpose of FASB in i t s  historical and present 

perspective. FASB requires firms (and specifically, the 

accountants retained by them) to accurately represent the  

financial c o n d i t i o n  of the firm primarily by ensuring 

that each firm utilizes similar accounting procedures 

which a re  general ly  accepted by t h e  accounting 

profession. 

The beneficiaries of FASB are t h o s e  who were historically 

at r i s k  in its absence ;  namely, t h o s e  from whom firms 

seek investment a n d  t h o s e  from w h o m  firms w i s h  t o  borrow 

money. 
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Q. Ms Montanaro, your treatise on t h e  h i s t o r y  of FASB is 

interesting: please tell why you believe it relevant. 

Because there is sometimes a notion advanced by regulated 

utilities t h a t  the Commission, must recognize expenses 

t h e  utility incurs under SFAS 106 because FASB requires 

the utility to calculate its p o t e n t i a l  postretirement 

liability for external r epor t ing  u s i n g  t h i s  s t anda rd .  

To the c o n t r a r y ,  SFAS 106 is devoid of any of the 

traditional inquires of u t i l i t y  regulation. W i t h  respect 

to obligations which t h e  company m i g h t  incur f o r  OPEBs 

( o t h e r  post employment benefits), SFAS 106 suggests no 

i n q u i r y  of whether the  obligations ought to have been 

incurred; whether obligations might be unilaterally 

modified by the company during t h e  time rates are i n  

effect: and no i n q u i r y  as to whether company-employee 

negotiations, or governmental regulations yet to be 

adopted might affect t h e  obligations in a material way. 

A .  

SFAS 106 was designed f o r  external  financial r epor t ing  

purposes. It was not designed to ascertain whether 

expenses associated w i t h  OPEBs w e r e  reasonably incur red  

in t h e  p rov i s ion  of utility service to the People of t h e  

State of F l o r i d a .  To put it simply, it is t h e  wrong t o o l  

€or the job: it has no place in regulatory accounting. 
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Q. Would you please  apply your view on SFAS 106 to this case 

in p a r t i c u l a r ?  

A .  Yes. First, there is significant reason to believe that 

t h e  company may restructure its benefit plan to reduce 

cos ts  in the future. We would applaud the company's 

a t t e m p t  to reduce t h e  costs that a re  assigned in the 

ratemaking environment. H o w e v e r ,  if the rates set in 

this case are established before those  cost-saving 

mechanisms can be instituted, then t h e  revenues w i l l  

recover costs greater than what the company is 

experiencing and rates w i l l  generate more cash than t h e  

company is e n t i t l e d  to. 

Second, there is reason to believe that the SFAS 106 

calculations are inherently unreliable in a rate setting 

environment. SFAS 106 requires that several assumptions 

be made in order f o r  the company to calculate 

postretirement b e n e f i t s  per S F A S  106. The Financial 

Accounting Standards Board (FASB) and t h e  accountants 

within the profession recognize t h e  calculations are 

tentative and n o t  precise on a period-to-period basis. 

The Actuarial Standards Board has  questioned t h e  accuracy 

of the calculations in the long run. Throughout SFAS 106 

there is mention of the need to modify traditional 

accounting principles to achieve a pragmatic goal .  The 
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calculations require retroactively calculating service 

costs f o r  these p r i o r  periods, which could date back a s  

f a r  as twenty or thirty years. The calculations, f o r  

both t h e  current period cos ts  and those r e t roac t ive  

costs, are based upon t h e  es t imated  future costs of 

health care. T h e  calculations do not reflect either the 

cost containment measures that t h e  company may institute 

or governmental intervention which may very well occur in 

t h e  future. 

T h i r d ,  the  companyls postretirement calculation ass igns  

c o s t s  of prior periods (the transitions obligation) plus 

c u r r e n t  costs ( t h e  service costs) to c u r r e n t  ratepayers. 

The assignment of p r i o r  period cos ts  results in an 

intergenerational i n e q u i t y .  The point made hy many 

utility companies is that today's costs (earned benefits 

as defined under SFAS 106) should not be assigned to 

f u t u r e  ratepayers, as would happen under t h e  pay-as-you- 

go method. It should be noted t h a t  the adjustment  

proposed by Southern States Utilities does j u s t  t h a t .  I t  

assigns costs  to today's ratepayers f o r  costs that the 

company says relate to a prior period. The actual 

c u r r e n t  period service costs represents approximately 5 0 %  

of t h e  SFAS 106 c o s t s  which Southern S t a t e s  is asking 

recovery of. 
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F o u r t h ,  as t h e s e  cost estimates become more reliable and 

cost containment measures are i n s t i t u t e d ,  f u t u r e  

ratepayers would receive t h e  benefits from those events 

if t h e  company's rates are st i l l  set  based on rate of 

r e t u r n  r e g u l a t i o n .  

Fifth, there  are no assurances that t h e  funds t aken  from 

t h e  ratepayers' pockets w i l l  be used to pay f o r  t h e  

postretirement benefits of Southern States employees. 

The r egu la to ry  framework is designed to provide an 

opportunity to recover actual c o s t s  and a r e t u r n  on 

actual investment. T h i s  change i n  accounting, which is 

not pure accrua l  accounting, has the potential f o r  

violating t he  r egu la to ry  framework by compensating a 

company f o r  expenses that w i l l  not be i ncu r red .  

C o n t i n u i n g  t h e  cu r ren t  method of cost recovery (pay-as- 

you-go) ensures that there is a consistent methodology 

for all ra tepayers  f o r  all periods .  No s e t  of ratepayers 

i s  funding I I I Q ~ ~  than t h e  company is paying i n  any 

specific period. If t h e  company does continue its 

e f f o r t s  to contain costs,  then the costs in t h e  f u t u r e ,  

unde r  t h e  pay-as-you-go method, could be substantially 

less than are estimated today. 

Can you b r i e f l y  explain t h e  purpose of SFAS 106? 
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A. Y e s .  Financial accounting standards a re  premised upon 

c e r t a i n  accounting p r i n c i p l e s .  The purpose of these 

principles is te enhance the u s e f u l n e s s  and reliability 

of t h e  external general purpose f i n a n c i a l  statements by 

provid ing  information that is useful in assessing t h e  

plan’s present and f u t u r e  ability to pay its obligations 

when due  and report t h e  earnings f a r  t he  period. 

In adopting Financial Accounting Standard 106 t h e  

Financial Accounting Standards Board wanted tu alert t h e  

u s e r s  of the financial statements that a company has a 

growing potential postretirement b e n e f i t  liability. For 

external financial statements, the company under SFAS 106 

will be required to accrue a p o r t i o n  of the f u t u r e  

liability a5 if a p o r t i o n  of the benefit is earned in 

each accounting period. 

Q. Is the Commission obligated to follow Financial 

Account ing  Standards for setting rates? 

A .  No. This Commission in t h e  past has  resewed the right 

to review t he  appropriateness of adop t ing  a particular 

financial accounting standard. A s t anda rd  that furthers 

t h e  goal of sound accounting f o r  external, general 

financial statements can be i n a p p r o p r i a t e  for ratemaking, 
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Financial Accounting Standards a r e  n o t  designed for rate 

setting. The Financial Accounting Standards Board 

recognized that s tandards  designed to strengthen the 

usefulness of t h e  external financial statements might not 

be appropriate f o r  ratemaking. In recognition of this 

fact FASB adopted SFAS 71 which is an accounting s t anda rd  

adopted to address issues unique to a regulated company. 

D o e s  SFAS 71 have the same standing as a pronouncement as 

any ather FASB pronouncements? 

Q. 

A .  Y e s ,  however, paragraph 7 o f  SFAS 71 states: 

Authoritative accounting pronouncements that 

apply to enterprises in general also apply to 

regulated enterprises. However, enterprises 

s u b j e c t  to this Statement shall apply it 

instead of any conflicting provisions of 

s t a n d a r d s  in other authoritative 

pronouncements. 

Q. H a s  t h e  accounting profession recently recognized t h a t  

there is t h e  possibility t h a t  in same circumstances the 

application of an accounting standard or other  p r i n c i p l e s  

may not be appropriate? 

A .  Y e s .  In S t a t e m e n t  of Auditing Standard 69, The Meaninq of 

Present Fairly in Conformity with Generally Accepted 

Accountinq Principle in t h e  Independent  Auditor's R e D o r t ,  

AICPA recognized t h a t  there is a possibility that the 

10 
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application of an  accounting standard could render 

misleading financial statements. W i t h i n  t h a t  S t a t e m e n t ,  

there is reference to Rule 203 of the AICPA Professional 

Standards Volume IIm This rule implies that adherence to 

officially established accounting principles would 

normally result in financial statements which are not 

misleading. If further states however: 

in establishment of accounting p r i n c i p l e s  it 

is difficult to a n t i c i p a t e  a l l  of t h e  

circumstances to which such principles might 

be applied. This r u l e  therefore recognizes 

that upon occasion there may be unusual 

circumstances where t h e  l i t e r a l  application of 

pronouncements on accounting p r i n c i p l e s  would 

have the effect of rendering financial 

statements misleading. In such cases, the 

proper accoun t ing  treatment is t h a t  which will 

render the financial statement not misleading. 

Q. 

A .  As stated i n  SAS 69: 

Would you please explain what is meant by t he  term GAAP? 

The phrase “generally accepted accounting 

principles” is a technical accounting t e r m  

t h a t  encompasses the conventions, r u l e s ,  and 

procedures necessary to d e f i n e  accepted 

account ing practice at a particular t i m e .  

11 
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Q .  Do generally accepted accounting p r i n c i p l e s  change? 

A .  Y e s .  The chairman of the Financial Accounting 

Standards Board in h i s  ar t ic le ,  What's risht with t h e  

FASB, stated, I t w e  a r e  committed in our mission statement 

and r u l e s  of procedure to review t he  e f f ec t s  of our 

d e c i s i o n s  and i n t e r p r e t ,  amend or replace s t anda rds  in 

a t i m e l y  Eashion when necessary,'! 

Q -  Would you please explain the theoretical difference in 

t h e  presentation of SFAS 106 cos ts  and t h e  current method 

of pay-as-you-go? 

A ,  T h e  current method of pay-as-you-go is a cash receipts 

SFAS 106 is premised on accrual accounting. methodology. 

When using the cash receipts form of accounting, t h e  

level of postretirement expense is presented i n  terms o€ 

t h e  dollars that the company actually pays out within t h e  

current accounting period. 

The t h e o r y  behind the accrual method is premised upon an 

employee earning t h i s  benefit over the years that he is 

employed. When using SFAS 106, methodology of accounting 

f o r  postretirement costs,  the level of postretirement 

expense presented in t h e  e x t e r n a l  financial statements is 

based upon a calculation of t h e  f u t u r e  health care cos ts  

of an  employee a f t e r  he re t i res .  A por t ion  ef this 

12 
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f u t u r e  cost is prorated to each accounting period in 

which t h e  employee works. 

Q. What is t h e  difference between accrual accounting and 

cash receipts accounting? 

A .  FASB Statement of Concepts, Concept 6 ,  paragraph 144, 

states the major difference is the timing of t h e  

recognition of revenues, expenses, gains ,  a n d  losses. 

All o t h e r  things remaining e q u a l  t he  c o s t s  incurred and 

reported would be t h e  same over t i m e .  

Q. What is t h e  goal of accrual accounting? 

A .  The goal  of accrua l  account ing is to account  €or the  

economic impacts of events on an e n t i t y  within t h e  

account ing period in which they occur. Embodied w i t h i n  

t h e  accrua l  accounting concept is a presumption t h a t  t h e  

economic impact of t h e  event  or transaction is 

recognizable and measurable. 

Q. Does SFAS 106 represent traditional accrual a c c o u n t i n g ?  

A ,  No. It is a hybrid. It deviates from Accounting 

Principles Board ' s Opinion (APB)  2 0 which provides 

guidance  on t h e  generally accepted treatment for a change 

in accoun t ing  estimates. 

Q. Normal ly ,  does accrual accounting require immediate 

recognition of any prior period impacts  af an accounting 

change? 

13 
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A .  Yes. FASB indicated in paragraph 252 that "conceptually, 

t he  immediate recognition of the cumulative ef fec t -of  t h e  

accounting change would be most appropriate .... However, 

recognizing t he  magnitude of the obligation and t h e  

l i m i t e d  availability of historical data on which to base 

its measurement suggests the need f o r  a more pragmatic 

approach. It 

Q. Does t h e  recognition of t h e  t r a n s i t i o n  obligation over 

t h e  next twenty years distort t h e  reporting of period 

specific results f o r  those years? 

A .  Y e s .  In f a c t ,  several corpora t ions  including utility 

companies have or a r e  considering recognizing the 

transitional obligation immediately f o r  t h a t  reason. 

F o r  example, GTE in their letter dated November 9 ,  1.989, 

to the Financial Accounting Standards Board stated on 

page 4 the following: 

. . .  we believe that amortization of essentially 
prior year costs against current earnings is 

n o t  conceptually sound nor does it serve the 

i n t e r e s t  of financial statement users .  T h i s  

"doubling up" of costs in future years 

distorts c u r r e n t  earnings f o r  a significant 

number of f u t u r e  years and does not properly 

re f lec t  t h e  current e a r n i n g  power of the 

14 
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enterprises. In GTE’s case, we es t ima te  that 

postretirement costs (which a r e  not 

insignificant) i n i t i a l l y  would be increased by 

over 60% by t h e  inclusion of these prior 

period costs. [see attachment 1 p.41 

Q. Did regulated utilities advocate t h e  t r ea tmen t  of t h e  

t r a n s i t i o n  obligation for  regulated companies be 

d i f f e r e n t  from the treatment f o r  non-regulated companies? 

A .  Yes. In another  letter w r i t t e n  by GTE dated June 2 8 ,  

1990 the company wrote, t h e  treatment of rate regulated 

companies must, of necessity, be different.l’ [ s e e  

attachment 2 p .  3 1  

Q. Was there an ef - for t  by several utility companies to 

address the  concern of t h e  transition obligation f o r  the  

regulated companies? 

A .  Yes. According to a letter dated July 11, 1990, USTA, 

BellSouth, Bell Atlantic and GTE p a r t i c i p a t e d  in a 

conference call w i t h  Diana S c o t t  t h e  OPEB P r o j e c t  

Manager- FASB S t a f f  on J u n e  18, 1990 to discuss t h e  

industry’s p o s i t i o n  on immediate recognition versus 

amortization of the transition obligation. The letter 

states that FASB’s d e c i s i o n  of June 2 7 ,  1990 to allow t h e  

o p t i o n  of e i the r  amortizing t h e  obligation cx immediately 

recognizing t h e  expense f l . . m i s  optimal from a regulated 

15 
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a c c o u n t i n g  p rospec t ive"  - A decision to mandate 

immediate recognition a n d / o r  to charge t h e  obligation to 

r e t a ined  earnings could  have provided ammunition fo r  

federal or state Commissions to deny the recovery of 

these expenses. [ S e e  attachment 31 

Have you identified any documents from Southern  States or 

any other  utility which indicates that the FASB revised 

its exposure d r a f t  r u l i n g  regarding recognition of t h e  

transition obligation as an accommodation to t h e  

regulated industry? 

Y e s .  

BellSouth letter, it s t a t e s :  

Q. 

A .  In t h e  memo attached to t h e  j o i n t  Bell Atlantic and 

. , . t h e  FASB plans t o  address  recognition of 

the transition obligation at its June 27  30ard 

meeting ( a n d  is considering modifying the 

existing exposure d r a f t  proposal to allow t h e  

immediate recognition option or even go so f a r  

as to mandate immediate r e c o g n i t i o n  of t h e  

transition obligation). [See a t t achmen t  3 p .  

3 1  

The memo goes on to state: 

After discussing a n d  analyzing t h e  issue, we 

agreed to communicate t h e  following i n d u s t r y  

consensus  position to the FASB,  prior to t h e  

16 
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Board's scheduled m e e t i n g  on June 2 7 ,  1990, to 

resolve this issue: 

1. If t h e  FASB modifies t h e  Exposure 

Draft to give companies the o p t i o n  

of e i t h e r  immediate recognition or 

amortization of the transition 

obligation, t h e  i n d u s t r y  would not 

o b j e c t  t o  t h i s  modification. 

2. If t h e  FASB modifies t h e  Exposure 

Draft to mandate immediate 

recognition, t h e  i n d u s t r y  is 

strongly opposed f o r  t h e  following 

reasons:... [See attachment 3 ,  p . 3 -  

41  

Q. From your reading of the memorandum did those reasons 

focus  on t h e  i s sue  of sound accoun t ing  p r i n c i p l e s  or 

s t r a t eg ie s  f o r  i n c r e a s i n g  the revenue requirement? 

A .  The te lephone  industry wanted the costs amortized and 

reflected in the income s t a t e m e n t  to advance their 

argument f o r  increased revenues t o  s u p p o r t  t h e  effect of 

t h e  new accounting standard. The t h r u s t  of their  argument 

w a s  not to advance sound accoun t ing  principles. [See  

a t t a c h m e n t  3 ,  p .  5-71 
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Q. What is t he  effect on Southern States's ratepayers as a 

result of t h e  company seeking recovery of this 

transitional amount? 

The adoption of SFAS 106 f o r  ratemaking s h i f t s  Southern  A .  

States's estimates of these prior period costs (as  

retroactively calculated by SFAS 106) onto t he  c u r r e n t  

a n d  f u t u r e  ratepayers f o r  the  next twenty yea r s .  In 

effect, the Southern States customers will be double 

charged for postretirement benefits. The customers w i l l  

be charged f o r  costs associated w i t h  the employee's 

services of t h e  current period as w e l l  as costs 

associated w i t h  employee's services rendered to a p r i o r  

generation of cus tomers .  

Do you have some concern with t h e  way Southern  S t a t e s  has Q. 

applied SFAS 106? 

A .  Y e s .  SFAS 106 attempts to alert the u s e r  of t h e  

financial s t a t e m e n t  that t h e  company has incurred a 

liability or future cost and reports t h e  costs associated 

w i t h  that liability i n  the proper accounting per iod .  In 
addition to t h e  improper assignment of p r i o r  period costs 

to current ratepayers,  it is possible that the cost which 

the company is attempting to recover in future rates may 

n o t  meet the commonly understood term of cos ts .  

Q. Please explain. 
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A. An accounting cost is commonly understood to represent an 

occurrence of a sacrifice in E inancial or monetary terms. 

Southern States may never experience a sacrifice of its 

monetary resources to the extent presented in its 

calculation of i t s  postretirement c o s t  based on SFAS 106. 

Q. Is SFAS 1 0 6  based upon t h e  following assumptions: (1) t h e  

company has  promised a benefit to the employee; ( 2 )  t h e  

benefit is earned over the period of employment; and ( 3 )  

the plan in ef fec t  today will remain i n  effect  in t h e  

future? 

A. Y e s .  FASB is a t t e m p t i n g  to recognize through SFAS 106 

t h e  postretirement obligations that t h e  company has 

undertaken.  These costs are viewed as a form of deferred 

compensation which should be accrued as a liability over 

the period of service or employment. SFAS 106 does n o t  

address t he  issue of possible or p o t e n t i a l  gratuities 

that a company may g r a n t  to its employees after 

retirement. R a t h e r ,  SFAS 106 addresses the issue of a 

promise between an  employee and its employer. It 

reflects a promise by t h e  company to pay an employee 

providing services in a particular accounting period for 

those services a f t e r  t h e  employee's retirement. 

Q. Why do you say Sou the rn  States may not experience an 

economic loss at t h e  level p r e s e n t e d  in this case? 
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A. There a re  t w o  main reasons.  O n e  reason is Southern 

S t a t e s  is continuing to review o p t i o n s  to modify its 

benefit p l a n ;  and therefore, t h e  level of b e n e f i t s  which 

the company is presenting in t h i s  case may or may n o t  be 

offered in t h e  future. The o t h e r  r eason  is t h e  accuracy 

of the estimate of postretirement bene€it costs a s  

calculated us ing  the SFAS 106 methodology. 

Q. Would you please  explain your concern with t h e  level of 

benefits which t h e  company may or may not be prov id ing  in 

t h e  f u t u r e ?  

A .  Yes. A modification of t h e  plan will impact the cos ts  

calculated by SFAS 106. If t h e  modification is f o r  t h e  

purpose of containing health care costs in the f u t u r e ,  

then t h e  costs calculated under SFAS 106 in t he  MFRs 

would be overstated. 

Q. A r e  you aware of any plans which Southern  States has 

regarding modifying its postretirement benefit plans? 

A .  Y e s ,  In t h e  May 29, 1992 Actuarial study undertaken by 

McMillian and Robertson t h r e e  alternatives to the current 

plan are evaluated. [See attachment 4 ,  p . 8  of 191 

What is t h e  calculated percent change in t h e  net periodic 

cost f o r  each of these alternatives when compared to t he  

plan presented in this rate case? 

Q. 

A .  Alternative 1, which would increase the retiree 

contribution, generates a 5% decrease i n  annual expense; 

20 
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Alternative 2 ,  which would cap benefits f o r  participants 

65 years  of age and older at Sl0,OOO for their lifetime, 

generates a 4 4 %  decrease i n  annual costs; a n d ,  Alterative 

3, which would define t h e  dollar benefit and match t h e  

level. of benefits to t h e  number of years of service 

rendered, generates a 32% decrease in annual costs 

compared to t h e  costs presented in this case. [See 

attachment 4 p . 8  of 191 

Q. Does SFAS 106 accommodate t h e  p o s s i b i l i t y  of 

modifications to the postretirement p lans?  

A .  Yes, SFAS 106 speaks to t he  possibility that many 

companies, upon seeing t h e  dollar magnitude of t h e  

liability, may well look f o r  ways to curb this growing 

liability. The study, Retiree Health Benefits How to 

Cope w i t h  t h e  Accountins, Actuarial, and Manaqernent 

Issues, written by Coopers and Lybrand, one of t h e  larger 

a c c o u n t i n g  firms, states, "It is anticipated that t h e  

nature and prevalence of retiree health benefits will 

change over t i m e  as employers respond to i n c r e a s i n g  

pressure to hold down costs as well as to changing 

demographics and retiree needs." 

Q. H a s  t h e r e  been a more recent report on e f f o r t s  of 

corporations to contain their health care cos ts?  

21 
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A .  Y e s .  I n  t h e  July 1992, Journal of Accountancy, Stanley 

Zarowin, s e n i o r  e d i t o r  of t h e  Journal a n d  an employee of 

t h e  A I C P A ,  w r o t e  t h e  following: 

An increasingly popular i d e a ,  from t h e  

employers' p o i n t  of view is dollar-denominated 

benefits, sometimes called defined-dollar or 

company caps. Under such  a plan, recently 

adopted by both AT&T a n d  IBM, a company sets a 

cap on future payments f o r  r e t i r e m e n t  health- 

care benefits; c o s t s  exceeding t h e  cap s h i f t  

to t h e  re t i rees .  

Q -  Does t h e  calculation of postretirement c o s t s  as 

prescribed by SFAS 106 include t h e  possibility t h a t  t h e  

benefit levels of a plan may change? 

A .  No. In paragraphs 173-176 of SFAS 106, FASB d.iscusses 

t h e  rationale for basing t h e  calculation of f u t u r e  health 

care costs on t h e  assumption t h a t  the current l e v e l  of 

compensation will continue in t h e  future unless there is 

evidence to t h e  contrary. Only, if a company has 

communicated to its employees that the company is 

amending its p lan  would the company incorporate t h e  

reduction of b e n e f i t s  in the calculation of 

postretirement benefits under SFAS 106. F u r t h e r ,  if t h e  

company's past prac t ices  d i f f e r  from the written p l a n ,  

then t h e  substantive p l a n  is based upon the past 
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practices. In t h e  event a company has deviated from t h e  

w r i t t e n  plan or has communicated to its employees that 

there will be p lan  amendments, then t h e  substantive plan 

should reflect t h e  impact of t h e  amendment to t h e  extent 

known - In the case where t h e  benefits have been 

collectively bargained,  then t h e  calculations a r e  based 

upon t h e  written plan €or t hose  employees. 

Is it your position a company should not t r y  to control 

i t s  cos ts?  

0. 

A .  No. The point is postretirement costs, a5 calculated 

under SFAS 106, could  and probably would cause 

overrecovery in the rate making environment. SFAS 106 

costs, as calculated by t h e  company, a re  based upon 

today's s u b s t a n t i v e  plan. By t h e  time t he  employees 

retire, t e n  or twenty years from now, t h e  company could 

be o f f e r i n g  a very d i f f e r e n t  plan. If SFAS 106 were 

adopted €or sate recovery, it is very probable the  

ra tepayer  will be paying f o r  a transitional obligation 

and current costs which has  little resemblance to the 

health benefits provided under the plan at t h e  t i m e  t h e  

employee re t i res ,  

Q. Would you agree the level of benefits t h a t  a company 

offers its employees is a management prerogative? 

A .  While it can be argued that it is management's 

prerogative to de te rmine  the level of compensation given 

23 
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to their employees or to modify their promise of 

deferred compensation, it is t h e  Commission's 

responsibility to evaluate t h e  reasonableness, accuracy 

and certainty of costs t h a t  are to be included in ra tes .  

If it is l i k e l y  t h a t  a company will institute cost 

c u t t i n g  measures or even t e r m i n a t e  a plan, t h e n  t h e  

Commission should not include postretirement costs as 

calculated under SFAS 106 in ra tes .  To do so could allow 

overrecovery of the company's actual expense l e v e l .  

Has there been any study of t h e  level of benefits offered 

to utility employees as compared to t h e  employee of other 

industries? 

Q. 

A.  F o s t e r  and Higgins ,  consultants on employee benefits 

constructed a s tudy  of on health care benefits. In their 

s tudy,  utilizing 1991 survey data, they reported that t h e  

utility industry had t h e  h i g h e s t  average per employee 

medical plan costs, [See attachment 5 p.71 

Q. Do you have concerns regarding the SFAS 106 calculation 

methodology fo r  purposes of setting rates? 

A. Yes. In a d d i t i o n  to t h e  possibility that Southern  S t a t e s  

may modify, suspend or t e r m i n a t e  i ts  postretirement plan 

and therefore never i n c u r  t h e  costs f o r  which they a re  

seeking recovery of today, there  a r e  o t h e r  concerns with 

the postretirement plan. The main concern relates to t h e  

24 
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assumptions that are employed in t h e  calculation of t h e  

future cos ts  and t h e  apportionment of those projections 

to t h e  var ious  accounting periods. 

Would you please describe t h e  method f o r  calculating t h e  Q. 

f u t u r e  health care costs? 

A .  Y e s .  The methodology used in computing SFAS 106 costs is 

multi-faceted and based upon many assumptions. The 

interplay between t h e  assumptions c a n  have a significant 

impact on the final calculation. The calculation ( l i k e  

pensions) is based upon actuarial data. But Eurther, 

assumptions have to be made regarding t h e  future h e a l t h  

needs of Southern States's "ernployee/retiree" population, 

t h e  marital s ta tus  of the employee dur ing  r e t i r e m e n t ,  t h e  

dependent status of future employees, health care costs 

during retirement as well as the usual  retirement date 

and longevity assumptions. 

Q. Have other  accountants questioned the  complexity and 

reliability of t h e  calculations of future health care 

costs which are produced using t he  SFAS 106 methodology? 

A .  Y e s .  The accounting firm of Arthur  Young stated in its 

comments on t h e  exposure d r a f t  of SFAS 106, that t h e  

es t imates  'lsuggest that t h e  amounts shown are precise,  

when in fact they a re  at best  ballpark estimates.'I The 

firm further described t h e  computations used in 

calculating SFAS 106 costs as an "approach to measuring 

25 
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t h e  postretirement benefit without basis .in f a c t  and an 

a r b i t r a r y  exercise. 

Q. Does SFAS 106 recognize t h e  unreliable nature of t h e  

calculation of future health care costs? 

A.  Y e s .  In its discussion regarding whether to allow 

immediate recognition of t h e  transition liability, SFAS 

106 states the following i n  paragraph 256 of t h e  

appendix : 

[FASB]  also note that t h e  actuarial techniques 

f o r  measuring p o s t r e t i r e m e n t  health care 

b e n e f i t  obligations are still developing and 

should become more sophisticated and reliable 

with time and experience, They observe that 

near-term measures  ef t h e  accumulated 

postretirement benefit obligation from which 

t h e  transition obligation is derived will 

ref lect  t h e  deficiencies of insufficient data 

collection in t h e  past  and t h e  evolving 

actuarial practice in t h i s  area, ... 
Q. Does the SFRS 106 acknowledge there  will be significant 

volatility in t h e  calculation of SFAS 106 estimates over 

t i m e ?  

A .  Yes. In paragraph 293 the FASB discusses the volatility 

in estimating t h e  health care c o s t s  of employees who will 

26 
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retire years in the f u t u r e .  The Board admits t h e  

volatility , 
... may ref lect  an unavoidable inability to 

predict accurately t h e  f u t u r e  events  that a r e  

anticipated in making period-to-period 

measurements. T h a t  may be particularly true 

f o r  postretirement health care plans in light 

of t h e  c u r r e n t  inexperience in measuring t h e  

accumulated postretirement benefit obligation 

f o r  those plans. 

Q. A r e  there mechanisms w i t h i n  SFAS 106 to recognize t h e  

change in t h e  actuarial assumptions, such as t h e  l eve l  of 

coverage? 

A .  Yes. After the first year of implementation, t h e  a c t u a r y  

will eva lua te  the actuarial gains or losses. If the plan 

or cost calculations have been modified, then there .  w i l l  

be an adjustment. However, the level of t h e  adjustment 

reflecting t h e  modification w i l l  be repressed. In an 

a t t e m p t  to deal with volatility between accounting 

periods, in paragraph 294, of SFAS 106, FASB concluded 

that t h e  impact of changes in es t imates  should n o t  be 

recognized in the period in which they occur.  Rather ,  

the FASB requires a delayed recognition of g a i n s  or 

losses. Only t h e  portion of t h e  gain or Loss that 

exceeds 10% of t h e  accumulated postretirement benefit 

2 7  
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obligation will be reflected in t h e  net periodic costs. 

Q. Does FASB acknowledge that t h e  smoothing mechanism is 

c o n t r a r y  to normal accrual account ing? 

A .  Y e s .  Paragraph 2 9 4  states, "Bath the extent of reduction 

in volatility and the mechanism adopted to ef fect  it are 

essentially prac t i ca l  decisions w i t h o u t  conceptual 

basis. 

Q. Why did FASB believe that it was necessary to have a 

mechanism that reduced volatility in the calculation of 

the SFAS 106 obligation? 

A .  FASB states in paragraph 293: 

In the case of the accumulated postretirement 

benefit obligation, reported volatility may 

n o t  be entirely a f a i t h f u l  representation of 

changes in the s t a t u s  of t h e  obligation 

(phenomenon represented). It also may ref lect  

an unavoidable inability to predict  accurately 

t h e  f u t u r e  events  t h a t  are an t i c ipa t ed  i n  

making period-to-period measurements. That 

m a y  be particularly true f o r  postretirement 

hea l th  care p l a n s  in light of the current 

inexperience in measuring t h e  accumulated 

postretirement benefit obligation of those 

p l a n s .  The difference in per iod ic  measures of 

28 
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the accumulated benefit obligation fa r  a 

postretirement health care p l a n ,  and therefore 

t h e  funded s t a t u s  of t h e  p l a n ,  results partly 

f r o m  t h e  i n a b i l i t y  to predict accurately f o r  a 

period, or over several periods, annual 

expected claims costs, f u t u r e  trends in the 

cost of health care, turn over rates, 

retirement dates, dependency status, l i f e  

expectancy, and o t h e r  pertinent events. As a 

result, actual experience often differs 

significantly from what was  estimated, which 

l eads  to changes in t h e  estimates f o r  f u t u r e  

measurements. Recognizing t h e  effect oE 

revisions i n  estimates in f u l l  in the period 

in which they occur may produce financial 

statements that p o r t r a y  more volatility t h a n  

is inherent in the employer's obligation. 

Q. I n  your opinion is t h e  concern regard ing  t h e  volatility 

heightened because of t h e  magnitude of postretirement 

expense that t h e  company is presenting on their financial 

s t a t e m e n t s ?  

A .  Y e s .  It is my belief t h a t ,  if t h e  c u r r e n t  service costs 

w e r e  the only expense at issue, it is probable that t h e  

smoothing mechanism would not have been adopted by FASB. 

For example, t h e  current service costs represent only 50% 

2 9  
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of t h e  cost which Southern States is seeking to recover. 

However, because the calculation includes recognition of 

a p o r t i o n  of t h e  t r a n s i t i o n  or p r i o r  period o b l i g a t i o n ,  

a change in an assumption could have a significant impact 

on the cost presented f o r  t h e  financial statements. 

Q. What impact does t h i s  smoothing mechanism have on t h e  

ratepayer? 

A.  If t h e  Commission adopts SFAS 106, then there is little 

hope the c u r r e n t  ratepayer will see any benefit from cost 

containment provisions or improvement in estimates made 

by Southern States. If the company were to reduce its 

costs, t h e  expense recovery would remain t h e  same unless 

t h e  effect of the cost containment provisions exceed 10% 

of t h e  accumulated postretirement benefit obligation and 

r a t e s  were reset. It should be noted that an overcharge 

can on ly  be corrected prospectively, and then only if t h e  

rates a re  adjus ted .  

Q. Does t h e  company have a great deal of flexibility 

regarding t h e  assumptions that are used in t h e  actuarial 

valuation? 

A .  Y e s .  Coopers and Lybrand illustrated t h e  flexibility in 

its s t u d y .  The firm stated i n  reference te t h a t  

illustration, ''Employers should be aware that the use of 

different plan t e r m s  and actuarial assumptions would have 

30 
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resulted in significantly different estimates of 

obligations and expense. If 

F u r t h e r ,  Coopers and Lybrand in t h e  study referenced 

above, stated: 

The measurement of the obligations and expense 

related to retiree health benefits is in an 

evolutionary stage. Employers, their 

actuaries, and accountants are continuing to 

improve their u n d e r s t a n d i n g  of t h e  complex 

issues surrounding the  measurement of the.se 

b e n e f i t s .  

Q. Does t h e  actuarial firm select t h e  assumptions for t h e  

calculation of SFAS 106? 

A .  No. According to SFAS 106, t h e  actuarial assumptions 

represent t h e  company's best est imate of what w i l l  occur 

in t h e  future. 

Q. Is there v a r i a t i o n  in the discount rate used by 

companies? 

A .  Yes. Attached is late filed deposition e x h i b i t s  1 and 6 

filed by Hewitt and Associates i n  the  Florida Power 

Corpora t ion  rate case which d e p i c t s  t h e  variability i n  

the discount rate selected by companies using t h i s  

actuarial firm. [See attachment 6J 
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The second attachment is a survey conducted by Towers 

Perrin Company. The discount rates used v a r i e d  from a 

range of 5.1% to I - O . O % .  [See attachment 7 1  

What is t h e  significance of a low Versus high d i s c o u n t  

rate? 

The lower the discount rate t h e  higher t h e  present value 

calculation.  his high p r e s e n t  value calculation 

translates into a higher expense f o r  t h e  accounting 

period. The decrease in t h e  discount rate would increase 

t h e  period costs because t h e  transition obligation 

p o r t i o n  would increase, the i n t e r e s t  component would 

decrease, and t h e  service costs  would increase. 

Is it true that over t i m e  the  cost would be the s a m e ?  

This is on ly  true i f  you assume that t h e  discount rate 

used for t h e  calculation will not change over time. 

Does this variation in discount rates effect t h e  

integrity of the calculation? 

Y e s .  

What is t h e  discount r a t e  that Southern S t a t e s  used in 

calculating t h e  SFAS 106 costs? 

Southern States used a discount rate of 8.00%. 

3s the use of the rates of return on long term f i x e d  

investments an appropriate discount amount f o r  

ratemaking? 

32 
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A. No. For t h e  unfunded p l a n  using t h e  company's cost of 

capital as the  discount rate would better reflect  t h e  

economic effect of t h e  passage of t i m e .  

Q. A r e  there  any utilities who would agree w i t h  you? 

A. Yes. GTE's filed t h e  following comments in their August 

7, 1989 letter to Timothy S .  Lucas regard ing  t h e  

appropriate basis f o r  calculating the present value of 

t h e  potential post retirement obligation: ... 
It is probable t h a t  benefits f o r  unfunded 

p l a n s  will be paid with Eunds generated from 

o p e r a t i o n s  or raised through debt 01 equity 

Einancing. Accordingly, w e  believe that t h e  

company I s cost of capital would more 

appropriately reflect the rate at which 

obligations of unfunded plans w i l l  be settled 

and should  be used as t h e  discount rate for 

these plans. 

We understand that the Board disagrees w i t h  

this approach. The Board believes that it 

would reduce comparability since t h e  cost of 

c a p i t a l  d i f f e r s  among companies. However, we 

believe that if the cost of cap i t a l  is t h e  

cost of paying these benefits, using it as t h e  

discount rate will better reflect these 
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economics in the financial s t a t e m e n t s .  

Comparability should provide assurance t h e  

differences can be seen, n o t  hidden. The 

latter would occur if a similar d i s c o u n t  rate 

is used f o r  a l l  companies with unfunded p l a n .  

[See attachment 8 p .  51  

Q. Would you recommend that t h i s  Commission use t h e  

company's cost of capital a s  the  discount rate for 

ratemaking purpeses f o r  Southern Sta tes?  

Y e s .  While FASB rejected t h e  use of t h e  cost of capital 

as t h e  discount r a t e  i n  determining t h e  calculation f o r  

external, general purpose financial statement purposes, 

it should  be considered i n  the c a l c u l a t i o n  of 

postretirement costs f o r  ratemaking purposes. 

You mention a n  actuarial s tudy  earlier i n  y o u r t e s t i m o n y ,  

in order to implement t h i s  standard, is there a need f o r  

an a c t u a r y  to assist in t he  calculations? 

A.  

Q. 

A .  Y e s .  

Q. Were there any a c t u a r i e s  who commented on t h e  FASB 

exposure draft on postretirement b e n e f i t s ?  

A .  Y e s .  David J. I3. Mecleish, Chairman and C h i e f  Executive 

O f f i c e r  of Godwins International H o l d i n g s  I n c .  commented 

that, " . . . t r a d i t i o n a l  thinking which underpins the 

accounting t r ea tmen t  of employee retirement benefits is 
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fundamentally flawed. More simply, that is wrong. [See 

attachment 9, p.13  

The comments go on to s t a t e  that t h e  methodology used to 

calculate t h e  postretirement obligation creates a f a l se  

liability and violates t h e  intent of the accounting 

profession which emphasizes t h e  representational 

faithfulness of t h e  balance sheet. He f u r t h e r  s t a t e s :  

Presumably t h e  liability is an "accounting 

liability" and j u s t  as with the actuarial 

liability I referred to earlier, I would 

observe that it would n o t  represent  a true 

liability in any legal sense nor indeed in any 

other  sense that normally would be at tached to 

that word. [ see attachment 9 p.41 

Q. Does t he  actuarial profession have s t anda rds  whi.ch would 

provide guidance on t h e  development of the actuarial 

calculations required by SFAS 106? 

A .  Yes. In addition to the standards t he  Actuarial. 

Standards Board had previously issued to m e e t  t h e  needs 

of their profession, t h e  Board has  issued an exposure 

d r a f t  of guidelines to be used i n  the calculation of SFAS 

106 costs. The proposed Actuarial Compliance Guidelines, 

entitled Compliance with Statement of Financial 

A C C Q U n t i n q  Standards No. 106 Employer's Accountinq for 
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Postretirement Benefits other t h a n  Pensions was released 

i n  October 1991. The guidelines are in the comment 

phase. The comment deadline was March 15, 1992. The 

Board is currently reviewing t h o s e  comments and t h e  Board 

will decide whether to adopt these guidelines at t h e i r  

October 1992 meeting. According to t h e  Board staff t h e  

Board may decide to continue to revise the proposed 

guide1 ines. 

Q *  Do t h e  guidelines deviate  from other procedures which are 

r e q u i r e d  for generally accepted actuarial purposes? 

A .  Y e s .  In t h e  transmittal letter of t h e  exposure d r a f t  the 

Board indicated: 

Enclosed in this booklet is an exposure d r a f t  

of a proposed actuarial compliance guideline 

of a c t u a r i a l  calculation required under SFAS 

106, promulgated by t he  F i n a n c i a l  Accounting 

Standards BoardlFASB). The purpose of t he  

guideline is to set forth generally accepted 

actuarial principles f o r  such calculations, 

Because t h i s  document is a standard €or 

compliance with an outside requirement (i.e.f 

an accounting s t a n d a r d ) ,  certain procedures 

may or may not be generally accepted for o t h e r  

actuarial purposes. [ s e e  attachment 10 p .  ix- 

XI 
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Q. Does t h e  Actuarial Board comment on the  level of 

reliability that can be expected from the actuarial 

calculations? 

A .  y e s .  In the background section, it is stated: 

The committee recognized t h e  SFAS 106 implies 

more precision and accuracy than exists i n  

this area of actuarial practice. The 

re lat ive ly  long-term n a t u r e  of t h e  

obligations, the significant year-to-year 

variations in t h e  trend r a t e s ,  and the 

underlying political and economic n a t u r e  of 

t h e  benefits almost assure substantial 

variations hetween t h e  actual results and 

expected results. [See attachment 10 p. i x - x )  

Q. Does the exposure d r a f t  make a reference to a scope 

I imi t at ion?  

A. Y e s .  The guideline reads, "This guideline is believed 

to a c c u r a t e l y  represent c u r r e n t  understanding of SFAS 106 

as it p e r t a i n s  to actuarial calculations; the guideline 

is not an actuarial s t anda rd  of practice." [See 

attachment 10 p .  l] 

Q. A r e  there  d i s c l o s u r e  requirements? 

A .  Yes .  The actuarial communication f o r  purposes o f  SFAS 

106 should be identified as such, and should disclose 

that t h e  results of calculations performed f o r  other  

37 
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purposes ( e . g . ,  plan reporting, government requirements, 

etc.) may d i f f e r  significantly from t h e  results f o r  

purposes of SFAS 106. [See attachment LO p .  3 3 1  

Q. Would you please review t h e  components that are involved 

in calculating SFAS 106 costs  for external, general 

purpose financial statements? 

A .  There are s i x  possible components involved in t h e  

calculation of SF.AS L O 6  costs. N o t  every company will 

include each of t h e s e  costs. The cost components 

inc luded  will depend upon a company's particular 

circumstances. T h e  possible cost components are: 

(1) service cos ts  

( 2 )  i n t e r e s t  c o s t s  

( 3 )  returns on plan assets  

( 4 )  prior service cos ts  

( 5 )  g a i n s  and losses 

(6) amortization of the unrecognized 

transition obligation or asset. 

Q. Is Sou the rn  States requesting cost recovery of 

postretirement c o s t s  t h a t  relate only to t h e  current 

period for ratemaking purposes? 

A .  Ne. Southern States has included service costs, 

amortization of i ts  p r i o r  per iod  costs (unrecognized 

transitional liability) and interest cos ts  in its test 

period costs. 
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Q. Do t h e  components included in Southern  States's 

calculation f o r  ratemaking match t h e  components which 

would be inc luded  in their calculation f o r  external, 

general purpose financial statements? 

It can n o t  be determined. We do n o t  know how t he  company 

will t r e a t  t h e  transition obligation for external 

financial statements. 

A .  

Q. Would you please  explain service costs? 

A .  Yes. Service costs r ep resen t  the i nc rease  in t h e  

accumulated p o s t  retirement o b l i g a t i o n  that relates to 

t h e  p r e s e n t  period. It is that portion of the 

postretirement benefits t h a t  is earned by the employee 

during the current period. The cost is stated i n  terms 

of present  value. 

Q. What is t h e  unrecognized transitional obligation cost? 

A .  It is defined i n  SFAS 106 paragraph 46 as "the 

amortization of t h e  unrecognized obligation or asset  

existing at the  date of initial application of this 

statement.... 'I Under SFAS 106 definition of period 

cos ts ,  these cos ts  would represent the benefits earned in 

prior periods. 

Q. Does the company have t h e  option of either recagnizing 

t h e  obligation immediately or delaying the recognition of 

t h e  c o s t s  and amortizing it over future periods. 

A .  Yes. 
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Q. Please exp la in  the accounting entries for immediate 

recognition of t h e  accumulative effect of implementing 

SFAS 106. 

A .  Immediate recognition of the accumulative ef fec t  of SFAS 

106 is reflected as a charge o r  d e b i t  t o  the income 

statement and a credi t  to t h e  liability account f o r  t h e  

period in which it was recognized. I t  would be t reated 

a s  the effect of an accounting change as outlined in APB 

2 0 .  

Q, Were companies prohib i ted  f r o m r e c o g n i z i n g p o s t r e t i r e m e n t  

costs on an accrual basis in t h e  p a s t ?  

A .  No. The issue of postretirement liability and i t s  

growing impact on t h e  financial statements has been 

discussed by the accounting standards-setting body since 

1979. 

Q. Is it true that the generally accepted accounting 

p r i n c i p l e s  in existence p r i o r  to t h e  issuance of SFAS 106 

would have allowed f o r  the accrual of postretirement 

benefits 

A .  Yes, If the company has a liability, that is a company 

will experience an economic sacrifice in financial or 

monetary terms as defined in FASB Sta tement  of Financial 

Accounting Concept 6 ,  t hen  the company could and should 

accrued for t h e  expense. This b a s i s  of accrual 

accounting has been in prac t ice  f u r  years and would have 

40 
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provided the authority to recognize the  postretirement 

cost in t h e  past. 

Q. If t h i s  is true, then why weren't corporations accruing 

f o r  t h i s  postretirement costs are calculated under SFAS 

106 in the past? 

The main reason is the postretirement costs recognized by 

SFAS 106 do not represent  a legal liability or a 

liability as previously defined by t h e  accounting 

literature. However, f o r  purposes of SFAS 106 the 

d e f i n i t i o n  of a liability has been broadened. 

Does the  broaden definition of liability as it relates to 

postretirement benef i t  reflect the normal definition of 

costs to be included in the  ratemaking process? 

No. It has been the Commission's p r i o r  pract ice  and t h e  

interpretation of statutory language as referenced in t h e  

Water and Sewer DORP under t h e  Operation and Maintenance 

Expense that the ". . . regulated utilities are entitled to 

recover through their rates prudently and reasonably - 
incurred expenses, necessary to the provision of 

adequate, sufficient and efficient service. The law 

provides that entitlement, but no more." 

A.  

Q. 

A .  

Q. It is your testimony that t h e  SFAS 106 is an inadequate 

and inappropriate measure of postretirement benefits 

costs  for ratemaking? 
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Q. 

A .  

a .  

A. 

Yes. T h e  current method of pay-as-you-go for recognizing 

and compensating t h e  company for t h e  postretirement costs 

which it has or will incur is adequate to m e e t  any t he  

statutory requirements placed upon this Commission. 

Further, it is my testimony that SFAS 106 will over 

compensate the company f o r  these expenses and therefore 

is in c o n f l i c t  with the intent of the statute and t he  

Commission's own policy as outlined in the DORP. 

A r e  postretirement benefits characterized as deferred 

compensation in SFAS 106? 

Yes. 

If t h i s  is in fact a form of deferred compensation, is 

there reason to believe t h a t  in a projected test year t h e  

costs of wages and compensation should be limited to t he  

inflation rate? 

Yes. The Water and Sewer DORP, under the t o p i c  of 

Employee Compensation, states that projected expenses 

should be adjusted to reflect t h e  c u r r e n t  p ro jec t ion  of 

i n f l a t i o n .  Fu r the r  there is a reference to wages 

increases being limited f o r  non-union employees. The 

wage increase is to be limited to the i n f l a t i o n  rate. 

Since  t h e  Commission is not bound by union negotiated 

contracts and Southern States does n o t  bargain 

postretirement b e n e f i t s ,  t h e  issue of t r e a t i n g  union 

personnel differently is mute. 
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Q. 

A. 

P .  

A .  

Q .  

A. 

Q .  

Is it fair to assume a company w i l l  adjus t  its total 

compensation package if one component of that package is 

increased disproportionately? 

Yes. A rationale company would evaluate i ts  

compensation package as a whole if one po r t ion  of that 

package were to increase disproportionately. There is no 

basis to believe that the  company will allow a p o r t i o n  of 

the compensation package to increase w i t h o u t  some 

compensating decrease elsewhere. 

Have you reviewed any documents which would indicate t h a t  

a Florida regulated utility has in fact adjusted benefits 

as you have suggested? 

Y e s .  Two electric companies have done j u s t  that. 

F l o r i d a  Power Corpora t ion  in the last union contract 

reduced postretirement benefits and increased pension 

benefits. TECO has a stated policy of maintaining t h e  

benefit to salary ratio. TECO has adjusted its benefits 

to maintain the relationship of no more than 42 cents 

toward benefits for each dollar of compensation. [see 

attachment 111 

IS there an interest component included in t h e  

postretirement costs as calculated using SFAS 106? 

Y e s .  

Please define the in te res t  costs in the SFAS 106 

Calculation of costs f o r  postretirement benefits. 

4 3  
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A .  

Q. 

A. 

Q. 

A .  

The interest costs in t h e  SFAS 106 calculation represents 

t h e  passage of time costs associated with c a l c u l a t i o n .  

The cos ts  are initially presented in terms of present 

value.  Because t h e  Board d i d  not require funding ,  there 

was a need to recognize t h e  increase in the liability as 

t i m e  passed. For those companies who do fund, t h e  

i n t e r e s t  costs are offset by t h e  earnings on the fund. 

If the company recovers service cost in rates and invests 

those funds ,  t h e n  there is no need to a s s i g n  interest to 

the current or future ratepayer. 

Should t h e  ratepayer be assessed f o r  i n t e re s t  costs 

associated w i t h  t h e  transitional obligation? 

No. As characterized the Financial Accounting Standards 

Board these are prior period costs. If one accepts the 

premise that the postretirement benefits are earned 

r a t a b l y  over t h e  attribution period (length of employment 

until e l i g i b l e  to r e t i r e ) ,  then it is not appropriate t o  

assign the c u r r e n t  ratepayer t h e  passage of t i m e  costs 

associated w i t h  services provided in prior periods to 

prior generation of customers.  

In Southern States's calculation of its postretirement 

costs, does t h e  company include any expected ea rn ings?  

No. Although the company states on schedule B-3 page 2-2 

t h a t  t h e  company i n t e n d  t o  f u l l y  fund its postretirement 

4 4  
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Q. 

A. 

Q. 

A .  

Q. 

benefits liability, there is no indication that t h e  

company has recognize interest earnings on those funds .  

Why do you recommend that the interest  associated with 

the  s e r v i c e  costs, interest costs and transition costs 

which have been recognized be recorded as a below t h e  

line expense? 

I f  the company funds t h e  plan the  cash would be earning 

a return to offset the interest associated w i t h  the 

recognized service costs, recognized interest costs and 

recognized transition costs. Additionally, the  

regulatory ratemaking process should eliminated costs 

which relate to prior periods. 

Should the ratepayer pay a return on the cash flow t h e  

company experiences from collecting t h e  expense p r i o r  to 

paying t h e  associated costs? 

No. Just as t h e  Commission does n o t  allow the company to 

earn a return on the deferred t a x e s ,  the Commission 

should not allow t h e  company to earn on return on the 

cash flow generated by the adopt ion  of SFAS 106. Any 

expense recovered in excess of the  pay-as-you-go amount, 

should be recognized as a zero-cost source of capital. 

Is it your testimony t h a t  the company should reflect the  

full liability as zero source of capi ta l  even if the 

company funds their plan as indicated on schedule B-3 

page 2 of 2? 
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A. 

Q. 

A. 

Q. 

A .  

Q .  

A .  

Y e s .  Unless the company establishes a non-revocable 

external trust, then t h e  company could still have control 

over the funds.  If the company s t i l l  has control of 

those funds then t h e  cash flow from the adoption of SFAS 

106 is in fact an other source of funds to t h e  company. 

Why is there a need to recognize any special adjustment 

to t h e  capital structure? 

When an  accrued expense is greater than  the c u r r e n t  cash 

outlay fo r  that expense, t h e n  there is a concern that t h e  

customer will be paying a return to the company on those 

This funds through the working c a p i t a l  adjustment. 

possibility arises because the cash in isolation will 

increase t h e  working cap i t a l  balance. For regulatory 

purposes the balance of cash working capital is viewed as 

a component of the ratebase. 

Should the company be recording a liability f o r  t he  

recognized portion of their  postretirement costs? 

Yes. Unless the company has e s t a b l i s h e d  a non-revocable 

external t r u s t  f o r  these benefits, then a liability 

should be recorded. 

Would you p l e a s e  review the j o u r n a l  entries involved in 

recognizing postretirement benefit costs. 

Y e s .  The d e b i t s  are to the expense and cash accounts 

with a corresponding credit to the long term liability 

account and revenue accounts. 

4 6  
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$110 Postretirement Exp. 

OPEB liability 

Cash/Accts Rec/d (dr. ) 

Revenue 

OPEB Liab (paygo p o r t i o n )  

Cash 

OPEB Eiab. (to fund Trust) $100 

Cash 
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2. $110 ‘7 
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The entries above would be the  same, in isolation, f o r  a 

regulated or non-regulated corporation assuming each 

increased the  price of its product to cover its increased 

costs as calculated under SFAS 106. 

Does t he  application of SFAS 106 create a tax timing 

difference? 

Y e s .  Unless a corporation funds its postretirement p lan  

using a taxed advantaged fund, the  revenues generated 

The from the price increase will be taxable. 

postretirement expense is t a x  deductible only to t he  

extent that there is an actual cash outlay for t h e  tax 

period (pay-as-you-go). For  book purposes the cost is tax 

4 7  
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Q. 

A .  

Q .  

deductible. Whether it is permanent or temporary is 

dependent upon the actual occurrence of a t a x  deductible 

expense i n  t h e  future. 

What effect does the tax timing difference have in the 

regulatory process? 

For ratemaking, the deferred taxes a re  treated as a zero- 

cost source of funds  f o r  t h e  utility in the capital 

structure. If SFAS 106 is adopted f o r  ratemaking, the 

booked t a x  expense is less than the tax payable amount. 

The d i f f e r e n c e  is recorded as a debit to deferred taxes. 

The effect is to increase the cost of c a p i t a l  in the 

regulatory revenue requirement calculation. For example 

(in isolation) : 

Tax expense (&.deducted for books.) 

Deferred taxes (dr. ) 

Tax Payable (cr.) 

$0 

$34 

$34  

When the  tax is paid the following entry would be made: 

Tax payable (dr.reverse the liab.) $34 

Cash (cr .  r e m i t  the tax) $ 3 4  

H a s  the Commission ruled in any p r i o r  case that t h e  

revenue requirement should be reduced to reflect a 

reduction in t h e  ratebase f o r  t h e  unfunded amount of t h e  

accrued postretirement liability? 

4 8  
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A.  Yes. In the Order NO, PSC-92-0708-FOF-TL, it states on 

page 4 0 ,  the following: 

We believe t h a t  treating the liability as a 

reduction to working capital f u l l y  recognizes 

t h e  effect of t he  liability in reducing the 

revenue requirement. Accordingly, we find it 

appropriate to t r e a t  the liability as a 

reduction to working capital. 

Q. Is there any other  reference made regarding the 

Commission's intent to reduce ratebase by the accrued 

liability? 

A Yes. The order referenced above f u r t h e r  states on page 

40, We believe t h a t  there are two positive aspects to 

not funding. B y  not funding, t h e  company can reduce its 

external financing needs. Additionally, the  accrued 

liability serves to reduce rate base".  

Q. Does the recognition of the revenues associated w i t h  

postretirement expenses as a zero-cost source of capital, 

in isolation, lower the revenue requirement t h a t  a 

company experiences? 

No. The recognition of the expenses recovered as a zero- 

cost source of capital prevents the company from charging 

t h e  customer a r e t u r n  on these funds. If it is the 

Commission's i n t e n t  to reduce the revenue requirement by 

t h e  amount of the liability, as stated in order PSC-92- 

A .  
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Q. 

A. 
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A .  

0708-FOF-TL, t h e n  the  f i n a l  order fo r  Southern  States 

should reflect that i n t e n t .  

How could this be accomplished? 

If t h e  commission were to order t h a t  the company reduce 

equity  by t h e  amount of t h e  postretirement benefits this 

would prevent the company from having excess cash and 

would reduce t h e  revenue requirement of the company. 

In Southern States's MFRs d i d  the company record a 

liability equal to the debit i n  the expense account? 

No. Mr. Gangnan stated at t h e  t i m e  of h i s  deposition 

that the  company would fund t h i s  plan. It should be 

noted, however, that he stated to the  best  of h i s  

knowledge the company had n o t  determine what vehic le  that 

t h e  company would use to fund the  plan. In response to 

staffls question, he stated the  company wanted to fund  

"pr imar i ly  because we don't want  to have that liability 

shown on the balance sheet." 

You mentioned that several problems associated w i t h  SFAS 

106 would be solved if the company were to fund t he  plan. 

Would the  customer be better off w i t h  funding versus not 

funding? 

If t h e  company does establish an external t r u s t ,  then t h e  

incentive to i n f l a t e  t h e  costs is curbed since the 

company's c o n t r o l  of those 

relinquished. Further, if 

50 

f u n d s  would be irrevocably 

the  plan were funded, the 
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3. 

2 

3 

4 

!j 

6 

'7 

8 

'3 

10 

11 

12 

13 

14 

15 

16 

17 

1 8  

19 

20 

21 

22 

23 

2 4  

Q. 

A. 

Q. 

revenues associated with recovery of the postretirement 

costs would be placed in a postretirement fund and all 

earnings would remain in the t r u s t .  There would be no 

need to charge the customer for interest costs on the 

funds the company had already collected. N o r ,  there 

would be any need to track t h e  rate base or c a p i t a l  

s t r u c t u r e  impact. 

Funding the plan through a tax deductible plan would 

prevent t h e  reduction of deferred taxes (a zero-cost  

source of capital), Additionally, funding the plan could 

reduce t h e  costs assigned to the ratepayer i n  the  future 

through earnings much like the  earnings on pension funds 

has done. 

S i n c e  Southern 

the  Commission 

postretirement 

Sta tes  is planning to fund its plan, if 

accepts t h e  company s adjustment f o r  

benefits as calculated under SFAS 106, 

should an adjustment be made to normalize the  cost of 

postretirement benefits? 

Y e s .  There should be an adjustment to recognize the 

benefit of funding. 

Have any of t h e  accounting firms analyzed t h e  impact of 

funding,  no t  funding and c o n t i n u i n g  a pay-as-you-go 

method? 
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A.  Yes. Coopers & Lybrand’s Joint Study w i t h  the  National 

Association of Accountants Retiree Health Benefits How to 

cope w i t h  the Accountinq, Actuarial, and Manaffement 

I s s u e s ,  illustrated a hypothetical case which d e p i c t s  the 

long run impact of prefunding. The assumption in the 

prefunding case was t h a t  the contributions and earnings 

w e r e  each tax deductible. In this illustration, pay-as- 

you-go is t h e  least costly. However, if SFAS 106 is 

adopted, this illustration indicates a funded, tax  

deductible plan is less costly t han  an unfunded plan. 

Q. Is it true t h a t  the attribution period for SFAS 106 is 

less t h a n  the  service life of the employee? 

A .  SFAS 1 0 6  requires  t h a t  the cost of postretirement 

benefits be accrued by the  t i m e  the employee is e l i g i b l e  

f o r  full benefits. 

to the  t i m e  an employee will retire. 

This may and probably will be prior 

This has the effect 

of “front loading1v the costs onto t h e  current ratepayers. 

Q. Does the adoption of SFAS 106 by Southern  States “front 

loadH cost on to current ratepayers? 

A. Yes. According to the company s c u r r e n t  plan any 

employee with 5 years of service and 55 years of age is 

e l i g i b l e  f o r  benefits. Under SFAS 106, the full benefit 

obligations f o r  that employee must be accrued on the 

books by t h e  t i m e  the employee is e l i g i b l e  f o r  benefits. 

H o w e v e r ,  according to the McMillian and Robertson’s 
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A .  

actuarial valuation report only 2% of the employees will 

retire by 55 years of age. [See attachment 4 p.19 of 191 

If the Commission does not adopt SFAS 106 f o r  rate making 

does this create an accounting problem f o r  the company? 

No. The company can recognize t h e  costs under an accrual 

method of accounting for t h e i r  external, general purpose 

financial statements  and recover in rates on a pay-as- 

you-go basis. 

Does a Commission have a choice of whether it uses SFAS 

106 or some other method far  ratemaking purposes? 

Yes. The Financial Accounting Standards Board cannot  

d i c t a t e  to t h i s  Commission or  any commission what costs 

are to be included in rates or how those costs are to be 

calculated. The Financial Accounting Standards Board 

recognized this when it adopted SFAS 71. 

D o e s  SFAS 71 envision t h e  situation where rates are s e t  

based upon accounting estimates that may not come to 

pass? 

Yes, paragraph 11 gives three examples where the  rate- 

setting a c t i o n  of a regulator can impose a liability on 

a regulated enterprise. The second example addresses t h e  

q u e s t i o n  of how to account f o r  a commissionls a c t i o n s  

which a re  des igned to protect  t h e  customer when rates are 

set based upon an estimate or anticipated cost. I t e m  b 

in paragraph 11 states: 
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Q. 

A. 

A regulator can provide current rates intended 

to recover c o s t s  t h a t  are expected to b e  

incurred i n  the future with t h e  understanding 

that if those costs are  not incurred future 

rates will be reduced by corresponding 

amounts. If current rates are intended to 

recover such costs  and t h e  regulator requires 

the  enterprise to remain accountable f o r  any 

amounts charged pursuant to such rates and 

not yet expended fo r  t h e  intended purpose, 

t h e  enterprise shall not recognize as revenues 

amounts charged pursuant to such rates. Those 

amounts shall be recognized as liabilities and 

taken  to income only when the associated costs 

are incurred. 

Do you believe there is a need for t h e  Commission to 

address the  issue of recapturing changes in est imates  if 

they do include t h e  cost of postretirement benefits as 

calculated using SFAS 106? 

Y e s ,  t h e  order should require that the  company 

recalculate the  SFAS 106 costs and record a credit to the 

postretirement expense account  to ref lect  any changes in 

estimates. A change in t h e  estimate could significantly 

affect the costs that should be charged to the ratepayer. 
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Q. Is the company harmed if the Commission does not adopt 

SFAS 106? 

A.  No. Whether t h e  Commission continues the  c u r r e n t p a y - a s -  

you-go method or adopts SFAS 106, the  company recovers 

its costs. It is a matter of t iming.  Under t he  pay-as- 

you-go method the company recovers its costs i n  the year 

it pays the expense, Under t h e  SFAS 106 method, the 

company recovers its estimate of costs  years p r i o r  to 

expending those funds on the associated postretirement 

liability. 

Q. Does the pay-as-you-go method prevent overrecovery of 

costs from the  ratepayer? 

A .  Y e s ,  under the  pay-as-you-go method all cost containment 

adjustments  are reflected in the  costs that are assigned 

to the customer. 

Q. Why is Public Counsel opposed to Southern States 

recovering its estimate of postretirement related costs 

in rates at this t i m e ?  

A .  As indicated above postretirement costs as calculated 

under SFAS 106: 

1. Do not represent a l e g a l  liability, 

2. Can n o t  be calculated with any accuracy, and 

3 .  Represents the most c o s t l y  recovery of 

post-retirement costs f o r  the  next t w e n t y  

years.  
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Continuing the current method of cost recovery (pay-as- 

you-go) ensures that there is a consistent methodology 

for all ratepayers for a l l  periods. No set of ratepayers 

is funding more than  the company is paying in any 

specific period. If the company does continue its 

efforts  to c o n t a i n  costs, then t h e  costs in t h e  f u t u r e ,  

under the pay-as-you-go method, could be substantially 

less than a r e  estimated today. 

Q. Does t h i s  conclude your testimony on postretirement 

benefits? 

A .  Y e s .  

13 
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November 9, 1989 

Mr, Timathy S. Lucas 
Dl rector o f  Research and Teehnl ea1 A c t 1  v i  t? es 
F I l e  Reference No, 078 
FI nanci  a1 Account? ng Standards Board 
401 Merrltt 7 ,  P , O .  BOX 5116 
Norwalk, CT 06856-51 16 

Dear bir, Lucas: 

QYE Service Cor!xration 
On& Slamlord Forum 
S l s r n l ~ r d ~ C T  06904 USA 
203 965-2000 

A t  GTE's presentatlon t o  the  Board on October 11, 1989 a t  t h e  p u b l f C  
h e a t i n g  on Other P o s t r e t i r e m e n t  Benefits (OPEB) ,  GTE was asked t o  respond 
t o  t h e  Pol low! ng I S S U ~ S  rafsed by Board members: 

GTE recommended that: regulated cornpan1 e s  treat  the trans< t i o n  
ob1 i gatfon i n  a d i  f fe ren t  manner than nonregula ted  cornpant er 

I ,  Rate-reuu t a t e d  c o r n m l  - Further discussion was requested on why 

r a n r l  t f on r T m ~ , o n  oblfqatlQDJ4dA~t aenslnff t 

o f f s e t t i n g  the OPE8 trans1 t l o n  obligation against any 
F! Board requested our vleus  on permitting companies the 

rernalnlng transition asset related t o  the campany's penslon p l a n .  
3. Medlcal ? n  f l a t i o n  r a t  - The Board requested t h a t  we provide them 

wqth an explanation 0; how we would propose t o  account for 
df  Pferences between t he  estimated medf cal 1 nf I at1 cn rate and ac tua l  
e x p e r 1  ence art sf  ng from technolog1 cal changes and u t f  't 1 z a t l o n  

' patterns. 

n - During our  presentatlon we c 4, 1 
recommended t h a t  a wlder corrldor Y I S  needad fo r  unrecognlzed n e t  
g a l n s  m d  losses. He noted t ha t  even a 20% corrldor would bo barely 
s u f f l c f e n t  t o  absorb the  e f f e c t  of a 1% change in G T E ' s  assumed 
dlscount r a t e  or health care trend rates. 
w e  provqde t h e m  w i t h  addjtionaf d e t a l l  an t h f s  e v a l u s t l o n  SO they 
can b e t t e r  understand the re1 a t f o n s h l p  between GTE's assumptions and 
the accumulated b e n e f i t  obligation. 

T h e  Board requested that 

540038 
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A d l s c u s s f o n  O F  each o f  these  t S s U e s  follows. 
I ,  Ra t  e - r e a u l w  C Q  man1 a - In GTE's response t o  t h e  Exposure Draft 

and + n  our presentatfon a t  t h e  publlc hearlngs, Ye proposed t h a t  
nonregu lbted  cornpanjes be permltted t h e  o p t l o n  of restatement or 
amortjzlng t h e  transltlon obllgatlon aver the remafnfng s e t v I c s  
l i v e s  of a c t j v e  p l a n  partlcfpatlons t o  equi ty,  rather than t o  Income 
as proposed by t h e  Board. 
s u b j e c t  t o  r a t e  regulatjon be permltted t o  amrt lze  thfs transltion 
a b l l g a t i o n  t o  income as collected In rates i n  accordance w i t h  
e x !  s t l n g  procedures.  

However, we recommended t h a t  companies 

2 .  

A s  l n d l c a t e d  I n  GTE's response t o  t h e  ED and In I t s  presentation a t  
t h e  publfc hear lngs,  we b e l l e v e  t h a t  t h e  change from pay-as-you-go 
t o  accrual account fng  Is essentially the  correctlon o f  an error f o r  
nonragulated companies. A s  t h e  Board has c h s r a c t e r l t e d  It, t h e  
change is a result o f  t h e  fatlure t o  accrue a llabillty i n  t h e  
pas t .  Further I t  represents a change from an account fng p r t o c l p l e  
t h a t  I s  not generally accepted  (cash b a s h  account lng)  t o  one t h a t  
1 s  generally accepted (accrual bdsls account ing) .  Paragraph 13 of 
APE No. 20 c l a s s l f l e s  such a change as a correction of an error. 
SJnce restatement f s t h e  appropriate accounttng for  t h e  correction 
o f  an error, we be l feve  tha t  t t  should be permitted as an op t lon .  
A l t e rna t fve ly ,  for practttal reasons, a company should also be 
permltted t o  amortfze t h e  transitjon obllgation t o  equfty,  as we 
believe t h a t  under no elrcumstances should a cotract lon of an error 
related t o  p t l o r  periods be charged t o  current or future earnings. 

H l t h  respect t o  r a t e  regulated companies, hmever, t h e  change from 
pay-as-you-go accountlng does n o t  represent the  correctfon of an 
error. Far t h e s e  companjes, pay-as-you-go aceountfng r e f l e c t s  the  
amounts t h a t  are b e i n g  recovered through t h e  a c t l o n s  of regulators. 
Consequently, under FAS No. 71, these a m  the amaunts t h a t  should b e  
recorded a5 OPE8 expense. 
cannot be considered an error I n  t h e  same m s e  as for nonregulated 
enterpr i  s ~ s .  Hhen t h e  new account1 ng 1 s adopted, t h e  transl t tan 
obligatton should contfnua t o  be treated I n  accordance wl th  
ratemakjng p r a c t f c e s ,  w I t h  any differences betwsen t h e  OPE6 c o s t  as 
def lned I n  t h e  f l n a l  statement and amounts cansjdered fo r  ratemaklng 
purposes recognlzad as an a s s e t  or liabtlity creatpd by t h e  actfons 
b f  t h e  regulator, s u b j e c t  t o  the  t e s t  of recoverabtllty. 

O f f s e t  o f  0 PEB t r a n s l  t ion obllaat Ion aaa ? n s  
The Beard, In i t s  at tempts  t o  provide a p r a ~ s o l ~ t l o n  for t h e  
recognj t I  an o f  t h e  trans1 t l  on ob1 .I gati  on, has suggested t h a t  one 
approach m i g h t  b e  t o  permit the offsetting of  t h e  OPE0 t r a n s j t l o n  
obllgatIon a q a l n s t  any remaining unrecognized pensjon transltfon 
asset.  Hi? b e l l e v e  t h l s  proposal i s  inappropriate. The pension 
transftfon asset resulting from t h e  adaptlon o f  FAS No. 87 I s  very 
d i f f e r e n t  from t h e  transftfon obligation t h a t  would be required 
under t h e  OPEB Exposure Draft. 

Therefore, pay-as-you-go account1 ng 

on t r a n s f t j o n  as& 
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The pansfon trans! t l on  a s s e t  general  l y  r e f l ec t s  t h e  accumulatlon of 
unrecognized p r l o r  serv lce  c o s t s  and unrecognlted g a I n s  or losses, 
which under b o t h  A P B  No. 8 and FAS 87 reqUIre a I f iO r t fZa t fOn  t o  future 
periods. Therefore, we b e l i e v e  t h a t  p r o s p e c t l v e  r e c o g n f t j o n  of  the 
transitlon asset as provlded by FAS 87 I s  appropriate.  

The OPEB t r a n s l t l o n  obllgatlon, on t h e  other hand ,  represents 
prirnarl ly t h e  cumul a t l v e  dlff 'erence between amounts recorded on the 
c a s h  basis and amounts t h a t  would have been recorded an the accrual 
basi s a f  account f  ng . 
unrecognized p t l o r  servtce c o s t s  or ga ins  and losses .  

To o f f s e t  what are  prlnatlly exper lence  gajns from penslon plans  
w l t h  c o s t s  r e s u l t i n g  from t h e  faflure t o  accrue prlor years' 
oblfgations is no t  l o g j c a l  and has no baols I n  current accountfng. 
Further t o  make such a change fIve or s l x  years a f t e r  FA5 No. 87 has 
been adopted a n d  generally accepted,  i n  our o p i n l o n ,  would b e  
confuslng t o  f inanc la l  statement users. 

GTE proposed t ha t  a medfcat  f n f l a t f m  ra te  bo used ra ther  than t h e  
h e a l t h  ca re  r c s t  trend r a t e  as proposed by the Board. The medlcal 
inflation rate  would exclude estimates uf health care  c o s t  Increases 
due t o  changing technology and u t W z a t l o n  patterns. A q u e s t b n  was 
raised as t o  how cos ts  related t o  these excluded Pacturs should be 
recognfzed i n  the  f inane ja l  statements, 

Thl s difference does not represent 

3 ,  Ped f c a l  I n f  l a t t o n  

From one p d n t  o f  v f e w ,  these  c o s t s  do not represent t h e  types o f  
gains or losses  t h a t  would be I n c l u d e d  I n  the corridor slnce changes 
I n  technology and utflfzatjon patterns were not Included I n  tha  
assurnptfans. On t h i s  b a s l s ,  an argument could be made t h a t  
increases resul t ing from these factors shou ld  be recognized 
curren t ly  s i n c e  t he  differences arfse from a failure t o  accrue for 
t h e s e  costs  rather than from a difference between est imates  and 
a c t u a l  exper! ence.  

We understand t h I  s argument f rom a theorotlcal s t a n d p o i n t ,  
nevertheless  we b e l i w e  that the amounts related t o  these  increases 
should be treated tn t h o  same manner as other betuarfal qalns and 
losses There are numerous factors, f ne1 u d l  ng techno1 ogy and 
utfllzatfon patterns, vhfch result I n  changes I n  health care c o s t s .  
However, we do n o t  b e l i e v e  It I s  prac t f ca?  t o  segregate differences 
due t o  actual e x p e r l e n e e  as t o  th2 source o f  t h e  change and t reat  
them dffferently Prom Qther changes such as zortallty, per Capita 
c o s t s ,  geographic locatlon, e t e .  We believe tha t  t h e  medlcal 
Inflation rate t s  t h e  mst reasonable estlmata t h a t  can be made 
wf thou t  I n t r o d u c i n g  components tha t  are h l  hly subjec t ive  and 

which such est imates  are required, Therefore, we b e l l e v e  t h a t  t h e  
g a f n  or  loss  r e s u l t f n g  from t h e  use o f  t h l s  e s t l m a t e  should b e  
t rea ted  I n  i t s  e n t l r e t y  as an actuarial  gafn or  lass  i n  accordance 
wl th  t h e  Exposure Draft, 

u n p r e d i c t a b l e  conslderlng t h e  extended per 9 ad (up t o  70 years)  for 
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f chanaes .In assum~tio nS. 4 .  Effect o 
GTE recommended I n  I t s  comments t h a t  t h e  Board consider I n c r e a s i n g  
the  corr idor  t o  k t  l e a s t  20%. 
GTE's actuaries hbve detetmfned t h a t  a 11 change .In e i t h e r  t h e  
h e a l t h  care  t r end  r a t e  or t h e  d l r c o u n t  rate would i n c r e a s e  or 
decrease GTE'  5 accumulated postretirement b e n g f l  t obi 1 gatfon by 
approximataly ZOZ, thereby greatly exceed1  ng t h e  10% corridor 
proposed by t h e  Board. 

In response t o  your request for a d d i t i o n a l  InfctrnatIon on t h l s  
eva lua t i on ,  we have a t tached  as E x h l b i t  A a simpliPIed analysls 
provf ded  by our actuar i  e s .  The anal ys i  s cal cul  a t e s  t h e  accumulated 
postretirement b e n e f l t  obl.1 gatfon for a t y p l  cal GTE employee, u s i n g  
a 7 1/22 h e a l t h  care  trend r a t e  and discount r a t e ,  Examples, are 
then provlded fo r  t h e  same employee chang ing  a i  t he r  t h e  heal  thcare 
t rend  rate or t h e  d l s c o u n t  ra te  by one percentage p o l n t  in e i t h e r  
dlrectlon. Although, t t  is a fairly s l m p l ~ s t l e  analysis, i t  does 
Illustrate t h e  s i g n l f l c a n e e  o f  t h e  e f f e c t  of a change In e l the r  
as sumptlon 

We reached t h i s  c o n c l u s l o n  because  

LI - -c - - - -~ -cLc- - Ic - Ic - - - -~~~-~  

We hope t h a t  t h e s e  observatfons wlll be h e l p f u l  t o  t h e  Board I n  I t s  
deliberations. 
theoretical aspects  of t h I s  problem cdnnot be Ignored, 
Important t h a t  a prac t lca l  sblutlon be found t o  the  accounting for 
the  transitlon obllgatlon, After  p a r t k l p a t i n g  j n  t h e  hea r ings ,  
1Istentng t o  other v l e w s  and rev lewtng  many of t h e  comments r e c e l v e d  
by t h e  Board, W Q  cont fnue t o  believe t h a t  t h e  "amortlzatlon t o  
e q d  ty ' l  approach descrl bed i n  our coments i s  t h e  most practlcal 
approach t o  t h \  s probl em for nontegul atsd cornpan1 es and mu1 d he1 p 
t h e  f h a l  standard galn t h e  acceptance necessary fo r  a change o f  
th!  s magn'l t u d e ,  

He would a l s o  l t k e  t o  reemphaslze t ha t ,  whlle t h e  
1 s  more 

Other a1 t e r n a t l v e s  such as iLcumu?Ltive effect" or restatement would 
not b e  prac t lca l  altornatlves for many companfes. 
env ts lon  r e t a lned  earnlngs of many companfes b e I n g  reduced by such 
charges t o  a pol n t  &re regul ar d i  v f  dends to shareholders would 
have t o  be dlscontlnued, causjng serfous  dtsruptlon t o  s t o c k  prlces 
and Investors.  Thi s argues for t h e  gradual trans! t f o n  approach 
proposed by the Board. However, we belleve t h a t  a m o r t l z a t l o n  of 
essentlally prfor year c o s t s  agalnst  currant e a r n t n g s  I s  not 
conceptually sound nor does i t  serve t h e  I n t e r e s t s  o f  f lnanc ia l  
statement users, 
dlstorts current earnfngs for a s l g n l f i c a n t  numbor o f  future years 
and does n o t  properly rof lec t  t h e  current earnfng power of t h e  
enterprl s e s .  In G T E ' s  c a s e ,  ue e s t l m a t e  t h a t  postretjrement c o s t s  
( w h f c h  a r e  not  Inslgnlficant) I n t t i a l l y  would b e  t n c r e a s e d  by over 
60% by thQ l n c l u s l o n  of t h e s e  prior perlod c o s t s .  

I n d e e d ,  we can 

T h l s  "doubling up" o f  c o s t s  tn future years marely 
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T. S. Lucas 
November 9 ,  1989 
Page 5 

Ne recognl z e  t h a t  few cornpan! es h a v e  recommended an l lamort izat l  on t o  
equity" approach ( w e  are  a w e  of only D e l o t t t e  Haskins & Sells 
v a j c f n g  slrnilar comments), b u t  we belteve t h f s  may be because It Has 
j u s t  not considered. We agree  w i t h  Delo i t te  KaskIns & S e l l s  t h a t  
charglng current earnings n l t h  t h e s e  prior c o s t s ,  a f  proposed by t h e  
Exposure Draft, would make earnings for those perlods lnconslstent 
'vtlth t h e  d e f ? n f t l o f t  of that  element in Paragraph 79 of SFAC No. 5 
whleh notes t h e  W d e l y  acknowledged Importance of esrnlngs and j t s  
components as B primary measure o f  performance for  a perlodl ' .  

Therefore, we belleve t h a t  our proposal would be preferable Prom 
bo th  a practical and a conceptual standpoint.  We hops t h a t  the  
Board ut17 seriously c o n s l d e r  i t  and t e s t  i t s  m e r i t s  w i t h  o t h e r  
companj e s  and pub1 i e a c c m t l n g  f.l rms. 

He would be happy t o  meet with you t o  further d i s c u s s  t h l s  issue or 
any others  In which  you have an interest .  

540042  
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November 9 ,  1989 

Mr. Thomas J. Devine. 
V i c e  pres ident  -- Corporate Accounting 
GTX Corporation 
One Stamford Forum 
Stamford, CT 06904 

Dear Tom: 

We’ve prepared t h e  attached illustrations f o r  the FASB 
staff to demonstrate the volatility of t h e  Retiree Medieal 
APSO which w i l l  occur as interest discount or medical 
trend assumptions are changed. 

ay necessity, these illustration6 use a somewhat 
simplistic approach to demonstrate the inherent volatility 
o f  the RatirEe Hadical APBD, 
the volatility illustrated faithfully represents the true 
economic and actuarial real i t ies .  

But the logic is sound and 

XLP: gh 



EXHl81T A 

EFFECT OF A ONE PERCENT 
CHANGE IH ASSUMED RATES 

The followlng attachment$ calculals the Accumuiated POStr8tlrefflmt Benefit Obtlqation 
(APBO), which would result from a 1% change In the Health Cace Trend Rate or Discount 
Rate, under the five senarbs shown bsbw for an average GTE employee. 

I t  is assumed that the average employee 18 43 years old, with 13 years of ssrvke, is 
married, will be eligible for benefits at age 55 and will rstlra at age 62, with a life 
expectancy to age 80. His spouse Is three years younger wlth a life expectancy to age 33, 
Since the employes’s total sarvlce life through the slk$bfllty date wlll b 25 years, 
the APBO at the current date is 52% (13/25 yean) of the expected postretirement beneflt 
Ob Q al i0 tl I 

Incr. (Decr.) 

APBO WAF50 Number 
D18mu nt Health Care From Sass Attachment 

Rate Rate 

1 I Ease Case 7 . 5 %  7 . 5 3 ;  2 6 , 8 4 7  

1 % Chanqe In Health Care Rate 
7.5010 0 15% 

6.5% 
34 ,516  
20,907 

28.6% 
(22.1 Ye) 

2 
3 7.5% 

(22.8%) 
30.4% 

7.5% 
7.5% 

20,7f 3 
35,018 

4 
5 6 .5%.  
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13e 
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0 
0 
0 
0 
0 

4 0  
* I  
4 2  
43 
4 4  
4 6  
4 8  
4 7  
4 8  
4 9  
5 0  
61 
6 2  
63 
5 4  
5 5  
5 8  
5 7  
58  
59 
6 0  
6‘l 
8 2  
8 3  
6 4  
8 6  
6 6  
6 7  

6 9  
70 
7 1  
7 2  
7 3  
7 4  
7 5  
76 
7 7  
7 8  
7 8  
8 0  
8 1  
0 2  

tia 

so 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

9,879 
10,624 
11,416 
12,272 
j3,’f93 
14,182 
8,098 
6,558 
7,w7 
7,578 
8,144 
8,755 
9,412 
10,117 
10,876 
t 1,692 
12.580 
t9,612 
14,526 
16,674 
16,786 
10,044 
19,388 
20,852 

1 cpL#ILATED 36,016 

.- . . . . . 
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GTE Telephone Operatlons 

WILLIAM F. TORMAN 
Assistant Vlce Presldeni 
Regulatory Accwuntlng 

June 28, 1990 

Wtlliams Square West Tower 
5205 N O'Connor Boulevard 
P.0 Box 152092 
Irving, TX 7501 5.2092 
2 14 7 18-4963 

Ms. Diana  S c o t t  
P r o j e c t  Manager 

F i n a n c i a l  Accounting Standards  Board 
401 Merritt, P.O. Box 5116 
Norwal k, CT 06856-5116 

Dear M s .  S c o t t :  

- File  Reference No. 078 

I 

c 

I n  reference t o  t h e  l e t t e r  I just sent  t o  you, I am providing the attached 
l e t ter  which has been revised t o  correct a sentence t h a t  was inadvertent ly  
phrased i n  such a way a s  t o  m i s s t a t e  our pos i t i on .  

You w i l l  note t h a t  the l a s t  sentence on the  f i r s t  page has been revised t o  
read : 

However, s ince under no circumstances should a correction o f  an error 
related t o  prior per iods  be charged to current or future earnings, we 
believe t h a t  amortization o f  this  obligation l o  equity is t h e  best  
a l t e r n a t i v e  t o  restatement o r  an immediate charge t o  equity.  

Please disregard my first l e t t er .  I apologize for any inconvenience. 

WFT: eap 
Attachment 

c :  T. J .  Devine 



WILLIAM F. TORMAN 
Assistant Vice President 
Regulatory Accounll ng 

June 28, 1990 

GTE Telephone Operatlons 

Wdhams Square - West Tower 
5205 N O'Connor Boulevard 
F.0 Box 152092 
Irving. TX 75015-2092 
214 718-4963 

Ms.  Diana S c o t t  
Project Manager 
F i l e  Reference No. 078 
Financial Accounting Standards Board 
401 Merritt 7 ,  P . O .  Box 5116 
Noma1 k, CT 06856-5116 

Dear M s .  S c o t t :  

A f t e r  your conference ca l l  1 a s t  Monday w i t h  various USTA representatives, 
Dane Beck, who participated in t h e  c a l l ,  apprised me o f  t h e  t o p i c s  which 
were discussed. 
regulated companies w i t h  respect t o  t h e  Other Postretirement Employee 
Benefits (OPEB) transition obligation. 

GTE appreciated t h e  opportunity t o  address the concerns o f  

For regulated companies, t h e  preferred treatment of  the transition 
o b l i g a t i o n  is amortization t o  income. 
nonregulated companies should be permitted t o  amortize the  t r a n s i t i o n  
obligation to equity.  
reasons stated be l  ow. 

However, GTE believes t h a t  

We do n o t  feel t h i s  treatment is inconsistent for the 

A s  indicated i n  GTE's response t o  the Exposure D r a f t  and i n  i t s  presenta t ion  
at t h e  public hearings,  we bel ieve t h a t  the change from pay-as-you-go t o  
accrual accounting is essentially the correction o f  an error for  
nonregulated companies. As the Board has  characterized i t ,  the change i s  a 
result o f  t h e  failure t o  accrue a 'liability i n  t h e  past. 
represents a change f r o m  an accounting principle t h a t  i s  not generally 
accepted (cash b a s i s  accounting) t o  one t h a t  i s  generally accepted (accrual 
basis accounting). 
correction o f  an error. Although restatement is t h e  appropriate accounting 
f o r  the c o r r e c t i o n  o f  an error, f o r  practical  reasons, we b e l i e v e  a 
nonregulated company should a l so  be permitted t o  amortize the t r a n s i t i o n  
o b l i g a t i o n .  
error related t o  p r i o r  p e r i o d s  be charged to current or future  earnings, we 
believe t h a t  amortization o f  t h i s  o b l i g a t i o n  t o  e q u i t y  i s  the best 
alternative to r e s t a t e m e n t  or an immediate charge to e q u i t y .  

Further i t  

Paragraph 13 o f  APB No. 20 classif ies  such a change as a 

However, since under no circumstances should a correction of an 



Ms. Diana S c o t t  
June 28, 1990 
Page 2 

While we recognize t h a t  a t  first, this may seem t o  be an unusual approach, 
t h e  unprecedented magnitude and nature o f  t h i s  change warrants i t . 
Amortization t o  equity would a1 so enhance cornparabil i ty  of future income 
statements w i t h  companies t h a t  chose o r  will choose immediate recognition 
under Technical Bulletin 87-1. 

The treatment o f  rate regulated companies must, o f  necessity,  be different. 
For these  companies, pay-as-you-go account ing ref lects  the amounts that are 
being recovered through t h e  a c t i o n s  o f  t h e  regulators. Consequently, under 
FAS No. 7 1 ,  these are the amounts t h a t  should be recorded as OPEB expense. 
Therefore, pay-as-you-go accounting cannot be considered an error i n the 
same sense as fo r  nonregulated e n t e r p r i s e s .  
adopted, the t r a n s i t i o n  o b l i g a t i o n  should continue t o  be treated i n  
accordance w i t h  ratemaking practices, with any differences between the OPEB 
c o s t  as defined in the final statement and amounts considered for ratemaking 
purposes recognized as an asset,or liability created by the actions o f  the 
regulator, subject  t o  the test  of recoverabi 1 i ty. 

When the new accounting i s  

Tom Oevi ne, our Vice President -Accounting at GTE’ s Corporate Headquarters i n  
Stamford or myself would be pleased t o  discuss t h i s  matter further or a s s i s t  
you i n  addressing any accounting issues related to the amortization o f  
equity approach, i f  you so desire. 

Thank you for the opportunity t o  express our o p i n i o n  on t h i s  very important 
issue. 

WFT: eap 

c :  T. J .  Devine 

0 5 0 0 0 2 7  





Bell Ailaniic Corporation 
1510 N. Coun House Road 
Arlington, VA 22202 

BeUouth Corpordiun 
1155 Peachtree Street, N.E. 

Atlanta, GA 30367 

July 11, 1990 

Mr. Porter E. Childers 
USTA 
900 19th Street, N.W. 
Suite 800 
Washington, DC 20006-3,102 

Dear foner: 

Re: 

.- 

-- 

I 3- %- 

Employers’ Accounting for Post-retirement Benefits Other than Pensions (OPEB) - 
Transition Obligation 

Attached plezse find an analysis prepared by Bell Atlantic and BellSouth regarding the 
recent Financial Accounting Standards Board (FASB) action with respect to the transition 
obligation component of the Employers’ Accounting for Post-retirement Benefits Other than 
Pensions (OPEB). Please arrange to send this paper to the WSTA FASB and Regulatory 
Accounting committees. 

Last month, members of the industry’s 5mncial community heard that the FASB was 
considering immediate recognition of the transition benefit obligation (730) rather than 
amortizing it over 15 years. We wanted to stress to t-he FASB the possible negative effects 
this could have on any regulated company, especially if the reco@ion were required to be 
raken directly to retained earnings, as opposed to Elowing it through to expense on the 
income statement. 

On Monday, June 18, 1990, Bell Atlantic, BellSouth, GTE and USTA participated in a 
conference call with Diana Scott, OPEB Project Manager - FAsB Staff. On this call, we 
conveyed our industry’s position on immediate recognition vs. amortization of the transition 
obligation. First, we reinforced our support of an OPTION to either immediately recognize 
the obligation or amortize it, but emphasized that if the Board was to choose one alternative 
over the other, we supporred the amortization approach. 

Second, we stated that from a regulatory perspective we were emphatically opposed to 
directly charging the transition obligation to retained earnins, since bypassing the income 
statement could jeopardize OUT chances for recovery of these expenses through the rate- 
making process. In addition, it would have the  effect of art5cially increasing our earned 
return on equity, which could also threaten recovery of costs. 

The FASB officially met on June 27, 1990, and tentatively agreed to revise its exposure 
draft miing regarding recognition of the transition obligation by ALLOWING THE OPTION 
to either amonize or immediately recognize the  expense. 

I 



.- 

.- 

With respecr to immediate recognition of the transition obligation, the Board ruled that 
companies may NOT charge this expense directly to retained earnings. However, companies 
that elect rhe immediate recognition ahernatjve must account €or the obligation as an 
enraord inav  item on the income statement, which would mean it would be excluded from 
rare-makng. Those choosing the amortization approach must treat it as a "net periodic cost" 
on the income statement, which means it would be afforded r a t e -mahg  trearment. 

In addition, the TBO is to be amortized over a period of wenT years or the average 
remaining senice life, whichever is longer (the exposure draft specified fifteen years or 
average remaining service life). Finally, the FASB postponed the new standard's effective 
date by one year, from 1/1/92 to 1/1/93 (actually, the accounting standard Will be effective 
for fiscal year begnning after 12/15/92). 

The FASB's decisions concerning recognition of the  transition obligation are optimal from 
a regulated accounting perspective. A decision to mandate immediate recognition andlor 
to charge the obligation to retained earnings could have provided ammunirion for federal 
or sfate commissions to deny the recovery of these expenses. 

Should you or any members of the committees have any questions or comment% please do 
not hesitate to call us directly, or call Christine Latsey (703) 974-3477 or Tom Bausch (703) 
974-1201 of Bell Atlantic, or Pat Major (404) 249-2477 of BellSourh. 

Matt McGarvey 
Director , 
Regulatory Accounting .Standards 
Bell Atlanric 

Frances Dennis 
Operations Manager, 

Corporate Accounting Matters 
BellSouth 

Attachment 

cc: Mr. D. Beck - GTE 
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MEMO TO ?FILE - REVISED 

RE: STATUS OF TRANSITION OBLIGATION JSSUI$ OPEB 

Tnere was a conference call on Friday, June  15 which was initiated by U T A  to discuss the 
telephone industry's position on immediate recopition vs. amortizarion of the transition 
obligation. The need to address this issue is prompted by the fact that the  FASB plans 10 
address recopition of the transition obligation at its June  27 Board meeting (and is 
considering modichg the eisting exposure draft proposal to allow the  immediate 
reco_gtition option or even go so far as to mandate immediate recognirion of the transition 
obligarion). Kim Petrone, who works for the FASB project manager on OPEB, requested 
our industry's views concerning these potential modfimtions. Ms. Petrone informed Denise 
Winh of USTA that an informal communication of our views was what she  was l o o b g  for 
(VS .  a comment letter). 

Participating in the conference call were representarives born USTA (Denise Wirth), Bell 
Atlantic (Matt McGarvey, Christine b t s e y  and Tom Bausch), BellSouth (Frances Dennis, 
Pat Major and Greg G&) and GTE (Jim Megan). 

M e r  discussing and analyzing the issue,, we agreed to communicate the  following industry 
consensus position to the FASB, prior to the Board's scheduled meeting on June 27, 1W0, 
to resotve this issue: 

1. If the FASB modifies the Exposure Draft to give companies the oxion  of either 
immediate recopition or amorsization of the transition obligation, the industry would not 
abject IO this modification. 

2. 
industry is strongly opposed for the following reasons: 

If the FASB modiKes the Exposure Draft to mandate immediate recognition, the 

Remlated Telecommunications - lndustrv Specific 

The industry will ask the FCC for exogenous treatment of OPEB if price caps take 
effect. Our fear is that if immediate recognition is mandated as G W ,  the FCC 
might be i n c h e d  not to allow us to amortize the transition obligation for interstate 
ratemaking in light of Part 32 accounting and recent FCC actions (e.g., GAPLf 
requires that gains or losses resulting from extinguishment of debt be r e c o w e d  in 
the year of extinguishment. However, the FCC denied BellSouth's request to amend 
Part 32 to amortize such gains or losses, stating that the prescribed GAAP accounting 
produces equirable results; also, the FCC's decision vis a \is use of SFAS 87 for 
ratemahung). 

7 d 



General Industrv 

c 

If the  FCC denies exogenous treatment, states are certainly unhkely to permit 
recovery. Even if the FCC permits the use of amortization for interstare ratemaking, 
state commissions may not allow recovery of the transition obligation. Accordingly, 
writing off the transition obligation in one year might severely limit the percentage 
that  we are able to m v e r  at the state as well as the federal level. 

.- 

The FASB has stated that amonization is a practical matter. T h e  magnitude of the 
transition obligation and the limited availability of historical data on which to base 
measurement require a p r a p a t i c  way to reflect the transition obligation. 
Amortizarjon must be allowed to gwe companies the ability to smooth the impact of 
this accounting change and avoid the resulr of signiEcantly distorting earnings by a 
change in accounting which was previously perfectly acceptable as GAPS. 

The FASB Exposure Draft provides that immediate recognition of rhe transition 
obligation wouid result in immediate recoption of unrecognized prior senice costs, 
gains and losses, and that such accounting treatment would be inconsistent with the 
Board’s decisions in this proposed statement to delay recopition of the effects of 
plan improvements and the delayed recopirion alternative for recognizing gains and 
losses. 

Only 2.6% of the 467 comment letters received by the FASB rejected the 
amortization approach. 

Amortization will not reduce the integrity of hancial  statements because the amount 
of the unamortized transition obligation would be disclosed with the statements. The 
FASB has stated that the initial emphasis of the proposed statement is on disclosure 
of that obligation with recoption being phased in over future periods. 

Insofar as the Board is concerned with improving understandability and comparability 
of hanc ia l  reponing, the Exposure Draft provides that this objective would be 
funhered by phasing in recognition of the transition obligation for all employers given 
that the actuarial techniques for measuring the OPEB obligation are still developing. 

The Exposure Draft states that provisions of this proposed statement are similar in 
many respects to those in SFAS 87 and that different accounting treatment would be 
prescribed only when the FASB has concluded that there is a compelling reason for 
different treatment. The above arguments show that there is no such compelling 
argument. Amortization of the transition obligation is consistent with SFAS 87 in 
which the  transirion is required to be amortized on a strajght line basis, 
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For companies choosing to adopt accrual accounting p ior  to action by the FASB, 
Technical Bulletin (TB) 87-1 gives companies the option of writing the  entire 
transition oblication off in the year of adoption or amorrbng the obligation. As such, 
the Board’s &ument that consistency needs to be achieved as the reason for 
mandating one method of recognizing the transition obligation is hampered by t h e  
fact that  some companies have already adopted accrual accounting, pursuant to 
F‘ASB TB 87-1, and by the fact that those adopting early had an option. 

3. If the FASB informs us that the Board is considering changing the  length of the 
amortization period, the industry consensus is that the amortization period should be 
lengthened. 

4 .  If the FASB ultimately determines to mandate immediate recognition of the transition 
obligation. then it should not require companies to rake it to retained earnings. This would 
be the worst of all possible scenarios for regulated industries as the amount would never 
show up on the income statement (as a cost of senice), and would artificially drive up OUT 
rates of return. 

Conference Call - Mondav, June 18. 1990 with FASB Staff 

On Monday, June 18, Bell Atlantic participated in a conference call with Diana Scott (OPEB 
Projecr Manager) and Kim’Petrone of the FASB to communicate the above positions IO the 
FASB. Also participating were Terry Betts, Pat Major and Greg Grim from BellSouth; 
Dane Beck from GTE; Denise Winh from the USTA; and Matt McGarvey, Christine 
Latsey and Tom Bausch from Bell Atlantic. 

Ms. Scott related the Board’s plans to address the issue of modifying the exissing proposal 
to reco_&e the transition obligation through arnonization, given the fact that an 
overwhelming number of comments asked that immediate recognition be permitted as well. 
In addition, Ms. Scott related that the Board was considering how to charge the obhgation, 
as some comments recommended that the obligation be charged to rerained earnings, rather 
than net income. 

Because of mncern about the potential r adca t jom of these proposals on regulated 
industries, Ms. Scott wanted input from our industry prior to the June 27, 19%) Board 
meeting. 

Specificaiiy, she requested input on the industry’s position should the Board approve the 
OPTTON to either immediately recognize or amortize the transition obligation. (Ms. Scott 
stated that we should not be concerned with the Board authorizing immediate recognition 
as the only methodolog.) 

+. d 

--- . . . . . . . . 
- 



-4- 

In addition, she requested the  industF position regarding charging this obligation to retained 
earnings vs. net income. 

Mr. McGarvey acted as spokesman on this conference call and provided the following 
comments: 

Re: Option of Immediate Recornition or Amortization 

The industry does not have any objection to this scenario; 

Industry consensus is that if the Board provides an option, a regulatory body 
would not mandate immediate recognition without corresponding rate 
r ecoverv; 

- Should a regulatory body attempt this, it could be considered 
conkat ion,  and we would have a very strong legal case against such 
action. 

Re: Charmnp to Net Income or Directlv to Retained Earnings 

ApparentIy t h e  FASB is considering a proposal to require that the effect of r ecoa t ion  of 
the transition obligation be captured in retained earnings (E), rather than charged to net 
income. If this change were made by the FASB, the charge to RE would apply to 
companies which choose t o  amorrize the obligation as well as for companies choosing the 
immediate recopition option. 

M u s t y  position on this issue is very emphatic: Board direction to charge directly to 
retained earnings, whether amortized or written off immediately, would prove extremely 
damaging on several counts to regulated telecommunications companies: 

A charge to retained earnings (RE) means that the obligation would never 
appear on the income statcmenf and therefore would not be part of a 
regulated company's cost of senice for the purposes of revenue requirements 
determination; 

- Bypass of the revenue requirements formula would provide fuel to the 
regulators' desire to NOT allow rate recovery of the obligation 
expenses; 
Since implementation of our new Chan of Accounts (Part 32) the FCC 
has employed a " p r o - G W "  stance that would, if the Board elects to 
charge the obligation to RE, provide impetus to the FCC as well as the  
state commissions, to follow this recommendation. Such action would 
prevent these costs from flowing into our revenue requirements, and 
would therefore make rate recovery difficult; 

- 



The feeling of several companies (especially BellSouth) is that their 
commissions would not allow recovery of rates should G A 4 P  mandate 
char-eing the transirion obligation to rerahed earnings; at best it would 
be an uphill battle; 

A charge to RE would also have the effect of artificially increasing our earned 
return. 

By charging 10 retained earnings, equity will decrease. However, by bypassing the income 
statement, earnings will remain constant. The effect is an increase in return on equity 
(ROE), even though earnings have not changed: 

Example: ROE = Earningsmuity 
Pre-Obligation Expense 

Earnings = 10 
Equity = 100 ROE = 10% 

Post Obligation Expense 
Earnings = 10 
Equity = 90 ROE = 11.11% 

ROE increases even though earnings are constant 
- 

MS. Scott appeared sincerely appreciative of our comments, as she was not thoroughly aware 
of all of the implications that the Board's action would have upon the regulated 
telecommunications indusrry, especially wirh respect to a direct charge to retained earnings. 

Mr. McGarvey conduded the call by thanking Ms. Scott for entertaining our industry's 
concerns prior to the Board's meeting to resolve this issue on June 27, 1990. Ms. Scott then 
urged us to call her following this meeting to learn the outcome of the Board's decision. 

.- 

FASB Meetine - June 27. 1990 

-_ 

On Wednesday, June 27, 1990, the Financial Accounting Standards Board met to discuss its 
outstanding proposal on Employers' Accounting for Post-retirement Benefits Other than 
Pensions (OPEB). 

At this meeting, the Board tentatively agreed to change its exposure draft (ED) regarding 
the transition obligation, to provide the OPI'ION to either amortize over 20 years (or the 
average remaining senice life of the employees, whichever is longer) or immediately 
recognize the cost of the transition obligarion. This is a change from its previous posture 
in the ED of REQUIRING amortization over 15 years (or average remaining senice life). 

0 5 0.0 0 3 4 



- In addition, the FASB postponed the effective date of compliance to the new accounting 
standard from 1/1/92 to 1/1/93 (actually, it must be adopted by all companies staning with 
the fiscal year beginning subsequent to 12/15/92). 

- 
Per Ms. Scott’s invitation, Mr. McGarvey telephoned the FASB staff (specifidly, Kim 
Petrone, OPEB Project Team) following the Board meeting, to darifj the proceedings of this 

- meeting. 

She confirmed that the Board did elect to preclude companies from directly charging 
retained earnings for the transition obligation, whether choosing amonization or immediate 
recognirion. However, Mr. McGarvey was informed that companies choosing the option of 
one-time recognirion must account for the transition obligation as an exrraordinary item on 
the income statement. For regulated companies, this would mean ’below-the-line’ accounting 

- 

.- 

xeatment. 
.- 

Those companies that amortize this expense must account for it as a ’net periodic cost’ on 
the income statement, which, assuming state and Federal commissions’ approval, would 
equate to ’above-the-line’ accounting - treatment (and therefore would be included in revenue 
requirements) for regulated companies. 

.- 

Prepared by: 

BELL A W I C  
Christine Latsey 
(703) 974-3477 
Tom Bausch 
(703) 974-1201 
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MlLLxMAN & ROBEKEON, INC. 
Acluancr and Comultanu 

suitc 400 
15700 Bluemound R a d  

Bmkfleld. Wixonsin 55005 
Ttlcphone: 414/7&-22M 

Fa: 414j784-6588 

Hay 29, 1992 

SSU S e r v i c e s ,  I n c .  
1000 Color P I  ace  
Apopka, FL 32703 

Attention: M s .  Roxan R .  Haggerty 

RE: Actuarial Study o f  A?ternative 
R e t i r e e  H e a l t h  Benefits 

L a d i e s  & Gentlemen: 

Wcndrll Millrrnnn. F.5.A (1976) 
Siunn A ,  Robcwn. F.S.A 

Chairman Emcntur 

We have completed an  a c t u a r i a l  valuation o f  t h e  current and p r o -  
posed retiree h e a l t h  b e n e f i t s  for SSU S e r v i c e s ,  I n c .  The r e s u l t s  
o f  our calculations are  s e t  f o r t h  i n  t h e  following r e p o r t ,  as are  
t h e  ac tuar ia l  assumptions on which our c a l c u l a t i o n s  have  been made. 
W e  have re l ied  on t h e  basic employee d a t a  a s  submit ted by your 
o f f i c e .  

A s  t h e  results ,  d i s c u s s i o n s ,  conclusions and recommendations of 
t h i s  report  are considered, i t  i s  important to remember t h a t  t h e s e  
results are based on projections o f  f u t u r e  c l a i m s  experience. 
These projections are p a r t i c u l a r l y  s e n s i t i v e  t o  changes in certain 
assumptions. Whi le  we have inc luded  numbers which demonstrate t h e  
impact of a change i n  t h e  medical cost trend assumption, t h e  scope 
o f  t h i s  s t u d y  does no t  permit analysis  o f  t h e  potential  variability 
assoc ia ted  w i t h  o t h e r  assumptions (such as retirement decrements), 
nor does i t  deal w i t h  possible external changes (such a s  Medicare 
C a t a s t r o p h i c  Coverage or Na t iona l  Heal th  Insurance). The r e s u l t s ,  
therefore  are in tended a s  a guide ,  not a s  a prediction. 
shou ld  give management a sense o f  the magnitude o f  the f i n a n c i a l  
ob1 iga t ion .  

They 



Ms. Roxan R .  Haggerty  
May 29, 3992 
Page Two 

OR the basis o f  t h e  foregoing, we hereby c e r t i f y  t h a t ,  t o  t h e  b e s t  o f  our 
knowledge and b e l i e f ,  t h i s  report  i s  complete and accurate and has been 
prepared i n  accordance w i t h  generally recognized and accepted actuarial 
principles  and p r a c t i c e s  which are consistent with t h e  applicable Guides to 
Professional Conduct, amp1 i f y i n g  Opinions and supporting Recommendations o f  
t h e  American Academy of Actuaries. 

I n  our o p i n i o n ,  t h e  individual assumptions used are  reasonably related t o  the 
experience o f  t h e  plan and t o  reasonable expectations, and represent our best 
estimate of anticipated exper ience under the P l a n .  

Sincere ly  , 

Thomas K .  C u s t i s ,  F.S.A. 
Consulting A c t u a r y  

P a u l  W. X i t h i n g t o n y  
Actuarial Assistant 

T K C/ P W /  b h 

M I U M A ! !  & ROBERTSON, INC. 
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Actuarial Valuation o f  Current g8-ge 5- of 18 
A I  t e r n a t i  ve Retiree Health B e n e f i t s  

Provided by the 
SSU Serv ices ,  Inc. 

I. INTRODUCTION AND SUMMARY OF RESULTS 

T h i s  report presents t h e  results o f  an actuarial valuation o f  the current and 
proposed h e a l t h  plans covering the retirees o f  SSU Services, Inc. 
v a l u a t i o n  w a s  based on census d a t a  as o f  J u l y  o f  1992 fo r  t h e  a c t i v e  employees 
and a s  o f  November 1991 for t h e  retired employees. 
employees not covered by t h e  pension p l a n  b u t  e l ig ib le  for t h e  h e a l t h  and 
d e a t h  b e n e f i t s .  
liabilities are a l l  expressed a s  o f  January  1, 1992 and the expense and c o s t  
f i g u r e s  r e f l ec t  amounts applicable t o  1992 .  

T h i s  

Our calculat ions include 

See Appendix 0 for our t r e a t m e n t  o f  t h e s e  employees. The 

A .  VALUATION METHOD 

I n  December of  1990, t h e  Financial Accounting Standards Board (FASB 106) 
i s s u e d  i t s  long-awaited final rules  regarding “Employers ’  Account ing for Post- 
Retirement B e n e f i t s  Other Than Pensions”.  These rules require p r i v a t e  
employers t o  accrue t he  costs o f  p o s t - r e t i r e m e n t  benefits over  t h e  periods 
when service is prov ided  by employees rather than on a pay-as-you-go b a s i s  
after t h e  employee retires. 

FASB 106 has introduced some new terminology which i s  summarized below: 

O The Expected Post-Retirement Benefit Obligation ( E P B O )  i s  d e f i n e d  a s  t h e  
a c t u a r i a l  present value of benefits expected t o  be p a i d  t o  or on b e h a l f  
o f  employees. The EPBO i s  relevant o n l y  a s  t h e  basis  f o r  determination 
o f  APBO (see below). 

The Accumulated Post-Retirement Benefit Obl iga t i on  (APBO) i s  d e f i n e d  as 
t he  p o r t i o n  o f  EPBO allocated t o  s e r v i c e  rendered prior t o  the rneasure- 
rnent date, based on t h e  accrual per iod  d e f i n e d  by t h e  account ing 
s t a n d a r d s .  The APBO is the  b a s i c  obligation for  determination o f  c o s t s  
and liabilities. 

-1- 
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' The Net P e r i o d i c  Post-Retirement Bene f i t  Cost (NPPBC) i s  def ined a s  t h e  
amount recognized in an employer's f i n a n c i a l  statements a s  the c o s t  o f  B 
post-retirement benefit p l a n  f o r  a period. 
include s e r v i c e  c o s t ,  interest c o s t ,  actual  return on p lan assets, g a i n  
o r  1 O S S ,  amortization of unrecognized prior service c o s t ,  and amorti za- 
tion o f  t h e  unrecognized transition o b l i g a t i o n  or asset .  

Components o f  t h e  NPPBC 

B .  SUMMARY O F  R E S U L T S  

Following are t h e  resul ts  based on our  assumptio,ns as t o  f u t u r e  t rend rates .  
The p r e s e n t a t i o n  i s  modeled after t h e  standard disclosure requirements s e t  
f o r t h  i n  FASB 106. The report  compares t h e  current retiree medical p l a n  
1 i a b i l  i t i e s  t o  t h e  7 i a b i l  i t i e s  for  the t h r e e  proposed p l a n s  . 
the results n e t  o f  the employee c o n t r i b u t i o n s  expected t o  be received i n  t h e  
fu tu re .  
and they are a71 assumed t o  be i n  e f f e c t  a s  o f  January 1, 1992.  S ince  t he re  
are no proposed changes t o  t h e  d e a t h  b e n e f i t ,  t h o s e  numbers are n o t  included 
i n  t h i s  r epor t .  
closed i n  a FASB 106 statement. 

We have shown 

The current and proposed p l a n  provisions are descr ibed i n  Section 11, 

However, the  d e a t h  b e n e f i t  1 i abi  1 i t i e s  w o u l d  need to be d i  s -  

- 2 -  
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1992: 

Cur ren t  Proposed 
Plan 1 Plan  

Expected Post-Retirement $11,678,973 $11 ,678 ,973  Benefrt Obljqatron 

Accumulated Pest-Ret r m n t  6,034,055 Benefit Obliqatlon ( A P B O )  6,034,055 

Present Value of Future fm- 
ployee Cont r l bu t  lons Toward 
APBO 367,450 

Employer AP3O Net  o f  Employee 
Contrlbut ioss 5,066,605 

P l a n  Assets  a t  ;air  V a l u e  

Employer APBO I n  Excess of 
P l a n  A s s e t s  

Unrecognized Net Gain Frmb 
P a s t  Experience Different 
From That Assumed and From 
Changes i n  Assumptions 

P r i o r  Service Cost Hot Yet 
Recognized i n  Net  Perlodlc 

1 I 174,106 

4 , 8 5 9 , 9 4 9  

0 0 

5,066,605 4 I a59 + 949 

0 0 

Post -Ret l rmnt  B e n e f i t  Cost 0 
0 

Unamortized T r a n s i t i o n  
Ob1 loa! ion 5,066,605 4 ,859 ,949  

Accrued P o s t - R e t i r m e n t  0 
0 Benef 1 t Cor t 

Pmpsed Proposed I Plan 2 P l a n  3 

$11,678,973 ' $6  I 676 ,579  

4,111.310 6,034,055 

667,015 1 , 7 4 8 , 2 5 4  

3 , 4 4 4 , 2 9 5  4 285 I 8Di 

0 0 

3 , 4 4 4 , 2 9 5  4 ~ ?85,8Cl 

0 0 

0 0 

4 , 2 8 5 , 8 @ 1  3 4 4 4 , 2 9 5  

0 0 

Upon adoption o f  FASB 106, t h e  employer has t h e  o p t i o n  of immediately recog- 
n i z i n g  the t o t a l  1 iabil i t y  rather than posting an Unrecognized transition 
ob1 i g a t i o n s  

-3- 
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N e t  periodic post-retirement benefit cost projected- for:'l%9?-mtl) 
following components: 

The weighted-average h e a l t h  care c o s t  trend rate used i n  determining t h e  
accumulated post-retirement benef i t  obligation was 8.8%. 
applied t o  t h e  t o t a l  annual c la im c o s t s  for  medical coverage.  F o r  t h e  Current 
P l a n  and Proposed P l a n  1, the  Employee contributions are assumed t o  i nc rease  
a t  the t rend  rate .  F o r  Proposed Plan 2, t h e  lifetime b e n e f i t  i s  assumed t o  be 
capped a t  $10,000 for  those participants over age 65. 
t h e  employer c o n t r i b u t i o n s  are assumed t o  remain f i x e d  based on t h e  employee's 
years o f  service a t  retirement i f  less t h a n  20. 
f u l l  benefit i f  t h e  re t i ree  has a t  l east  20 years o f  service a t  retirement. 

T h i s  trend rate w a s  

For Proposed P l a n  3, 

The employer pays fo r  t h e  

- 4 -  
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TI. CURRENT AND ALTERNATIVE MEDICAL COVERAGES 
Pzge O f L  

A .  Current P l a n  

Eligibi7ity: Employees who are a t  l e a s t  f i f t y - f i v e  ( 5 5 )  years of  age or 
older  who are retiring from the Company w i t h  a t  l east  f i v e  ( 5 )  
years of service w i t h  the Company. 

Medica7 Benefits: 

O 

' 

O Deductible = $0 f o r  Great West ca re  

' Out-of-Pocket Maximum = $5,000/$10,000 

' Medicare ca rve -ou t  o f  b e n e f i t s  

90% coinsurance for Great West Hospital/Physici an 
Generally 80% coinsurance for o t h e r  p r o v i d e r  

= $100/$300 for  o the r  

H e a l t h  care  review service 

Hedica? Contributions: 

' Employee Only 
' Employee Plus One Dependent 

Employee P l u s  Two Dependents 
Employee P l u s  Three or More Dependents 

Death B e n e f i t s :  

O $10,000 L i f e  Insurance B e n e f i t  

Proposed P l a n  3 

COVERAGE FOR RETIREES 

Eligibility: Same a s  current p l a n .  

Medica!  Benefits: Same as current p l a n .  

$15  
$50 
470 
s 90 

- 5 -  
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Medical Contributions: I - 
' No c o n t r i b u t i o n s  for employee coverage. 

Dependent coverage i s  optional , 
would be 50% o f  t h e  cost o f  t h e  dependent coverage. 
A s  an example, based on estimated claim c o s t s  f o r  1992, 
dependent coverage would be provided for empl oyee cont  r i b u t  i ons 
o f  roughly : 
5150 per month for pre-65 coverage, 
S 50 per m o n t h  f o r  p o s t - 6 5  coverage, 
These amounts would increase a t  t h e  assumed trend r a t e .  

The retiree contr ibut ion amount 

I 
Death Benefits: Same as current p l a n .  

* T h i s  proposed p l a n  would a f f e c t  only t h o s e  active employees n o t  
cur ren t ly  e l i g i b l e  f o r  r e t i r e e  medical b e n e f i t s .  ( i . e .  Those employees 
who c u r r e n t l y  are l e s s  t h a n  age 55 or have l e s s  t h a n  5 years o f  
service.) 

C. Proposed P l a n  2 

COVE RAGE FOR RET I REES 

E7igibility: Same a s  current p l a n . "  

Medical B e n e f i t s :  
and 65 there would be a benef i t s  maximum o f  $1,000,000 per covered 
i n d i v i d u a l .  
worth o f  benef i t s  per covered individual. 

Same a s  current plan except  t h a t  f o r  between ages 5 5  

After  age 65 t h e r e  would be a l i f e t i m e  maximum o f  510,000 

c 

Medical Contributions: Same a s  current plan. 

D e a t h  B e n e f i t s :  Same as curren t  p l a n .  

* T h i s  proposed p l a n  would a f f e c t  only t h o s e  active employees n o t  
currently el i g i  b ? e  f o r  r e t i r ee  medical b e n e f i t s .  ( i  . e  - Those employees 
who curren t ly  are l e s s  t h a n  age 55 o r  have l e s s  t h a n  5 years o f  
s e r v i c e . )  

-6- 
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D. Proposed Plan 3 

Eligibi7ity: Same a s  current p l a n .  

Hedica7 Benefits: Same a s  current p l a n . *  

Appendix D E  3 7 4  

Pzge // of /8/ 

Medical Contributions: 
payment toward t h e  purchase o f  retiree medical i nsu rance :  

Retirees will receive t h e  following employer 

Y e a r s  o f  Service B e n e f i t  Per Month 

5 s 50 

6 75 
7 100 

8 125 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

150 

1 7 5  

200 

225 

2 50 

2 7 5  

300 

325 

350 

375 
19 400 

20* F u l l  c o s t  o f  i n d i v i d u a l  
and dependent coverage. 

Death Benefits: Same as current p l a n  

- 7 -  
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* T h i s  proposed p l a n  would a f f e c t  only  those act ive  e r n $ 7 O y e e 3 ~ ~ t  
c u r r e n t l y  e l i g i b l e  f o r  retiree medical benefits currently e l i g i b l e  for 
ret iree  medical b e n e f i t s .  
than age 55 or have l e s s  t h a n  5 years of  service.) 

(i . e .  Those employees who current ly  are less  

- 8 -  
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The present v a l u e  o f  f u t u r e  r e t i r e e  medical b e n e f i t s  depends on t h e  relation- 
s h i p  between t h e  assumed annual t r e n d  i n  h e a l t h  care cost increases and the 
discount  rate. Because expenses are based on present value ca lcu la t ions ,  t h e  
expense c a l c u l a t i o n s  are a f f e c t e d  by both o f  t h e s e  assumptions. 
anticipated level o f  b e n e f i t s  p a i d  out each year a l s o  depends on the annual 
trend assumption. 

The 

Long- range t r e n d  assumpt ions  were se lected  based on the  assumed long- te rm 
relationship w i t h  t h e  discount rate. 
assumptions: 

Our estimates are based on t h e  following 

Discount Rate = 8.0% 
long Range Weighted 

Average  Trend Rate = 8.8% 

Clear ly ,  the b a s i c  relationships between t hese  a s s u m p t i o n s  are subject t o  
variation. T h e i r  absolute l e v e l s  could  a l s o  vary significantly from those 
assumed. However, since i t  i s  the  r e l a t i o n s h i p  between t h e  trend and discount 
r a t e  t h a t  a f f e c t s  t h e  magnitude o f  the o b l i g a t i o n s ,  varying t h e i r  a b s o l u t e  
values while keeping t h e  same spread would no t  produce dramatic changes in the 
general  p a t t e r n s  produced by t h e  assumptions shown i n  t h i s  report. 

F o r  purposes o f  determining the  t r e n d  increase on t h e  health p l a n  c o s t  t o  t h e  
employer, we a p p l i e d  a trend f a c t o r  starting a t  12% and grading down to 8% 
after a period o f  8 years.  

L 
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NET PERIODK COST TERMINOLOGY 

The terminology utilized i n  calculating t h e  net periodic post-employment 
b e n e f i t  cost i s  described below. 

A .  SERVICE COST 

T h i s  represents the cost o f  the  portion o f  an employee's b e n e f i t  deemed to be 
earned in t h e  current year. I n  pension p l a n s  where a benef i t  i s  earned dur ing  
each year of s e r v i c e ,  i t  i s  relatively easy to visua l ize  t h e  S e r v i c e  Cost a s  
being t h e  c o s t  f o r  each participant o f  t h e  b e n e f i t  earned i n  t h e  current year. 
In a program such a s  a post-retirement l i f e  or h e a l t h  insurance p l a n ,  this 
c o s t  cannot be easily re la ted  to t h e  benefit  formula. Instead the Service 
Cost was c a l c u l a t e d  so t h a t  t h e  t o t a l  value o f  a participant's benefit wou?d 
be accrued in equal units over h i s  total service to t h e  earlier o f  expected 
re t i rement  or f u l l  eligibility. Thus i f  an employee's t o t a l  projected s e r v i c e  
to retirement (or full eligibility, if ea r l i e r )  was 30 years, 1/30th o f  t h e  
v a l u e  of t h e  expected post-retirement benefit obligation would be t h e  Service 
C o s t .  T h i s  would be t h e  annual cost o v e r  t h e  l ong  term i f  (1) t h e  Service 
Cost a t t r i b u t a b l e  t o  t h e  p a s t  had been full funded, and (2) i n t e r e s t  were 
earned at t h e  assumed rate on t h e  accumulated post-retirement benefit obliga- 
t i o n .  

8. IHTEREST CUST 

T h i s  represents t h e  amount o f  investment income which  would be earned i f  the 
employer had previously funded t h e  t o t a l  Service Cost  for p a s t  per iods .  
i s  offset  by ac tua l  investment returns on t h e  qual i f i ed  pension plans, since 
they have been funded. 
insurance plans ,  there i s  no o f f s e t t i n g  actual investment return and so this 
represents an additional expense.  Since t h e  SSU Services, I n c .  plans were not 
funded, t h e  a s s e t s  t o  cover these liabilities remain on t h e  corpora te  balance  
s h e e t  and t h e  investment income they g e n e r a t e  i s  i nc luded  i n  earnings. 

T h i s  

On unfunded plans such as t h e  retiree l i f e  and health 

L 
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C. AMORTIZATION ACCRUALS 

To t h e  extent t h a t  a c t u a l  p a s t  c o s t s  d i f f e r  f r o m  t h e  Service C o s t s  t h a t  should 
have been accrued i n  the past, t h a t  difference as o f  the  e f f e c t i v e  date o f  the 
new rules i s  t o  be amortized over the average f u t u r e  working l i f e t i m e  o f  
employees expecting to b e n e f i t  under the SSU Services, Inc. p l a n s  or 20 years, 
i f  greater, 
t o  be accrued. 

Since these are unfunded p l a n s ,  t h e r e  i s  an obligation which is 

-I 
-1 

-1 

- J  
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7/1/91 
P e n s i o n  Data 

J 
- 

I/  1/92 
Estimate 

Actuarial Valuat ion o f  Current and 
A1 ternative Retiree H e a l t h  B e n e f i t s  

Provided by the 
SSU Services, Inc. 

Number 

Summary o f  Census Data 

340 1 460* 

Averaqe  Aqe U - 40.6 

11 RETIREES I l l  

Average Age - 66.8 

*Includes those employees who are e l i g i b l e  for h e a l t h  and l i f e  b e n e f i t s  b u t  
are not i n  the p e n s i o n  p l a n .  

MILLL>LX'\; S; ROBERTSON, IKC.  
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Age 

-1 

7 

Probabi 1 i t y  
of Retirement 

-1 

~ 

60-61 10 

62 30 

-1 

~~ ~ 

63 - 64 

65 and Over 

-1 

20 

100 

-1 

1 

-1 

Age 65 - S i n g l e  5 970 

-1 
-1 

ADDendix G 
(Page  1 o f  2 )  

SUMMARY OF ACTUARIAL ASSUMPTIONS 

11 L e s s  t h a n  55 I 0% II 
ir- 55-59 I 2 II 

1 

- -, 

Percent= Marr i e d :  85% w i t h  t h e  spouse three years younger. 

L992 Annual Claim Costs : The annual claim c o s t s  o f  benefits utilized i n  t h e  
p r o j e c t i o n s  are summarized below: 

Annual C l a i m  C o s t s  
a s  o f  January 1, 1992 

Age 65 - Family I $1,930 
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Hedi cal 
I Year Trend R a t e  
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Jncrease i n  3 e n e f i t s  Costs bv Year ("Trend"):  Annual  per cap i ta  b e n e f i t  costs 
were p r o j e c t e d  t o  grow each year due to  increases in- the  c o s t  o f  h e a l t h  care 
attributable t o  in f la t ion ,  utilization and changes i n  t h e  types o f  services 
provided. T h i s  i s  referred to a s  "trend" i n  t h e  report. The t r e n d  ra te  
assumed was a graded- schedule a s  shown below: 

1992 12.0% 

1993 

1996 10.0 

"- 

Retiree Co n t r ibu t  jQ nS: 
t o  i n c r e a s e  a t  t h e  medical t r e n d  r a t e .  

Current retiree c o n t r i b u t i o n  rates were a'l so assumed 

MILL1 hlkh' R. ROBERTSON, JNC. 
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The Fbsier'Higgins Health Care Benefis Survey was established in 1986 as 
a wayto collect and share information on employer-sponsored health benefit 
programs and cost management initiatives. The results of the 1997 survey 
are being released in a series of four reports which may be purchased from 

Report 1 : Indemnity Plans: Cost, Design and Funding 

Report 3: Flexible Benefit Prowarns 

Report 4: Retiree Health Care 

Tne survey questionnaire was distributed in the summer of 1991 with the 
help of employe: coalitions around the country. This report reflects the input 

, of 2,409 employers, whose plans cover a total of 13.8 million employees. 
REspondents include private and public organizations of all sizes and 
industry types, from all 50 states. Nearly half of the Fortune 500 companies 
participated, as well as 48 siate governments. 

, 

Report 2: Managed Care Plans , . - .  - 

' '' 
' 

HOW TO GET MORE IHFORMATION 

Tnis report reflects only a portion of survey data. Tne total body of 
infomation, dating back to 1986, is stored in our survey databass. If you. 
would like more information than is presented here, please contact us to 
,discuss whether our dataSase can supply what you need. Foster Higgins 

phone or by mail, if you need data on a topic that was not addressed in our 
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Ta ki n g the 
lead in 
health care 
reform 

‘Simply by using their 

purchasing power to reward 

ezicient providers, emptoyers 

can help io restructure the 
health care system.” 

ealth care has risen to the top of t h e  American polid- H c;iI agcndrt. IVhilc our health m e  system is capable 
of dcbvering rhe best care in the world, problems of cost 
;ind access h3r.e raised !bidespread concern. These proh 
lems 21-e closcl!~ related. \\‘e spend almost 12 percent of 
our  gross national producr on Iiealrh care (more than any 
other nation), yet sonic 33 M i o n  people-most of diem 
cmplo!~ed-l;lck I i d d i  insui;incc. The high EOSI o f  hcalrh 
car< prevents man!. small rmplo!,ers from offering insur- 
ance ,  and  purchasing an individual polic>* is no t  a n  
oprion for Inany people because of rhe cost. 

Legislative propos;ils have nnged from hearing up com- 
petition among piilare insurers by requiring tach cirizen 
to buy basic C I ~ T I X ~ C .  IO scnpp iny  pri1;tte insurance and 
creating it single ao\.ernnierir-sponsored plan. Ernplo!,ers 
attempting to set long--rerni 5u71~egic.5 for their orrm plans 
are undcl-smndabl! ,corice:ned about where h i s  debate 
r r i l l  lead. l\‘hilc i t ’s  impossible to predict \\.hat reforms. if 
any. ;icrunlly \\ i l l  be enacted. as the 1992 presidential rlcc- 
tion dra\r,s closer and  the  candidArt> reveal their plnt- 
forms. it seems safe to r’enrure a p e s s  abour what will not 
happen. 

The dcbntc SO far 1 1 ~  focused mainl!? on t h e  quesrion of 
accessibiliy: eswnding coyernge IO the poor and home- 
less not covered by 3ledicaid and IO the worhng unin- 
sured. It’hile there 113s been much talk about introducing 
a nadonal heal& program along the ljnes of t he  Canadian 
system, it seems unlikely that such a major overhaul w i U  
happen h the near-tern. T h e  current crop of proposals 
is aimed at getdng more people insured within the cur- 
rent pubEc/prirate health care system, not ar substantial- 
ly-transforming the system itself. Cong-ress and state 

le$slators ndl address h e  scope of  Sledinre and hledi- 
caid enrjdemenr p r o p m s ,  leavhg employen to struggle 
wid7 making affordable insurance available to working 
Americans. Far from displacing employer-sponsored 
health plans, nearly all of the larest proposals build on 
h e m ,  either by- mandating employer coverage or bj’ pr* 
viding employers r l i th tax incentives to offer coverage. 
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ers who don’t currently offer benefits may either provide 
a mandated level of benefits or pay into a government- 
sponsored plan. 

Cost and quality: 
employers’ responsibility 

I t ’ s  unlikely that nny reform Jc$slation rri l l  adequarel!. 
address COSI or qualiry issues. Plan sponsors \ r i l l  continue 
to shoulder the responsibility for making quality health 
care affordable to employees. The most important srep 
employers can rahc toward rhis goal is to seek O U K  2nd 
select the best aixilable means LO finance and deriver 
care. Simply by using their purchasing power to r e w r d  
ef6cieni providers, cmpioyers can help to restructure the 
healrh cal-e swrrn. 

For same, the  trndirional indemnity approach remains 
the mosr jiable option-at least for the shon-tern. Keep- 
ing  such cot’ernge sfi’ordable will l ikely mean shifting 
more and more cost IO eIiiployces &rough conuibuuons. 
deducribles and coinsumnce, and narrortlng the scope of 
benefits offered. Xr some point, the d u e  of the indemni- 

plan from the employees’ perspeccive must decline as 
medical costs continue to climb. Employers should con- 
tinualIT evaluate the pros and cons of maintaining an 
indemninplan in the contest of die chansng health wre 
marker. . 

Orher employers will cast their lot with managed care 
vendors, selecting horn competing HMOs and PPOs on 
the-basis of price and qualiry. For employees, managed 
care usually enta ih  a trade-off: resrricred access to 
pro~iders but a broader range of benefits. Periodic audits 
oT vendor performance. as  ell as employee satisfaction 
rr i th  vendor procedures and scn-ices, wiIl assure employ 
ers h a t  they’re getting t he  best xalue for their money. 

Still other employers will create their own alternative 
delivery ?stems by contlracting direcrly wih hospids and 
physicians in preferred prmider or exclusive provider 
arrangemenu. Again, by using their purchasing power, 
American employers can noconiy win discounts but lay 
the groundwork for more efficient, higher quality care. 

. 

Some emplq’ers are even de\reioping in-house medical 
facilities to provide primary cxt: 10 employees and h e i r  
families and to s e n e  as gatekeeper to die larger medical 
system. 

Organizations with multiple locations may use all these 
approaches, since managed care p r o p r n s  w e  nor mi- 
formly arrlilable around the count?. 

? 
Measuring value 

As employers become more involved in the healdl care 
system-using hei r  purchasing power, negotiating with 
pro\iiders--they w i l l  also haye to address issues of qinliy. 
The Le!. niensurrment of healdl de1iwr)- s y r m  effectiw- 
ness is ixlue-the qiinli? of the pl-ogmm in  relation to the 
cos[ of the  progmm. U~ifoi-run;irel!; h e r e  are ferv univer- 
sally agi-eed-upon rnex.ures of health care quality. .4s 

Arnericm employers ha\*e been forced to focus un qunliry 
irnproi’ernenr by tougher comperirion at h o m e  n ~ i d  
abroad. so ir-iIl  die?, need to define and enforce q w l i r y  
measures for the prwiders rlith whom they do busincss. 
Of course, probiders themselves must be willing IO e s w b  
lish and accept norms for rrearments and outcomes- 

someth ing  they‘ve showed little inclination io do. 
Growing competition in the health care industF na!. be 
pushing providers toward quali y measurement ai  last. 
and  employers should do a11 they can  to speed the 
process. 

T h e  debate over hearth care reform t r i l l  likely continue 
long after the elecuon. But it seems clear that employer- 
sponsored health care will r ema in  the predominan: 
means ofpro\iding healdi care ro working Americans fo r  
the foreseeable furure, a n d  e m p l o y e r s  wiI1 r ema in  
responsible for keeping i r  affordable. It’s a big responsib 
I i q .  {$‘hat’s at stake is the conrinucd exisrence of the 
g-reatest prilate social welfare system in the world-the US 
employer-sponsored health care benefits system. 

JOHN C. ER.3 
PRlNC1 FAL 
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K E Y  F I N D I N G S  

II The average cost of traditionat medical indemnity plan coverage 
rose 13.0 percent in 199'1, from 53,161 per employee in 1990 t o  
$3,573. This follows a 21.6 percent increase in 9990. 

percent of corporate net earnings rose sharply, from 26 percent in 
'1989 to 45 percent in 1990. 

I Employee contributions kept pace with costs. Over halt 155 percent) 
of employers require a contribution for employee-only coverage; the 
contribution amount averages 535 per month (up 13 percent from 
1990). Over three-fourths of employers require a contribution for family 
coverage; on average, S l O l  per month {up I 7  percent). 

Deductible amounts continue to rise. Half of all major medical 
individual deductible5 are set at 5200 or above. !n 1986 only 25 
percent were at this level. 

Against the backdrop of the  recession, health benefit cost as a 

The number of employers self-insuring their medical pIans rose from 
59 t o  65  percent in 1991. While self-insurance is more common among 
large employers (82 percent of employers with 5,000 or more 
empioyees), today nearly h a l f  of employers with fewer than 1,000 
employees also self-insure. 

Employers are showing renewed interest in wellnesslfitness 
programs. Over a third provide either an on-site fitness facility or a 
financial subsidy for health club membership (up from 17 percent in 
1989), and 43 percent offer some diagnostic screening rests (up from 
19 percent in 1990). In addition, 65 percent of respondents have 
instituted a smoke-free workplace policy. 

I The total cost of providing employee health benefits in 1991 
averaged 53,605 per employee, up f 2.1 percent from 1990's S3,2! 7. 
This figure combines employer and employee contributions for 
traditional medical plans; PPOs; HMOs; and dental, vision, hearing, and 
prescription drug plans. Included are a l l  claims costs or premiums 
and claims administration expenses for active and retired employees 
and their dependents. 

. 
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1990 EARHIHGS 

MEDICAL PLAN COST 

T h e  average cost of providing vadi tional medical indemni n. 
plan coverage rose 13.0 percent in 1991, from S3.161 per 
employee in 1990 to S3.573 per employee in 1991. T h i s  i s  the 

s l o ~ \ ~ c s ~  annual r a i e  of grordi in the avenge C O S I  of medical 
plans since 19S'T and 3 considerable drop from Iasr !,ear's 
record-breaking increase of  21.6 percent. Howe\.rr. i r  is still 
f o u r  t imes as high a5 the  increase in the C o n s u ~ n e r  Pr ice  
lnrles during the same period. 

In the lnst three years, trndirional medical inclemnin.pl:tn cost 

has c h n  hcd more rhan 63 percen [ (fi-on1 an 3vemgc: of 52.1 60 
in 19SS). In combinntion u i t h  thc economic dowittiin. TOW- 

ing health benefit expense is playing hntoc with corporate 
profirs. In 19139, the tom1 cost of co rpome 1~31 th  benefit pro- 
g n m s  equaled. on avenge. 26 percent of net earnings (after- 

t m  profit). This year's suney respondents report that total 
health costs j umped to 45 percenr of net ea in ing  in 1 9 0 .  For 
a number o f  survey respondents, h-ealth costs escerded net 

-earnings. plan cost up 13.04b 

While employers were a i d e d  by a dip in niedjcal price 
inflation (the annual increase in the medical componenr of 

medical indemnity 

A C U G E  2 i : ; u ~  E 3  L!A?-.:~C_: xE;i& F-A. 
L;=si ;w-lQcl 

- .- 

Z 
s-c-- z,::: the CPI fell from 9.6 percent in 1990 to 7.9 percenr in 1991 1, F-. .e1 . . 

B.m - . ' a L  sun'ey findings suggest that the slowdown in &e cost wend in 
1991 is also attributable io aggressive cost management 
efforts. Employee cost-sharing requirements-in h e  form of 
premium contributions, ded-uctiblcs, and copa)ments for 
medical serrices-were raised significantIy. Comprehensive 

' "- 

e 

major medical plans conrinued to displace firstdollar hospi- 1p43  ?¶t? 'rn 1 9 1 1  

tllization plans. A n d  more empIoyrs moved to self-funding 
IO reduce rerenrion expenses and aroid mandated benefit 
requiremrnrs. 

\+%de these inirjatives offered employers some much-needed 
relief from escalating premium costs during a recessions? 
1991, unfortunately none are likely t o  influence t h e  underly- 
ing 20 percenr trend experienced since 1988. In appokoning 
a greater share of the cost of medical treatment to their 
employees arid changing funding methodolog, employers 
found a one-time cost reduction, not a long-term soludon. 
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Indemnity plan cost per employee 
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T 
Costs vary by funding 
method, region, industry 

Self-funded emplovers esperienced a slightl!, lower trend 
(12.3 percent) than insured employers (13.6 percent) in 1991. 
Per employee cost among  self-insllred plans now averages 
$3.469, compared 10 $3,736 among insured plans. 

- rhc regions hardest h i t  in 1991 were the South Atlantic and 
S e w  England slates, where 3x'eray per ernplu1;ee m e d i c ; ~ l  
p1311 cost  r{'isc l!).f, pcrcent nnrl lS.4 percent .  rcSpecti\,ely. 
However. in h e  Pacific re$on, 3~'eiaj'c medical plan cost rosc 
only G.1 percent per emproye: in the North C e n m l  reyon. 
CUI r o s r  onl!, 9 . i  percent. 

T h e  industry s o u p  wirh the  highest rate of increase was 

Hcalrh Senices, ti.Ilich experienced an  3vcnge 11.1 prrcenr 
xisl :  in COSI per. zmployee. Kesponrieiits in Commuiiic3lions 
a n d  Fin:incjaI Services also reporred Ii igl ier-th~n-a~cr;igr 
intrcases duiing rhis period ( l i .6  percenr 2nd 17.9 percent. 
respectively). 

Xveixge Medical plan cost per employer i s  highest in  rhc Xcxt, 

E n$nn d (SS. 958 ). I j  d-.A rlnn ri c (5 3.941) and Sou r h  .4 [Inn t i  c 
(S3.495) regions, and  lowes t  in the South C m m I  I,SJ.'IJGj 
and Mounmin (S3,21S) regions. 

Utilities employers esperienced rhr highest avenge cost per 
eni p 1 oyee ( $ 4  4 6 4 ) ,  followed b!, Mining/ Con scru c t  i on 
( s 4.2 6 S ) Communi cations ( S 4 .O i 3} and &I an u f3  C I U  ri II g 
(S3.SO9). Employers with leasr half of their employees in 
unions reported an average per employee COSK of $4.253 in 
1991, compared to 53,770 for employers with less than half 
t h e u  employees in unions. Avemge per employee cost cirops 
KO E3,32S among employers with no employees in unions. 

i 
I 1 c 1 

Employee contributions keep F pace with inflation 

Y 
Contributions 

Employee contributions kept pace with medical plan cost 

hf l auon  in 1991. For those respondents requiring employee 
contributions for employeeenly- covenge-33 percent of all 
1991 respondents-the average conmbueon rose 13 percent, 
from $31 per month to $35 per month. Over duee-founhs I76 
percenr) of respondents require canmbutions for family cov- 
erage. Here, h e  average conmibution rose I T  perceni from 
$56 to s 101 per  month .  T h e  employee contribution for 

.. .. 

P U C  TYPE 
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Employees' share of the 
premium 
fh4ROVEE c D u 7 R m  6 C PERCWl M 
f O T N  p$EI.IW' 

- 

t M 4 0 Y E E  EMPLOYER 

00% 

72% 

M E NTAL H EA LTH/S U 6STAN c E 

ABUSE BENEFITS 

The cost of mental healh/substance abuse benefirs as s pe~; 
cent of tutal medical plan costs rose fi-om S.1 IO S.3 pcrcenr in 
1991. hlenwl health spending \\as t i g h t  in die blid-Atlanric 
and New England regions (9.9 and 9.6 percenr of total med- 
ical cost, respecrively). Costs \<-ere also higher ~i1nnng larger 
employers. For respondents with 1.000 or mor?  emplo! ees. 
m e n d  health COSI avenged 8.9 percent of medical cost, com- 

prired IO 7.6 percent among smaller employers. 

The increase in mental health costs in 1991 i s  rspecjally troii- 

bling$wn that so manvemployers have attempted to resmin 
cost gi-owh in the past seven1 years by putting special limits 
on  rnentaI/subsrance benefits. Eigh tyseven  p e r c e n t  of 
crnplo!ers AOW limit inpatient benefits in one or  more of rlir 
foUoiring \%zys: maslrnurn dolhr arnou~ii  per ? e x  or liferime. 
masirnuni number ofda!s per ?car or lifetime, and/or higher 
coinsurance. Almost all employers (91 percenr) ljmir outpa- 
ticnr mental,/substance benefirs: maximum dollar amoun: 
per year or lifetime. higher coinsurance. rnasimum number 
of xisits per year. and/or maximum dollar amount per \isit. 

These cost-shifting measures did help to slow EOSI g-rowh-for 
the short-term. In 1988, m e n d  health benefits accounted for 
9.6 percent of total m e d i d  cos=. This figure dropped to 9.4 
percent in 1989 and to 8.2 percent in 1990 as employers tight- 
ened coverage limirations. In 3991, however,  the t r e n d  
reversed. 

The number of employers screening emplo!,ees for subsmce  
abuse conunues to rise. More than a third (37 percent) now 
include screening in a pre-employnent physical (up from 32 
percent in 1990); 16 percent screen employees in selectedjob 
categories (up from 11 percent): and  six percent screen all 
empIoyees (unchanged From 1990). 
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More employers carve out b prescription drug benefits 
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T h e  move from basic trospitalization/major medical plans to 

comprehensive majar  medical plans conLinued in 1991. Sev- 

enry-hree percent of surne), respondents now omer a compre. 
hensiue major medical plan, up from 69 percent in 1990. In 
1986, only 39 pci-crnt of respondents offered comprehensir-e 
plans. 

Surrey participants using Blue CrosdBluc Shield o rpn iza -  
rjons IO x l r i i i n i s i e ~ -  rhcir mctiicnI indcmnit!, plan:, oR;i- C C I I I I -  

prcliensiw plans less frequenrly (36 percent) than those iising 
commercial h s u m n c e  carriers (YO percent) or T P . k  ( i 6  per- 
crnr) ,  or ~ h s c  ~ 1 1 0  self-sdminjsirr ( 7 i  percent). 

A5 in past years, employers with ar least half of  their employ- 
ees in unions are si_vificantl!. less likely to oKer comprehen- 
sii.e plans ( 5 5  pi -ceni )  than ernplo!,er-s i i i t h  fewer r h n n  Iu l f  of  
their employees in unions (i i  percent) or emplo!~ei.s u i I h  no 
unionizcd employees I X  percenr). 

v 
Scope o f  coverage 

There w a s  little change in the [)pes of coverage offered in 
1991. Eighry-six percent of this year's participants-oEer denral 
coverage, in most ca5es (65 percent) as 3 freestanding oprion. 

More employers are caning prescription drug cowrnge O U I  

of their medica1 plans and implemenring card or m n i L u ~ l e r  
pIans. In 1991,36 percent of &e respondens ofiered ;i card or 
d + r d e r  benefiL up from 27 percent in 1990. 

FoT-three percent of at1 mdidonal indemnity plans prolide 
welI-baby care and immunizacions. Althouzh t h i s  coverage 
w a s  recenrly mandated by a number of stares, there is no dif- 
ference in the incidence o l  coverage between inmrrd plans. 
Xshich art subj C C ~  to 51iite mandarrs. and self-insured plans. 
which are exempt. 

h'ellness and fitness pro,mms grei\' in popul r t r i~  in 1991. .A 
third of all survey respondenrs provide eiher  an on-site fimess 
f a d $  ora  f i n a n d  subsidyfor health club rncrnbcrship costs, 

up subsranuaIIy from 1989 when only 17 percent ofiered these 

benefits. In addidorl, 43 percent of respondents now oEer at 
least some diagnostic screening ~ C S W  IO employees, more rhan 
double die number providing t h i s  cowragc last year ( 1  9 per- 

Scope o f  benefits offered 
:..^ nrTE:~----,. ^ r r  
.-..u. - C - ' C -  .Ycr.:-rU: 

ALL EMPLOYERS 

TRADITlONhL INDEMNITY P U N S  ONLY 
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Deductibles In 1991. t h e  median ~i*:~di!ionaI nicdical plan 
rleductiblc rosc from $150 IO 5100. 1101-e than  half of re- 

sponding enipIoym required ded\icribles o!'SclOn 01- n i ~ r c  i ~ ]  
1991, compared to only 23 percent ofrespondents IO O W  19SG 
sui?ey. The niedian fanlily deductible 1i;n nov rvached S400. 

In 54 percenr of plans. the LmiiI!, dcttuctiblc is S4OO o r  niuI-e, 
and in 32 percent. $500 or more. 

Most employers (93 percent) report that t h e  medical plan 
deductible is the same for 311 employes. Employers show Ii t-  

tle indinadon LO move rounrd s;dary-based deductihles at this 
time. Only a small prrcenwge-unclnnged since 19S9-bnsr 
deducubles on salary, saIaiy strata, or employee classification. 

Majority of employers set deductible at $200 or more 

7880 
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CREATING A CONTEXT FOR CHANGE 

or years. employers have borne the brunt of health care F COStS that rise a1 several times the raie of 1nfla;ion. One 
cause: cos:-shifting. primarily from governmenr. Now. Our 

health care survey shows, employers are slepping up their 
c3st-shrhinc to erruloyees. The average family conrriburion 
went up 17% tast year. 2nd the median individual deductiSle 
JLJmped !rom Si59 IO S200 A: some companies the 
increases 7 x e  k e n  r n ~ c n  more t_overe. One iarGe finaic.zI 
SErvtces companj hocs:sd emdoyee contr:builons 9; more 
than 50% in each of the ~ a s t  IWO years. An engineering and 
TJanufaau:inG comcany boos:ed employee cor.!rib;l:ions 
i @-~olu-~rcr, 55 biweekly 10 %@---ior !amlly cwer6ge in 
1991. For employess 6: rne low end of i he  pay spectrum, 
these increases can be ovenvlielming. 

hili also 2s i: c m n s  tc Setter cos: managemeni. Employees 
E'.? Tor5 I!kE!y :o :akz 2.c ac!?:e rC!e :n cc9;:clI:ng hFXh 
ca:e cos:$ if :fi?y have sometning Et slake. Marshalling ths  
active  SUP?^^ oi :ne he;r!;n care consumer is a fundarnenx 
s!raragy in ma.;sgir.g ccs!s-v&t her yoc':s chang:n; 
:rdernni?y 3 1 ~ ~  aesign or rntrclducirrg ma%@ cae. 

3 W c y e : s  SX;? CZSic io I ~ ; C : O ~ C C S  i C  C ~ V E  mcney:, c?flanly> 

Changing behavior 
t o  control cost 

ti's unre2iistic ?o ex2eci that employees will E n i P X S i a s t i C E l l ~  
:-:3iac~ czst s5ikins. More chm. a COnrnunica;!On objac- 

m i  enough. from the viewpoint of the emDloyer-who still 
fco:s most cf :?E SiII-ihe best ouicome IS ectwe support 
and Dehavior Ghange that helps manage costs. Organaa- 
tions neec: to mobilize employees-and family members--to 
be wiser health care consumers. Lacking that underlying 
behavior change, cost-shifiing i o  employees is a ternporarj 
fix with significant risks to employee re!ations. Here are 
cyide!ines tar winniTg employee sqjpo;: and commitment: 

' I!": I I _  IS iG m:ni,Tiia negaiive rextior.. Eut siieni E C C E D I ~ ~ ~ C E  IS 

Explain the problem Surpristncly. more then Pd2!f of 
CmDlojees *:<e surey  Stii l  Gross!! unda:est:m2:2 1% tzst 
and reta of ir?CrEzsE of thei: health coverage. Witnout a Clear 
cnderstanding of the seriousness of the problem, its irnpac: 
on the company, or its etiect on them, employees ere?'; like- 
iy ;c acce3i the sDiu!;on or pia! an xiice ro!B in i! 

M Demonstrate management's concern TGO o h m  !he 
or;ly message is in? faciual one: "Tne cost oj our haalin plan 

increese It fails to 2cknow:edge ine finanaal tmpact on 
enpioyees anc-rnorE imporia%-tne emotionzl nature of 
the issue. When an employee's child is sck ,  ccst be 
3zmned--:he only focus is on Getting the k s ?  care qurckly. 

I Create a "community of interest" It's to the mutual 
2Svii:age cf tr.e csmpmy and en?i;!oyees to manege 

,c .I c-: =,.nc uz, ZZG' y 3 ~ ~ ' : ~  prig i3 7 ~ ~ 6  IO Shae in Inat 

health care costs. Tne common enemy is skyrocketing costs 
that 00 nothing 10 improve quality of care. a a t S  more. 
whether or no; employers snih costs directly by tncreasing 
employee contributions, there is ultimately a Cost to employ- 
ees. Money t5e company spends on health nenefits can'? be 
spent on pay increases. for instance. 

Share with employees t h e  steps  management has 
taken to address  t h e  problem h e n w s ? ,  ?mDiC$Es ar6 
lrksiy ;c pwerve  ti% nanagcmnl is merely p~ssina the 
probiem on to thern. or 6 incacable cf dealing with the 
i ts i les.  Th5y mey nst real:ic i k t  !he ccmpany !S constantly 
IOCki is E: 2 rance oi 21iern2!i'.:ES :P rnanaos C Z S : ~  2nd 
rnzintarn valuab!e benefils. 

W Enlist t h e  suppon of employees in finding sohtions 

TP:E sSLticn dacsn'i necessmy 
agemen;. Some emoloyers h a e  cumeyed emnloyfes a: 
~onSuc:ec iocus grouns lo SE: ?,err input. A tew orcanrzz- 

as to form an empioyee i orce :o examine alternati\,.es. 
While tne Outcorn6 may Se Simiizr io whst rnsna2eneni 
ivould ?air€ c o r e  m :*:it. :?,.E ~:GCZS,S h?!,ns e,r,cisyct_+, 
cnGe:S;i?C' n e  iss;es a d  ''cwr,-' ;ne SOIU~IG~.  A r c  E E  
employee ;Esk fc:t: ma!' corne u 2  rviik I 4 - ErL ~ * ; n ~  .* ". 5 I -*-- I 1,s ICu=-  -- 
men1 might hzve dismtssed E S  too exrrerne. 

Empower employees Patiem trzdi;iona!ly havg ;EKE? 5 
passive roe in ine hearrh czrE sysern. Now it's to their 
auvm:ag+and IO tneir empOyers'--;o become activlsis. 
That's dramatic 3ehauor Chancs in E society where oocto:s 
hzve controlled tns sys;en. Emzlcyecs neeS to uncersimd 
the dynamics of the  health care sysiem and where they fit in. 
I Offer regular updates If employees truly aw to be part- 
ners in this battle agajnst health care costs. they should know 
what's woklng and wha: isn't, mntl Se given progress reports. 
Are their etions havina an imDaCi on health care costs? How 
many ~mployees are  enroll^ in .m HMO? 1s :he pusP, tc 
mske better use of home hea!:h sE7:ces succe&ing7 

:~nally. sus;ain IhE G i o C .  l i  there's one ihing al! 0: us hzve 
learned over the past IO years. it's :ha? there 1s no quick fix. 
Ha16 down Gnit w s t s  anb utilizz:m increases. Move 
employses to outpatien? 1reatTer: cepters, anb :he ccs: of 
Itbat treatment sudG6nly jumps. A one-tlme blitz of education 
and cornrnunicatim isfi'l likely to have much impact. pe5ic- 
uiarly zs the health care environmerr: changss. It may bs 
mo~;ns+ven years-cettwe~? :he iime an Emptoyee 1s 
Given information about csing heelth care services ana t+,e 
time the employee actually needs them. Amencans have 
dee& incrajned azitudes and hzbits about hedth care. 2nd 
their bsfiavior won't change Over night. On-Going communi- 
ca;ico IS essei;iaj if we're t3 ham any real impact. 

io corn? ircm rrir.- 

tions, Ilk5 CanSuT t!ccpL C;fineciicui. P,GVE son; j s  far 
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he runaway cast of providing cove:age :or mental health T and siibstance abuse treatment in !he mid-1 980s 
prompted employers to furious cost+conta;nment activity. 
Many redesigned their plens to impose specla! limr!s or, the 
number o! allowable inpatient days and lo Ski caps on Ine 
dollar amount payable pe: yea: or per lifelime. The resuff 
~ b v 2 s  w irnmeGiat? recuc:icn tr. e-picyer Lgclity is: menial 

k s  as a percmt c; ;o:zi m f t x a l  plan CES drzpped from 
O.E percent in is88 tc E.2 perceni in i9PQ-an impresswe 
&ti:.??. 

1.7 IOg; , hwever .  :hi. ccsi ci rrm:al Wa.:n a.zz sms;anc? 
abuse treatment 2s a percent of total medica! plan cosls 
Segm creeping upward. Is tbis new trend zn anomaly 3' 2n 
:nc'ica:icn 0' r h q s  tc come7 

- 
k?lih/su3S:mCe .?XIS;: e h p ~ ? , ~ ?  I 72 CCSi !o: :TIZZZ b m e -  

The key'fo plan management: 
utilization analysis 
If you've added or tightened mental healtMSJbStanCe a k s e  
benofi: limitations in ths past few years, now is a ~ o o d  t ine 
!s exsmtne how e-nployees are ilsrng t k s s  Sensfits-and 
how ? r o w e r s  8re de!lvmng c 2 r ~ .  In utilizatlon mo les  we've 
g ~ r i ~ r ~ &  fc: our Cliefi iS, we've SEER tt;e foliowing pa;terns 
emer2e: 

I k e r a g e  length-cf-stay lor ingatient Care is !aliing, but 
acmisston r x e s  are rising. In m e r  words, 2 few large claims 
havE: becom many smaller ciains. 

Tr~atmeni pltns more often involve the entre k m ~ ~ l y ,  
ra:ner than p s i  Ihe Indiviaua; pEtleG:. resu!iing tn :)isher 
3,:E:$ L * : l - - - 4 - ?  ,- LLc,8vrl 

New options in managed care 
::JP~ ~ r n ~ l o y y ~  :cm~.;:ed 1: 3 :r;~::::?~! i:&y-::,: 2lzr, '2- 
cDverin3 mediczl sewices W C U ! ~  CC weil ic look E i  if,fir 
mental hezlth/suGsrance 2 3 ~ s ~  bExfi?s as 2 SEDErEi i  plen 
~ . n d  cxpi3re alropr.aiive cos; 7;ena;exnt ~p3rcack:ec 

In lns pas few years. the n m t n  c 3 2  inccsty nzs m n -  
ouced E numzer c i  effECii\#F n a n q o d  c a e  vekiclss soeziii- 
eel!? for mental nsElth/Sd3S;EnCe as? trezimen; 
Specialized urilization review programs iocus on the men- 
agernent of individual mses. rather than on uniform limita- 
tions, and guiae patients to the most surtable type of care. 
Preferred provider or exclusive provider arrangemenis direc? 
employees IG ccsi-effective providers. rather thar, reducins 
covs:ag~ ?or a;l, 

In :ne long rm tne xanaged LGre ac-orc~ch to cor.;ainir;g 
rr-ental hezlfh and s~:bs:ar;cf abuse COSTS ml: ser;le 33th !P8e  
employer and tne empiovee bei!er man the simpler strategy 
cf limiting coverags. And !he 3zv'c$ can Le rnEasured in 
both dollars and employee prooucrtvq 

- 
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Effect of cost sharing on plan cost 

L b E W E  rm1 
CUROVEE 

M E X X  mt. COST 

Basic hospitaliIationlmajor medical ptans 

Comprehensive plans 

N o  hosprta1 coinsurance required 

20% coinsurance reauired 

Family out-of-pocket maximum under S3,OOO 

Out-of-pocket maaimum 53.000 or more 

53,650 

3,540 

3,938 

3,42a 

3,558 

3.41 1 

The number of eniployers requiring sepamte deducribles for 
hospiralizarioii remained stable ; i t  13 perccilr i n  1991. Hoir-ri,- 
er-. this figure has declined slightly since 19S6, when 16 per- 
c e n t  of survey rc5pondenrs  required a separate hospital 
dcducrible. This likely rcflecu tlie move ai%a!' from basic hos- 
pi~:ilitation/rnajoi~ medical plans and tmxnrd comprehrnsi1,e 
plans. 

Coinsurance Traditional medical plans require employer 
coinsurance (or copa!menrs) for most categories of medical 
service.  Yearly three-fourths ( 7 3  percent)  of employers 
require employer coimumnce for inpadent hospital expenses. 
In most cases (S i j  percent), the coirisumnce letme1 is 5et 21 20 
percent of eligible espenses. 

Seventy-nine percent of survey panicipants require employee 
coinsurance for inpacient surgical care. In most cases, a,+, 
the coinsurance amount required is 20 percent of eligible 
charges. 

111 h e  mid-l980s, man? e m p l o y s  instituted full coiemge for 
outpatient surgical espense, hoping  to C U I  do\m on costly 
hospital smys by encouaging employees LO seek treatment in 
less expensive outpadent sertings. Now, many procedures are 

routinely performed in ourpatient settinss. Lnforrunately, 
outpatient cosw have risen rviirhout attendant m v k p  in total 

inpatient C Q S I S .  ma toda!. f e w r  e m p l o y s  3re k - i l l i n g  KO rtaiie 
the coinsurance requirement for ourpatient surge;?. Tne per- 
centage of survey parricipants requiring n o  coinsurance for 
these senices has dropped substanuaUy in the past few years. 
from 50 percent in 1988 to 35 percent in 1991. 
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7 
Utilization review 

X e x l ~  all employers (92 percent) use sunie foim of uti l jzxion 
revieu. in conjnnction w i t h  their medical p l m s .  The most 
comnion UT: ptoyam. pi-ecertificntion. is found in 81 percent 
of plans. fo1lon:ed by case maniigemenr (67 percent). concw- 
rent re:ieu. tli5 percent!, m;indatol? second sui-~icc:il opinion 
(49 percenr), v o l u n w ~  second surgical opinion (33 percent). 
and autparient WR (19 percent). These figures are essentiaII!- 
unchanged From 1990, ending t h e  steady g ~ o i d 1  in UR prw 
grams recorded since 19%. 

In addiuon. this ycar fen-er employers bclie\,e they are seeing 
a saxings from their LR pro,pnis. On]!, 11 percenr sa!' their 
UR programs helped decrease medical plan costs (compared 
to 21 percent last year). Nine percent say UR had no effect on 
costs, and most (70 percenr) say they don't kno\r: 

Hospital admission m e s  a n d  len,oth ofstar for specific illnesses 
have f d c n  since L R  progrmls \ + w e  fusi insriruitid in h e  ea]!, 
eighties. Perhaps lmxiust. u d i u d o n  i-extew ha5 hcen cffccuw 
in c h a n p n g  proi'idcr behavior on the w h o l c ,  ind iv idua l  
employers no longer see dmmatic ~i-ings from imp1rmenung 
UR. Respondents estimate that UR p r o p m s  reduced thcir 
C O S ~ S  by four percent. T h i s  is also do\+-n from lnsg, when 
respondents reponed x i l i n g  o f  five pvrctint. 

I990 . . 1 9 P 1  

.. :-.,--- , , , . 



Employee out-of-pocket 
maximums rise 

FAMILY MAXIMUM OF 52.DaO OR MORf 

Eighy-two percent of employers rtquirc a 20 percrnr cop;i!,- 
I I I C . ~ ~  for physician officr: lisiu; 12 percent YCI lon-cr coinsuI- 
ance levels or require none. Fixed-dollar copaynients for 
ph+cian senices are wen  in only loour percent of  t h e  tndi- 
tiond indemnity plans surveyed. 

Out-of-pocket maximums Most employers (93 pri-ccnr) cap 
employee out-of-pockel liabiliv in the medical plan. In most 
of these plans (!E pel-cenr), the cap is 3 Il3.t dollar miounr per 
individual fanlily member. Eight percenr ofphns  base tlir cap 
on s ~ M > ~  or-rmployee classificarion. 

T h e  median out-of-pocket maximum for a n  inrlividua I is 
S1.050, up from S1,OOO in Isno. Seuent!-one percvnr 0:' indi- 
xidual out-of-pocket mnsimums are set at 51,000 or nioi-e: 32 
percent are set at S 1,500 or more. 

The median family out-of-packer maximum is 52.100. u p  h-urn 
52.000 in 1990. Over three-fourths ( i n  percent) uf I-espon- 
dents set the  fm i i I y  m n d r n u m  at 51,300 or I I I U I . ~ :  43 pel-ccnr 

set irat 52,500 or more. 

Utilization review 

NearIyall employers (92 percent) use some form Of U t i l i Z X i O n  

review i n  conjuncrion with their medical plans. T h e  ~ O S I  

common UR prog-iarn. prectrtification, is found in Si prrcertr 
o f  plans. followed L!- case management ( G i  percenr 1. concur- 
rent retiew (G5 percent), mandatory second suyical  opinion 
(49 percent), wlunrary second surgical opinion (33 percent), 
and outpatient UR (19 percent). These figures are essentially 
unchanged from 1990, ending the steady g r o i r d ~  in UR pre 
, g m m s  recorded since 19S6.- 

In addition, this year fewer employers believe they are seeing 
a saiings from h e i r  UR programs. Onl!* 11 percent s . 2 ~  iheir 
UK programs helped decrease medical phn costs (compai-cd 
TO 24 percent last year). Nine percent say UR had no effect on 
costs, and m o a  (40 percent) say they don'r h o ~ .  

Hospital admission rates and length of stay for specific illnesses 
have f d e n  since UR programs were first insumred in the early 
cighues. Perhaps because uulimiion rexiew has been effecdr-e 
i n  chang ing  provider behavior on  the uho le ,  individu31 
employers no longer sce dramadc sa\.ings from implemenring 
UR. Respondenrr esumate that UR progmnls reduccd he i r  
cosu bg four percent.  This i s  also down from 19S9, wheri 
respondents reponed utings uf five pcrcent. 

-I-(*- 
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FUNDING 

Growth in self-insurance continues 
E m o m s  v m  SE'J.X:SWEL PNS 

Method of funding 
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Stop-loss coverage 

T h e  n u m b e r  of self-funded employers purchasing src~p-lohs 
coverage (reinsurance) dropped slightl!. in 1'391, From 7 3  pcr- 
cent  in 1990 to 71 pcrcenr. The decrcnsc occul-red ;)rnoIig 
5 1 1 ~ 1 1  rrnpIo!~urs (frlr 'er  rhnn 1,000 einplu!-cci). rhc h c 3 ~ - i c i ~ i  
users of srop-luss. Srill, 90 percent of smaIl employers p u ~ - -  
chased some form o f  stop-loss insurance in 1991. compared IO 
7s percent o f  midsized e m p l o y s  (1.000 IO 4.909 employees) 
and 35 percent of larse employers (5!000 or more e m p l o y s ) .  

T h c  decrcasc in srop-loss use occurred in aggi-ekqtt.. n t h e i -  
than specific, stop-loss coveragc.Jusr uncier n*,o-rhirds of sell- 
insured eniplor.rl-s (65 percent) purchnsed ag~grrptr 51op- 

I o s ? ~  in 1991, ciorrn fi-om 69 percent in 10W. .At t he  s m i e  rime. 
the aggregate stop-Ioss trigger point for the typic31 self- 
insured plan rose. In 1991. S1 percenr of employers !i.irh 
aggregxre  stop-loss set the rngge!- poinr at or 3box-c 1 9 1  p e ~ - -  
cent of expected daims. compared LO only 73 percent in 1990. 

By contrast. self-insured respondenrs buying specific srop-loss 
insunnce rose from 81 percent in 1990 to S3 percenr in 1991. 
This increase w-as uniform across employer size crttegonrs. 

The ?pica1 [rigger poinr for this t?pe of stop-loss coverage 
increased as well. In 1991, 62 percent of rhe respondents sei 
trigger points at or above SlOO,OOO, compared to 33 percent 
in 1990. 

i- 
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ASM 1 N I S T R AT i 0 N 

A l t h o u g h  Foirrrh in 111e use o f  third-party administrzitors 
slowed in 19YL ?'l'.4s still pined slighdy agslinst commercial 
insurance then in the marker for claims administration scr- 
vices. Thirty-one percent of employers no\\+ use TP.45, up 
from 29 percent in 1990, while employers using commercial 
insumncc carriers fell from 48 LO -I6 percent. (111 1990, the per- 
cent of employers using TPAs greit' five percent;lge poinrs.) 
J u s r  undcr one-hurrh  of all wspondenrs use Blue Crusq/Eltic 
Shield oi-pnitations. and six psrcenl seIf--adnlinislrr claims. 

TP.45 continue to 1as behind in >'.e\\* England and h r  Mid- 
Atlantic smtes. where Blue Cross/Blue ShieItl is strong. Only 
IS percent o r e m p l o y s  in each O F  these hr'o regions use TPAs 
for chinis adminisrration. while 33 percent use Blue Cross/ 
Blue  Shield. 

CIioicc of ;idtninistmtor is strongfy inf luenced  by f u n d i n s  
merhod. Commercial carriers ~ n d  Blue  Cross,'Blue Shield 
dominate the insured plans m x k r t  (61 and 37 percent. respec- 
~ v e I y ) .  Employers who self-hind have much gi-e;irer flesibility 
in sciccring aaniinisu3rors: 43 percent use TPXs, 38 percent 
use cummrlrcial camers, and I T  perccnr use Blue C~-oss/Blue 
Shield. 

Orgmizauans wkh healily unionized workforces (at least half 
of all cmployetsj are more likely to use Blue Cross (3s per- 
ten[) than non-union employers (22 percent). Gur.ernrnenr 
employers arc more than twice as likely to use Blue Cross (46 
percent) as primte sector employers (22 percent). 

Employers who use Blue Cross change administrators less fre- 
quently than others. Over half the respondents using Blue 
Cross say rho! have used die same administrator for 10 !-ears 

or  more. compared to only 14 percent of those using TPAs 
and  30 percenr of those using commrrcial carriers. In fact, 
nearly a third of h e  respondenrs using Blue Cross have done 
so for 20 years or more. 

T h e  average length of time respondenu have used their cur- 
renr adminismtor is eight y c a r ~  

Type of administrator used, 
by funding method 

I ' I  
SELF ADMUULS7EMO 
3 sa , 
-Ps , 
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Administrative expense 

T h e  cost of adrninisrntion sc i i icrs  as it percentaSe of  pAid 
claiills avex-aged 7 . 0  percent in  1991. T h i s  r c p r c s c ! l t s  311 

increase of more &an one percentage point since 1939, when 
adminisrratiw expense averaged 5.S percent of pilid claims. 
Insured plans have absorbed most of this jncre3sc. Since 
19S9. average adminisrmtive expense for insured plans has 
risen from 6.9 to 9.3 percent of paid claims, while for self- 
insured plan5 i r  Ins r i s e n  only from 5.1 to 6.1 p c ~ ' c e ~ ~ [ .  I t  i s  l i k r -  
I ?  t ha t  commercial caniers  3rc passing on gror\itig costs fur 
utilization revieu. services and  data reports to clicnrs with 
insured plans. Self-insured employers, on  the other hand,  can 
use more cost-effecrive independent UR I-en do^-5. This dimer- 
ence in administrarive espense may be one reason emplo!.rrs 
cont inue  IO m o w  to\$.ard self-insurance. Ir should nlso be 
noted. however, that self-imsured plans tend IO be lnrycr and 
rhus are more likely to receke  volume ciiscounts. 

Administrative expense varies bi the t)pe of adniinisrraror 
used. Employers using commercial insumncc. cwriers or  Blur 
Cross /Blue  Shie ld  reporred an average ~ d m i r i i s : r ~ t i v e  
expense of 7.9 percent of paid claims. while hose using TPAs 
reporred an avenge of only 5.4  percent. J\?lile some of t h e  

difference may be due  IO TPAs' F e a r e r  efficiency, ihese 
r e s d r s  also reflecr the fac: that TPAs are used prinimily b:, 
larger, self-insured emplo!ws. 

V 
Claim audits and 
performance agreements 

With benefit costs under close scrutiny, pian managers are 
taking sreps t o  ensure h a t  he i r  adminimators suppon cos1 

mznagement efforts. Over a rhird ( 3 i  percent) of a11 respon- 
dents-and more dian ha1.F ( 3 i  percent) of respondents \\ith 
5,000 or more employees-audited claims paid by their 
adminimators wiirhin the past nvo years. 

A quarter of all respondents ~ i i r h  1,000 or more employees 
have nego~ated performance srandards (up frcm 2 percent 
in 1990). These agreements most often include sandards fv r  
turnaround time (92 pCrCent), administmtive error iare (66 
percent), financial error rate (64 percent), and percent of 
benefits paid in error (41 percent). The majoriry of negouated 
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Satisfaction with 
administrator 

Most employers (84 percent) say their adminisi~xtors met or 
exceeded espectatiotis for ovem11 quality of claims processing 
2nd timeliness. Ho\\.ewr, prohlems \\-it11 data reporring per- 
sist. Senrly 3 rhird (39 percenr) of eniploycrs say their admin- 
istrator did not meet h e i r  expectations in this  area. A s  
employers place ne\\' emphasis on cost management, they are 
IooLng more closely a1 the financial and utilixiuon daw. sup 

plied b), their adminismtors and, at least in some cases, dip 
covering its limitations. 

7 
COBRA loss ratios 

hlore  than half of sumey respondents still cannot rrrick their 
C013R.4 experience. Among those rhnt can, lioi\-el,er, t hc  
wemgc 105s iado (COBR-4 cash claims and resene increases 

COBRA loss ratios continue to rise 
A C W E  KEAk LOSS Z A ~ '  I ' d  EMP.O*Ee E 
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dixided by C.ORR.4 p r c m i l ~ n ~ s )  is rising. In 1990. respondents 
reponed an artrage loss ratio of 115 percent; in 1991, the aver- 
age reporred loss mtio w m  121 percent. For 39 percent of 
employers, thc loss ratio i s  150 percent or higher. 

7 
Coordination of benefits 

Exactly half of all respondents use a non-duplication (or 
"carve-out") approach to COD: 4 6  percent use full COH. 
Lnder full COB. participants can rrcciw u p  IU 100 pcrccnr 
of eligible espenses from a combination of primary and 
secondary plans; a drawback of [his approach is  that i t  c m  

negate employee cost-sharing protiisions intended to control 
uulizaiion. Full COB is most common in die Transporntion 
( 6 i  percent). Uriliries (61 percent). and Insumrice (59 per- 
cenr) indusuics. 

Sarings atrribured to the COB prolision haw dropped slightly 
since 1989. horn 5.1 percent of piid claims to 4.5 percent. 

I 
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DLF #I: Nonrequlated Assumptions 

This exhib i t  shows t h e  health care  cost t r e n d  rate and t h e  
discount rate selected by nonregula ted  clients of Scott C .  Twery  
for t h e i r  FAS 106 valuations which have been done or which will 

' be done f o r  F i s c a l  1992. Note that t h e  d i s c o u n t  rates selected 
f o r  p r i o r  years correspond t o  the then c u r r e n t  reference rates; 
u n d e r  FAS 106, these are not n e c e s s a r i l y  relevant in selecting 
current and f u t u r e  discount rates. Unless otherwise  s t a t e d ,  
assumptions are f o r  calendar years and based on J a n u a r y  1 
measurement dates, 

B e e l t h  Care COST. 
T r e n d  R a t e  

Fisc21 
Yezr 

D i s c o u n t  
Rate 

Company A (AssmFt ions  used f o r  valuations of three different 
plzns etich year; n i n e  va lua t ions  in total.) 

then dropping 
7 % ,  then 
after 2 0 0 9 * .  

1 9 9 0  9.50% I n i t i a l l y  15%; 
1% per year to 
dropping  to 6% 

I n i t i a l l y  14%, 
1% per y e a r  to 
dropping to 6% 

t h e n  d ropp ing  
?%, t h e n  
after 2009*: .  

' 1991 9.50% 

P r e - 6 5 :  Initially 14%, 
dropping 1% per year to 7 % .  

9 1992 9 .00% 

Pos t -65 :  I n i t i a l l y  12%, 
dropping  1% per y e a r  to 6%. 

C o m p a n y  3 

4 1991 P r e - 6 5  : Initially 1?.5%, 
dropping 1% per year to 7 . 5 % .  

P o s t - 6 5 :  Initially 13 .5%,  
dropping 1% per year to 6 . 5 6 .  

8.25%'  

1 9 9 2  8.25% 7 P r e - 6 5 :  Initially 16.5%, 
aropplng 1% per year to 7 . 5 % .  

P o s t - 6 5 :  Initially 1 2 . 5 % ,  
dropping I% per year to 6 . 5 % .  

*Client rejected separate pre/post-65 assumptions f o r  sake of 
simplicity. 
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DLF # I 
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F i s c a l  
Year 

company c 

1990 
(FY s t a r t i n g  
10/01/90) 

1991 
(FV s t a r t i n g  
10/01/91) 

Discount 
Rate 

8.00% 

8 . 0 0 %  

Company D (preliminary) 

1 9 9 2  8.50% 

- _ _ _  . 
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Health Care Cost 
T r e n d  Rate 

I n i t i a l l y  15%, grading to 7 %  
until 2011, then dropping  to 
6 % " .  

I n i t i a l l y  14%, grad ing  to 7 %  
u n t i l  2011, then dropping  to 
6%*. 

P o s t - 6 S :  
dropping 

Initiallx 18%, 
I% per year to 7 % .  

I n i t i a l l y  138, 
1% p e r  year Lo 6 % -  

Company E (covers many p l a n s  

1 9 9 0  8 - 5 0 %  
(FY starting 
10/01/90) 

1991 8 - 5 0 %  
(FY s t a r t i n g  
10/01/91) 

with common zssumptions) 

Initially 1S%, grad ing  to 
U n t i l  2011, then dropping 
6%* + 

I n i t i a l l y  14%, g r a d i n g  to 
until 2011, then dropping 
6%*. 

7 %  
to 

7 %  
to 



FLORIDA POWER CORPORATION 
RESPONSE TO STAFF'S DEPOSITION 
LATE FILED E X H I B I T  
DOCKET NO. 910890-XET 

F i s c a l  
Year  

company F 

1991 

Discount 
R a t e  

8 . 5 0 %  

Company G ( p r e l i m i n a r y  valuation) 

1931 8 .SO% 

DLF # 1 
PAGE 3 OF 3 
WITNESS: SCOTTC. TWERY 
PREPARER: SCOTT C. TWZRY 

. .  

Health Care Cost 
T r e n d  Rate 

Current Retirees 

P r e - 6 5 :  I n i t i a l l y  19%, 
grading to 6 %  for all years 
a f t e r  2 0 1 0 .  

Pos t -65 :  I n i t i a l l y  14%, 
grading to 6 %  f o r  a l l  years  
after 2 0 0 5 -  

mture  ReEirees* 

P r e - 6 5 :  i n i t i a l l y  1 8 . 2 2 % ,  
grading to 7 . 0 8 %  f o r  a l l  y e a r s  
after 2 0 0 9 .  i 

P o s t - 6 5 :  I n i t i a l l y  1 6 . 7 2 % ,  
u r a d i n s  to 6.16% f o r  a l l  years 

Pre-65: Initially 16%, then 
dropping 1% per year to 7%.  

Post -65:  No coverage. 

*"Average" rates given; separate retiree/zpouse a s s m p t i o n s  u s e d .  
. ........ . . __ . . .. . . 



FLORIDA POWER CORPORATION 
RESPONSE TO STAFF'S DEPOSITION 
LATE FILED EXHIBIT 
DOCKET NO. 91089O-BET 
D L F  # 6 
PAGE I OF 1 
WITNESS: SCO-C. TWERY 

- 
c 
- 

PREPARER: SCOTT C. TWERY 

DLF #6: Copy of September 1991 Informal Survey Without Company 
.- Affiliation 

The attached is a l i s t i n g  of the  37 "large" companies' 
assumptions ( p r e l i m i n a r y  and f i n a l )  f o r  FAS 106 c a l c u l a t i o n s  done 
before October 1991. 
and results  reported in October 1991. 
a l l  be for the sane f i s c a l  years. 

The survey was conducted in September I991 
The assumptions may not 

.- 



? p 2  1 0 6  
.GSTJMPTIGNS SURVEY FGR W G E  CZWPNIES 

Discount Eeaith T r e n d  Rate Years t o  
Rate P r e - 6 5  P ~ s L - 5 5  Vltinate Rate 

4 
5 
5 
7 
a 
9 
10 
1 2  
12  
13 
14 
i.5 
16 
1 7  
18 
19 
20 
2 1  
22  
2 3  
2 4  
25  
2 6  
2 7  
2 3  
2 9  
30 
33. 
3 2  
33  
3 4  
35  
3 6  
37  

9 . 0 0 %  
9 . 5 0 %  
9 * 00% 
9.00% 
9 . 0 0 %  
8 . 5 0 %  
8 - 5 0 %  
8.2555 
8 . O O %  
8 . 0 0 %  
8.50% 
9 . 0 0 %  
9 a 25% 
9 - 2 5 %  
9 . 0 0 %  
9 . 0 0 %  
9 . 0 0 %  
9 * 00% 
9 . 2 5 %  
8 . 7 5 %  
8 . 5 0 %  
9 . 0 0 %  
8 - 0 0 %  
8 00% 
8 -50% 
9 . 0 0 %  
8 . 5 0 %  
8 . 5 0 %  
9.00% 
8.75% 
8.50% 
9 * 00% 
8 . 2 5 %  

9 . 2 5 %  
7 - 2 5 %  
8 . 7 5 %  

8.50% 

1 3 . 0 0 %  - 
18.00% - 
12.00% - 
1 5 . 0 0 %  - 
11.00% - 

7 . 5 0 %  - 
2 0 . 0 0 %  - 
2 0 . 0 0 %  - 
2 0 . 0 0 %  - 
15.00% - 
15.009s - 
13.00% - 
1 3 . 0 0 %  - 
11.20% - 
15.00% - 
15.00% - 
1 8 . 0 0 %  - 
2 0 . 0 0 %  - 

7 .00% - 
2 0 . 0 0 %  - 
19.00% - 
16.00% - 
2 0 . 0 0 %  - 
1 6 . 0 0 %  - 
13.00% - 
12.00% - 
10.00% - 
17.00% - 
18.00% - 
15.00% - 
1 7 . 0 0 %  - 
15.00% - 

7 . 5 0 %  - 
1 5 . 0 0 %  - 
1 6 . 0 0 %  - 
15.00% - 
18.00% - 

7 . 0 0 %  
9.00% 
5 . 0 0 %  
8.00% 
6 .00% 
7 . 5 0 %  
7 -50% 
8.00% 
8 . 0 0 %  
8 . 0 0 %  
8 . 0 0 %  
a .  00% 
8.25% 
7 . 4 0 %  
7 . 0 0 %  
8 - 0 0 %  
8 .00% 
7 .00% 
7 . 0 0 %  
7.00% 

7 . 5 0 %  
8.00% 
7 . 0 0 %  
6.50% 

12.003 
1 0 . 0 0 %  

7 . 0 0 %  
6.00% 
9 . 0 0 %  
7 . 0 0 %  
6 . 0 0 %  
7 . 5 0 %  
8 . 5 0 %  
7 . 5 0 %  
7 . 2 5 %  
8 . 7 5 %  

a . o o %  

9 . 0 0 %  - 
1 3 . 0 0 %  - 
12.00% - 
15.00% - 
11.00% - 

7 . 5 0 %  - 
2 0 . 0 0 %  - 
2 0 . 0 0 %  - 
2 0 . 0 0 %  - 
15.00% - 
1 5 . 0 0 %  - 
13.00% - 
13.00% - 
11.20% - 
15.00% - 
15.00% - 
13.00% - 
i3.00% - 

7 .00% - 
15.00% - 
15.00% - 
12.00% - 
2 0 . 0 0 %  - 
1 6 . 0 0 %  - 
13.00% - 
12.00% - 
1 0 . 0 0 %  - 
14.00% - 
15.00% - 
15.00% - 
12.00% - 
1 2 . 0 0 %  - 

7 . 5 0 %  - 
1 5 . 0 0 %  - 
16.00% - 
15.00% - 
18.00% - 

6 . 0 0 %  
6 - 00% 
5 . 0 0 %  
8 . 0 0 %  
6 . 0 0 %  
7 - 5 0 %  
7 . 5 0 %  
8 .OO% 
8 . 0 0 %  
8 . 0 0 %  
8 . 0 0 %  
8 . O O %  

7 . 4 0 %  
7 . 0 0 %  
8 . 0 0 %  
7 . 0 0 %  
6 . 0 0 %  
7 . 0 0 %  
6 . 0 0 %  
7 . 0 0 %  
6.50% 

7 . 0 0 %  
6 . 5 0 %  

12.00% 
10 * 00% 
6.00% 
6 00% 
9.00% 
7 .00% 
6 . 0 0 %  
7 . 5 0 %  
8 . 5 0 %  
7 - 5 0 %  
7 . 2 5 %  

8 . 2 5 %  

a .  00% 

8 . 7 5 %  

i o  
5 
10 
15 
8 

Y / A  
15 

a 
7 
7 
7 
11 
11 
11 

7 , 6  
10 

N / A  
10 
10 
1 0  
10 
10 

N / A  
N / A  
10 

1 8  

12 
11 
11 

9, 6 
N / A  
13 

9 
8 

10 

* 
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P - .  : u c ~ ~ ~ b c c ;  

Date: 2 / 2 5 / 9 2  

r u r  : 
mo N o :  3 6 2 9  

KE9Base '91 File No: 3 - 3 3 , 7 0 0 :  
S u n n a r y  of FAS 106 Results 3 - 3 3 , 4 0 0  .- 

I. U l t i m a t e   isc count Rates 

NO. OF COMPANiES DISCOUNT RATE 

0 
0 
2 

5.0% o r  less 
5.1% to 5 . 5 %  
5.6% to 6.0% 
6.1% to 6 . 5 %  
6.6% to 7.0% 

1 
0 

4 
39 
$ 5  
41 

9 

7.1% to 7 . 5 %  
7.6% to 8.0% 
8.1% to 8 . 5 %  
8.6% to 9.0% 
9.1% to 9 . 5 %  

3 
0 

9 . 6 %  to 10.0% 
over 10.0% 

TOTAL: 

8 . 4 9 %  
8.30% 

Mear, 
Median 

II. I n i t i a l  Gross  Trend Rate 

TREND RATE ? E - 6 5  POST-65 

6 
8 

12 
8 
8 

i 
6 

12. 
7 
3 

6.0% o r  less 
6.1% to 7.0% 
7.1% to 8 . 0 %  
8.1% to 9.0% 
9.1% to 10.0% 

11 
9 
11 
11 
26 

10.1% to 11.0% 
11.1% to 12.0% 
12.1% to 13.0% 
13.1% to 14.0% 
14.1% .to 15.0% 

6 

5 
7 

34 

a 
9 

13 
8 
9 

2 1  c 

11 
5 

15 
1 

1 
a 

11 
7 
19 
1 
7 
2 

15.1% to 16.0% 
16.1% to 17.0% 
17.1% to 18.0% 
18.1% to 19.0% 
19.1% to 2 0 . 0 %  
over  2 0 . 0 %  

12 
8 

2 3  
2 
10 

2 

142 141 TOTAL: 1: 3 

12.96% 
13 * 00% 

13 * 7 9 %  
14.25% 

Meen 
Median 

14.63% 
1 5 . 0 0 %  

. 
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EE3azse ' 9 1  

Summary of  FAS 106 Results 

111. Ultimate Gross Trend Rate 

POST-65 AVERAGE T X E N D  M T E  P3E-65 

7 
11 
3 6  
17 
38 

7 
11 
3 6  
17 
39 

7 
13 
3 4  
17 
3 9  

5.0% or less 
5.1% to 5 . 5 %  
5.6% to 6 . 0 %  
6.1% to 6.5% 
6 . 6 %  to 7 . 0 %  

10 
15 

2 
6 
0 

11 
14 

2 
6 
0 

12 
14 

2 
6 
0 

7 . 1 %  to 7 . 5 %  
7 . 6 %  to 8.0% 
8.1% to 8 . 5 %  

9 - 1 3  to 9.5% 
8.6% to 9.0% 

c 

9 . 6 %  to 1 0 . 0 %  
over 1 0 . 0 %  

0 
0 

0 
0 

0 
0 

T0TE.L : 14 3 143 143 

Mean 
Median 

6 . 7 0 %  
7 . 0 0 %  

6 . 6 9 %  
7 . 0 0 %  

6 . 7 0 %  
7 . 0 0 %  

JV. Discount 3 z t e  m i n u s  U l t i n a t e  C r o s s  T r e n d  R a t e  

?OST-65 

2 
3 
0 

2 
3 
0 

less t 3 a n  -1.0% 
-.9% to - . 5 %  
- . Z %  to -.1% 

2 
3 
0 

8 0 . 0 %  8 8 

c 3 
2 5  
2 2  
35 
15 

3 
25 
2 2  
3 5  
16 

.l% to - 5 %  

.51% to 1.0% 
1.1% to 1.5% 
1 . 6 %  to 2 . 0 %  
2 . 3 %  to 2 . 5 %  

3 
2 6  
21 
3 5  
17 

2.6% to 3.0% 
3.1% to 3.5% 
3 . 9 %  to 4.0% 
4.1% to 4 . 5 %  
4.6% to 5 . 0 %  

1 3  

1 
2 
1 

a 
13 

9 
1 
2 
1 

14 
8 
1 
2 
1 

ovc 5.0% 0 0 0 

TOTAL: i40 IS0 14 0 

1.78% 
2 . 0 0 %  

1.79% 
2.00% 

Mean 
Median 

1 . 7 a %  
2.00% 



,- 

MZD3ase '91 
Sumnary of  FAS 106 Results  

DIFFERENCE 

less than -1.0% 
- . 9 %  to - . 5 %  
- . 4 %  to -.l% 

0 . 0 %  

over 1.0% 

TOTAL: 

Mean 
Median 

NUMBER OF COMPANIES 

0 
0 
5 

131 

4 
3 
0 
0 

0 

1.4 3 

0 . 0 1 %  
0 * 0 0 %  



MEDSase '91 
Summary of FhS 106 Results 

VI. FAS 3 0 6  B a s i s  Results 

A .  By conpany size 
1. APBO 

C O K P m Y  S I Z E  

u n d e r  1,000 
1,000 to 1,999 
2 , 0 0 0  to 4,999 
5,000 to 9,999 

15,000 to 19,999 
10,000 to 14,999 

2 0 , 0 0 0  and over 

All Companies 

2 .  FkS 106 Expense 

COMPELNY S I Z Z  

under 1,000 
1 , 0 0 0  to 1,999 
2,000 to 4,999 

1 0 , 0 0 0  to 14,999 
15,000 to 19,999 

5,000 io 9,999 

20,000 and over 

All Companies 

AVERAGZ 
APBO 

( I O O O )  

$ 12,311 
17,844 
6 5  , 5 9 5  

140,845 

397 , 621 
7 0 2  , 479 

GaG,o88 

192 , 154 

A V E ~ G E  
Z X ~ 5 N S Z  
( ' 000) 

$ 1,966 
2,831 

13,262 
46,123 
7 8 ,  i a a  
7 2 , 8 1 2  

132,816 

37,010 

3. Pay-as-you-go expense 
AVERAGE 

COMPANY SIZE PAYGQ 
[ ' 000) 

under 1,000 $ 718 

5,000 to 9,999 5 , 9 3 7  

1 , 0 0 0  to 1,999 661 
2,000 to 4,949 4,340 

1 0 , 0 0 0  to 14,999 27,918 
15,000 to 19,999 12,451 
20,000 and over  34,502 

All Compznies 9 , 6 0 7  

AVERAGE 
APBO/ACT 

$ 26,096 
12,901 
19 , 892 

40,951 
2 2  , 322 

2 0 , 8 4 8  

: 5 , 2 a 3  

18,2S2 

hV E 3 G E 
SXP/ACT 

$ 4,168 
2 , 0 4 6  
4,021 
6,527 
6,614 
4,087 
2 I 889 

3,521 

AVERAGE 
PAY GO/ACT 

$ 1,522 
278 

1,316 
878 

2,361 
699 
750 

914 

AVERAGE 
AP3O/ ( ACT+-RET) 

5 14,207 
9,247 

14,367 
14,139 
2 2  , 1 8 5  
16,669 
11,116 

12,348 

$ 2,269 
1,466 
2,904 
4 , 530 
3,583 
3 , 052 
2,101 

2,493 

AVGRAGE 
PAYGO/ (ACTcRET)  

$ 8 2 8  
3 4 2  
950 
5 9 6  

1,279 
5 2 2  
546 

6 4 7  

A- 
d 

. . . . ..-. 
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MZDBase '91 
Summary of  F A S  106 R e s u l t s  

VI. FAS 106 Basis R e s u l t s  

3. By percentile 

I 1. APBO 

A?BO/ACT Af)BO/ (ACTiRET) PERCENTILE ATBO 
( '000) 

$ 2,620 
6 , 0 8 5  

13,126 
2 4 , 6 7 4  
3 6 , 7 3 4  

$ 2 , 2 7 3  
4,912 

10 , 164 
16,626 
24,651 

3 , 3 5 5  
10, 0 6 7  
37,570 

159 , 6 3 7  
689,229 

10% 
2 3 %  
5 0 %  
75% 
90% 

2 .  FAS 106 Expense 

EXP/ (ACT-RET) EX?/ACT PERCENTILE EXPENSE 
( '000) 

$ 381 
632 

1,744 
3,026 
5 , 4 3 5  

428 
1,088 
2,360 
4 , 4 3 8  
9 , 2 3 0  

10% $ 630 
2 5 %  1, E78 
50% 7 , 400 
7 5 %  3 0 , a o o  
9 0 %  122,941 

3 .  Pay-2s-you-go expense 

PAYGO/ (kCTiRZT) Pk'i GO/ ACT PERCENTILZ PAYGO 
( ' 000) 

$ 76 
174 
3 5 6  
662 

1,265 

s 8 7  
1 8 3  
4 7 5  

1,128 
2 I 062 

10% $ 102 
2 5 %  316 
5 0 %  1,756 
7 5 %  6,800 
90% 26,600 



KZD3ase ‘ 9 1  
Summary of F A S  106 R e s u l t s  

VII. Parricipating Company S i z e  

c 

PERCZNTI LE: 

10% 

2 5 %  

5 0 %  

7 5 %  

9 0 %  

Mean 

A C T I V E S  

4 7 5  

1,208 

3,193 

10,975 

2 7  I 4 7 7  

10,377 

RETIXZES 

7 8  

212 

6 5 2  

3 1155 

11,839 

2 / 201 

ACT+RET 

7 0 2  

1,670 

4,139 

12 795 

51,007 

14 5 7 9  



MEDBase ‘91 
Comparison w i t h  MEDBase ‘ 9 0  

I. Discount Rates  

M E D B a s e  ‘91 MEDBase ‘90 DISCOUNT RATE 

0 
2 -  
1 

0 
2 
1 

5.0% or less 
5.1% to 6.0% 
6 . 1 %  to 7 . 0 %  

53 
112 
18 

4 3  
86 
12 

7.1% to 8.0% 

9.1% to 10.0% 
8.15; to 9 . 0 %  

0 0 over 1 0 . 0 %  

1: 3 186 TOTAL: 

8.49% 
8 . 5 0 %  

8 . 7 0 %  
9.00% 

Mean 
Median 

11. I n i t i a l  Gross Trend R a t e  (Average) 

TRETVD RATE MEDSase ‘91 MEDBase ‘ 9 0  

6.0% o r  less 

7.1% to 8.0% 
8.1% to 9 . 0 %  
9.1% to lO.00 

6.1% to 7.0%. 
1 
6 
11 

7 
2 

A 

6 
3 8  
2 6  

7 

4 
6 
6 
6 

2 9  

11 
9 

I1 
11 
2 6  

IO.i% to 11.0% 
11.1% to 12.0% 

13.1% to 14.0% 
14.1% to 15.0% 

12.1% tQ 13.0% 

14 
5 

16 
1 

18 
2 

11 
7 

19 
1 
7 
2 

15.1% to 16.0% 
16.15 to 17.0% 
17.1% to 18.0% 
18.1% to 19.0% 
19.1% to 20.0% 
over 20.0% 

185 141 TOTAL: 

12.92% 
13.00% 

13.79% 
14.25% 

Mean 
Median 
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MEDBase  ‘91 
Comparison With MEDBase ‘90 

U l t i m a t e  Gross T r e n d  Rate (Average)  811. 

MZDBase ’91 MZDBase ‘90 TREND RATE 

5 
11 
29 

7 
47 
5 5  

5.0% or less 
5.1% to 6.0% 
6 . 1 %  to 7 . 0 %  

6 0  
5 6  
2 2  

7.1% to 8.0% 
8.19; to 9 . 0 6  
9.1% to 10.0% 

2 6  
8 
0 

3 0 over 1 0 . 0 %  

143 TOTAL: 

7.6S% 
6.00% 

6 . 7 0 %  
7 . 0 0 %  

Mean 
Median 

YEDSase ‘90 DIFFERZNCE MEDaase ‘91 

less than -1.0% 
- . 9 %  to 0 . 0 %  

3 
2 3  

2 
11 

-1% to 1.0% 
1.1% to 2 . 0 %  
2.1% to 3.0% 

6 3  
5 6  
26 

2 8  
5 7  
30 

7 
2 
1 

3.1% to 4 . 0 %  
4.1% to 5 . 0 %  
5.1% to 6.0% 

9 
3 
0 

o v e r  6.0% 0 0 

186 TOTAL: 140 

1.79% 
2 100% 

1.02% 
1.00% 

Mean 
Median 



MEDBase '91 
Comparison w i t h  M E D B a s e  '90 

MEDBase  '91 MED3ase $90 

0 
0 
2 

DIFFERENCE 

less t h a n  -1.0% 
- . 9 %  to - . 5 %  
-.4% to -.1% 

c 

0 
0 
5 

0.0% 131 

.1% to . 2 5 %  

. 2 6 %  to - 5 %  

.6% to . 7 5 %  

. 7 6 %  to 1.0% 

3 
13 

0 
2 

4 
3 
0 
0 

Over 1.0% 1 0 

175 TOTAL: 1 4 3  

Mean 
M e d i m  

0.01% 
0 . 0 0 %  

0 . 0 1 %  
0.00% 



MED3ase ‘91 
Comparison of  FAS 106 Results 

VI. FAS 106 B a s i s  R e s u l t s  

A .  By company size 
1. APSO 

MEDBase ‘90 MEDaase ‘91 

$ 26,096 
12,901 
19,892 
2 0 , 8 4 8  
40,951 
2 2 , 3 2 2  
15,253 

$ 2 8 , 3 6 2  
19,651 
18,060 
17,340 
9,256 

14 , 362 
2 3 , 7 6 3  

under  1,000 
1,000 to 1,999 
2,000 to 4,999 
5,000 to 9,999 
10,000 to 14,999 
15,000 to 19,999 
20,000 and o v e r  

19 , 8 9 5  1 8 , 2 2 2  A l l  Ccmpanies 

2 .  TAS 106 Expense 

PER ACTIVE 

$ 4 , ~ a  
2,046 
4,021 
5 , 8 2 7  
6 , 614 
4 ,087 
2 , 8 8 9  

$ 4,911 
3,547 
3,063 
3 , 1 9 2  
1,855 
2,-15 
4 ,  ,a6 

u n d e r  1,000 
1 , 0 0 0  to 1,949 
2 , 0 0 0  to 4,999 
5 , 0 0 0  to 9 , 5 9 9  
1 0 , 0 0 0  to 14,999 
15,000 to 19,999 
20,000 and over 

3,545 All Companies 3,521 

3 .  Pay-as-you-go expense 

PER A C T I V E  

$ 1,123 
6 6 0  
558 
608 
215 
396 
a 4 9  

under 1,000 
1,000 to 1,999 
2,000 to 4 , 9 9 9  
5,000 to 9,999 
10,000 to 14,999 
15,000 to 39,999 
2 0 , 0 0 0  and over 

$ 1,522 
4 7 8  

1,316 
8 7 a  

2 , 361 
699 
7 5 0  

673 All Companies 914 



MED3ase ’ 9 1  
Comparison cf F A S  106 R e s u l t s  

V I .  FAS 106 3 a s i s  Results 

3. By percentile 

1. AP90 

MEDBase ’90 MEDBase ‘ 9 1  PERCENTILE 

$ 3 , 5 5 6  
7 , 6 0 7  

13,513 
25,376 
22,729 

$ 2 , 6 2 0  
6,085 

13,126 
24,674 
3 6 , 7 3 4  

10% 
2 5 %  
5 0 %  
7 5 %  
90% 

2 .  FAS 106 Zxpense 

5 803 
1,327 
2 , 5 4 3  
4 , 8 5 5  
7 , 7 0 5  

$ 4 2 8  
1,068 
2 , 3 6 0  
4 , 4 3 8  
9,230 

10% 
2 5 %  
50% 
7 5 %  
9 0 %  

3 .  Pay-as-you-go expense 

PERCENTILE 

$ 34 
121 
359 
8 4 5  

1,380 

$ 8 7  
163 
4 7 5  

I, 128 
2 , 0 6 2  

10% 
2 5 %  
5 0 %  
7 5 %  
90% 



MED3ase '91 
Comparison w i t h  MD8ase  ' 9 0  

VII. Participating Company S i z e  

- A .  Number of a c t i v e s  
PERCENTILE N E D a a s e  '91 M E D B a s e  ' 9 0  

10% 475 2 6 2  - 
2 5 %  1,208 a 4 7  

- 
2,461 50% 3,198 

7 5 %  10 , 975 6 , 2 9 5  

9 0 %  2 7  I 4 7 7  17 , 5 4 6  

6,850 

- 

- Mean 1 0 , 3 7 7  

3. ?lumber of Retirees 
.- PERCENTILE EIEI33ase '91 KZD3ase '90 

10% - 7 8  0 

41 

3 6 6  

1 , 0 6 5  

3 , 4 3 7  

2,005 

212 

8 5 2  

2 5 %  

5 0 %  

7 3 %  3,155 

A 

90% 11, a 3 9  

4,201 Mean - 
C .  Number of a c t i v e s  p l u s  retirees 

KEDBase '90 PSRCENTILZ MGDSase '91 

10% 7 0 2  

25% 1,670 

5 0 %  4,139 

3 4 7  

1,137 

3,015 

7 , 3 9 3  7 5 %  1 2 , 7 9 5  

22,416 90% 51,007 

8,856 Mean 1 4  / 579  
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FAS 106 EXPENSE 

EXPjACT EXPmOTAL 
A v o r u ~  Avoral)e Avoraga 

Cornway Size 

I- 

- PAY-AS-YOU-GO EXPENSE 
Avorage Avoraga 
PAYGO PAYGOIACT 
('000) 1 

under 1,000 
1 ,ooo io  1,999 
2,000 to 4,999 
5,000 to 9,999 
10,000 lo 14,999 
15,000 lo  19,999 
20.000 and ov0r 

APBO FAS 106 EXPENSE 

6,281 30,566 2 1,008 
0 0 0 

109,341 40,987 28,583 
134,395 33,992 21,178 
227,707 31,640 19,645 

0 0 0 
647,900 29.266 13,479 

APBO APBQlACT APQOnOTAL 
- ('W) 

920 
0 

17,412 
23.957 
38,601 

0 
1 04,200 

' EXP ] m r X P r T O T A L  
('rn) 

4,477 3,077 
0 0 

6,527 4,552 
6,042 3,775 
5,365 3,330 

0 0 
4,707 3,133 

PAYGO 

144 
0 

3,181 
5,749 
8,932 

0 
12,900 
I 

PAYGOlACT PAYGOmOTAL 

70 1 
0 

1,192 
1,450 
1,241 

0 
583 

('W) 

All Companies 1 [ 211,553 32,004 21,041 I I 34,660 5,244 3.448 1 I 5,850 885 582 

- 

XJ -75% 

Pcrccntilo 

7,838 1 1,990 8,246 
73,608 20,172 12.729 

120,573 33,748 2 1,023 
235,300 58,952 35,060 
358.076 64.955 38.781 

Pnrtidpating Company Silo 

384 
3,706 

.50% 3,284 1.695 4,530 

.75% 6.074 5,022 1 1,096 
-90% 19.575 6.465 25.205 

M o m  1I 6.610 I 3,444 10,054 ." 

I 

i,a46 1,973 1,336 
11,944 3,291 2,068 
24,593 5,052 3,391 
45,200 9,230 5.643 
56,063 11,202 6,504 

PAY-AS-YOU-GO EXPENSE 

2I10 2a3 220 
905 532 304 

4,182 947 629 
5,900 2,105 1,346 

15,900 2,34 1 1,413 

'Notcs: TOTAL Is q u o 1  to Actives and Relirccs; 
Company Sizo bused on TOTAL I . 

! I I I I I I 
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Yo3 

Yo5 
Yo3 

Company 
-. . __ ., -. . . - . I - 
tlouston Iflduslrtos 
llliitois Powor 
Long Island Liotitjny 
Now York Slalo Eloclric &Gas 
Niagara Motinwk Powor 
Nort tieasl Utililios 
Norlliorri S l a b  Power 
Nyr1ox 
Oulothor 1s Pow or 
Ohio Edisori 
Pacilic Gas 8 Eioclric 
Pacific Totosis Group 
Pncificorp 
Perihnridlo Enslorn 
Portrisytvariia Power 8. Lighl 
Pliil~dol~iliin Elnctr ic 
Pinrinclo Wos! Capikd 
POlOt I~AC Eloclric Powor 
Public Swvico Entarprisa Group 
SCE Gorp 
S o u h r n  
Sou 11 iwoatori L Dell 
7 ~ilu-Curriirrrrriic;l(iclrls 
.. - - 

Enpoct io adopt $AS 106 in 1993 
Expect lo adapt in 1993; plan N TO amorl 
Especl to sdopt in 1993; plan NTO mort 
Expecr lo adopi FAS 106 in 1993 

Expecl lo arlopl FAS lo6 in 1993 

Ewpocl IO adopt in 1993; plan NTO m o r t  
Expocr lo adopt FAS 106 in 1993 

I t I I I 

FORTUNE TOP 50 
UTILITlES 

POST RETIREMENT WELFARE DISCLOSURE 
1990 FISCAL YEAR 

SURVEY 1 IIGI 1LIGI ITS 

$29.410 $27.155 
$4.100 $3.200 

f14,900 $1 1,800 
$1 1.133 $9,616 

$7.189 $7,421 

$7,265 $6.946 
$ 1  8.200 $ t 7,600 

$7,200 $4.700 

$2,900 $2,500 

$24,300 $2 1,200 
532,000 $30,000 
$89,600 $73,200 

Yes 
Yos 

Yes 
Yo5 

Yes 
NO 
NO 

Yos 

Yes 
Yos 
Yos 
NO 
YOS 
Yes 
Yos 
Yes 
Yo5 
Yes 

YO5 

Ye3 

YCtE 

Curl arilly ovaliialing iriipml 
No niatotinl iinpnct oxp: expocl romvery i r i  rates 
liripncl not dotorrtririod; OxpOct recovrw y irl ralo5 
No niatorial irnpcl exp: exwed rocovsry In rat85 
Esl $300-100 mill NTO; imp dop oii roc lraeltriont 
Expel recovery horn ratos 
No iimlotial irnpncl orp; dopond on rog lroalinanl 

No pnlorinl ndverso ollocl if rocovsry in mles 
No irinlarid impact owl) duo lo exp rog troeliilol11 
No tnatoriet irnpad oxpaclod 
Expocl significaitdy groolor o x p n s a  
Could roaht in substantial equlty reduction 
Could rosull i r i  substnnlial cost iricrsaso 

Nu sigriificaric irn(mct oxp i f  rocovny in raltrs 
Exp incieaso i r l  owpnse lo bo recovorod in rates 
Muin slloct on slml of linl pos; not on icicorno slir~l 
Est $700 mill APBO @ 12/90 
Enoncl iiicrensn in cosl; doofwd C)II rog b 8 n l I I l O r l l  

Lrnpncl could tlo Irinlarinl; d o p i d  on rog lroolirlorll 

I .. .. . . . .- -- 

i t t I 

Expcr to ndopt FAS 106 in 1992 
E x p c r  10 adopt FAS 106 in 1993 

i 
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Company ... .- 

-.I-- 

i i i i i 

FORTUNE TOP 50 
UTILITIES 

POST RUIREMENT WELFARE DISCLOSURE 
1990 FISCAL YEAR 

SURVEY IIIGIILIGII'I'S 

". 
$13.152 $ I  1,390 Yes No nieteriaI impact OKP: depond on reg tremIrrienl 

$1 1 .OW $9.000 Yos No signilicnnt iIHlMCt il rocovory in ralss 
$03,000 Yos Expocl additiorial cosls lo bo recovozd in ialos 

Yos lrnpnct Iirtkriowri; axjloct recovery in rAtes 

$ 2 ~ . 4 6 a  525.561 
34 32 

........*....~..II......I .... *..* ..-- ..+.--... ---I. 1 G a i Z ? - E L X i K S I N B T E V A L U E T S t R W  I RESULTS FOH 1 COMPANY IS NOT AVAILABLE 

i t 

Yos 

t 

kpcct lo adopl FAS IO6 in 1993 
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. GTE Corporation 

3 t u c e  E. daadad 
vice Presiaenr -Corn roller 

August  7 ,  1989 

Dear Mr. Lucas: 

Mr. Timothy S. Lucas 
Direc tor  of Research and T e c h n i c a l  A c t i v i t i e s  
F i l e  R e f e r e n c e  No. 078 
f i n a n c i a l  A c c o u n t i n g  Standards  Board 
401 Merritt 7 ,  P.O. Box 5116 
Norwal k, CT 06856-51 1 6  

One Stamford Forum 
Stamford. CT 06904 
203 965-2000 

We a p p r e c i a t e  the oppor tun i t y  t o  respond t o  t h e  Exposure Draft o f  t h e  
proposed Statement of  F i  nanci a1 Accounting Standards, "Employers' 
Account ing  fo r  Postretirement Benef i t s  Other Than Pensions. " 

GTE Corporation agrees w i t h  the Board's o b j e c t i v e  i n  addressing t h e  
f i n a n c i a l  account ing  and report ing i s s u e s  concerning t h e  m a t t e r  o f  
employers' ob?igations for postretirement b e n e f i t s  t o  employees. We 
agree w i t h  t h e  Board t h a t  the promise o f  an employer t o  provide b e n e f i t s  
t o  an employee d u r i n g  his/her re t i rement  period i n  exchange for  s e r v i c e s  
should b e  recognized as t ' iose s e r v i c e s  are provided. 

I t  i s genera l  ? y  acknowledged t ha t  t h e  economic i ssues t h a t  w i  11  ar i  se 
from t h i s  a c c o u n t i n g  change a r e  so s i g n i f i c a n t  t h a t  t h e  business 
community has  some very real  a n d  deep concerns t h a t  extend f a r  beyond 
a p p l  y i  ng t e c h n i  c a l l  y correct accoun t i  ng p r i  ncipl es i n t h i  s area.  The 
adopt ion  o f  t h i s  standard as proposed i n  t h e  Exposure Draft w o u l d ,  i n  a l l  
probability, have a significant ad.erre e f f e c t  on many companies, 

Those en te rp r i  s e s  opera t ing  under a favorable c o m p e t i t i v e  envi  ronrnent 
would probably attempt t o  r a i se  p r i c e s  t o  h e l p  o f f s e t  i n c r e a s e d  expenses 
r e s u l t i n g  frcm t h e  a c c o u n t i n g  change ,  This would  very likely i n t e n s i f y  
i n f l a t i o n a r y  pressure on our economy. I n  a d d i t i o n  i t  would p l a c e  many 
U .S. compani e s  a t  a p r i c i n g  d i  s a d v a n t a g e  w i t h  f o r e i g n  cornpeti  t o r s .  
many o f  t h e s e  c c m p e t i  t o r s  have s i m i  l a r  r e t i  rement obl  i g a t i o n s ,  they a r e  
generally f u n d e d  on a pay-as-you-go b a s i s  throuah governmenr sponsored 
p lans  or otherwise. T h i s  p r i c i n g  disadvantage c o u l d  r e s u l t  i n  t h e  
d i  s c o n t i  nuance o r  s u b s t a n t i a ?  c u r t a i  l r n e n t  of  many company postretirement 
b e n e f i t  plans, and result i n  i n c r e a s e d  pressure on S o c i a l  S e c u r i t y  and 
government f u n d e d  he21 t h c a r e  plans.  

Whi I e 

54J330 
7 7  
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Because o f  t h e s e  p o t e n t i a l  impacts, Y e  agree that  t h e 7  transition process 
requi  r e s  a p r a c t i c a l  approach t o  mi ti gate the po ten t i  a1 d i  srupt ion to 
f i  nanc'r al s t a t e m e n t s  w i t h o u t  cornpromi s i n g  thei r useful  ness. 
accomoiish t h e  Board's o b j e c t i v e s  and make imp lementa t ion  of t h e  new 
s tandard  more w ide ly  accepted,  we b e l i e v e  t h a t  a greater degree of 
f 1 e x i  b i  1 i ty needs to b e  permi tted, recognizi ng the unusual and 
s i g n i f i c a n t  impact the new standard w i l l  have on U.S. companies. 
There fo re ,  we b e l i e v e  t h a t  a number of changes should b e  made t o  the 
Exposure Draft b e f o r e  t h e  S t a t e m e n t  i s  f ina l i zed .  O u r  recommendations 
are  as follows: 

To b e t t e r  

1 .  

2 .  

3. 

4. 

5.  

6 .  

7 .  

Method o f  A d O D t i  on - Permi t as an -op t i on  ' t h e  restatement of p r i o y  
p e r i o d  resul t s .  However, compani e s  t h a t  cannot w j  thstand t h l  s 1- ~ 

reduct i  an i n  shatehol ders ' equi t y  should b e  petmi t t e d  t o  amortl t e  lhe' 
transition obligation t o  equity or, in t h e  case of regulated' 
companies, t o  income as such amounts are recovered through the' 
ratemaking process, c o n s i s t e n t  with  FAS No.71. This would ensure 
comparabi 1 i ty o f  f u t u r e  earnings statements w i t h  companies e l e c t i n g  
restatement. 

- 1  

A t t r i b u t i o n  Period - The c o s t  of these benefits should be a l l o c a t e d  
over the periods i n  which s e r v i c e s  are rendered, t h a t  i s  t h r o u g h  t h e  
expected date o f  retirement rather than through t h e  date o f  full 
el I g i b i  1 i t y .  

Healthcare I n f l a t i o n  Rate - Use a more s t a b l e  rate i n  l i e u  o f  a 
heal thcare i n f l a t ion  rate, whi c h  has e x p e r i  enced unusual  ly hi gh 
growth r a t e r .  The u s e  of a m e d l c a l  inflation ra te  or a general 
i n f l a t i o n  r a t e ,  would assure more reliable estimates o f  future 
b e n e f i t s .  

D i s c o u n t  F l a b  - Permit t h e  u s e  o f  a discount ra te  t h a t  would r e f l e c t  
t h e  c o s t  o f  funds t h a t  a re  e x p r c t e d  t o  be used t o  s e t t l e  t h e s e  
obligations, such as an enterprise's c o s t  o f  c a p i t a l .  

Disclosures - Eliminate t h e  requirement to d i s c l o s e  t h e  e f f e c t  o f  a 
one-percentage-point  change in the hea l thca re  i n f l a t i o n  r a t e ,  w h i c h  
would c a s t  doubt on management's ability t o  reasonably e s t i m a t e  c o s t s .  

IrnDlernentation - Make t h e  provisions o f  :he standard effective three 
years  a f t e r  t h e  issuance o f  a f i n a l  Statement, w i t h  e a r l i e r  adopt ion  
permitted,  which would ensure adequate t i m e  to properly adopt  t h e  new 
accounting and iron out p o t e n t i a l  prob lems in d e b t  covenants, e t c .  

FA$ 9 6  i m o a c t  - Adequately address the interact ion o f  the proposed 
standard w i t h  FAS 96 by simplifying scheduling requirements a n d  
a1 lowing f o r  probabi 1 i t y  i n  determining t h e  i m p a c t  of  t h e  a c c o u n t i n g  
f o r  the t a x  e f f e c t s  o f  the related temporary differences. 
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A discussion o f  each o f  t h e s e  prOPOSals follows. 

1 .  Method of Adoot ion 

We agree w i t h  t h e  Board t h a t ,  " u n l i k e  the e f f e c t s  o f  m o s t  other  
account ing changes, a t r a n s i t i o n  ob1 i g a t i o n  fo r  postreti rement b e n e f i t s  
generally r e f l e c t s ,  to a considerable e x t e n t ,  t h e  f a i l u r e  t o  accrue the  
o b l i g a t i o n  i n  t h e  earlier p e r i o d s  i n  which  i t  arose r a t h e r  than  the 
e f f e c t s  of a change from one accrual method o f  account ing t o  another . "  
Therefore ,  we bel i e v e  t h a t  t h e  Exposure Draft should have p e r m i t t e d  more 
f f  e x i  b i  1 i t y  i n  approaches, including restatement. 

However, t h e  Board d i s m i s s e d  the  restatement method as an alternatlve and 
limited the accounting to t h e  pract ical  approach s e t  f o r th  in t he  
Exposure Draft ,  r e c o g n i z i n g  t ha t  i n do ing  so ''a conceptual 1 y d e f  e n s i  b l  e 
( a n d  preferable)  a l t e r n a t i v e  may be eliminated". While we agree t h a t  a 
practical approach i s  desirable, we disagree t h a t  t h i s  approach should be 
r e s t r i  c t e d  to o n l y  one course o f  ac t ion  t o  t h e  exclusion of dl  1 o t h e r s .  
Further, we do hot agree w i t h  the prac t jca l  approach suggested by t h e  
Exposure Draft. 

We b e l i e v e  that regulated companies should be p e h i t t e d  t o  amortlze thl's 
t rans i  t i  on ob1 i gat ion in accordance w i  t h  ratemaki ng p r a c t i  ces :' Phi s 
f 1 ex1 t i  1 i t y  a1 so i s  neeaed by government Contractors, where -recovery o f  
t h e  t r a n s i t i o n  o b l i g a t i o n  may be p r e s c r i b e d  by government r e g u l a t i o n .  
O t h e r  comnanies should be' permitted ' t o  amortize t h e  t r a n s i  t f o n  obligation 
over  the  remaining serv ice  l i v e s  o f  a c t i v e  plan par t i c ipan t s  t o  equity 
r a t h e r  than t o  income. Such an approach would avo id  distorting f u t u r e  
years' earnings u i t h  costs  w h i c h  more properly should have been ref lected 
i n  p r i o r  years ,  as well as increase the c o m p a r a b i l i t y  o f  earn ings  w i th  
companies who choose t o  r e s t a t e .  I n  a d d i t i o n ,  we believe i t  would 
significantly increase the acceptability of t h i s  accounting change by 
U. S. i n d u s t r i  es . Accordi ngly  , we b e l  1 e v e  t h e  "amortization t o  equi ty"  
approach i s  t h e  most practical so lut ion t o  a most d i f f i c u l t  problem for  
nonregulated companies, 

- 4  

A 1  ternativel y, another approach i s  t o  a1 low t h e  "grandfatheri  ng" o f  t h e  
current account ing f o r  existing employees and r e t i r e e s .  T h a t  i s ,  the 
current pay-as-you-go a c c o u n t i  ng would be c o n t i  nued for a1 1 ex! s t i  ng 
employees and t e t i  rees  , whi 1 e the new account ing  would b e  appl i ed fo r  
employees whose se rv i ce  b e g i n s  after t h e  implementation date o f  the new 
standard. Appropriate di sclosure of t h e  unrecorded ob1 i g a t i o n  would, o f  
course, b e  required. Al though t h i s  approach is q u i t e  d i f f e r e n t  from t h e  
FASB proposal, i t  i s  ano the r  p r a c t i c a l  approach wh ich  would m i t i g a t e  
many o f  t h e  concerns a s s o c i a t e d  wi th  adopt ion of t h e  new account ing .  
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2 .  A t t r i b u t i o n  Per iod  

GTE be l ieves  t h a t  s i n c e  p o s t r e t i r e m e n t  b e n e f i t s  a r e  g i v e n  by t h e  employer 
i n  exchange for  s e r v i c e s  provided by t h e  employee, t h e y  s h o u l d  b e  
allocated O v e r  t f i e  p e t i o d s  i n  w h i c h  services are rendered. 
period would be from t h e  date-of-hire through t h e  employee's expec ted  
d a t e  o f  retirement ( f u l l - s e r v i c e - p e r i o d ) ,  i n s t e a d  o f  through the  f u l l  
e l i g i b i l i t y  date  as proposed i n  t h e  Exposure D r a f t .  

Hhi 1 e we agree t h a t  a t  the  d a t e  o f  f u l l  e l  i g i  b i  1 i ty ,  an employee has done 
all that is required to be e n t i t l e d  t o  r e c e i v e  b e n e f i t s ,  in r e a l i t y ,  t h e  
emp?oyee generally cont inues  t o  render s e r v i c e  beyond t h i s  date. 
should be t h e  func t i on  o f  an accoun t ing  method t o  allocate c o s t s  over t h e  
f u l l  p e r i o d  t h e  company realizes a b e n e f i t .  To require t h e  f u l l  
recognition o f  an employee's postretirement c o s t s  a t  t h e  d a t e  o f  f u l l  
e l  i g i  b i  1 i t y  i s i n c o n s i s t e n t  w i  t h  t h i  s concept ,  

T h i s  

I t  

F u r t h e r ,  t h e  proposed a c c o u n t i n g  f a i l s  t o  recogn ize  t h a t  two events  must 
occur before an employer must b e g i n  t o  s a t i s f y  i t s  obljgation; t h e  
employee must become eligible and also r e t i r e .  T o  allocate costs  over 
the shorter period does n o t  recogn ize  t h e  actual  b e n e f i t s  an employer 
rece ives  for  t h i s  promise  which accrue over a l l  o f  the years an 
individual is employed. 

The most s i g n i f i c a n t  and c o n t r o v e r s i  a1 assumption t ha t  t h e  Exposure O t a f t  
in t roduces  i s  t h e  H e a l t h c a r e  Inf la t ion  Rate. This  r a t e  i s  used t o  
d e t e r m i n e  t h e  e s t i m a t e  of future p e r  c a p i t a  claims c o s t .  
c o s t s  are generally d e r i v e d  from the historical c la ims c o s t s  adjusted f o r  
assumed healthcare c o s t  t r e n d  r a t e s  and t h e  e f f e c t s  of coverage by 
Medicare a n d  other b e n e f i t  providers . 

These f u t u r e  

To accumulate t h e  information necessary  t o  develop even the historical 
per c a p i t a  c l a i m s  c o s t  w i l l  b e  difficult fo r  most companies. The 
demographics alone a f f e c t  t h e  p e r  c a p i t a  claims c o s t  i n  numerous ways; 
i . e .  usage p a t t e r n s  i n  d i f f e r e n t  areas  o f  the country, by d i f f e r e n t  
s e x e s ,  by d i f f e r e n t  ages, f o r  d i f f e r i n g  p l a n s .  I t  i s  obvious t h a t  t h i s  
i s  an enormous task and c e r t a i n  tough es t imates  w i l l ,  of necessity, be  
required.  Although, there i s  a historic t r e n d  on w h i c h  t o  r e l y ,  t h e  
v a r i a b l e s  inherent in such an e s t i m a t e  w i  1 1  significantly reduce t h e  
p r e c i  s i o n  w i t h  which c o s t s  can be e s t i m a t e d .  
requ i rement  t o  u t i  1 i r e  e s t i m a t e d  hea l  thcare c o s t  trend rates, t h e  
estimation p r o b l  ern i s exacerbated.  

M e n  you add t h e  a d d i t i o n a l  

A s  d i s c u s s e d  i n  t h e  Exposure D r a f t ,  the  development o f  a hea l thca re  t r e n d  
r a t e  requires  estimates of s u c b  f a c t o r s  as healthcare inflation. changes 
i n  technology, changes i n  utilization r a t e s .  how m e d i c a l  treatment i s  
del ivered  a n d  c h a n q e s  i n  t h e  h e a l t h  o f  p l a n  p a r t i c i p a n t s .  
estimates m u s t  b e  applied t o  the  h i s t o r i c  trends as well a s  broken down 
by demographics. The added dimension o f  t h e  h e a l t h c a r e  trend r a t e  takes 

These 

5492153 
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what were reasonable e s t i m a t e s  w i t h  a re1 a t i v e l y  low confidence f a c t o r  
and p u s h e s  them beyond t h e  1 i m i  t s  of “reasonable estimates”. 

Therefore, GTE be l ieves  t h a t  a more s t a b l e  rate  such as a “medical 
i n f l a t i o n  r a t e ”  should b e  u s e d .  T h i s  rate takes i n t o  account t h e  more 
p r e d i c t a b l e  expected medical pri ce increases and e x c l u d e s  h e a l t h  cost  
i n t r e a s e s  d u e  to changing technology and u t i  1 i zation patterns, uhi ch a r e  
the most unrel tab1 e components O f  the heal thcare cost trend rate. 

A l t e r n a t i v e l y ,  the  Board should cons ider  t h e  use o f  the general i n f l a t i o n  
r a t e  w h i c h  would b e  more s t a b l e  a n d  which would recogn ize  t h a t  companies 
w i  11 over t i m e  b e  ab le  t o  b r ing  future medical c o s t  increases-more in 
1 i n e  with t h e  genera l  rate o f  i n f l a t i o n .  
d i f f e r e n c e s  from actual e x p e r i e n c e  would be t r e a t e d  as  actuarial g a i n s  or  
losses, subject t o  t h e  t r ea tmen t  proposed by t h e  Exposure Oraft. 

I f  such a r a t e  were ‘used, 

3 .  Discou n t  R a t e  

GTE be l ieves  tha t  limiting t h e  c a l c u l a t i o n  o f  the d i s c o u n t  rate t o  the  
methodology proposed i n  t h e  Exposure Draft  i s i nappropt ia te.  The use o f  
a hypothetical settlement rate as proposed i s  d i f f i c u l t  to support s ince  
c u r r e n t l y  there i s  no ready market available t o  s e t t l e  t h e s e  
ob1 i g a t i  ons . i t i s p m h a b l  e t ha t  benefi  is for  u::; m ~ s i  p i  afir 
w i  11  b e  p a i d  with funds genera ted  f t o m  o p e r a t i o n s  or raised t h r o u g h  debt  
or equ i t y  f i nanc ing .  Accordingly,  we b e l i e v e  t h a t  the company’s c o s t  of 
c a p i  t a l  wou I d more a p p r o p r i a t e  1 y ref 1 e c t  t h e  rate a t  whi ch  ob1 i g a t i  ons o f  
unfunded plans w i l l  be settled and should be used as the d i s c o u n t  rate 
f o r  t h e s e  plans. 

* . .  Therefore 

We unders tand  t h a t  t h e  Board disagrees w i t h  t h i s  approach. T h e  Board 
b e l i e v e s  t h a t  i t  would reduce cornparahi 1 jty s i n c e  the c o s t  of c a p i t a l  
d i f f e r s  among companies. However, we b e l i e b i e  t h a t  i f  t h e  c o s t  of c a p i t a ?  
i s  the c o s t  of paying t h e s e  b e n e f i t s ,  u s i n g  i t  as the discount  ra te  w i l l  
b e t t e r  r e f l e c t  t h e s e  economics i n  t h e  f i n a n c i a l  statements. 
Comparabi  1 i t y  sbould provide assurance that differences can be s e e n ,  not 
h i d d e n .  
a7 1 compani es w i  t h  unfunded  p l a n s .  

The l a t t e r  would occur  i f  a s i m i  lar  discount r a t e  i s  used for  

5. D i  s c l  Q s u r e s  

GTE disagrees w i t h  the proposal t h a t  would r e q u i r e  t h e  d i s c l o s u r e  o f  t h e  
e f f e c t  o f  a one-percentage-poi nt change  i n t h e  heal t h c a r e  i n f l a t i o n  
r a t e .  We f e e l  t h a t  i t  i s  generally understood t h a t  assumptions are 
inherent i n  the  determinat ion  o f  such c o s t s ,  and t o  a r b i t r a r i l y  require 
t h e  d i s c l o s u r e  of t h e  e f f e c t  o f  a change i n  one assumption would c a s t  
d o u b t  on management’s b e s t  estimates, thereby b r i n g i n g  i n t o  q u e s t i o n  t h e  
i n t e g r i t y  o f  t h e  amounts r e c o g n i z e d  a n d  disclosed in t h e  f i n a n c i a l  
statements, A 1  so, the proposed disclosure may cause undue  confus ion.  as 

5 4 3 0 5 4  
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a reader may assume t h a t  Such an amount represents t h e  maximum 
p o s s i  b i  1 i t y  o f  error in the estimate. 
ConceDts N O .  5 s p e c i f i e s  t h a t  i n f o r m a t i o n  contained in t h e  footnotes 
should amplify, explain and b e  essential t o  understanding information 
c o n t a i n e d  1 n t h e  f inanc ia l  s ta tements .  The proposed d i  sclosure amounts 
t o  a "wha t - i f "  disclosure t b a t  i s  c o n f u s i n g  and misleading and  does not 
f u l  f i  11 t h e  s t a t e d  concep tua l  g u i d e 1  i nes Therefore, 7 t should b e  
e l i m i n a t e d .  

Statement o f  F i  nancial  Acc0unt.i ng 

6 .  ImDl ernentat! on 

In order  t o  a l low companies s u f f i c i e n t  implementation t ime,  GTE f e e l s  
t h a t  t h e  Board s h o u l d  make t h e  provisions of t h i s  standard e f f e c t i v e  a 
f u l l  t h r e e  years a f t e r  t h e  issuance o f  a f fna l  Statement.  W e  feel  t h i s  
t i m e  w i l l  b e  necessary for most companies, who will need t o  spend a good 
deal of  t i m e  and e f f o r t  o b t a i n i n g  needed plan and demographic da ta  t o  
perfcrrn a ret iree  h e a l t h  va lua t ion .  Companies w i l l  a l s o  have t o  r e l y  on 
t h e i  r a c t u a r i e s  , insurance car r ie rs  and other  par t i  e s  t o  o b t a i n  
i nforrnation regardi ng r e t i  ree c l  aims e x p e r i  e n c e ,  si nce such data i s not 
generally k e p t  "in-house". Addi t iona l ly ,  t h e  adoption o f  t h e  new 
s t a n d a r d  w i  1 1  cause many enterprises t o  be in v i o l a t i o n  of t h e i r  d e b t  
covenants as we1 1 as  rai se s i g n i f i c a n t  questions w i t h  credit  a g e n c i e s ,  
analysts, e t c . ,  which cou ld  impair their a b i l i t y  to ra i se  capi ta l  a t  
reasonable i -ztes. Add! t;  ~ n a l  1 y , regulated c o m p a ~ i  cs aiid g ~ v ~ r f i ~ e r t t  
c o n t r a c t o r s  need s u f f i c i e n t  t ime  t o  address the impact  of these c o s t s  
w i t h  various regulatory a g e n c i e s ,  w h i c h  i s  an extended and complex 
process. 

There fore ,  we bel ieve t h a t  th ree  years should 
t o  ensure that  en terpr i ses  can e f f e c t i v e l y  wo 
a d e q u a t e  1 y p r o t e c t  s harehol der i nterer t s  - On 
adopt ion  should be permitted f o r  those cornpan 
e 1 e c t i  on, 

7 .  FA$ 96 IrnDact 

be the m i n i m u m  t i m e  allowed 
k these problems t h r o u g h  t o  
t h e  o t h e r  hand, e a r l y  
es t ha t  p refer  such an 

We a l s o  believe t h a t  the  FASE has no t  adequately addressed  t h e  e f f e c t s  o f  
t h e  proposed account ing  when considering t h e  p r o v i  s i  ons o f  FAS 96 and 
t h e i r  impact .  S p e c i f i c a l l y ,  under c u r r e n t  t a x  law, a l l  o r  a p o r t i o n  of 
t h e  exDense may n o t  b e  deduct ible  u n t i l  t h e  b e n e f i t s  a re  a c t u a l l y  p a i d .  
U n d e r  FAS 9 6 ,  t h i s  c o u l d  r e s u l t  i n  r ecogn i t ion  problems re lated t o  
deferred  t a x  assets and t h e  scheduled turnaround. r e s u l t i n g  i n  a p o r t i o n  
of t h e  e x p e n s e  falling to the "bot tom l i n e "  w i t h  no corresponding t a x  
b e n e f i t .  
s i o n i  f i c a n t l y  i m p a c t  a company's future earn ings .  Therefore,  p r o v i s i o n s  
for simpLifying the scheduling p r o c e s s  or  allowing f o r  p r o b a b i l i t y  in t h e  
r e c o g n i t i o n  of  t h e  income t a x  e f f e c t s  o f  t h e s e  temporary differences need 
t o  be addressed. 

Due t o  t h e  possible  enormity of t h i s  obligation, it could 
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leased t o  have had the opportunity t o  express i t s  v i e w s  on t h e  
5 c o n t a i n e d  i n  t h e  Exposure D r a f t ,  and we hope our comments w i l l  
he Hoard i n  reaching i t s  f i n a l  COnClUSi on$. D e t a i  1 ed responses 
wenty-one i s s u e s  ra i sed  by t h e  Board a re  a t t a c h e d  as E x h i b i t  A .  

Very t r u l y  yours, 

B r u c e  E. Haddad 

At tachmen t  

33 
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t.a the FASB duxing their hearings on Accounthg for Other POSE mloprit 

GathdJl8 C o w n t s  on FAS lo& 

0saef its. 

Pleas* givp me a d l  if: you hnva any Wstiom. 
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d. gtlicr Cotrsidcrarions - 111 soiiic instaiic:cs, i t  is 
nppropriale lo ignore dcpcndciit chiidrcn due l o  low 
Ircquciicy, dior 1 expecIcd Iutrirc dcpendcncy ptriotls, 
data liriiiratioiis, or crpcnscs wl1ich have been considered 
clscwlicrc, Spccial curisidcratiorl should be given to 
rlisablcd dq~cnrlcrit cliildi-eii who conlinuc C O V C r J g c  
bcyoiid lire riurinal dcpcirrleiil child Icrrninalion dalc. 

5.5.3 Srwcliast ic I)cvclopr~crii or_ Chiiris Cost - The uiethodulngy 
discusscd in S l l l J S C C l i r m  3,>.  1 i s  a dctcrriiiriistic approach in 
w l d r  tlic valitatio~t USCS i )  projected average clairn in each 
ycar 01 thc pi ojccriuii pci id. 
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&A, MANAGEMENT REPORT 
I 

SPECIAL EDITION 
Prtxluced by the Humm Resources and Corporate CommunjcaLions D e p m e n r s  

c 

Sapember, 1991, S 

On Nov. 21,  Tampa Electric empioyees who are members of die IBBY  rr‘ill l - a e  fo accepr 
or rejecr ihc TECO Healrlipian cllanges ~ h i c h  ~ b i I /  be in place Jon. I ,  1993,-for nil noti- 

co1wed employees. Members ojthe OPEIU +\)ill a h  be osked Io accept h e s c  changes 
beginning in January. 

The plan has three modest changes in ir: 
Pr-escription COSIS of $ 6 ~ 1 ~  20percenr of the remaining COS:: 

. E l h i n u r i m  of d ie  $1,500 cnrTover provision; 
Limirorion of 51,000 on cerrain chiropracric benefits. 

Ivith rhese changes, the premiums for die TECO Healthplan will remain the same for the 

Because rhere are D number of auesrions concerning rhe T K O  Healrhglaiz, and the coIt 
~lrird year in a row. 

qfbetigfiiJ, r h e  Management Reporr is issuing a sperial edition to mshber some of rliese 
coucerm and provide insighr on die “bigger” Benejir piciure. 

42 CENTS FOR EVERY SALARY DOLL-4R: 
THE BIGGER BBEXEFIT PIC= 

Q. J ’hy is more cast-sharing required by employees in the TECO Healthpl nl 
A. For e v e p  straight-time salary dolIx, the cornpmy pays 42 cents in benefirs. That 

mems if y o u  annual SAW is S3O,ooO, you receive an additional 5 12.W in benefits, 
m a h g  your real salw S42:Mx1. 

is an imponant reason for h e  need for cost-shxing in medical benefirs. 
In 1990, Tampa Electric’s benefit costs for active employees totaled W.8 million. This 

Q. Is the W . 8  miliion for medical benefits? 
A. No, ir covers all benefits. Benefits can be divided into three categories: direct knefits; 

non-prducrive rime paid; and orher payroll costs. 

Dirtct benefits include medical insurance, pensions, education, the s ~ h g s  plan, the 
e m p l o y  assistance program, life insurance, health education. and orher benefits. 

&on-productive rime h e f i t s  include vacarion, holidays, short-term disability, and jut, 
duty, among others. 

Payroll cost knefi ts  are the compmy’s march to the employes swial security ‘LX 
psb’ment: unemployment compmsation, and worker’s cornpensstion. 

- 1 -  
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0. What are the statistics on rising medical costs? 

- '  

.- 

.C 

- 
A. According to a recent anicle in the Tampa Tribune, health care cost for businesses in 

Florida was S 3 , W  per employ= for 19W. At Tampa Elecniic, the average annual health 
care cost per employee was $3,272 for IW, 8 percent a b v e  the Rorida average. 

Q. Why is it important that all employees on the TECO Healthplan - both covered 

A. Because it's imporrant that all employees on h e  plan share in the cost. The changes 
and non-covered -be on t h e  new plan? 

are estimated to Save .%8O,ooO in 1992, bur more importantly they provide the compmy 
more conuol over fume cos1 increases. It would be uniair to have jusr one group of 
employees k m n g  the burden. 

Q. ?Vh! the fmus on prescription drug costs? 

A. In 1988, the prescription drvg charges were S577.057, and represented 8 percent of 
the TECO Healthplan's claims. In 1989, h e  charges rose to S'i36,769, an increase of 28 
percent. In 1990, drug charges were S979,W6: or an increzse of 3 percenr, mnd represented 
12 percent of the total claims. U'e clcarly can't continue t h ~  esczlarion since i t  would k p ~ r  
other 'benefit or s d a q  items. 

But even with rhe new S6-and-20-percent provision, employees on the plan art doing 
kmr  than before 1987. At h a t  time, cc-payment for prescriprion h g s  am 20 perceni of 
d7e cos[ d E i  a S200 deductibie. On a 5960 annual prescription bill, m ernplq.ee sh3-e wacld 
have k n  S353: With h e  pian thar p s  into efiecr Jan. 1 the employ= share would 'be 
S249.U. 

Q. What if the IBEW a n d o r  O P E Z  don't vote for the revised plan? 

A .  Employee cost-sharing of mediczl kne5 t s  is c+tical. The company will noi go 
beyond the 42 percent in knefits  it is already paying. If benefits cannot be reduced in the 
medical area, they will have to k reduced somewhere else whhin the compensation or 
benefit area. 

prducrive f i e  benefiE or more s ~ g e n t  pay increases in the furure. 
The only orher areas the company has to consider are the oher direct benefits, the non- 

1 
- 3 -  
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