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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION
DIRECT TESTIMONY
OF
VICTORIA A. MONTANARO

DOCKET NO. ©20199-WS

Please state your name and business address.

My name is Victoria A. Montanaro. My business address is
111 West Madison Street, Room 812, Tallahassee, Florida,
32399-1400.

What is your present occupation?

I am employed by the Office of the Public Counsel,
Florida Legislature as a legislative analyst. My
responsibilities are primarily related to special
assignments in the area of telecommunication.

Will you summarize your educational background and your
professional experience in the field of utility
regulation?

I earned my Masters in Accounting from Florida State
University in 1983. I hold a CPA certificate in the
state of Florida and am a member of the American
Institute of Certified Public Accountants. From 1983 -
1987 I served as regulatory utility analyst with the
Staff of the Florida Public Service Commission. While
employed by the Florida Commission, I participated in
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rate case examinations involving the water and sewer and
the telecommunications utilities operating in Florida.
In 1987, I accepted employment with the Office of Public
Counsel. I have presented testimony to this Commission
and participated in depositions and hearings as a class
B practitioner.

What is the purpose of your testimony?

The purpose of my testimony is to address the issue of
whether using Statement of Financial Accounting Standard
(SFAS) 106 to calculate postretirement benefit costs is
appropriate for ratemaking.

Does the Office of Public Counsel (OPC), support the
adoption of SFAS 106 for ratemaking?

No.

Why 1is Public Counsel opposed to Southern States
Utilities, 1Inc. (Southern States) recovering the
postretirement related costs as calculated using SFAS 106
in rates at this time?

There are several reasons why the rates set in this case
should not include the estimate of SFAS 106 as identified
by the company.

Ms. Montanaro, before we get to the details of SFAS 106,
will you provide its historical perspective.

Yes. Until the early part of this century, businesses in
this country were primarily sole proprietorships and
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partnerships which did not 1look to the public for
investment. Capital was acquired against the personal
credibility and integrity of the principal(s) of the firm

with which lenders were personally acquainted.

As our economy became more complex, ownership of firms
became more diversified; common stock was offered to
members of the public who could 1look only to the
principals of the firm (and to the principals'
appointees) for accurate information concerning the
income and financial health of the firm. Banking firms
and other lenders were less likely to be persocnally
familiar with principals of the firm; 1lenders, 1like
investors, could look only to representations of persons

they did not know.

Needless to say, there is an ever present incentive for
firms to optimistically represent their financial
condition to those from whom they wish to attract
investment and from whom they hope to borrow money.
Moreover, even in the absence of such an incentive, there
was no system of uniform accounting in place to insure
that financial statements rendered by firms were reliable

and presented in a uniform and consistent manner. The
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Great Depression proved this notion in a tangible--and in

some respects--terrible way.

After a false start, or two, and with the threat of
pervasive governmental regulation of the accounting
profession, the Financial Accounting Standards Board
(FASB, Board) was established as a private, independent
board. Statements of this board are considered Generally
Accepted Accounting Principles (GAAP). SFAS 106
(Statement of Financial Accounting Standard) is a

statement of that board.

In my view it is extremely important to understand the
purpose of FASB in its Thistorical and present
perspective. FASB requires firms (and specifically, the
accountants retained by them) to accurately represent the
financial condition of the firm primarily by ensuring
that each firm utilizes similar accounting procedures
which are Ggenerally accepted by the accounting

profession.

The beneficiaries of FASB are those who were historically
at risk in its absence; namely, those from whom firms
seek investment and those from whom firms wish to borrow

noney .
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Ms Montanaro, your treatise on the history of FASB is
interesting: please tell why you believe it relevant.

Because there is sometimes a notion advanced by regulated
utilities that the Commission, must recognize expenses
the utility incurs under SFAS 106 because FASB requires
the utility to calculate its potential postretirement
liability for external reporting using this standard.
To the contrary, SFAS 106 is devoid of any of the
traditional inquires of utility regulation. With respect
to obligations which the company might incur for OPEBs
(other post employment benefits), SFAS 106 suggests no
inquiry of whether the obligations ought to have been
incurred; whether obligations might be unilaterally
modified by the company during the time rates are in
effect; and no inquiry as to whether company-employee
negotiations, or governmental regulations yet to be

adopted might affect the obligations in a material way.

SFAS 106 was designed for external financial reporting
purposes. It was not designed to ascertain whether
expenses associated with OPEBs were reasoconably incurred
in the provision of utility service to the People of the
State of Florida. To put it simply, it is the wrong tool

for the job: it has no place in regulatory accounting.
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Would you please apply your view on SFAS 106 to this case
in particular?

Yes. First, there is significant reason to believe that
the company may restructure its benefit plan tc reduce
costs in the future. We would applaud the company's
attempt to reduce the costs that are assigned in the
ratemaking environment. However, if the rates set in
this case are established before those cost-saving
mechanisms can be instituted, then the revenues will
recover costs greater than what the company is
experiencing and rates will generate more cash than the

company is entitled 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 for the company to calculate
postretirement benefits per SFAS 106. The Financial
Accounting Standards Board (FASB) and the accountants
within the profession recognize the calculations are
tentative and not precise on a period-to-pericd basis.
The Actuarial Standards Board has gquestioned the 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 for these prior periods, which could date back as
far as twenty or thirty years. The calculations, for
both the current period costs and those retroactive
costs, are based upon the estimated future costs of
health care. The calculations do not reflect either the
cost containment measures that the company may institute
or governmental intervention which may very well occur in

the future.

Third, the company's postretirement calculation assigns
costs of prior periods (the transitions obligation) plus
current costs (the service costs) to current ratepayers.
The assignment of prior period costs results in an
intergenerational inequity. The point made by many
utility companies is that today's costs (earned benefits
as defined under SFAS 106) should not be assigned to
future ratepayers, as would happen under the pay-as-you-
go method. It should be noted that the adjustment
proposed by Southern States Utilities does just that. It
assigns costs to today's ratepayers for costs that the
company says relate to a prior period. The actual
current period service costs represents approximately 50%
of the SFAS 106 costs which Southern States is asking

recovery of.
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Fourth, as these cost estimates become more reliable and
cost containment measures are instituted, future
ratepayers would receive the benefits from those events
if the company's rates are still set based on rate of

return regulation.

Fifth, there are no assurances that the funds taken from
the ratepayers' pockets will be used to pay for the
postretirement benefits of Southern States employees.
The regulatory framework 1is designed to provide an
opportunity to recover actual costs and a return on
actual investment. This change in accounting, which is
not pure accrual accounting, has the potential for
violating the regulatory framework by compensating a

company for expenses that will not be incurred.

Continuing the current method of cost recovery (pay-as-
you-go) ensures that there is a consistent methodology
for all ratepayers for all periods. No set of ratepayers
is funding more than the company is paying in any
specific pericd. If the company does continue its
efforts to contain costs, then the costs in the future,
under the pay-as-you-go method, could be substantially
less than are estimated today.

Can you briefly explain the purpose of SFAS 1067
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Yes. Financial accounting standards are premised upon
certain accounting principles. The purpose of these
principles is to enhance the usefulness and reliability
of the external general purpose financial statements by
providing information that is useful in assessing the
plan's present and future ability to pay its obligations

when due and report the earnings for the period.

In adopting Financial Accounting Standard 106 the
Financial Accounting Standards Board wanted to alert the
users of the financial statements that a company has a
growing potential postretirement benefit liability. For
external financial statements, the company under SFAS 106
will be required to accrue a portion of the future
liability as if a portion of the benefit is earned in
each accounting period.

Is the Commission obligated to follow Financial
Accounting Standards for setting rates?

No. This Commission in the past has reserved the right
to review the appropriateness of adopting a particular
financial accounting standard. A standard that furthers
the goal of sound accounting for external, general

financial statements can be inappropriate for ratemaking.
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Financial Accounting Standards are not designed for rate
setting. The Financial Accounting Standards Board
recognized that standards designed to strengthen the
usefulness of the external financial statements might not
be appropriate for ratemaking. In recognition of this
fact FASB adopted SFAS 71 which is an accounting standard
adopted to address issues unique to a regulated company.

Does SFAS 71 have the same standing as a pronouncement as

any other FASB pronouncements?

Yes, however, paragraph 7 of SFAS 71 states:
Authoritative accoﬁnting pronouncements that
apply to enterprises in general also apply to
regulated enterprises. However, enterprises
subject to this Statement shall apply it
instead of any conflicting provisions of
standards in other authoritative
pronouncements.

Has the accounting profession recently recognized that

there is the possibility that in some circumstances the

application of an accounting standard or other principles
may not be appropriate?

Yes. In Statement of Auditing Standard 69, The Meaning of

Present Fairly in Conformity with Generally Accepted

Accounting Principle in the Independent Auditor's Report,

AICPA recognized that there is a possibility that the
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application of an accounting standard could render
misleading financial statements. Within that Statement,
there is reference to Rule 203 of the AICPA Professional
Standards Volume II. 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 principles it

is difficult to anticipate all of the

circumstances to which such principles might

be applied. This rule therefore recognizes

that wupon occasion there may be unusual

circumstances where the literal application of

pronouncements on accounting principles would

have the effect of rendering financial

statements misleading. In such cases, the

proper accounting treatment is that which will

render the financial statement not misleading.
Would you please explain what is meant by the term GAAP?
As stated in SAS 69:

The phrase "generally accepted accounting

principles" is a technical accounting term

that encompasses the conventions, rules, and

procedures necessary to define accepted

accounting practice at a particular time.
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Do generally accepted accounting principles change?
Yes. The chairman of the Financial Accounting

Standards Board in his article, What's right with the

FASB, stated, "we are committed in our mission statement
and rules of procedure to review the effects of our
decisions and interpret, amend or replace standards in
a timely fashion when necessary."

Would you please explain the theoretical difference in
the presentation of SFAS 106 costs and the current method
of pay-as-you-go?

The current method of pay-as-you-go is a cash receipts

methodology. SFAS 106 is premised on accrual accounting.

When using the cash receipts form of accounting, the
level of postretirement expense is presented in terms of
the dollars that the company actually pays out within the

current accounting period.

The theory behind the accrual method is premised upon an
employee earning this benefit over the years that he is
employed. When using SFAS 106, methodology of accounting
for postretirement costs, the level of postretirement
expense presented in the external financial statements is
based upon a calculation of the future health care costs
of an employee after he retires. A portion of this
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future cost is prorated to each accounting period in
which the employee works.

What is the difference between accrual accounting and
cash receipts accounting?

FASB Statement of Concepts, Concept 6, paragraph 144,
states the major difference is the +timing of the
recognition of revenues, expenses, gains, and losses.
All other things remaining equal the costs incurred and
reported would be the same over time.

What is the goal of accrual accounting?

The goal of accrual accounting is to account for the
economic impacts of events on an entity within the
accounting period in which they occur. Embodied within
the accrual accounting concept is a presumption that the
economic impact of the event or transaction is
recognizable and measurable.

Does SFAS 106 represent traditional accrual accounting?
No. It is a hybrid. It deviates from Accounting
Principles Board's Opinion (APB) 20 which provides
guidance on the generally accepted treatment for a change
in accounting estimates.

Normally, does accrual accounting require immediate
recognition of any prior period impacts of an accounting

change?

13
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Yes. FASB indicated in paragraph 252 that "conceptually,
the immediate recognition of the cumulative effect of the
accounting change would be most appropriate.... However,
recognizing the magnitude of the obligation and the
limited availability of historical data on which to base
its measurement suggests the need for a more pragmatic
approach."

Does the recognition of the transition obligation over
the next twenty years distort the reporting of period
specific results for those years?

Yes. In fact, several corporations including utility
companies have or are considering recognizing the

transitional obligation immediately for that reason.

For example, GTE in their letter dated November 9, 1989,
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
not conceptually sound nor does it serve the
interest of financial statement users. This
"doubling up" of costs in future years
distorts current earnings for a significant
number of future years and does not properly
reflect the current earning power of the
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enterprises. In GTE's case, we estimate that
postretirement costs (which are not
insignificant) initially would be increased by
over 60% by the inclusion of these prior
period costs. [see attachment 1 p.4]
Did regulated utilities advocate the treatment of the
transition obligation for regulated companies be

different from the treatment for non-regulated companies?

Yes. In another letter written by GTE dated June 28,
1990 the company wrote," the treatment of rate regulated
companies must, of necessity, be different." [see
attachment 2 p. 3]

Was there an effort by several utility companies to
address the concern of the transition obligation for the
regulated companies?

Yes. According to a letter dated July 11, 1990, USTA,
BellSouth, Bell Atlantic and GTE participated in a
conference call with Diana Scott the OPEB Project
Manager- FASB Staff on June 18, 1990 to discuss the
industry's position on immediate recognition versus
amortization of the transition obligation. The letter
states that FASB's decision of June 27, 1990 to allow the
option of either amortizing the cbligation or immediately
recognizing the expense "...is optimal from a regulated
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accounting prospective". A decision to mandate
immediate recognition and/or to charge the obligation to
retained earnings could have provided ammunition for
federal or state Commissions to deny the recovery of
these expenses. [See attachment 3]
Have you identified any documents from Southern States or
any other utility which indicates that the FASB revised
its exposure draft ruling regarding recognition of the
transition obligation as an accommodation to the
regulated industry?
Yes. In the memo attached to the joint Bell Atlantic and
BellSouth letter, it states:
...the FASB plans to address recognition of
the transition obligation at its June 27 Board
meeting (and 1is considering modifying the
existing exposure draft proposal to allow the
immediate recognition option or even go so far
as to mandate immediate recognition of the
transition obligation). [See attachment 3 p.
3]
The memo goes on to state:
After discussing and analyzing the issue, we
agreed to communicate the following industry

consensus position to the FASB, prior to the

16
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Board's scheduled meeting on June 27, 1990, to

resolve this issue:

8 If the FASB modifies the Exposure
Draft to give companies the option
of either immediate recognition or
amortization of the transition
obligation, the industry would not

object to this modification.

2. If the FASB modifies the Exposure
Draft to mandate immediate
recognition, the industry is

strongly opposed for the following

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

4]
From your reading of the memorandum did those reasons
focus on the issue of sound accounting principles or
strategies for increasing the revenue requirement?
The telephone industry wanted the costs amortized and
reflected in the income statement to advance their
argument for increased revenues to support the effect of
the new accounting standard. The thrust of their argument
was not to advance sound accounting principles. [See

attachment 3, p. 5-7]
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What is the effect on Southern States's ratepayers as a
result of the company seeking recovery of this
transitional amount?

The adoption of SFAS 106 for ratemaking shifts Southern
States's estimates of these prior period costs (as
retroactively calculated by SFAS 106) onto the current
and future ratepayers for the next twenty years. In
effect, the Southern States customers will be double
charged for postretirement benefits. The customers will
be charged for costs associated with the employee's
services of the current period as well as costs
associated with employee's services rendered to a prior
generation of customers.

Do you have some concern with the way Southern States has
applied SFAS 1067

Yes. SFAS 106 attempts to alert the user of the
financial statement that the company has incurred a
liability or future cost and reports the costs associated
with that liability in the proper accounting period. In
addition to the improper assignment of prior period costs
to current ratepayers, it is possible that the cost which
the company is attempting to recover in future rates may
not meet the commonly understood term of costs.

Please explain.
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An accounting cost is commonly understood to represent an
occurrence of a sacrifice in financial or monetary terms.
Southern States may never experience a sacrifice of its
monetary resources to the extent presented in ite
calculation of its postretirement cost based on SFAS 106.
Is SFAS 106 based upon the following assumptions: (1) the
company has promised a benefit to the employee; (2) the
benefit is earned over the period of employment; and (3)
the plan in effect today will remain in effect in the
future?

Yes. FASB is attempting to recognize through SFAS 106
the postretirement obligations that the 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 not
address the issue of possible or potential gratuities
that a company may grant to 1its employees after
retirement. Rather, SFAS 106 addresses the issue of a
promise between an employee and its employer. it
reflects a promise by the company to pay an employee
providing services in a particular accounting period for
those services after the employee's retirement.

Why do you say Southern States may not experience an

economic loss at the level presented in this case?
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There are two main reasons. One reason is Southern
States is continuing to review options to modify its
benefit plan; and therefore, the level of benefits which
the company is presenting in this case may or may not be
offered in the future. The other reason is the accuracy
of the estimate of postretirement benefit costs as
calculated using the SFAS 106 methodology.

Would you please explain your concern with the level of
benefits which the company may or may not be providing in
the future?

Yes. A modification of the plan will impact the costs
calculated by SFAS 106. If the modification is for the
purpose of containing health care costs in the future,
then the costs calculated under SFAS 106 in the MFRs
would be overstated.

Are you aware of any plans which Southern States has
regarding modifying its postretirement benefit plans?
Yes, In the May 29, 1992 Actuarial study undertaken by
McMillian and Robertson three alternatives to the current
plan are evaluated. [See attachment 4, p.8 of 19]

What is the calculated percent change in the net periodic
cost for each of these alternatives when compared to the
plan presented in this rate case?

Alternative 1, which would increase the retiree
contribution, generates a 5% decrease in annual expense;

20
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Alternative 2, which would cap benefits for participants
65 years of age and older at $10,000 for their lifetime,
generates a 44% decrease in annual costs; and, Alterative
3, which would define the dollar benefit and match the
level of benefits to the number of years of service
rendered, generates a 32% decrease in annual costs
compared to the costs presented in this case. [See
attachment 4 p.8 of 19]

Does SFAS 106 accommodate the possibility of
modifications to the postretirement plans?

Yes, SFAS 106 speaks to the possibility that many
companies, upon seeing the dollar magnitude of the
liability, may well look for ways to curb this growing

liability. The study, Retiree Health Benefits How to

Cope with the Accounting, Actuarial, and Management

Issues, written by Coopers and Lybrand, one of the larger
accounting firms, states, "It is anticipated that the
nature and prevalence of retiree health benefits will
change over time as employers respond to increasing
pressure to hold down costs as well as to changing
demographics and retiree needs."

Has there been a more recent report on efforts of

corporations to contain their health care costs?

2.4
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Yes. In the July 1992, Journal of Accountancy, Stanley
Zarowin, senior editor of the Journal and an employee of
the AICPA, wrote the following:

An increasingly popular idea, from the

employers' point of view is dollar-denominated

benefits, sometimes called defined-dollar or

company caps. Under such a plan, recently

adopted by both AT&T and IBM, a company sets a

cap on future payments for retirement health-

care benefits; costs exceeding the cap shift

to the retirees.
Does the <calculation of ©postretirement costs as
prescribed by SFAS 106 include the possibility that the
benefit levels of a plan may change?
No. In paragraphs 173-176 of SFAS 106, FASB discusses
the rationale for basing the calculation of future health
care costs on the assumption that the current level of
compensation will continue in the future unless there is
evidence to the contrary. Only, if a company has
communicated to its employees that the company is
amending its plan would the company incorporate the
reduction of benefits in the calculation of
postretirement benefits under SFAS 106. Further, if the
company's past practices differ from the written plan,
then the substantive plan is based upon the past
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practices. In the event a company has deviated from the
written plan or has communicated to its employees that
there will be plan amendments, then the substantive plan
should reflect the impact of the amendment to the extent
known. In the case where the benefits have been
collectively bargained, then the calculations are based
upon the written plan for those employees.

Is it your position a company should not try to control
its costs?

No. The point is postretirement costs, as calculated
under SFAS 106, could and probably would cause
overrecovery in the rate making environment. SFAS 106
costs, as calculated by the company, are based upon
today's substantive plan. By the time the employees
retire, ten or twenty years from now, the company could
be offering a very different plan. If SFAS 106 were
adopted for rate recovery, it 1is very probable the
ratepayer will be paying for a transitional obligation
and current costs which has little resemblance to the
health benefits provided under the plan at the time the
employee retires.

Would you agree the level of benefits that a company
offers its employees is a management prerogative?

While it can be argued that it is management'’'s
prerogative to determine the level of compensation given
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to their employees or to modify their promise of
deferred compensation, it is the Commission's
responsibility to evaluate the reasonableness, accuracy

and certainty of costs that are to be included in rates.

If it is 1likely that a company will institute cost
cutting measures or even terminate a plan, then the
Commission should not include postretirement costs as
calculated under SFAS 106 in rates. To do so could allow
overrecovery of the cbmpany‘s actual expense level.

Has there been any study of the level of benefits offered
to utility employees as compared to the employee of other
industries?

Foster and Higgins, consultants on employee benefits
constructed a study of on health care benefits. In their
study, utilizing 1991 survey data, they reported that the
utility industry had the highest average per employee
medical plan costs. [See attachment 5 p.7]

Do you have concerns regarding the SFAS 106 calculation
methodology for purposes of setting rates?

Yes. In addition to the possibility that Southern States
may modify, suspend or terminate its postretirement plan
and therefore never incur the costs for which they are
seeking recovery of today, there are other concerns with
the postretirement plan. The main concern relates to the

24




10

a0

12

13

14

15

16

X7

18

19

assumptions that are employed in the calculation of the
future costs and the apportionment of those projections
to the various accounting periods.

Would you please describe the method for calculating the
future health care costs?

Yes. The methodology used in computing SFAS 106 costs is
multi-faceted and based upon many assumptions. The
interplay between the assumptions can have a significant
impact on the final calculation. The calculation (like
pensions) is based upon actuarial data. But further,
assumptions have to be made regarding the future health
needs of Southern States's "employee/retiree" population,
the marital status of the employee during retirement, the
dependent status of future employees, health care costs
during retirement as well as the usual retirement date
and longevity assumptions.

Have other accountants gquestioned the complexity and
reliability of the calculations of future health care
costs which are produced using the SFAS 106 methodology?
Yes. The accounting firm of Arthur Young stated in its
comments on the exposure draft of SFAS 106, that the
estimates "suggest that the amounts shown are precise,
when in fact they are at best ballpark estimates." The
firm further described +the computations used in
calculating SFAS 106 costs as an "approach to measuring
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the postretirement benefit without basis in fact and an
arbitrary exercise."
Does SFAS 106 recognize the unreliable nature of the
calculation of future health care costs?
Yes. In its discussion regarding whether to allow
immediate recognition of the transition liability, SFaS
106 states the following in paragraph 256 of the
appendix:
[FASB] also note that the actuarial techniques
for measuring postretirement health care
benefit obligations are still developing and
should become more sophisticated and reliable
with time and experience. They observe that
near-term measures of the accumulated
postretirement benefit obligation from which
the transition obligation is derived will
reflect the deficiencies of insufficient data
collection in the past and the evolving
actuarial practice in this area....
Does the SFAS 106 acknowledge there will be significant
velatility in the calculation of SFAS 106 estimates over
time?
Yes. 1In paragraph 293 the FASB discusses the volatility

in estimating the health care costs of employees who will
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retire years in the future. The Board admits the
volatility,

... may reflect an unavoidable inability to

predict accurately the future events that are

anticipated in making period-to-period

measurements. That may be particularly true

for postretirement health care plans in light

of the current inexperience in measuring the

accumulated postretirement benefit obligation

for those plans.
Are there mechanisms within SFAS 106 to recognize the
change in the actuarial assumptions, such as the level of
coverage?
Yes. After the first year of implementation, the actuary
will evaluate the actuarial gains or losses. If the plan
or cost calculations have been modified, then there will
be an adjustment. However, the level of the adjustment
reflecting the modification will be repressed. In an
attempt to deal with volatility between accounting
periods, in paragraph 294, of SFAS 106, FASB concluded
that the impact of changes in estimates should not be
recognized in the period in which they occur. Rather,
the FASB requires a delayed recognition of gains or
losses. only the portion of the gain or loss that
exceeds 10% of the accumulated postretirement benefit

27



10

13,

12

13

14

15

16

357

18

1%

20

21

22

23

24

25

obligation will be reflected in the net periodic costs.

Does FASB acknowledge that the smoothing mechanism is
contrary to normal accrual accounting?
Yes. Paragraph 294 states, "Both the extent of reduction
in volatility and the mechanism adopted to effect it are
essentially practical decisions without conceptual
basis."
Why did FASB believe that it was necessary to have a
mechanism that reduced volatility in the calculation of
the SFAS 106 obligation?
FASB states in paragraph 293:
In the case of the accumulated postretirement
benefit obligation, reported volatility may
not be entirely a faithful representation of
changes in the status of the obligation
(phenomenon represented). It also may reflect
an unavoidable inability to predict accurately
the future events that are anticipated in
making period-to-period measurements. That
may be particularly true for postretirement
health care plans in light of the current
inexperience 1in measuring the accumulated
postretirement benefit obligation of those
plans. The difference in periodic measures of
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the accumulated benefit obligation for a
postretirement health care plan, and therefore
the funded status of the plan, results partly
from the inability to predict accurately for a
period, or over several periods, annual
expected claims costs, future trends in the
cost of health care, turn over rates,
retirement dates, dependency status, life
expectancy, and other pertinent events. As a
result, actual experience often differs
significantly from what was estimated, which
leads to changes in the estimates for future
measurements. Recognizing the effect of
revisions in estimates in full in the period
in which they occur may produce financial
statements that portray more volatility than
is inherent in the employer's obligation.
In your opinion is the concern regarding the volatility
heightened because of the magnitude of postretirement
expense that the company is presenting on their financial
statements?
Yes. It is my belief that, if the current service costs
were the only expense at issue, it is probable that the
smoothing mechanism would not have been adopted by FASB.
For example, the current service costs represent only 50%
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of the cost which Southern States is seeking to recover.
However, because the calculation includes recognition of
a portion of the transition or prior period obligation,
a change in an assumption could have a significant impact
on the cost presented for the financial statements.
What impact does this smoothing mechanism have on the
ratepayer?

If the Commission adopts SFAS 106, then there is little
hope the current 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, the expense recovery would remain the same unless
the effect of the cost containment provisions exceed 10%
of the accumulated postretirement benefit obligation and
rates were reset. It should be noted that an overcharge
can only be corrected prospectively, and then only if the
rates are adjusted.

Does the company have a great deal of flexibility
regarding the assumptions that are used in the actuarial
valuation?

Yes. Coopers and Lybrand illustrated the flexibility in
its study. The firm stated in reference to that
illustration, "Employers should be aware that the use of

different plan terms and actuarial assumptions would have
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resulted in significantly different estimates of

obligations and expense."

Further, Coopers and Lybrand in the 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 understanding of the complex
issues surrounding the measurement of these
benefits.

Does the actuarial firm select the assumptions for the

calculation of SFAS 1067

No. According to SFAS 106, the actuarial assumptions

represent the company's best estimate of what will occur

in the future.

Is there variation in the discount rate wused by

companies?

Yes. Attached is late filed deposition exhibits 1 and 6

filed by Hewitt and Associates in the Florida Power

Corporation rate case which depicts the variability in

the discount rate selected by companies using this

actuarial firm. [See attachment 6]
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The second attachment is a survey conducted by Towers
Perrin Company. The discount rates used varied from a
range of 5.1% to 10.0%. [See attachment 7]

What is the significance of a low versus high discount
rate?

The lower the discount rate the higher the present value
calculation. This high present value calculation
translates into a higher expense for the accounting
period. The decrease in the discount rate would increase
the period costs because the transition obligation
portion would increase, the interest component would
decrease, and the service costs would increase.

Is it true that over time the cost would be the same?
This is only true if you assume that the discount rate
used for the calculation will not change over time.
Does this variation in discount rates effect the
integrity of the calculation?

Yes.

What is the discount rate that Southern States used in
calculating the SFAS 106 costs?

Southern States used a discount rate of 8.00%.

Is the use of the rates of return on long term fixed
investments an appropriate discount amount for

ratemaking?
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No. For the unfunded plan using the company's cost of
capital as the discount rate would better reflect the
economic effect of the passage of time.
Are there any utilities who would agree with you?
Yes. GTE's filed the following comments in their August
7, 1989 letter to Timothy S. Lucas regarding the
appropriate basis for calculating the present value of
the potential post retirement obligation: ...
It is probable that benefits for unfunded
plans will be paid with funds generated from
operations or raised through debt or equity
financing. Accordingly, we believe that the
company's cost of capital would more
appropriately reflect the rate at which
obligations of unfunded plans will be settled
and should be used as the discount rate for

these plans.

We understand that the Board disagrees with
this approach. The Board believes that it
would reduce comparability since the cost of
capital differs among companies. However, we
believe that if the cost of capital is the
cost of paying these benefits, using it as the
discount rate will better reflect these
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economics in the financial statements.
Comparability should provide assurance the
differences can be seen, not hidden. The
latter would occur if a similar discount rate
is used for all companies with unfunded plan.
[See attachment 8 p. 5]
Would you recommend that this Commission use the
company's cost of capital as the discount rate for
ratemaking purposes for Southern States?
Yes. While FASB rejected the use of the cost of capital
as the discount rate in determining the calculation for
external, general purpose financial statement purposes,
it should be considered in the <calculation of
postretirement costs for ratemaking purposes.
You mention an actuarial study earlier in your testimony,
in order to implement this standard, is there a need for
an actuary to assist in the calculations?
Yes.
Were there any actuaries who commented on the FASB
exposure draft on postretirement benefits?
Yes. David J. D. Mecleish, Chairman and Chief Executive
Officer of Godwins International Holdings Inc. commented
that, "...traditicnal thinking which wunderpins the

accounting treatment of employee retirement benefits is
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fundamentally flawed. More simply, that is wrong." [See

attachment 92, p.1]

The comments go on to state that the methodology used to
calculate the postretiremeht obligation creates a false
liability and violates the intent of the accounting
profession which emphasizes the representational
faithfulness of the balance sheet. He further states:
Presumably the 1liability is an "accounting
liability™ and just as with the actuarial
liability I referred to earlier, I would
observe that it would not represent a true
liability in any legal sense nor indeed in any
other sense that normally would be attached to
that word. [ see attachment 9 p.4)]
Does the actuarial profession have standards which would
provide guidance on the development of the actuarial
calculations required by SFAS 1067?
Yes. In addition to the standards the Actuarial
Standards Board had previously issued to meet the needs
of their profession, the Board has issued an exposure
draft of guidelines to be used in the calculation of SFAS
106 costs. The proposed Actuarial Compliance Guidelines,

entitled Compliance with Statement of Financial

Accounting Standards No. 106 Employer's Accounting for
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Postretirement Benefits other than Pensions was released

in October 1991. The guidelines are in the comment
phase. The comment deadline was March 15, 1992. The
Board is currently reviewing those comments and the Board
will decide whether to adopt these guidelines at their
October 1992 meeting. According to the Board staff the
Board may decide to continue to revise the proposed
guidelines.
Do the guidelines deviate from other procedures which are
required for generally accepted actuarial purposes?
Yes. In the transmittal letter of the exposure draft the
Board indicated:

Enclosed in this booklet is an exposure draft

of a proposed actuarial compliance guideline

of actuarial calculation required under SFAS

106, promulgated by the Financial Accounting

Standards Board(FASB). The purpose of the

guideline is to set forth generally accepted

actuarial principles for such calculations.

Because this document 1is a standard for

compliance with an outside requirement (i.e.,

an accounting standard), certain procedures

may or may not be generally accepted for other

actuarial purposes. [See attachment 10 p. ix-

X]
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Does the Actuarial Board comment on the level of
reliability that can be expected from the actuarial
calculations?
Yes. In the background section, it is stated:

The committee recognized the SFAS 106 implies

more precision and accuracy than exists in

this area of actuarial practice. The
relatively long-term nature of the
obligations, the significant year-to-year
variations 1in the trend rates, and the

underlying political and economic nature of
the benefits almost  assure substantial
variations between the actual results and
expected results. [See attachment 10 p. ix-x]
Does the exposure draft make a reference to a scope
limitation?
Yes. The guideline reads, "This guideline is believed
to accurately represent current understanding of SFAS 106
as it pertains to actuarial calculations; the guideline
is not an actuarial standard of practice." [See
attachment 10 p. 1]
Are there disclosure requirements?
Yes. The actuarial communication for purposes of SFAS
106 should be identified as such, and should disclose
that the results of calculations performed for other
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purposes (e.g., plan reporting, government requirements,
etc.) may differ significantly from the results for
purposes of SFAS 106. [See attachment 10 p. 33]
Would you please review the components that are involved
in calculating SFAS 106 costs for external, general
purpose financial statements?
There are six possible components involved in the
calculation of SFAS 106 costs. Not every company will
include each of these costs. The cost components
included will depend upon a company's particular
circumstances. The possible cost components are:

(1) service costs

(2) interest costs

(3) returns on plan assets

(4) prior service costs

(5) gains and losses

(6) amortization of the unrecognized

transition obligation or asset.
Is Southern States requesting <cost recovery of
postretirement costs that relate only to the current
period for ratemaking purposes?
No. Southern States has 1included service costs,
amortization of its prior period costs (unrecognized
transitional liability) and interest costs in its test
period costs.
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Do the components included 1in Southern States's
calculation for ratemaking match the components which
would be included in their calculation for external,
general purpose financial statements?

It can not be determined. We do not know how the company
will treat the transition obligation for external
financial statements.

Would you please explain service costs?

Yes. Service costs represent the increase in the
accumulated post retirement obligation that relates to
the present period. It is that portion of the
postretirement benefits that is earned by the employee
during the current period. The cost is stated in terms
of present value.

What is the unrecognized transitional obligation cost?

It is defined in SFAS 106 paragraph 46 as '"the
amortization of the unrecognized obligation or asset
existing at the date of initial application of this
statement...." Under SFAS 106 definition of period
costs, these costs would represent the benefits earned in
prior periods.

Does the company have the option of either recognizing
the obligation immediately or delaying the recognition of
the costs and amortizing it over future periods.

Yes.
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Please explain the accounting entries for immediate
recognition of the accumulative effect of implementing
SFAS 106.

Immediate recognitibn of the accumulative effect of SFAS
106 is reflected as a charge or debit to the income
statement and a credit to the liability account for the
period in which it was recognized. It would be treated
as the effect of an accounting change as outlined in APB
20.

Were companies prohibited from recognizing postretirement
costs on an accrual basis in the past?

No. The issue of postretirement 1liability and its
growing impact on the financial statements has been
discussed by the accounting standards-setting body since
1879.

Is it true that the generally accepted accounting
principles in existence prior to the issuance of SFAS 106
would have allowed for the accrual of postretirement
benefits.

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 Statement of Financial
Accounting Concept 6, then the company could and should
accrued for the expense. This basis of accrual
accounting has been in practice for years and would have
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prbvided the authority to recognize the postretirement
cost in the past.

If this is true, then why weren't corporations accruing
for this 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 1liability or a
liability as previously defined by the accounting
literature. However, for purposes of SPAS 106 the
definition of a liability has been broadened.

Does the broaden definition of liability as it relates to
postretirement benefit reflect the normal definition of
costs to be included in the ratemaking process?

No. It has been the Commission's prior practice and the
interpretation of statutory language as referenced in the
Water and Sewer DORP under the 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."

It is your testimony'that the SFAS 106 is an inadeqguate
and inappropriate measure of postretirement benefits

costs for ratemaking?
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Yes. The current method of pay-as-you-go for recognizing
and compensating the company for the postretirement costs
which it has or will incur is adequate to meet any the
statutory requirements placed upon this Commission.
Further, it is my testimony that SFAS 106 will over
compensate the company for these expenses and therefore
is in conflict with the intent of the statute and the
Commission's own policy as outlined in the DORP.

Are postretirement benefits characterized as deferred
compensation in SFAS 1067

Yes. |

If this is in fact a form of deferred compensation, is
there reason to believe that in a projected test year the
costs of wages and compensation should be limited to the
inflation rate?

Yes. The Water and Sewer DORP, under the topic of
Employee Compensation, states that projected expenses
should be adjusted to reflect the current projection of
inflation. Further there is a reference to wages
increases being limited for non-union employees. The
wage increase is to be limited to the inflation rate.
Since the Commission is not bound by union negotiated
contracts and Southern States does not bargain
postretirement benefits, the issue of treating union
personnel differently is mute.
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Is it fair to assume a company will adjust its total
compensation package if one component of that package is
increased disproportionately?

Yes. A rationale company would evaluate its
compensation package as a whole if one portion of that
package were to increase disproportionately. There is no
basis to believe that the company will allow a portion of
the compensation package to increase without some
compensating decrease elsewhere.

Have you reviewed any documents which would indicate that
a Florida regulated utility has in fact adjusted benefits
as you have suggested?

Yes. Two electric companies have done just that.
Florida Power Corporation in the last union contract
reduced postretirement benefits and increased pension
benefits. TECO has a stated policy of maintaining the
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
attachmenﬁ 11]

Is there an interest component included in the
postretirement costs as calculated using SFAS 1067

Yes.

Please define the interest costs in the SFAS 106
calculation of costs for postretirement benefits.
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The interest costs in the SFAS 106 calculation represents
the passage of time costs associated with calculation.
The costs are initially presented in terms of present
value. Because the Board did not require funding, there
was a need to recognize the increase in the liability as
time passed. For those companies who do fund, the
interest costs are offset by the earnings on the fund.
If the company recovers service cost in rates and invests
those funds, then there is no need to assign interest to
the current or future ratepayer.

Should the ratepayer be assessed for interest costs
assoclated with the 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
ratably over the attribution period (length of employment
until eligible to retire), then it is not appropriate to
assign the current ratepayer the passage of time costs
associated with services provided in prior periods to
priocr generation of customers.

In Southern States's calculation of its postretirement
costs, does the company include any expected earnings?

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

that the company intend to fully fund its postretirement
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benefits liability, <there is no indication that the
company has recognize interest earnings on those funds.
Why do you recommend that the interest associated with
the service costs, interest costs and transition costs
which have been recognized be recorded as a below the
line expense?

If the company funds the plan the cash would be earning
a return to offset the interest associated with 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 the
company experiences from cellecting the expense prior to
paying the associated costs?

No. Just as the Commission does not allow the company to
earn a return on the deferred taxes, the Commission
should not allow the company to earn on return on the
cash flow generated by the adoption 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 that the company should reflect the
full liability as zero source of capital even if the
company funds their plan as indicated on schedule B-3
page 2 of 27
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Yes, Unless the company establishes a non-revocable
external trust, then the company could still have control
over the funds. 1f the company still has control of
those funds then the cash flow from the adoption of SFAS
106 is in fact an other source of funds to the company.
Why is there a need to recognize any special adjustment
to the capital structure?

When an accrued expense is greater than the current cash
outlay for that expense, then there is a concern that the
customer will be paying a return to the company on those
funds through the working capital adjustment. This
possibility arises because the cash in isolation will
increase the working capital 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 for the
recognized portion of their postretirement costs?

Yes. Unless the company has established a non-revocable
external trust for these benefits, then a 1liability
should be recorded.

Would you please review the journal entries involved in
recognizing postretirement benefit costs.

Yes, The debits are to the expense and cash accounts
with a corresponding credit to the long term liability
account and revenue accounts,
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The following illustrates the entries. It
cshould be noted that pay-as-you-go amount is
included within the postretirement expense

recorded for the period.

1. Postretirement Exp. $110
OPEB liability $110

2. Cash/Accts Rec/d (dr.) 5110
Revenue $110

3. OPEB Liab (paygo portion) $10
Cash _ $10
4. OPEB Liab. (to fund Trust) $100

Cash $100

The entries above would be the same, in isolation, for 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 the application of SFAS 106 create a tax timing
difference?

Yes. Unless a corporation funds its postretirement plan
using a taxed advantaged fund, the revenues generated
from the price increase will be taxable. The
postretirement expense is tax deductible only to the
extent that there is an actual cash outlay for the tax
period (pay-as-you-go). For book purposes the cost is tax
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deductible. Wnether it is permanent or temporary is
dependent upon the actual occurrence of a tax deductible
expense in the future.

What effect does the tax timing difference have in the
regulatory process?

For ratemaking, the deferred taxes are treated as a zero-
cost source of funds for the utility in the capital
structure. If SFAS 106 is adopted for ratemaking, the
booked tax expense is less than the tax payable amount.
The difference is recorded as a debit to deferred taxes.
The effect is to increase the cost of capital in the
regulatory revenue requirement calculation. For example

(in isolation):

Tax expense (dr.deducted for books.) $0
Deferred taxes (dr.) $34
Tax Payable (cr.) $34

When the tax is paid the following entry would be made:
Tax payable (dr.reverse the liab.) $34
Cash (Cr. remit the tax) $34
Has the Commission ruled in any prior case that the
revenue regquirement should be reduced to reflect a
reduction in the ratebase for the unfunded amount of the

accrued postretirement liability?
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Yes. In the Order NO. PSC~92-0708-FOF-TL, it states on
page 40, the following:
We believe that treating the liability as a
reduction to working capital fully recognizes
the effect of the liability in reducing the
revenue requirement. Accordingly, we find it
appropriate to treat the 1liability as a
reduction to working capital.
Is there any other reference made regarding the
Commission's intent to reduce ratebase by the accrued
liability?
Yes. The order referenced above further states on page
40, "We believe that there are two positive aspects to
not funding. By not funding, the company can reduce its
external financing needs. Additionally, the accrued
liability serves to reduce rate base".
Does the recognition of the revenues associated with
postretirement expenses as a zero-cost source of capital,
in isolation, lower the revenue requirement that a
company experiences?
No. The recognition of the expenses recovered as a zero-
cost source of capital prevents the company from charging
the customer a return on these funds. If it is the
Commission's intent to reduce the revenue reguirement by
the amount of the liability, as stated in order PSC-92-
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0708-FOF-TL, then the final order for Southern States

'should reflect that intent.

How could this be accomplished?

If the commission were to order that the company reduce
equity by the amount of the postretirement benefits this
would prevent the company from having excess cash and
would reduce the revenue requirement of the company.

In Southern 'States's MFRs did the company record a
liability equal to the debit in the expense account?
No. Mr. Gangnan stated at the time of his depositien
that the company would fund this plan. It should bke
noted, however, that he stated to the best of his
knowledge the company had not determine what vehicle that
the company would use to fund the plan. In response to
staff's gquestion, he stated the company wanted to fund
"primarily because we don't want to have that liability
shown on the balance sheet."

You mentioned that several problems associated with SFAS
106 would be solved if the company were to fund the plan.
Would the customer be better off with funding versus not
funding?

If the company does establish an external trust, then the
incentive to inflate the costs 1is curbed since the
company's control of those funds would be irrevocably
relinquished. Further, if the plan were funded, the
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revenues associated with recovery of the postretirement
costs would be placed in a postretirement fund and all
earnings would remain in the trust. There would be no
need to charge the customer for interest costs on the
funds the company had already collected. Nor, there
would be any need to track the rate base or capital

structure impact.

Funding the plan through a tax deductible plan would
prevent the reduction of deferred taxes (a éeroucoSt
source of capital). Additionally, funding the plan could
reduce the costs assigned to the ratepayer in the future
through earnings much like the earnings on pension funds
has done.

Since Southern States is planning to fund its plan, if
the Commission accepts the company's adjustment for
postretirement benefits as calculated under SFAS 10s6,
should an adjustment be made to normalize the cost of
postretirement benefits?

Yes. There should be an adjustment to recognize the
benefit of funding.

Have any of the accounting firms analyzed the impact of
funding, not funding and continuing a pay-as-you-go

method?
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Yes. Coopers & Lybrand's Joint Study with the National
Association of Accountants Retiree Health Benefits How to

cope with the Accounting, Actuarial, and Management

Issues, illustrated a hypothetical case which depicts the

long run impact of prefunding. The assumption in the
prefunding case was that the contributions and earnings
were each tax deductible. In this illustration, pay-as-
you-go is the least costly. However, if SFAS 106 is
adopted, this illustration indicates a funded, tax
deductible plan is less costly than an unfunded plan.
Is it true that the attribution period for SFAS 106 is
less than the service life of the employee?

SFAS 106 reguires that the cost of postretirement
benefits be accrued by the time the employee is eligible
for full bkenefits. This may and probably will be prior
to the time an employee will retire. This has the effect
of "front loading” the costs onto the current ratepayers.
Does the adoption of SFAS 106 by Southern States "front
load" cost on to current ratepayers?

Yes. According to the company's current plan any
employee with 5 years of service and 55 years of age is
eligible for benefits. Under SFAS 106, the full benefit
obligations for that employee must be accrued on the
books by the time the employvee is eligible for benefits.
However, according to the McMillian and Robertson's
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actuarial valuation report only 2% of the employees will
retire by 55 years of age. [See attachment 4 p.19 of 19]
If the Commission does not adopt SFAS 106 for rate making
does this create an accounting problem for the company?
No. The company can recognize the costs under an accrual
method of accounting for their 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 for ratemaking purposes?

Yes. The Financial Accounting Standards Board cannot
dictate to this 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.

Does SFAS 71 envision the situation where rates are set
based upon accounting estimates that may not come to
pass?

Yes, paragraph 11 gives three examples where the rate-
setting action of a regulator can impose a liability on
a regulated enterprise. The second example addresses the
question of how to account for a conmmission's actions
which are designed to protect the customer when rates are
set based upon an estimate or anticipated cost. Item b
in paragraph 11 states:
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A regulator can provide current rates intended
to recover costs that are expected to be
incurred in the future with the 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 the regulator regquires
the enterprise to remain accountable for any
amounts charged pursuant to such rates and
not yet expended for the intended purpose,
the 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 lncurred.
Do you believe there iz a need for the Commission to
address the issue of recapturing changes in estimates if
they do include the cost of postretirement benefits as
calculated using SFAS 1067
Yes, the order should require that the company
recalculate the SFAS 106 costs and record a credit to the
postretirement expense account to reflect any changes in
estimates. A change in the estimate could significantly

affect the costs that should be charged to the ratepayer.
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Is the company harmed if the Commission does not adopt
SFAS 1067
No. Whether the Commission continues the current pay-as-
you-go method or adopts SFAS 106, the company recovers
its costs. It is a matter of timing. Under the pay-as-
you-go method the company recovers its costs in the year
it pays the expense. Under the SFAS 106 method, the
company recovers its estimate of costs years prior to
expending those funds on the associated postretirement
liability. |
Does the pay-as-you-go method prevent overrecovery of
costs from the ratepayer?
Yes, under the pay-as-you-go method all cost containment
adjustments are reflected in the costs that are assigned
to the customer.
Why 1is Public Counsel opposed teo Southern States
recovering its estimate of postretirement related costs
in rates at this time?
As indicated above postretirement costs as calculated
under SFAS 106:
1. Do not represent a legal liability,
2. Can not be calculated with any accuracy, and
3. Represents the most costly recovery of
post-retirement ceosts for the next twenty
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 all 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 contain costs, then the costs in the future,
under the pay-as-you-go method, could be substantially

less than are estimated today.

Does this conclude your testimony on postretirement

benefits?

Yes.
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November 9, 1989

Mr, Timothy S. Lucas '
Director of Research and Technical Activities

File Refesrence No. 078

Financial Accounting Standards Board
401 Merritt 7, P.0O. Box 8116
Norwalk, CT 06856-5116

Qear Mr, Lucas:

At GTE's presentation to the Board on October 11, 1989 at the pubiic
hearing on Other Postretirement Benefits (QPEB), GTE was asked to respond
to the following issues raised by Board members:

1. Rate~requiated companies - Further discussion was requested on why

GTE recommended that regulated companies treat the transition
obligation in a different manner than nonregulated companies.

2. Qffset of "PER transition obligation againef pension transifion
asset -~ The Board requested our views on peérmitting companies the

option of offsatting the OPEB ¢ransition ohligation against any
remaining transition asset related to the company's pensicn plan.

3. Medical inflation rate - The Board requested that we provide them

with an explanation of how we would propose to account for
differences hetween the estimated medical inflation rate and actual
exggrience arising from technological changes and utfifzation
patterns.

4, Lff T n - During our presentation we
recommended that a wider corridor was needed for unrecognized net
gains and losses. We noted that even a 20% corridor would be barely
sufficient to absorb the effect of a 1% change !n GTE's assumed
discount rate or health care trend rates. The Bocard regussted that
we provide them with additional detall cn this evaluation so they
can better understand the relationship between GTE's assumptions and

the accumulated benefit obligation.
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A discussion of each of these issues follows.

B~ lat m - In GTE's response to the Exposure Draft

and in our presentation at the public hearings, we proposed that
nonreguiated companies be permitted the option of restatement or
amortizing the transition cbiigation over the remaining service
1ives of active plan participations to equity, rather than to income
as proposed by the Board. However, we recommended that companies
subject to rate regulation be permitted to amortize this transition
obligation to income as collected in rates in accordance with

existing procedures.

As indicated in GTE's response to the ED and {n {ts presentation at
the public hearings, we believe that the change from pay-as-you-go
to accrual accounting 1s essentially the correction of an error for
nonregulated companies., As the Board has characterized 1%, the
change is a result of the failure to accrue a 11ability in the
past. Further it represents 2 change from an accounting principle
that is not generally accepted (cash basis accounting} to one that
is generally accepted (acecruval basis accounting). Paragraph 13 of
APB No. 20 classifles such a change as a correction of an error.
Since restatement {s the appropriate accounting for the correction
of an error, we believe that 4t should be permitted as an option.
Alternatively, for practical reasons, a company should also be
permitted to amortize the transition obligation to equity, as we
believe that under no circumstances should a correction of an error
reiated to prior periods be chargsd to current or future earnings.

1.

With respect to rate regulated companies, however, the change from
pay-as=-you-go accounting does not represent the correction of an
gerror. For these companies, pay-as-ycu-go accounting reflects the
amounts that are being recovered through the actions of regulators.
Consequently, under FAS No. 71, these are the amounts that should be
racorded as OPEB expense. Therefore, pay-as-you-go accounting
cannot be considered an error in the same sens2 as for nonregulated
enterprises. HWhen thae new accounting is adopted, the transition
cbligation should continue to be treated in accordance with
ratemaking practices, with any differences between the OPEB cost as
defined 1n the final statement and amounts considered for ratemaking
purposes recognized as an asset or 1iability created by the actions
of the regulator, subject to the test of recoverability.

2. B rans? i i i nsi
The Beoard, in its attempts to provide & practical solution for the
recognition of the transition obligation, has suggested that one
approach might be to permit the offsetting of the OPEB transition
obligation against any remaining unrecognized pension transition
asset. He belleve this propesal {s inappropriate. The pension
transition asset resulting from the adoption of FAS No. 87 is very
different from the transition obligation that would be required
under the OPEB Exposure Draft.
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The pansion transition asset generally reflects the accumulation of
unrecognized prior service costs and unrecognized gains or losses,
which under both APE No. 8 and FAS 87 reguire amortization to future
periods. Therefore, we believe that prospective recognition of the
transition asset as provided by FAS 87 1s appropriate.

The OPER transition obiigation, on the other hand, reprasents
primarily the cumulative difference between amounts recorded on the
cash basis and amounts that would have been recorded on the accrual
basis of accounting. This difference does not represent
unrecognized prior service costs or gains and Josses.

To offsat what are primarily experience gains from pension plans
with costs resulting from the fajlure to accrue prior years'
obligations is not logical and has no basis in current accounting.
Further fo make such a change five or six years after FAS No. 87 has
been adopted and generally accepted, in our opinton, would be
confusing to financial statement users.

i lat
GTE proposed that a medical inflation rate be used rather than the
health care cost trend rate as proposed by the Beard. The medical
inflation rate would exclude estimates of health care cost increases
dus to changing technology and utilization patterns. A gquestion was
raised as to how costs related to these excluded factors should be
recognized in the financia) statements.

From one point of view, these costs do not represent the types of
gains or losses that would be included in the corridor since changes
in technology and utflization patterns were not inciuded 1n the
assumptions. On this basis, an argument could be made that
increases resulting from these factors should be recognized
currently since the differences arise from a failure to accrue for
these costs rather than from a difference between estimates and
actual experience.

Ke understand this argument from a theoretical standpaint,
nevartheless we belisve that the amounts related to these increases
should be treated in the same manner as other actuarial gains and
losses. There are numerous factors, including technology and
uttlization patterns, which result in changes in healith care costs.
However, we do not believe 1t {s practical to segregate differences
due to actua) experience as to the source of the change and treat
them differently from cther changes such as sortality, per capita
costs, geographic location, etc. He belleve that the medical
inflation rate is the most reasonable estimate that can be made
without introducing components that are h1$h1y subjective and
unpredictable considering the extended period (up to 70 years) for
which such estimates are required. Therefors, we believe that the
gain or loss resulting from the use of this estimate should be
treated in its entirety as an actuarial gain or loss in accordance
with the Exposure Draft.
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4.

t f n
GTE recommended in 1ts comments that the Board consider increasing
the corridor to at least 20%. HWe reached this conclusion because
GTE's actuaries have determined that a X change in either the
health care trend rate or the discount rate would increase or
decrease GTE's accumulated postretirement tenefit obligation by
approximately 20%, thereby greatly exceeding the 10% corrider

proposed by the Beard.

In response to your reguest for additional information on this
evaluation, we have attached as Exhibit A a simplified analysis
provided by our actuaries. The analysis calculates the accumulated
postretirement benefit obligation for a typical GTE employee, using
a 7 1/2% health care trend rate and discount rate. Examples, are
then provided for the same employee changing either the healthcare
trend rate or the discount rate by one percentage point in either
direction. Although, it is a fairly simplistic analysis, it does
i1Tustrate the significance of the effect of a change in efther

assumption,

-

He hope that these observations will he helpfu) to the Beard in its
deliberations. We would also Tike to reemphasize that, while the
theoretical aspects of this problem cannot be fgnored, 1t {s more
important that a practical) solution be found to the accounting for
the transition obligatlon. " After participating in the hearings,
1istening to other views and reviewing many of the comments received
by the Board, we continue to believe that the "amortization to
equity" approach described in our comments is the most practical
approach to this problem for nonregulated companies and could help
the fina) standard gain the acceptance necassary for a change of
this magnitude. :

Other alternatives such as “cumulative effect” or restatement would
not be practical alternatives for many companies. Indesed, we can
envision retained earnings of many companies being reduced by such
charges to a point where regular dividends to shareholders would
have to be discontinued, causing serfous disruption to stock prices
and investors. This argues for the gradual transition approach
proposed by the Board. However, we beliasve that amortization of
essentlally prior year costs against current earnings {s not
conceptually scund nor does it serve the interests of financial
statement users, This "doubling up" of costs in future years merely
distorts current earnings for a significant number of future years
and does not properly reflect the current earning power of the
enterprises. 1In GTE's case, we est{mate that postretirement costs
(which are not insignificant) initially would be increased by over
60% by the inclusion of these prior perfod costs,
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We recognize that few companies have recommended an *amortization to
equity" approach {we arg aware of only Delcitte Haskins & Sells
voicing similar comments), but we believe this may be because it was
just not considered. HKe agree with Deloitte Haskins & Sells that
charging current earnings with these prior costs, as proposed by the
Exposure Draft, would make earnings for those periods inconsistent
with the definition of that element in Paragraph 79 of SFAC No. 5
which notes the “widely acknowledged fmportance of earnings and {ts
components as a primary measure of performance for a pertod”.

Therefore, we belleve that our proposal would be preferable from
both a practical and a conceptual standpoint. We hope that the
Board will seriously consider it and test its merits with other

companies and public accounting firms.

He would be happy to meet with you to further discuss this issue or
any others in which you have an interast.

. Devine
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! RN ; Toers Ferrins contpany

November ¢, 13288

Mr. Thomas J. Devine '
Vice President -- Corporate Accounting

- GTE Corporation
One Stamford Forum
Stamford, CT 06904

Deayr Tom:

- ‘ We’ve prepared tha attached illustrations for the FASBE
staff to demonstrate the volatility of ths Retiree Medieal
' APBO which will occur as interest discount or medical

trend assumptiona are changed.

By necessity, these illustrations usze a somewhat
simplistic approach te demonstrate the inherent volatility
- of the Retirse Medical APBC. 3But the logic is sound and
- the volatility illustrated faithfully represents the true
acohemic and actuarial realities.

Very truly yours, ,

- &

Kenneth L. Pitzer, F.S.A.
- Principal

XLP:gh

540043




EXHIBIT A

EFFECT OF A ONE PERCENT
CHANGE IN ASSUMED RATES

The following attachments calculate the Accumulated Postratirement Benefit Obligation
(APBQ)}, which would result from a 1% change in the Health Care Trend Rate or Discount
Rate, under the five scenarios shown below for an average GTE employee.

it is assumed that the average employee I8 43 years old, with 13 years of sarvice, Is
married, will be eligible for bensfits at age 55 and will ratire at age 62, with a tite
expectancy to age 80. His spouse Is thres years younger with a life expeciancy to age 83,
Since the employee's total service life through the eiigibility date will be 28 years,

the APBO gt the current date is 52% (13/25 years; of the expected postretirement benefit

obligation.

SUMMARY
' iner. (Dacr.)
Dlscount Health Cara From Baseg Attachment

Rate Rate APEQ Case APBO Number
Base Cage 7.5% 7.5% 28,847 . 1
1% Change In Health Care Rate

7.5% B.5% 34,818 28.6% 2

7.5% £.5% 20,907 (22.1%) 3

1% Change in Discount Rate
8.5% 7.5% 20,713 (22.8%) 4
6.5% . 7.5% 35,018 30.4% 5
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ATTACHMENT 1

DEMOGRAPHES! 43 HEALTH CARE PATE 7.5%
832 DIBCOUNT 7.5%
ggﬁ{wsm 79 CLAIMS COST - 15889
HIRE AGE 30 PRE - 84 2600
EUGIBILITY 55 POST - &4 10049
_ PER CAPITA COSTS EMPLOVEE SPOUSE
XE PRE - 64 POST - 64 PAYMENTS ACE PAYMENTS
1069 43 $2,500 $1,000 $0 40 $0
1990 44 2,688 1,075 0 41 0
1991 45 2,880 1,166 ¢ 42 1
1992 48 3,108 1,242 0 43 0
1993 47 3,339 1,335 9 A4 0
1994 48 3,589 1,436 0 46 0
1095 49 3,858 1,543 0 48 o
1008 50 4,148 1,658 0 47 o
1897 61 4,450 1,783 0 48 0
1898 52 4.793 1817 0 49 0
1868 53 5,153 2,081 0 50 0
2000 64 5,539 2,216 a 51 0
2001 55 5,954 2,382 0 52 0
2002 58 5,401 2,560 0 53 Y
2008 §7 8,881 2,762 Q 64 0
2004 58 7,397 2,959 & 65 0
2005 59 7,962 3,181 ] §§ o
2008 §0 8,548 3,419 9 57 0
2007 81 $,190 3.876 0 58 0
2008 62 9.879 3,851 9.879 58 9,878
2008 83 10,820 4,248 10,620 g0 10,620
2019 84 11,418 4,566 11,416 81 11,418
2011 8§ 12,272 4,809 450 82 12,272
2012 68. 18,193 5,277 © 8,277 83 18,183
2013 67 14,182 5,873 5,673 84 14,182
2014 88 15,248 6,098 8,008 65 8,098
2016 69 18,388 6,558 5,556 LY 8,558
2018 70 17.618 7,047 7,047 67 v7,047
2017 71 18,940 7,578 7,578 B8 7,578
2018 72 20,389 8,144 8,144 69 8,144
20189 73 21,887 8,755 8,765 70 8,765
2020 74 29,520 9,412 8,412 71 g.412
2021 75 25,294 10,117 10,117 72 10,117
2022 76 27,191 10,876 10,878 73 10,878
2028 77 28,280 11,892 11,892 74 11,892
2024 78 31,422 12,568 12,860 75 12,569
2025 7% 33,779 18,512 18,612 76 13,512
2028 80 18,312 14,528 0 77 14,526
2027 81 " 39,038 15,814 ) 78 15,814
R028 82 41,863 16,788 ¢ 70 18,785
2029 83 48,111 18,044 0 8% 18,044
2080 84 48494 - 19,388 9 81 18,308
2031 85 52,131 20,852 ! 82 20,862
PRESENT VALUE 51,628
APBOFACTCR 0.52
APEO 28,847
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ATTACHMENT 2

DmEE]"OG““m a3 HEALTH CARE PATE 8.5%
RETIREMENT 82 DISCOIUNT RATE 7.6%
DEATH 79 CLAIMS COST - 1080
HIE AGE a0 PRE - B4 2500
ELIGIBILITY 58 POST - 64 1000
PER CAPITA CQ8TS EMPLOYEE SPOUSE
e PRE - 64 POST - 64 PAYMENTS AE PAYMENTS
19889 43 $2,500 $1,000 $0 40 50
1909 44 2,713 1,086 o 41 0
1991 45 2,043 1,177 0 42 0
1992 48 3,103 1,277 0 43 o
1993 47 3,488 1,388 0 A4 ]
1004 43 3,758 1,504 0 45 0
1695 49 4,079 1,831 0 i@ 8
1908 50 4,425 1,770 0 47 0
19¢7 61 4,802 1,521 Q 48 ¢
1698 ¥ 5,210 2,084 e} 48 0
1998 53 5,652 2,261 0 50 9
2000 54 g,133 2,453 0 51 o}
2001 L 8,854 2,882 ¢ 52 0
2002 58 7,220 2,868 0 £3 e
2003 57 7,834 3,133 0 54 Q
2004 53 8,469 3,400 8 ES qQ
2005 E9 9,222 3,680 0 58 !
2008 80" 10,008 4,002 a 57 e}
2007 61 10,658 4,342 0 5% 0
2008 82 14,778 4,712 11,778 5% 11,779
2008 63 12,780 5,112 12,780 60 12,780
2010 64 13,868 5,547 13,868 51 13,8648
2011 86 15,045 8,014 8,018 82 15,045
2012 68 18,324 8,5%¢ 8,530 81 16,324
2013 87 17,711 7,088 7.08%8 4 17,711
2014 es 18,217 7,687 7,847 B5 7,687
20158 60 20,850 8,240 2,340 . 88 8,340
2018 70 22,823 §,04% #0490 &7 V9,048
2017 71 24,548 8,818 %818 8 6,818
2018 72 26,832 10,853 10,853 89 10,853
2019 73 28,558 11,588 11,558 70 14,558
2020 74 31,382 12,541 12,541 71 12,541
2021 75 34,017 13,607 13,481 72 13,807
2022 76 38,508 14,763 14,482 73 14,783
2023 77 40,045 16,018 18,574 74 16,018
2024 78 43,449 17,880 18,748 7s 17,380
20625 7% 47,142 18,857 18,004 78 18,857
2028 80 51,148 20,48¢ ] 77 20,480
2027 81 55,407 22,199 ) 78 22,199
2028 82 80,214 24,88 0 76 24,088
2629 83 85,333 28,133 o B0 26,183
2030 84 70,888 28,354 1] a2t 28,354
2031 85 78,911 30,784 0 8z 30,764
PRESENT VALUE 88,377 CALCULATED 34,518
AP EACTOR, 0,52 BASELINE 28,847
APED 34,518 NCREASE 7,689 |
PERCENTAGE 28.8%
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DEMOGRAPHICS!

ATTACHMENT 3

AGE 43 HEALTH CARE RATE 6.5%
AETIREMENT 82 DISCOUNT RATE 7.5%
DEATH 79 CLAIMSE COST - 1939:
HIRE AGE a0 PRE - B4 2500
ELIGIBLITY 58 POST - 84 1000
PER CAPITA COSTS EMPLOYEE SPOUSE .
J.c PAE - B4 POST - B4 PAYMENTS ME PAYMENTS
1889 48 $2,500 $1.000 L5y 40 %0
1990 44 2,563 1,085 0 41 9
1861 45 2,838 1,134 Q 42 8
19862 48 3,020 1,208 0 43 o
1893 47 3,218 1,288 o 44 )
1004 48 3,426 1,370 1] 45 0
{985 40 3,848 1,489 0 48 0
1988 &0 3,385 1,554 0 47 0
1897 51 4,137 1,888 e} 43 e
1988 52 4,408 1,763 | 439 0
1989 53 4,608 1,872 0 50 0
2000 54 4,598 1,689 0 E1 o]
2001 55 5323 2,129 o 52 o]
2002 58 6,660 2,267 ] 53 e
2003 57 8,037 2,415 ] B4 o)
2004 58 8,430 2,572 0 55 !
2005 59 6,848 2,735 0 58 Q
20086 80 7,203 2,017 ) 57 0
2007 g1 7,787 4,107 0 58 el
2008 g2 8,271 9,300 8,271 59 8,271
2008 83 8,509 3,524 8,809 80 8,809
2010 84 9,362 3,754 9,882 a1 9,382
2011 85 - g.002 - 3,997 3,857 82 9,802
2012 68 10,541 4,258 4,258 63 10,641
2013 87 11,833 4,533 4,533 64 11,333
2514 88 12,088 4,828 4,828 65 4,828
2018 Y] 12,854 5,141 5,141 88 5,141
2018 70 18,689 5,478 5,478 87 ' E,478
2017 71 14,578 5,832 5,832 1] 6,832
2018 72 18,627 8,211 8,211 88 8,211
20618 73 18,636 8,814 6,614 70 6,614
2020 74 17,811 7,044 7,044 71 7,044
2021 78 18,755 7,502 7.573 12 7.502
2022 78 19,975 7.900 8,141 73 7,940
2023 77 21,273 8,608 8,781 74 8,508
2024 78 22,658 §.082 9,407 75 3,062
2025 79 24,128 9,851 10,113 78 2,851
2028 80 25,887 10,278 0 77 10,279
2027 81 27,387 10,947 0 76 10,947
2028 82 28,148 11,658 0 78 11,858
2029 83 31,040 12,418 0 ao 12,418
2030 a4 33,068 18,223 0 R 13,223
2031 8% as,207 14,083 0 82 14,083
PRESENT VALUE 40,205 CALCULATED 20,807
APBOFACTCR 0.52 BASELINE 268,847
APD 20,907 DECFEASE (5,940)
| PERCENTAGE {22.1%]
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ATTACHMENT 4

EAAOGAAS M
D,GE IS 43 HEALTH CARE RATR 7.5%
RETIREMENT 82 DISCOUNT RATE 8.5%
DEATH 79 CLAIMS COST - 16891
HIRE AGE ag PRE - 64 2500
ELIGIBILITY 58 POST - 84 1000
PER CAPITA COSTS EMPLOYEE SPOUSE
AE PRE - B84 POST - 64  PAYMENTS AGE PAYMENTS
1989 43 $2,500 $1,000 $0 40 $0
19060 44 2,688 1,075 0 41 0
101 45 2,389 1,168 0 42 e
1982 48 3,108 1,242 9 43 0
1993 47 3,330 1,938 0 44 0
1094 48 3,589 1,438 9 45 0
1996 49 3,558 1,543 g 48 o
1996 §qQ 4,148 1,659 ] 47 ]
1697 51 4,459 1,783 ] 48 0
1988 82 4,793 1,917 o 49 0
1089 53 5,153 2,061 ] 50 ]
2000 §4 5,538 2,218 ¢ 51 !
2001 ] 5,954 2,382 v} 82 4]
2002 86 8,401 2,560 ] 53 Q
2003 57 6,581 2,752 0 54 G
2004 58 7,397 2,858 Q 65§ o
2008 59 7,452 3.181 0 66 9
2008 éo 8,548 3,419 =] 57 o}
2007 g1 8,150 3.878 o] 58 0
2008 g2 9.879 3,951 9,87¢ 59 £,879
2008 g3 10,820 4,248 10,820 e} 10,820
201¢ 64 11,418 4,588 11,418 61 11,418
2011 &5 12,272 4,509 4,908 a2 12,272
2012 g8 18,193 5277 5277 83 18,183
20173 87 14,182 5,873 5,673 g4 14,182
2014 &8 15,248 8,008 8,008 B5 8,008
2015 es 16,389 8,666 8,558 68 8,556
20186 70 17,818 7.047 7,047 67 '7.047
2047 71 12,040 7.578 7,578 g8 7.578
2018 72 20,380 8,144 8,144 89 8,144
201¢@ 78 21,887 8,768 8,755 70 8,768
2020 74 23,82¢ 9,412 8,412 71 $.412
2021 75 25,294 10,117 10,117 72 10,117
2022 78 27,194 10,878 10,878 73 10,878
2023 77 29,230 11,682 11,682 74 11,682
2024 78 31,422 12,589 14,569 76 12,589
2025 78 33,77¢ 13,512 13,512 78 18,612
2028 ao 38,312 14,625 0 77 14,525
2027 a1 39,036 15,814 Q 78 15,614
2028 82 41,963 18,785 0 79 18,788
2028 Bs 45,111 18,044 ] B0 18,044
2030 a4 48,454 19,388 -0 81 19,508
20381 85 52,131 20,462 0 8z 20,852
PRESENT VALUE - 39,332 CALCULATED 20,713
APEOFACTCR 0.52 BASELINE 26 847
APEC 20.713 DECREASE 6,134
PERCENTAGE {22 8%)
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ATTACHMENT &

DEMOGRAPHICS:
AGE 43 HEALTH CAAE RATE 7.5%
RETIREMENT 82 DISCOUNT RATE 8.5%
DEATH 79 CLAIMS COST . 1588
HIRE AGE 30 PRE + 84 2500
ELIGIBILITY 56 POST - 64 1000
PER CAPITA COSTS EMPLOYEE SPOUSE
A FRE - 84  POST . B4 PAYMENTS A PAYMENTS
1989 43 $2.500 $1.000 $3 40 ¢
1990 44 2,688 1,075 0 41 9
1891 45 2,830 1,158 o 42 g
1982 48 8,108 1,242 0 43 0
1993 47 3,230 1,338 0 A4 0
1904 48 3,589 1,438 ¢ 45 ¢
1985 48 3,858 1,543 ¢ 48 0
1698 50 4,148 1,858 0 47 0
1807 51 4,459 1,783 0 48 0
1998 52 4,793 - 1,917 0 49 0
1899 53 5,153 2,081 0 50 o
2000 54 5,538 2,218 0 51 0
2001 33 5,954 2,382 0 62 0
2002 58 8,401 2,580 o 63 0
2008 57 6,881 2,752 0 54 o
2004 58 7,387 2,956 0 55 !
2005 56 7,952 3,181 0 58 o
2008 80 8,548 3,419 8 57 o
2007 81 9,180 3,678 .0 58 a
2008 82 0,878 3,051 9,87% 59 9,879
2009 &3 10,820 4,248 16,620 80 10,620
2010 54 11,418 4,588 11,416 51 11,416
2011 8§ 12,272 4,908 4,908 g2 12,272
2012 88 18,193 8,277 5,277 83 13,193
2013 87 14,182 5,873 5,673 64 14,182
2014 68 15,248 8,098 6,008 86 8,098
2015 8% 18,38% 6,558 6,558 88 8,558
2016 70 17,818 7,047 7,047 87 ¢ 7,047
2017 71 18,840 7,578 7.5768 88 7,578
2018 72 20,360 8,144 8,144 £% 8,144
2019 78 21,887 8,755 8,765 70 8,788
2020 74 23,528 9,412 8,412 71 0,412
2021 75 25,254 10,117 10,117 72 10,117
2022 78 27,191 10,878 10,878 73 10,878
2023 77 2%,280 11,892 11,892 74 11,682
2024 78 31,422 12,560 12,868 75 12,569
2026 79 33,778 13,612 13,512 78 13,812
2026 80 36,312 14,525 0 77 14,626
2027 81 © 39,038 16,614 0 78 18,614
2028 82 41,681 18,788 0 79 16,786
2029 83 45,111 18,044 0 80 18,044
2080 84 48,494 19,368 0 81 19,358
2041 g8 52,131 20,852 o 82 20,852
PRESENT VALUE 87,338 CALCULATED 35,016
APEO FACTCH 0,82 BASELINE 26,847 |
APBO 35,018 NCREASE 3,189 |
PERCENTAGE 30.4%
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GTE Telephone Operations

Willlams Square - West Tower
5205 N. O'Connor Boulevard

WILLIAM F. TORMAN P.O Box 152092
Assistant Vice Presicdent Irving, TX 75015-2092
Requiatory Accounting 214 718.4963

June 28, 1990

Ms. Diana Scott

Project Manager

File Reference No. 078

Financial Accounting Standards Beoard
401 Merritt, P.0O. Box 5116

Norwalk, CT (6856-5116

Dear Ms. Scott:

In reference to the Tetter I just sent to you, I am providing the attached
letter which has been revised to correct a sentence that was inadvertently
phrased in such a way as to misstate our position.

You will note that the last sentence on the first page has been revised to
read:

However, since under no circumstances should a correction of an error
related to prior periods be charged to current or future earnings, we
believe that amortization of this obligation to equity is the best
alternative to restatement or an immediate charge to equity.

Please disregard my first letter. I apologize for any inconvenience.

Sincerely,

Witl . lorman

WFT:eap
Attachment

c: T. J. Devine
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GTE Telephone Operations

wWillams Square - West Tower
5205 N. O'Connor Bowlevarg
PO Box 152082

Irving, TX 75015-2082

214 718-4963

WILLIAM F TORMAN
Assistant Vice President
Regulatory Accounting

June 28, 1990

Ms. Diana Scott

Project Manager

File Reference No. 078

Financial Accounting Standards Board
401 Merritt 7, P.0. Box 5116
Norwalk, CT 06856-5116

Dear Ms. Scott:

After your conference call last Monday with various USTA representatives,
Dane Beck, who participated in the call, apprised me of the topics which
were discussed. GTE appreciated the opportunity to address the concerns of
regulated companies with respect to the Other Postretirement Employee
Benefits (OPEB) transition obligation.

For regulated companies, the preferred treatment of the transition
obligation is amortization to income. However, GTE believes that
nonregulated companies should be permitted to amortize the transition
ocbligation to equity. We do not feel this treatment is inconsistent for the
reasons stated below.

As indicated in GTE’s response to the Exposure Draft and in its presentation
at the publiic hearings, we believe that the change from pay-as-you-go to
accrual accounting is essentially the correction of an error for
nonrequlated companies. As the Board has characterized it, the change is a
result of the failure to accrue a Tiability in the past. Further it
represents a change from an accounting principle that is not geperally
accepted (cash basis accounting) to one that is generally accepted (accrual
basis accounting). Paragraph 13 of APB No. 20 classifies such a change as a
correction of an error. Although restatement js the appropriate accounting
for the correction of an error, for practical reasons, we believe a
nonregulated company should also be permitted to amortize the transition
obligation. However, since under no circumstances should a correction of an
error related to prior periods be charged to current or future earnings, we
believe that amortization of this obligation to equity is the best
alternative to restatement or an immediate charge to equity.

L)
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Ms. Diana Scott
June 28, 19S50
Page 2

While we recognize that at first, this may seem to be an unusual approach,
the unprecedented magnitude and nature of this change warrants it.
Amortization to equity would also enhance comparabiiity of future income
statements with companies that chose or will choose immediate recognition
under Technical Bulletin 87-1.

The treatment of rate regulated companies must, of necessity, be different.
For these companies, pay-as-you-go accounting reflects the amounts that are
being recovered through the actions of the regulators. Consequently, under
FAS No. 71, these are the amounts that shouid be recorded as OPEB expense.
Therefore, pay-as-you-go accounting cannot be considered an error in the
same sense as for nonregulated enterprises. When the new accounting is
adopted, the transition obligation should continue to be treated in
accordance with ratemaking practices, with any differences between the OPEB
cost as defined in the final statement and amounts considered for ratemaking
purposes recognized as an asset or liability created by the actions of the
requlator, subject to the test of recoverability.

Tom Devine, our Vice President-Accounting at GTE’s Corporate Headquarters in
Stamford or myself would be pleased te discuss this matter further or assist
you in addressing any accounting issues related to the amortization of
equity approach, if you so desire.

Thank you for the opportunity to express our opinion on this very important
issue.

Sincerely,

WFT:eap

¢: T. J. Devine
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Bell Atlantic Corporation BellSouth Corporation
1310 N. Court House Road 1155 Peachtree Streer, NLE.
Arlington, VA 22201 Atlanta, GA 30367

%i.n Lo

July 11, 199G

Mr. Porter E. Childers
USTA

900 19th Street, N.W.

Suite 800

Washington, DC 20006-2102

Dear Porter:

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

Attached please 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 USTA FASB and Regulatory
Accounting committees. )

Last month, members of the industry’s financial community heard that the FASB was
considering immediate recognition of the transition benefit obligation (TBO) rather than
amortizing it over 15 years. We wanted 1o stress to the FASB the possible negative effects
this could have on any regulated company, especially if the recognition were required to be
taken directly to retained earnings, as opposed to flowing 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 supporied the amortization approach.

Second, we stated that from a regulatory perspective we were emphatically opposed 1o
directly charging the transition obligation to retained earnings, since bypassing the income
statement could jeopardize our chances for recovery of these expenses through the rate-
making process. In addition, it would have the effect of artificially increasing our earned
return on equity, which couid also threaten recovery of costs.

The FASB officially met on June 27, 1990, and tentatively agreed to revise its exposure
draft ruling regarding recognition of the transition obligation by ALLOWING THE OPTION

to either amortize or immediately recognize the expense.
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With respect 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 the immediate recognition alternative must account for the obligation as an
extraordinary item on the income statement, which would mean it would be excluded from
rate-making. Those choosing the amortization approach must treat it as a "net periodic cost"
on the income statement, which means it would be afforded rate-making treatment.

In addition, the TBO is to be amortized over a period of twenty years or the average
remaining service 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 vear, from 1/1/92 to 1/1/93 (actually, the accounting standard will be effective

for fiscal year beginning 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 and/or
to charge the obligation to retained earnings could have provided ammunition for federal
or state comimissions to deny the recovery of these expenses.

Should you or any members of the committees have any questions or comments, 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 BellSouth.

/7 37 //7/; o e D

Matt McGarvey Frances Dennis
Direcior, Operations Manager,
Regulatory Accounting Standards Corporate Accounting Matters
Bell Atlantic BellSouth
Attachment

cc: Mr. D, Beck - GTE
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July 2, 1990

MEMO TO FILE - REVISED

RE: STATUS OF TRANSITION OBLIGATION ISSUE, OPEB

LR RS E SRS TR A RS R Rl R Rt T 2 S R R LR E SRR R R RN R LR Y RS R R R

There was a conference call on Friday, June 15 which was initiated by USTA to discuss the
telephone industry’s position on immediate recognition vs, amortization of the transition
obligation. The need to address this issue js prompted by the fact that the FASB plans 1o
address recognition of the transition obligation at its June 27 Board meeting (and is
considering modifying the exsting exposure draft propesal to allow the immediate
recognition option or even go so far as to mandate immediate recognition of the transition
obligation). Kim Petrone, who works for the FASB project manager on OPEB, requested
our industry’s views concerning these potential modifications. Ms. Petrone informed Denise
Wirth of USTA that an informal communication of our views was what she was looking for
(vs. a comment letter).

Participating in the conference call were representatives from USTA (Denise Wirth), Bell
Atlantic (Matt McGarvey, Christine Latsey and Tom Bausch), BellSouth (Frances Dennis,
Pat Major and Greg Griffin) and GTE (Jim Megan).

- After 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, 1990,
to resoive this issue:

1. If the FASB modifies the Exposure Draft to give companies the option of either
immediate recognition or amortization of the transition obligation, the industry would not
object to this modification.

2. If the FASB modifies the Exposure Draft to mandate immediate recognition, the
industry is strongly opposed for the following reasons:

Regulated Telecommurnications - Industrv 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 GAAP, the FCC
might be inclined pot 1o allow us to amortize the transition obligation for interstate
ratemaking in light of Part 32 accounting and recent FCC actions (e.g, GAAP
requires that gains or losses resulting from extinguishment of debt be recognized 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 equitable results; also, the FCC’s decision vis a vis use of SFAS 87 for
ratemaking).

0500039
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. If the FCC denies exogenous treatment, states are certainly unlikely to permit
recovery. Even if the FCC permits the use of amortization for interstate ratemaking,
stale 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 recover at the state as well as the federal level.

General Industry

«  The FASB has stated that amortization is a practical matter. The magnitude of the
transition obligation and the limited availability of historical data on which to base
measurement require a pragmatic way to reflect the transition obligation.
Amortization must be allowed 10 give companies the ability to smooth the impact of
this accounting change and avoid the result of significantly distorting earnings by a
change in accounting which was previously perfectly acceptable as GAAP.

- The FASB Exposure Draft provides that immediate recognition of the transition
obligation would resuit in immediate recognition of unrecognized prior service costs,
gains and losses, and that such accounting treatment would be inconsistent with the
Board’s decisions in this propesed statement to delay recognition of the effects of
plan improvements and the delayed recognition 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 financial 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 obligaticn with recognition being phased in over future periods.

. Insofar as the Board is concerned with improving understandability and comparability
of financial reporting, the Exposure Draft provides that this objective would be
furthered 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 compeliling
argument. Amortization of the transition obligation is consistent with SFAS 87 in
which the transition is required to be amortized on a straight line basis.
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. For companies choosing to adopt accrual accounting prier to action by the FASB,
Technical Bulletin (TB) 87-1 gives companijes the option of writing the entire
transition obligation off in the year of adoption or amortizing the obligation. As such,
the Board’s argument that consistency needs to be achieved as the reason for
mandating one method of recognizing the transition obligation is hampered by the
fact that some companies have already adopted accrual accounting, pursuant to
FASB 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
obligarion, then it should not require companies 1o take 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 service), and would artificially drive up our
rates of returm.

Conference Call - Monday, June 18 1990 with FASB Staff

On Monday, June 18, Bell Atlantic participated in a conference call with Diana Scott (OPEB
Project Manager} and Kim Petrone of the FASB to communicate the above positions 10 the
FASB. Also participating were Terry Betts, Pat Major and Greg Griffin from BellSouth;
Dane Beck from GTE; Denise Wirth 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 existing proposal
10 recognize the transition obligation through amortization, given the fact that an
overwhelming number of comments asked that immediate recognition be permitted as well.
[n addition, Ms. Scott related that the Board was considering how to charge the obligation,
as some comments recommended that the obligation be charged to retained earnings, rather
than net income.

Because of concern about the potential ramifications of these proposals on regulated
industries, Ms. Scott wanted input from our industry prior to the June 27, 1990 Board
meeting.

Specifically, she requested input on the industry’s position should the Board approve the
OPTION 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 methodology.)
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In addition, she requested the industry 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 Recognition 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
recovery; '

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

Re: Charging to Net Income or Directly to Retained Earnines

Apparently the FASB is considering a proposal to require that the effect of recognition of
the transition obligation be captured in retained earnings (RE), rather than charged to net
income. If this change were made by the FASB, the charge to RE would apply to
companies which choose to amortize the obligation as well as for companies choosing the
immediate recognition option.

Industry 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 statement, and therefore would not be part of a
regulated company’s cost of service for the purposes of revenue requirements
determination;

- Bypass of the revenue requirements formula would provide fuel to the
reguiators’ desire to NOT allow rate recovery of the obligation
expenses;

- Since implementation of cur new Chart of Accounts (Part 32) the FCC
has employed a "pro-GAAP" stance that would, if the Board elects to
charge the obligation to RE, provide impetus ta 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 difficulr;

500033
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- The feeling of several companies {(especially BellSouth) is that their
comumissions would not allow recovery of rates should GAAP mandate
charging the transition obligation to re1ained earnings; at best it would

be an uphill battle;

A charge to RE would also have the effect of antificially increasing our earned
returm.

By charging to retained earnings, equity will decrease. However, by bypassing the income
statement, earnings will remain constant. The effect is an increase in rewurn on equity

(ROE), even though earnings have not changed:

Example: ROE = Earnings/Equity
Pre-Obligation Expense

Earnings = 10

Equiry = 100 ROE = 10%
Post Obligation Expense

Eamings = 10

Equity = 90 ROE = 11.11%

ROZL 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 industry, especially with respect to a direct charge to retained earnings.

Mr. McGarvey concluded the call by thanking Ms. Scott for entertaining our industry’s

concerns prior 1o 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 Meeting - Jupe 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 OPTION to either amortize over 20 years (or the
average remaining service life of the employees, whichever is longer) or immediately
recognize the cost of the transition obligation. This is a change from its previous posture
in the ED of REQUIRING amortization over 15 years (or average remaining service life).
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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 starting with

the fiscal year beginning subsequent to 12/15/92).

Per Ms. Scott’s invitation, Mr. McGarvey telephoned the FASB staff (specifically, Kim
Petrone, OPEB Project Team) following the Board meeting, to clarify the proceedings of this

meeting.

She confirmed that the Board did elect to preclude companies from directly charging
retained eamnings for the transition obligation, whether choosing amortization or immediate
recognition. However, Mr. McGarvey was informned that companies choosing the option of
one-time recognition must account for the transition obligation as an extracrdinary item on
the income statement. For regulated companies, this would mean below-the-line’ accounting

ireatment.

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 10 ‘above-the-line’ accounting trearment (and therefore would be included in revenue

requirements) for regulated companies.

Prepared by:

BELL ATLANTIC
Christine Latsey
(703) 974-3477
Tom Bausch

(703) 974-1201
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— Cerald R Bermatein, ASA.
Siephen D, Brink, F5.A
Bran Z. Brown, FC.AS,

H Mark ). Cain, A.C.AS.

Susan |, Comstock, F5.A , FC.AS.

—_ Thomas K. Custis, F.5.A,
Patick ). Dunks, AS A
Pamela |, Evans, AS.A.

P Daniel ). Flaherty, FC.AS
Steven G, Hanson, A5 A

_— Richard H. Hauboldl. F.5.A,
Peggy L Hauwser, F.5.A.
Gregory N, Herrie, FS.A.

] William ¥ Hogan, F.5. A,
Gary R Jesephson, FLAS.

— David |. Kenhner, AS.A,

Frank Kopenaki, jr. AS.A.

¥enneth L. Leinbach, F5.A.

Mark E Laurw, F5 A

Elaine Magrady ASA.

o Sandra A. Menes, FSA

James C. Modaff, FS.A.

Kenneth W Newhouse, AS A

David F. Ogden, F.5.4,

william M. Pollock F5 4.

— Kevin B. Rrbbins, FC.AS,

Robert L. Sanders, FC.4 8.

Steven ). Sherman, FS.A.

John B.Snyder. F5.A,

Ler H. Soaate. FS.A.

-— Peter G. Witk ACAS
Roger A Yard, A.C.AS.
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MILLIMAN & ROBERTSON, INC.

Actuaries and Consultants

Suite 400
15700 Bluemound Road
Brookfield, Wisconsin 53005
Tclcphonc:414f734-2250
Fax: 414/784.6388

Chairman Ementus

May 29, 1992

SSU Services, Inc.
1000 Color Place
Apopka, FL 32703

Attention: Ms. Roxan R. Haggerty

RE: Actuarial Study of Alternative
Retiree Health Benefits

Ladijes & Gentiemen:

We have completed an actuarial valuation of the current and pro-
posed retiree health benefits for SSU Services, Inc. The results
of our calculations are set forth in the following report, as are
the actuarial assumptions on which our calculations have been made.
We have relied on the basic employee data as submitted by your
office,

As the results, discussions, conclusicns and recommendations of
this report are considered, it is important to remember that these
results are based on projections of future claims experience.
These projections are particularly sensitive to changes in certain
assumptions. While we have included numbers which demonstrate the
impact of & change in the medical cost trend assumption, the scope
of this study does not permit analysis of the potential variability
associated with other assumptions (such as retirement decrements),
nor does it deal with possible external changes {such as Medicare
Catastrophic Coverage or National Health Insurance). The results,
therefore are intended as a guide, not as a prediction. They
should give management a sense of the magnitude of the financial
obligation.

Albany » Atame * Bostan e Chicage ¢ Cincinnan » Dailas » Demer » Hardord = Housion

Indiznapeolis # Irvine = Los Angeles o Milwaukee ¢ Minneapolis ¢ New York ¢ Omzha o Philadelphia
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Wendell Milliman, F.5.4.(1976)
Swar A, Roberson, FS.A.
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Ms. Roxan R. Haggerty ;-. -
May 29, 1992 N N 4

Page Two

On the basis of the foregoing, we hereby certify that, to the best of our
knowledge and belief, this report is complete and accurate and has been
prepared in accordance with generally recognized and accepted actuarial
principles and practices which are consistent with the applicable Guides to
Professional Conduct, amplifying Opinions and supporting Recommendations of
the American Academy of Actuaries.

In our opinion, the individual assumptions used are reasonably related to the
experience of the plan and to reasonable expectations, and represent our best
estimate of anticipated experience under the Plan.

Sincerely,
ooy 4 Coniee
# “rpie ) R O L ;;/a.

Thomas K. Custis, F.S.A.
Consulting Actuary

Sl 4 m%?é

Paul W. Withington
Actuarial Assistant

TKC/PWW/bh
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Actuarial Valuation of Current jﬁ@&J
Alternative Retiree Health Benefits
Provided by the
SSU Services, Inc.

I. INTRODUCTION AND SUMMARY OF RESULTS

This report presents the results of an actuarial valuation of the current and
proposed health plans covering the retirees of SSU Services, Inc. This
valuation was based on census data as of July of 1991 for the active employees
and as of November 1991 for the retired employees. Our calculations include
employees not covered by the pension plan but eligible for the health and
death benefits. See Appendix B for our treatment of these employees. The
Jiabilities are all expressed as of January 1, 1992 and the expense and cost
figures reflect amounts applicable to 1992.

A, VALUATION METHOD

In December of 1990, the Financial Accounting Standards Board (FASB 106)
jssued its Jjong-awaited final rules regarding "Employers’ Accounting for Post-
Retirement Benefits Other Than Pensions”, These rules require private
employers to accrue the costs of post-retirement benefits over the periods
when service is provided by empioyees rather than on a pay-as-you-go basis
after the employee retires.

FASB 106 has introduced some new terminology which is summarized below:

° The Expected Post-Retirement Benefit Obligation (EPBO) is defined as the
actuarial present value of benefits expected to be paid to or on behalf
of employees. The EPBO is relevant only as the basis for determination
of APBO {see below).

® The Accumulated Post-Retirement Benefit Obligation (APBO) is defined as
the portion of EPBO allocated to service rendered prior to the measure-
ment date, based en the accrual periocd defined by the accounting
standards. The APBO is the basic obligation for determination of costs
and liabilitijes.

MILLIMAN & ROBERTSON, INC.
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° The Net Periodic Post-Retirement Benefit Cost (NPPBC) is defined as the
amount recognized in an employer’s financial statements as the cost of a
post-retirement benefit plan for a period. Components of the NPPBC
include service cost, interest cost, actual return on plan assets, gain
or loss, amortjzation of unrecognized prior service cost, and amortiza-

tion of the unrecognized transition obligation or asset.

B. SUMMARY OF RESULTS

Following are the results based on our assumptions as to future trend rates.
The presentation is modeled after the standard disclosure requirements set
forth in FASB 106. The report compares the current retiree medical plan
tiabilities to the 1iabilities for the three proposed plans. We have shown
the results net of the employee contributions expected to be received in the
future. The current and proposed plan provisions are described in Section 11,
and they are all assumed to be in effect as of January 1, 1992. Since there
are no proposed changes to the death benefit, those numbers are not included
in this report. However, the death benefit Tiabilities would need to be dis-
closed in a FASB 106 statement.

MILLIMAN & ROBERTSON, INC.
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The table sets forth the funded status which would be réported at January 1,
— 1392:

Current Proposed froposed Froposed
| Plan Plan 1 Plan 2 pPlan 3
H __._————T———————— — —

== Expected Fost-Retirement

Benefit Obligation $11,678,873 $11,678,973 $6 676,579 $11,678,873
i Accumulated Post-Retirement
—_ Benef it Obligation [APBD} 6,034,055 §,.034,055 4,111,310 6,034,055
Present Yalue of Future Em-
l ployee Contributions Toward
APBO 867,450 1,174,106 567,015 1,748,254
Emplioyer APEQ Net of Employee
i Contributions 5,085,605 4,859,948 3,444,295 4,285,801
— Plan Assets at Fair Value o 0 0 0
Employer APBO in Excess of
J Plan Assets 5,066,605 4,859,049 3,444,295 4, 285,801
- Unrecognized Net Gain From
Past Experience Different
From That Assumed and from
J Changes in Assumptions 0 0 Y] 0

Frior Service Cost Hot Yet
Recognized in Net Periedic

J Post-Retirement Benefit Cost
- 0 0 0 0

Unamortized Transition
: 0bligat ion 5,066,605 4,859 943 3,444,285 4,285 801
= Acerued Post-Retirement

Benefit Cost 0 o 0 1
i

Upon adoption of FASB 106, the employer has the option of immediately recog-

J nizing the total liability rather than posting an unrecognized transition

— obligations.

MILLIMAN & ROBERTSON, INC.
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Net periodic post-retirement benefit cost projected'fof5fQQE"wou}éZ;JQJudc-fhe—-—-
following components:

Current Proposed Eroposed Proposed
: Plan Plan | Plan ? Plan 3
—— e — e B T

Service Cost - Benefits

Attributed to Service During .
the Period 3 648,900 $608.210 $284.192 $334.824

Interest Cost on Accumulated
Post-Retirement Benefit

Ubtigation 404,171 387,639 274,386 341,707
Actual Return on Plan Assets 4] - D 0 s
Amortization of Transition

Obligation Dver 20 Years 253,330 242,997 172,215 214,280 E
Ket Amortization and Deferral 0 0 0 0 $
Het Periodic Post-Retirement

Benefit Lost 1,306,401 1,238,846 730,783 850,921 I

The weighted-average health care cost trend rate used in determining the
accumulated post-retirement benefit obligation was 8.8%. This trend rate was
applied to the total annual claim costs for medical coverage. For the Current
Plan and Proposed Plan 1, the Employee contributions are assumed to increase
at the trend rate. For Proposed Plan 2, the lifetime benefit is assumed to be
capped at $10,000 for those participants over age 65. For Propesed Plan 3,
the employer contributions are assumed to remain fixed based on the employee’s
years of service at retirement if less than 20. The employer pays for the
full benefit if the retiree has at least 20 years of service at retirement.

MILLIMAN & ROBERTSON, INC.
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CURRENT AND ALTERNATIVE MEDICAL COVERAGES

Current Plan

COVERAGE FOR RETIREES

Eligibility: Employees who are at least fifty-five (55) years of age or
older who are retiring from the Company with at least five (5)
years of service with the Company.

Medical Benefits:

° 90% coinsurance for Great West Hospital/Physician
° Generally 80% coinsurance for other provider
° Deductible = $0 for Great West care
= $100/$300 for other
® Qut-of-Pocket Maximum = $5,000/$10,000
Health care review service
Medicare carve-out of benefits

Medical Contributions:

° Employee Only $15
® Employee Plus One Dependent $50
° Employee Plus Two Dependents $70
® Employee Plus Three or More Dependents $90

Death Benefits:
° $10,000 Life Insurance Benefit
Proposed Plan 1
COVERAGE FOR RETIREES
Eligibility: Same as current plan.

Medical Benefifs: Same as current plan.

MILLIMAN & ROBERTSON, INC.
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Medical Contributions:

° No contributions for employee coverage.
° Dependent coverage is optional. The retiree contribution amount

would be 50% of the cost of the dependent coverage.

As an example, based on estimated claim costs for 1982,
dependent coverage would be provided for employee contributions
of roughly:

$150 per month for pre-65 coverage,

$ 50 per month for post-6b coverage,

These amounts would increase at the assumed trend rate.

Death Benefits: Same as current plan.

* This proposed plan would affect only those active employees not
currently eligible for retiree medical benefits, (i.e. Those employees
who currently are less than age 55 or have less than 5 years of
service.)

Proposed Plan 2

RAG RETIREES
Eligrbrylity: Same as current plan.*
Medical Benpefits: Same as current plan except that for between ages 55
and 65 there would be a bepefits maximum of $1,000,000 per covered
individual. After age 65 there would be a lifetime maximum of $10,000
worth of benefits per covered individual.
Medical Contributions: Same as current plan.
Death Benefits: Same as current plan.
* This proposed plan would affect only those active employees not
currently eligible for retiree medical benefits. (i.e. Those employees

who currently are less than age 55 or have less than 5 years of
service.}

-6-

MILLIMAN & ROBERTSON, INC,
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Preoposed Plan 3
COYERAGE FOR RETIREES

Elfgibility: Same as current plan.
Medical Benefits: Same as current plan.*

Medical Contributions: Retirees will receive the following employer
payment toward the purchase of retiree medjcal insurance:

Years of Service Benefit Per Month

5 $ 50
6 75
7 100
8 125
8 150
10 175
11 200
12 225
13 250
14 275
1% 300
16 325
17 350
18 375
19 400
20% Full cost of individual

and dependent coverage.

Death Benefits: Same as current plan.

MILLIMAN & ROBERTSON, INC.
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* This proposed plan would affect only those active em’ﬁ'l'c’:;%“mnf”"-—'-/-g—-—-
currently eligible for retiree medical benefits currently eligible for
retiree medical benefits. (i.e. Those employees who currently are less
than age 55 or have less than 5 years of service.)

MILLIMAN & ROBERTSON, INC.
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IIT FUTURF MFDICAL COST INCREASE

The present value of future retiree medical benefits depends on the relation-
ship between the assumed annual trend in health care cost increases and the
discount rate. Because expenses are based on present value calculations, the
expense calculations are affected by both of these assumptions. The
anticipated level of benefits paid out each year also depends on the annual
trend assumption.

Long-range trend assumptions were selected based on the assumed long-term
relationship with the discount rate. Our estimates are based on the following
assumptions:

Ciscount Rate = 8.0%
Loeng Range Weighted
Average Trend Rate = B.8%

Clearly, the basic relationships between these assumptions are subject to
variation. Their absolute levels could also vary significantly from those
assumed. However, since it is the relationship between the trend and discount
rate that affects the magnitude of the obligations, varying their absolute
values while keeping the same spread would not produce dramatic changes in the
general patierns produced by the assumptions shown in this report.

For purposes of determining the trend increase on the health plan cost to the

employer, we applied a trend factor starting at 12% and grading down to 8%
after a period of 8 years.

MILLIMAN & ROBERTSON, INC.
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NET PERIODIC COST TERMINOLOGY

The terminology utilized in calculating the net periodic post-employment
benefit cost is described below.

A, SErvICE CoST

This represents the cost of the portion of an employee’s benefit deemed to be
earned in the current year. In pension plans where a bepnefit is earned during
each year of service, it is relatively easy to visuaiize the Service Cost as
being the cost for each participant of the benefit earned in the current year.
In a program such as a post-retirement life or health insurance plan, this
cost cannot be easily related to the benefit formula. Instead the Service
Cost was calculated so that the total value of a participant’s benefit would
be accrued in equal units over his total service to the earlier of expected
retirement or full eligibility. Thus if an employee’s total projected service
to retirement {or full eligibility, if earlier) was 30 years, 1/30th of the
value of the expected post-retirement benefit obligation would be the Service
Cost. This would be the annual cost over the itong term if (1) the Service
Cost attributable to the past had been full funded, and (2) interest were
earned at the assumed rate on the accumulated post-retirement benefit obliga-
tion.

B. INTEREST CoOsST

This represents the amount of investment income which would be earned if the
employer had previously funded the total Service Cost for past periods. This
is offset by actual investment returns on the qualified pension plans, since
they have been funded. On unfunded plans such as the retiree life and health
insurance plans, there is no offsetting actual investment return and so this
represents an additional expense. Since the SSU Services, Inc. plans were not
funded, the assets to cover these Tiabilities remain on the corporate balance
sheet and the investment income they generate is inciuded in earnings.

MILLIMAN & ROBERTSON, INC.
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C. AMORTIZATION ACCRUALS

To the extent that actual past costs differ from the Service Costs that should
have been accrued in the past, that difference as of the effective date of the
new rules is to be amortized over the average future working lifetime of
employees expecting to benefit under the SSU Services, Inc. plans or 20 years,
if greater. Since these are unfunded pians, there is an obligation which is

to be accrued.

MILLIMAN & ROBERTSON. INC.
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Actuarial Valuation of Current and
Alternative Retiree Health Benefits
Provided by the
SSU Services, Inc.

] _

7/1/91 1/1/92
Pension Data | Estimate |

ACTIVE B
Number 340 460*
Average Age - 40.6
RETIREES
Number 9 g
Average Age - 66.8

*Includes those employees who are eligible for health and Tife benefits but
are not in the pension plan.

MILLIMAN & ROBERTSON, INC,
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SUMMARY OF ACTUARIAL ASSUMPTIONS

Investment Return: 8.0% compounded annually.

Mortality Rates: 1971 Group Annuity Mortality Male Table for males and 1971
Group Annuity Mertality Male Table set back six years for females.

Terminati : Special rates based on the Company’s recent past experi-
ence.

Retirement Rates:

Probability

Age of Retirement
Less than 55 0%

55-59 2
60-61 10
62 30
63-64 20
65 and Over 100
Percentage Married: 85% with the spouse three years younger.
1892 Annual Claim Costs: The annual claim costs of benpefits utilized in the

projections are summarized below:

Annual Claim Costs
as of January 1, 1992

Age 65 - Single $ 870

Age 65 - Family $1,930

MILLIMAN & ROBERTSON, INC,
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Increase in Benefits Costs by Year ("Trend"): Annual per capita benefit costs

were projected to grow each year due to increases in the cost of health care
attributable to inflation, utilization and changes in the types of services
provided. This is referred to as "trend" in the report. The trend rate
assumed was a graded schedule as shown below:

Medical
Year Trend Rate
1992 _ 12.0%
1983 11.5
1994 11.0
1995 10.5
1996 10.0
1997 8.5
1998 9.0
1999 8.5
After 1999 8.0

Retiree Contributions: Current retiree contribution rates were also assumed
to increase at the medical trend rate.

MILLIMAN & ROBERTSON, INC.







CO‘II\T:S.UILTANTS ON EMPLOYEE BENEFITS

The Foster H;ggms Health Care Benefits Survey was established in 1988 as
& way 10 coliect and share information on empioyer—sponsored health benefit
programs and cost management initiatives. The results of the 1981 survey
are being released in a series of four reports which may be purchased from
Foster Higgins for $100 each:

Report 1: Indemnity Plans: Cost, Design and Funding
Report 2: Managed Care Plans

Report 3: Flexible Benefit Programs

Report 4 Retiree Health Care

The survey questionnaire was distributed in the summer of 1991 with the
help of employer coalitions around the country. This report reflects the input

. of 2,408 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 state governments.

.
1
*‘ - HOW TO GET MORE INFOHMAT!ON.
This report reflects only a portion of survey data. Tne total body of
S -~ information, dating back to 1988, is stored in our survey database. !f you
would like more information than is presented here, please contact us 1o
.discuss whether our database can supply what you need. Foster Higgins v
- survey specialists can also design and conduct a customized survey, by Indemnity Plans:
phone or by mail, if vou need data on & topic that was not addressed in our Cost, Design and
~survey or if you would like 1o target a specific group of respondents. Funding

: .Th:s report :5 an overview
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Taking the
lead In
health care
reform

“Simply by using their
purchasing power to reward
eHicient providers, employers
can help 1o restructiure the
health care system.”

ealth care has risen 10 the top of the American polit-
H cal agenda. While our health care system is capable
of delivering the best care in the world, problems of cost
and access have raised widespread concern. These prob-
lems ave closeiy related. We spend almest 12 percent of
our gross national product on health care (more than any
other nation}, vet some 35 million people—most of them
emploved—lack health insurince. The high cost of health
care prevents many small employers from offering insur-
ance, and purchasing an individual policy is not an
option for many people because of the cost.

Legislative proposals have ranged from heating up com-
petition among private insurers by requiring each ¢itizen
to buy basic coverage. 10 scrapping private insurance and
creating a single government-sponsored plan. Employers
altempting to set long-term suategies for their own plans
are understandably-concerned about where this debate
will Jead. While it's impossible to predict what reforms. if
any, actually wil] be enacted, as the 1992 presidential elec-
tion draws closer and the candidates reveal their plat-
forms, it seems safe to venture a guess abour what will not

happen.

The debate so far has focused mmainly on the guestion of
aceessibility: extending coverage 10 the poor and haome-
less not covered by Medicaid and to the working unin-
sured. While there has been much talk about introducing
a nadonal health program along the lines of the Canadian
systemn, it seems unlikely that such a major overhaul will
happen in the near-term. The current crop of proposals
is aimed at geting more people insured within the cur-
rent public/private heaith care system, not at substandal-

Iy transforming the system itself. Congress and state

legislators will address the scope of Medicare and Medi-
caid entitlement programs, leaving employers to struggle
with making affordable insurance available to working
Americans. Far from displacing employer-sponsored
health plans, nearly all of the latest proposals build on
them, either by mandadng employer coverage or by pro-
viding employers with tax incentives to offer coverage. '_ !
Under the “pay-or-play” proposals, for exampie, employ-




ers who don't currently offer benefits may either provide
a mandated level of benefits or pay into a government-

sponsored plan.

A 4

Cost and quality:
employers' responsibility

It's uniikely that any reform legislation wil] adegquately
address cast or qualiny issues. Plan sponsors will continue
to shoulder the responsibility for making qualicy health
care affordable 10 emplovees. The most important step
employers can take toward this goal is to seek out and
select the best available means 1o finance and deliver
care. Simply by using their purchasing power to reward
efficient providers, emplovers can help to restructure the
health care svstem,

For some, the tradidonal indemnity approach remains
the most viable opuion—at Jeast for the shor-term. Keep-
ing such coverage affordable will likely mean shifting
more and more cost 1o emplovees through contributions,
deductibies and coinsurance, and narrowing the scope of
benefits offered. At some point, the value of the indemni-
ty plan from the emplovees’ perspective must decline as
medical costs contnue to climb. Emplovers should con-
tinually evaluate the pros and cons of maintaining an
indemniry plan in the context of the changing health care
market.

Other employers will cast their lot with managed care
vendors, selecting from competing HMOs and PPOs on
the basis of price and quality. For emplovees, managed
care usually entails 2 trade-off: restricted access to
providers but a broader range of benefits. Periodic zudits
of vendor performance, as well as emplovee satisfaction
with vendor procedures and services, will assure employ-
ers that they're getting the best value for their money.

Still other employers will create their own alternative
delivery svstems by contracting directy with hospizais and
physicians in preferred provider or exclusive provider
arrangements. Again, by using their purchasing power,
American employers can not-only win discounts but lay
the groundwork for more efficient, higher quality care.

Some emplavers are even developing in-house medical
facilides to provide primary care to employees and their
families and 1o serve as galekeeper (o the larger medical

system.

QOrganizatons with multiple locatons may use all these
approaches, since managed care programs are not uni-
formly available around the country.

A

Measuring value

As emplovers become more involved in the health care
system—using their purchasing power, negotiating with
providers—they will also have 1o address issues of qualicy.
The key measurement of heaith delivery svsiem effective-
ness is value—the qualitv of the program in reladon to the
cost of the program. Unfortunasely, there are few univer-
sallv agreed-upon measures of health care quality, As
American emplovers have been forced to focus on quality
improvement by tougher competition at home and
abroad. so will they need to define and enforce qualit
measures for the providers with whom they do business.
Qf course, providers themselves must be willing 1o estab-
lish and accept norms for treatments and outcomes—
something they've showed little inclination to do.
Growing competition in the health care industury may be
pushing providers toward qualiny measurement at last,
and employers should do all they can to speed the
process.

The debate over health care reform will likely continue
long after the election, But it seems clear that emplayer-
sponsored health care will remain the predominan:
means of providing health care 1o working Americans for
the foreseeable furure, and employers will remain
responsible for keeping it affordable. 1t's a big responsib-
lity. What's at stake is the continued exisience of the
greatest private social welfare svstem in the world—the US
employer-sponsored health care benefits system.

JOHN C. ERB
PRINCIFAL
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KEY FINDINGS

B The average cost of traditional medical indemnity plan coverage
rose 13.0 percent in 1981, from 53,161 per employee in 1990 to
£3,573. This follaws a 21,6 percent increase in 1990,

B Against the backdrop of the recession, health benefit cost as a
percent of corporate net earnings rose sharply, from 26 percent in
1988 to 45 percent in 1990,

MW Employee contributions kept pace with costs. Over halt {55 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 emplovers require a contribution for family
coverage: on average, 5101 per month {up 17 percent).

B Deductible amounts continue to rise. Half of ali major medical
individual deductibies are set at S200 or above. In 1886 only 25
percent were at this level,

B The number of empioyers self-insuring their medical plans rose from
59 to 65 percent in 1991, While self-insurance is more commen among
large employers {82 percent of emplayers with 5,000 or more
empioyees}, today nearly half of empioyers with fewer than 1,060
empioyeaes also self-insure.

H Employers are showing renewed interest in wellness/fitness
programs, Over a third provide either an on-site fitness facility ora
financia! subsidy for health club membership {up from 17 percent in
1888), and 43 percent cffer some diagnostic screening tests {up from
19 percent in 1990). In addition, 65 percent of respondents have
instituted a smoke-free workplace policy.

W The total cost of providing empioyee health benefits in 1991
averaged 53,605 per employee, up 12.1 percent from 1950's 53,217,
This figure combines employer and employee contributions for |
traditional medical plans; PPOs; HMOs; and dental, visien, hearing, and
prescription drug plans. Included are all claims costs or premiums

and claims administration expenses for active and retired employeces
and their dependents,

Total per employee health plan cost grows 12.1% in 1899
AVERAGE ANMUAL PEF B OVES COST, 198415451
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MEDICAL PLAN COST

The average cost of providing traditonal medical indemnirty
plan coverage rose 13.0 percent in 1991, from $3,16] per
emplovee in 1990 to $3.573 per employee in 1981 This is the
slowest annual rale of growtih in the average cost of medical
plans since 1987 and 2 considerable drop from last vear’s
record-breaking increase of 21.6 percent. However, it is still
four times as high as the increase in the Consumer Price

Index during the same period.
Health benefit cost as a
percent of net earnings
nearly doubles
SVERAGE TGTAL COST 0F ~SALTH BERERITS A8 3 has climbed more than 63 percent (from an average of $2.160
PERIENT OF WET EARNINGE AFTER - TAX PROFIT)

In the last three vears, traditional medical indemnitv plan cost

in 1988). In combination with the economic downuum, grow-

HEAUTH BENSFITS I ' ing health benefit expense is playing havoc with corporate
profits. In 1988, the tatal cost of cerporate health benefit pro-

1989 NET EARNINGS

grams equaled, on average, 26 percent of net earnings (after-
tax profith. This vear’s survey respondents report that total

-.AP-. F_.._P,__”_ _-__-_ -,‘=

heaith costs jumped te 45 percent of net earnings in 1990, For
ey i h X . R .

'a number of survey respondents, health costs exceeded net Traditionai medical indemnity

earnings. plan ¢cost up 13.0%

ATRAGE ANNUAL PER SR DVET MEDLAL FLb

CTET. (PRE-1HE]

While emplovers were aided by a dip in medical price

H inflation {the annual increase in the medical component of
the CPI fell from 9.6 percent in 1990 to 7.9 percen: in 1991},
survey findings suggest that the slowdown in the cost trend in
1991 is also auributable to aggressive cost management

Thewrsanels of 1lidins

efforts. Employee cost-sharing requirements—in the form of
premium contributions, deductibles, and copayments for
medical services—were raised significantly. Comprehensive

major medical plans continued to displace first-dollar hospi-
wlization pians. And more employers moved to self-funding
to reduce retention expenses and aveid mandated benefit

e

requirements.

While these inidatives offered employers some much-needed
relief from escalating premium costs during 2 recessionary
1991, unfortunately none are Iikely to influence the underh-
ing 20 percent rend experienced since 1988, In apportoning
1 greater share of the cost of medical treatment to their
empioyees and changing funding methodology, emplovers
found a one-time cost reduction, nota long-term solution.

FOSTER HIGEE MERTH CARE SENED o L L o0 — - s
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Employee contribufions keep

pace with inflation
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Costs vary by funding

method, region, industry

Self-funded emplovers experienced a slightly lower trend
(12.3 percent) than insured employers {13.6 percent) in 1991
Per employee cost among self-insured plans now averages
$3.469, compared to $3,736 among insured plans.

The regions hardest hit in 1991 were the South Ailantic and
New England states, where average per emplovee medical
plan cost rase 19.6 percent and 18.4 percent, respectively.
However, in the Pacific region, average medical plan cost rose
oniy 6.1 percent per emplovee: in the North Central region.

cost rose only 9.7 percent.

The industry group with the highest rate of increase was
Health Services, which experienced an average 211 percent
1is5¢ in cost per emplovee. Respondents in Communications
and Financial Services also reporied higher-than-average
increases during this period (17.6 percent and 17,2 percent.

respectively).

Avernge medical plan cost per emplovee is highestin the New
England (§3.938), Mid-Atlantc (85,942} and South Adantic
($3,495) regions, and luwest in the South Central i85,236)

and Mounmin ($3,218) regions.

Utilities emplovers experienced the highest average cost per
emplovee (54,464), followed by Mining/Construction
(54.268), Communications {$4.013) and Manufacturing
(53,809}, Empiovers with at least half of their employvees in
unions reported an average per employee cost of $4,255 in
1981, compared to $3,770 for employers with less than haif
their employees in unions. Average per employee cost drops
to 33,328 axriong employers with no emplovees in unions,

4

Contributions

Employee contributions kept pace with medical plan cost
inflation in 1991. For those respondents requiring employee
contributions for employee-only coverage—355 percent of all
1991 respondents—the average contribudon rose 13 percent,
from $3) per month to $35 per month. Over three-fourths (76
percend) of respondents require contributions for familv cov-
erage. Here, the average conmibution rose 17 percent, from
$86 1o $101 per month. The employee contribution for
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Employees' share of the
premium

EMPLOYEE CONTRIELUTION A5 & PERCENT OF
TETAL PREMRM"

EMPLOYEE TN EMPLOYER

EMPLOYEE -OHLY

FAMILY

AT TS G A D SR Al

emplovee-only coverage now represents 20 percent of the
tawal premiumy for family coverage. 28 percent of the total

premium.

MENTAL HEALTH/SUBSTANCE
ABUSE BENEFITS

The cost of mental health/substance abuse benefits as o per.
cent of total medical plan costs rose from 8.210 5.5 percentin
1991, Mental health spending was highest in the Mid-Atlantic
and New England regions (9.9 and 9.6 percent of total med-
tcal cost, respectively). Costs were also higher amoang larger
emplovers. For respondents with 1,000 or more employees.
mental health cost averaged 8.9 percent of medical cost, com-
pared to 7.6 percent among smaller employers.

The increase in mental health costs in 1991 is especially trou-
bling given that 50 many emplovers have attempted to resmin
cost grawth in the past severnl vears by putting special limits
on mental/substance benefits, Eighty-seven percent of
emplovers now limit inpatient benefits in one or more of the
following wavs: maximum dollar amount per year or lifetime.
maximum number of days per vear or lifetime, and/or higher
coinsurance. Almost all emplovers (91 percent) limit outpa-
tierit mental/subsiance benefits: maximum dollar amoun:
per vear or lifetime. higher coinsurance, maximum number
of visits per year, and/or maximum dollar amount per visit.

These cost-shifting measures did help to slow cost gronmﬁ——for
the short-term. In 1988, menral health benefits accounted for
8.6 percent of total medical costs. This figure dropped to 9.4
percent in 1989 and to 8.2 percent in 1990 as emplovers tight-
ened coverage limitations. In 1981, however, the trend
reversed.

The number of emplovers screening emplovees for substance
abuse continues to rise. Mere than a third (37 percent) now
include screening in a pre-emplovment physical (up from 32
percent in 1890); 16 percent screen employees in selected job
categeries (up from 11 percent); and six percent screen all
emplovees (unchanged from 1990},

6 FOSTER HIGEING HEL T CAPE BENERITE SURVTY 1901 ¢ INGSMNTY B_anNg

prercmal of merheal ¢

Mental health cost rising

again
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Continued move to
comprehensive plans
Ewi OYERS WITH COMBPREHENGIVE DLANY

PLAN DESIGN

The move from basic hospitalization/major medical plans to
comprehensive major medical plans continued in 1991, Sev-
enty-three percent of survey respondents now offer a compre-
hensive major medical plan, up from 69 percent in 1990. In
1686, only 59 percent of respondents offered comprehensive

plans.

Survey participants using Blue Cross/Bluc Shield organiza-
gons to administer their medical indemniw plans offer com-
prehensive plans less frequently (56 perceny) than those using
commercial insurance carriers (80 percent) or TPAs (76 per-

cent), or those whe self-adminisier {77 percent).

As in past vears, empiovers with at least half of their empioy-
ees in unions are significantly less likelv to offer comprehen-
sive plans {33 percent) than emplovers with fewer than haif of
their emplovees in unions (77 percent) or emplovers with no

unionized employees (76 percent).

v

Scope of coverage

Scope of bhenefits offered

ALL EMPLOYERS

DEWTAL !

EMPLOYEE ASSISTANCE PROGRAM

More employers carve out i
| prescription drug benefits There was little change in the 1ypes of coverage offered in 5
BMPLIVERS OFFERING SEPAAATE D o : : . . :
TE DRUG P 1991, Eighuy-six percent of this year's participants'offer dental '
coverage, in most cases (68 percent) asa freestanding option. S P

g oee _ wRuNZETIONS ]
r . ) . . .. . : |22, 2 o

: More emplovers are carving prescription drug covernge out : % : :

z i . . . . SMOKE-FREE WORKPLACE '

: of their medical plans and implementing card or mail-order o £E5
© 1 plans. In 198], 36 percent of the respondents offered a card or INCENTIVES FOR WEALTHY LIFESTTLE
mandf . . - S T N B |
- mail-order benefit, up from 27 percent in 1990. I I A
: . i i rob

R Forty-three percent of zll paditional indemnity plans provide TRADITIGNAL INDEMNITY PLANS OhLY

_ & o qio‘;"; well-baby care and immunizations. Although this coverage U
- F . : : i i

& EF was recently mandated by a number of states, there is no dif- v

ference in the incidence of coveruge between insured plans.
which are subject (o state mandates. and selfinsured plans,
which are exempt.

Wellness and fitness programs grew in popularity in 1991, A

. S . |
third of all survey respondents provide either an on-site fithess ,’""‘L"C"Iv;ﬂ"‘_s !
facility or a financial subsidy for health club membership costs, iv be | T -
WISION g

up substandally from 1989 when onlv 17 percent offered these
benefits. In addidon, 43 percent of respondents now offer at
least some diagnostc screening tests 10 ernployees, more than
double the number providing this coverage last year (19 per-
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ceny). Employers offering Employee Assistance Programs also

grew significandy in 1991, from 52 1o 61 percent.

Nearly nwo-thirds of the 1991 survey pardcipants report that

they have instituted a smoke-{ree workplace poiicy.

v

Cost sharing

Emplovee cost-sharing requirements—deductibles. copay-
ments, and out-el-pocket maximums—got wougher in 19971, us
emplovers reacted Lo the worsening econamic slump and
decline in corporate enrmings. Increasing cost sharing is prob-
ably the quickest and easiest way {for emplovers to reduce
costs in a raditional medical plan. Of course, the drwback o
this cost management approach is its immediare tand obvi-

ous)impact an emplovees and their families.

Deductibles In 199). the meudian traditional medical plan
deducrible rose from 5150 1o §200. Moare than half of re-
sponding employers required deducribles of 3200 or more in
1991, compared to only 25 percent of respondents to our 1986
survey. The median family deductible has now reached $400.
In 54 percent of plans. the family deductible is 400 or more,

and in 32 percent, $500 or more.

Most emplovers (93 percent) report that the medical plan
deductible is the same for all emplovees. Emplovers show lit-
tle inclination ro move toward sulary-based deductibles at this
time. Onlv a small percentage—unchanged since 1939—base
deduciibles on salary, salary strata, or employee classification.

Majority of employers set deductible at $200 or more

FERCENT OF EMPLOYERS WITH EMPLOYEE-DMUY DEDUCTISLE OF:
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or years, emplovers have borne the brunt of nealth care
F costs that rise a1 several times the rate of inflation. One
cause: cosi-shifting, primarily from government. Now, our
heaith care survey shows, employers arg SiEpRINg up their
cost-shifting to employees. The average family contribution
went up 17% last year, and the median individual deductible
jumped from $150 10 $200 Al some companias the
Increzses Nave een mucn more severs, One iarge financal
se~vices company boosiad employves contabuiions by mors
than 50% in gach of the past two years. An engineering and
manufaciuring company boosied employee contributions
1 0-fold—irom 82 biweekly (o S50—7or family coverage in
1981, For employess 21 e low end of the pay spectrum,
these in¢reases can be ovenvhelming.

cricyers SNl Cosis 10 2mpiOvESS 10 SAve MCngy, certainiy,
LUl &ls0 as & mazns to better Cost manzgement. Empioyees
gr2 more likely 1o 1ake 3n active relz in conirclling heaiin
care costs it thew have somsathing gt s1ake. Marshalling the
active support of ing healin care consumer is a fundamenial
strategy in managing cosis—whether you'rg changng
indemnity plar design or introducing managsd carg.

Changing behavior
to control cast

It's unrealistic 1o expect that employees will enthusiastically
omprace cost shiking. More ciien, & communicaiion objec-
thve 15 16 minimize negative reaction. But siient ecceptance is
not enougn. From the viewpaint of the employer—who still
feots most of the bill—ths best ouicome is active support
and pehavior change that helps manage cosis. Organiza-
tions need 10 mobilize employees—and farnily members—to
be wiser health care consumers. Lacking that underlying
behavior change, cost-shifting 1o employees is a temporary
fox with significant risks 1o employee relations. Here are
guidelines for winning ermployee support and commitment:

B Expiain the probiem Surprisingly, more than half of
employess we survay still grossly underestimate the cost
and rate of increese of their health coverage. Without a clear
understanding of the sericusness of the probiem, its impact
on the company, or iis efiect on them, employess aren't like-
v 1C accept the solulion or pigy &n active 1ol in it

M Demonsirate management’s concern 100 ofien, the
only message is e faciuvzl one: “Tne cost of our negzlin plan
'€ §2ing Uz, and you'te going 10 Nave 10 share in that
increase.” It {zils to acknowledge the financial impact on
empioyees and—more imponant—ine emotionzal nature of
the issue, When an emplovee's child is sick, cost be
demned—ihe only focus 18 on getting the best care quickly.

M Create a "community of interest” 1's 10 the mutual
advantage of the company and employees to manege

CREATING A CONTEXT FOR CHANGE

health care costs. The common enamy is skyrocketing costs
that do nothing to improve quatity of care. What's more,
whether or not employers shaft costs directly by increasing
empioyes contributions, there is uitimately a cost to employ-
ees. Money the company spends on health benelfits can't be
spent on pay increases, for instance.

H Share with employees the steps management has
taken to address the problem (jinenwise, emMpiQyess are
likely i perceive thai managsment is merely passing the
probiem an to them, or is incacable of dealing with the
issues. They may not realize that the company 15 constantly
locking at 2 range of alternzatives 1o manaps cosis and
maintain valuable benefits.

B Enlist the support of employees in finding solutions
The sciLticn dogsn't necessariy have 1o comz frem man-
agement. Some emalovers have surveyed emlovees or
conducisd foCus groups 10 et therr input. A few organiza-
tions, lixg Danbury Heospaa: i Conngcticut. have gone 30 far
as to form an empioyes iask Torce (0 examing alterngtives.
White the outcoms mav De simiigr 10 what managemeni
would have come uo with. ihe Jrocess halos ampiovess
ungersiand the issues and "owr’” ing soluticn. Ang ani
emploves tgsk icree may come up with enswers manage-
ment might have dismissed as too exireme,

B Empower employses Patienis traditionally have aken &
passive roe in 1ne hearh care svstem. Now it's 1o 1heir
advanizge—anc 10 their emoigvers'—io Decome activisis.
That's dramatic Hehavior changs in & socisty where gociors
have controlled the sysiem. Emoloyesas need to ungersiand
the dynarmnics of the health care svstem ang where they fit in,

W Ofter regular updates if emplovees truly ars to be part-
riers in this Dattie against health care costs, they should know
what's working and what is7't, and be given progress reports.
Are their gfiorts having an imoact on heaith care costs? How
mary employess are enrolled in an HMO? is the push tc
meke better uss of home heath senvices succesfing?

Finally, susiain the effor:, lf there's one ihing all of us have
learned over the past 10 years, it's that there is no quick fix.
Hold dovan unit costs and utiizawcn increases. Move
emplovees to outpatient reatnert centars, and the cost of
that treatment sugdenly jJumps. A one-time btz of education
and communication isn't likely to have much impact, partic-
utarty 2s the health care environment changes. § may be
months—even years—oetween the iime ar empiQyee is
given information about Lsing health care services and the
time the empioves actually needs themn, Americans have
deeply ingrained attitudes anc habits about health care, and
their behavior won't changg over night, On-going comimuni-
caiicn is essential it we're 1o have any raal impact.
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TAKING ANOTHER LOOK AT MENTAL HEALTH CARE

he runaway cost of providing coverage for mental health

and substance abuse treatment in the mid-1280s
promoted emplovers to furious Cost-Containment acivily.
Many redesigned their plans 10 impose specia! liminis o the
number of alowable inpatient days and 10 sgt caps on tne
dollar amount payable per vear or per lifetime. The result
WEaSs ar immegiate reguction m empioyer liztiity {or mental
Fealih/subsiance aouUse EXgENSS. 118 €081 I0r thase bene-
fits as a percent oi wo1ai medical plan cosis dropped from
C.E parcent in 19288 to 8.2 percent in 1980-—an impressive
cecine,

Im 1981, however, the cost ¢f menial heaiih ang sudsiance
abuse treatment a2s a percant of total medical plan costs
Degen creaping upward. 15 this new trenc an znomaly. or 2n
inCicauen of things to come?

Clearly, egrepiols excesses in lerath-of-stay for mentai
nesltn/substance abuse disorders have been checked by
ngc Denefit imizetions. But this cost-management approach
5 not withouwt oitfalls. it may be tha: plan participants in lagit-
imate nesd of care gre receiving regtmeni in & medical/sur-
gical emvironment raiher than the aporoorizis menta!
heziin/zubstance ebuse fagiliiy—so thal cost 2ssocialed
with 1nerr reawment 1s mersty shiiiad fram one ine nem to
another. And, s we've had gemonsirated time and again,
oroviders are Quick 1o adzpt 1o DiEn $poNsors' llempis at
utiizetion ena cost control. it's pronably safe 10 assume that
thev've developed stratégies to generate more revenue from
the shorter stays caused by these benzfic imiwations.

The key'to plan management:
utilization analysis

f vou've agded or tightened mental health/substance abuse
benefit limitations in the past few years, now is a good time

10 examing how employees are using these benefits—and

how provicers are delivenng care. In utilization studies we've
parfermed for our clients, we've seen the loliowing paiterns

emerge:

B Average length-of-stay Tor inpatient care is faling, but
acmission rates are rising. In otner words, a few large ciaims
have becomea many smaller ciaims,

m Treatment plans rore often invelve the entire family,
ratner than just the individual petient, rasulting in nigher

avergll Lilizeticon.

| Hospital charges for menial health/substance abuse
ireatment are nsing rapidily. so that savings from daclining
volume are being offset by higher unit charges. Average per
giem charges for this type of care are aporoaching those for
medical/surgical iregiment.

¥ Readmission rates are rising. This may indicate tha. in
Some Ca52%, Necessary Cars & TENg Jeferred or Iorsvigi-
=d oy coverage imiaticns.

As the mental health care delvery smargnment Changss,
gmplovers may need 10 resssass ther aporoascn io meanag-
ing menial health benafit cost. As we discoveredin the
eighties—when inese ZOSIS gravw & two Or three imes the
rate of overall medical plan cosis—ine UsSage anc aelivery
CEUErns associatiec with menig haghh and supstance
zbuse treatiment are very difigran from those asscgzisd
with madical/surgizal tregtmeni. Wrils imposing adzihonzl
hrmitakons on mentat heaith coverage has been & successiu!
"guick fix,” the impact on aceess 1 care—and the sTicaly
of care—is not vet clear.

New options in managed care

v
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covenng medicsl services weould co well 1 100k &l th
mental hezlth/subsiance aouse benelits as a separzie
&nG explore aliernalive COSt MmEnagement apprcaches.

D]Eﬂ

In the past tew years. the neznn care incustry Nas iniro--
ducec & numoer ¢f effective manzged carz vehicles specifi-
cally for mental nezlth/sudsience eouse treaiment.
Specialized utilization review prograrns focus on the man-
agement of individual cases, rather than on uniform limita-
tions, and guide patients to the most suitable type of care.
Preterred provider or exclusive provider arrangements direct
employees 1o cost-effective provicers, rather than reducing

covarage or ail,

In the long run, the managed cars appriech 10 containing
mental health and subsiance sbuse cosis will serve both the
empioyer and the empiovee betier than the simpler stratégy
cf imiting coveragsa. And the oavofi can s measured in
both dollars and employes proguctivity.
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Effect of cost sharing on plan cost

MVERAGE 1991
PEE BrAPy OYEE
MEDICAL PLAN COST

Basic hospitalization/major medical pians 53,650
Comprehensive plans 3,544
Ho hospital coinsurance required 2,838
20% cpinsurance required 5,424
Family out-of-pocket maximum under $3,000 3,558
Cut-of-packet maximum 53,000 or more 3,411

The number of emplovers requiring separate deductibles for
hospitalization remained stable at 153 percentin 1991 Hower-
er. this figure has declined slightly since 1986, when 16 per-
cent of survey respondenis required a separare hospital

deductible. This likely reflects the move away from basic hos-

pitalization/major medical plans and toward comprehensive
plans.

Ceinsurance Traditional medical plans require emplovee
coinsurance (or copavments} for most categories of medical
service. Nearly three-fourths (73 percent) of emplovers
require employee coinsurance for inpadent hospital expenses.
In most cases {85 percent), the coinsurance level is set a1 20
percent of eligible expenses.

Seventy-nine percent of survey participants require employee
coinsurance for inpadent surgical care. In most cases, again,
the coinsurance amount required is 20 percent of eligible
charges. '

In the mid-1980s, many emplovers instituted full coverage for
outpatient surgical expense, hoping 1o cut down on costly
hospilal stays by encouraging employees 1o seek treatment in
less expensive outpadent settings. Now, many procedures are
routinely performed in puipatient settings. Unfortunately,
outpatient costs have risen without attendant savings in total
inpatent costs, and today fewer emplovers are willing ta waive
the coinsurance requirement for cutpatient surgerv. The per-
centage of survey participants requiring no coinsurance for
these services has dropped substantiallv in the past few years,
from 50 percentin 1988 10 35 percent in 1991
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Empioyee out-of-pocket
maximums rise

IHDIVIOUAL ANHLUAL MAXIMUM OF
31.000 DR MORE

FARAILY MAX|MUM OF 52,000 OA MORE

TEEI PR 13

Eighn-two percent ol employers require s 20 percent copay-
ment for physician office visits; 12 percent set lowey coinsur-
‘ance levels or require none. Fixed-dollar copayments for
physician scrvices are seen in anly four percent of the tradi-

tional indemnity plans surveved.

Out-of-pocket maximums Most employers (83 percent) cap
employee out-of-pocket liability in the medical plan. In most
of these plans (92 percent), the cap isa flat dollar amount per
individual family member. Eight percent of plans base the cap

on salary or emplovee classification.

The median out-ol-pocket maximum for an individual is
$1.050, up from SLOOO in 1990, Seventy-one percent ol indi-
vidual out-of-pocket maximums are set at SLOD0 or more: 32
percent are setat $1,500 or more.

The median family out-of-pocket maximum is S2.100. up from
$2.000 in 1990. Qver thwee-fourths (79 percent) of respon-
dents set the family maximum at S1L530H or more: 43 percent

setitar 52,500 or more.

v

Utilization review

Neurly all emplovers (92 percent) use sume form of wiilizaton
review in conjunction with their medical plans. The most
commeon UR program, precertification, is found in 81 percent
of plans, foliowed by case management (67 percent), concur-
rent review (B3 percent), mandatory second surgical opinion
(49 percent), voiuntary second surgical opinion (33 percent).
and outpatient UR (19 percent). These figures are essenualiy
unchanged from 1990, ending the steady growth in UK pro-
grams recorded since 1986.

In additon, this year fewer emplovers believe they are seeing
a savings from their UR programs, Only 21 percent say their
UR programs helped decrease medical plan costs (compared
to 24 percent last year). Nine percent say UR had no effect on
costs, and most (70 percent) say they don’t know.

Hospital admission rates and length of stav for specific illnesses
have fallen since UR progrums were first instiuted in the early
eighdes. Perhaps because utilizadon review has heen effective
in changing provider behavior on the whole, individual
employers no longer see dramatic savings from implerenting
UR. Respondents estimate that UR programs reduced their
costs by four percent. This is also down from 1989, when
respondents reported savings of five percent.
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Eightv-two percent of employers require a 20 percent copay-
ment for physician office visits; 12 percent scl lower coinsur-
Employee out-of-pocket ance levels or require none. Fixed-dollar copayments for

maximums rise . . . ) _—
phiysician services are seen in only four percent of the tradi-

tional indemnity plans surveyed.
INDRIDUAL ANMUAL MAXIMM OF
51,000 OR MORE

Out-of-pocket maximums Most employers (93 percent} cap

[ I
5 employee out-of-pocket Liability in the medical plan. In most

aresd of gy Iy s
s
]

on salary or emplovee classification.

&

0 _ of these plans (92 percent}, the cap is a flat dollar amount per
5 individual family member. Eighi percent of plans base the cap
- | The median out-of-pocket maximum for an individual is
$1.030, up from $1,000 in 1990. Seventv-one percent of indi-
= vidual out-of-pocket maximums are set at $1,000 or more: 32

oEE k3 o) 25

percent are setat 51,500 or more,

GO DT B AR SR KT The median family out-of-pocket maximum is $2.100, up from
52,000 in 1990. Over three-fourths (79 percent) of respon-
dents set the family maximum at $1,300 or more: 43 percent

seiitat 52,500 or more.

v

Utiiization review

c . © Nearlyall employers (92 percent) use some form of utilization o .
“ess  1mse  ss L L . . . Growth in utilization review
- o review in conjunction with their medical plans. The most levels off
common UR program. precertification, is found in 81 percent EWFLOYERS T UTLITETION FTAEN PROGAAME

of plans. followed by case management (67 percent). concur- o = N
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employers no longer sce dramatic savings from implementing
UR. Respondents estimate that UR programs reduced their
costs by four percent. This is also down from 1989, when

respondents reported savings of five percent.
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FUNDING

T]lt_' number of emplovers selffinsuring their medical plans
rose from 59 percentin 1990 10 63 percent in 1981, This trend
has been in evidence since 1986 (the first year the Foster Hig-
gins Health Care Benefils Survey was cenducted), when only 40
percent of the respondents sell-insured their plans. Employ-
ers typically move to self-funding to reduce administrative
expense and hold on to cash reserves. and to escape the
increasingly complex tand expensivel sice mandates for cov-
erages. In i period of recession, these objeciives become ail

the more pressing.

While large emplovers are still the most likehy o sell-fund.
emplovers of all sizes moved to self-insurance in 1991 Among
smaller emplovers (under 1,000 employvers). self-funded pians
grew from 34 percent in 1999 to 48 percent in 1991 The
largest increase was seen among midsize employvers {LO00
2499 emplovees), where sell-funding rose from 69 to 74 per-
cent. Selfinsurance is already the norm for large emplovets
(5,000 or more emplovees): among this group, self-funded
plans rose from 79 1o 82 percent.

The trend tovard self-lunding is seen amaong plans with all
tpes of administrative arrangements. Because most employ-
ers using independent third-party administrators are already

self-funded (91 percent in 1990, 92 percent in 19913, most of

the growih in self-funding eccurred among emplovers using
commercial insurance carriers (46 percent in 1990, 33 per-

Growth in self-insurance continues
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cent in 1991}, Slower growth in self-funding occurred among
respondents using Blue Cross and Blue Shield 10 admunister
their plans (43 percent in 1990, 46 percent in 19913,

v

Stop-ioss coverage

The number of sell-funded employers purchasing stop-loss
coverage (reinsurance} dropped slighdy in 1991, from 73 per-
cent in 1990 to 71 percent. The decrease occurred among
small emplovers (fewer than 1000 employees), the heaviest
users of stop-loss. Siill, 90 percent of small employers pur-
chased some form of stop-loss insurance in 1991 compared 1o
78 percent of midsized emplovers (1000 to 4.998 emplovees)
and 35 percent of large employers (5,000 or mare emplovees).

The decrease in siop-loss use occurred in aggregote, rather
than specific, stop-loss coverage. just under nwo-thirds of self-
insured emplovers (65 percent) purchased aggregule slo-
loss in 1991, down from 69 percentin 1990. At the same time.
the aggregate stop-loss wigger point for the typical self-
insured plan rose. In 1991 81 percen:t of emplovers with
aggregate stop-loss set the trigger point at or above 124 per-

centof expected claims. compared to only 75 percentin J090.

By contrast. selfsinsured respondents buving specific stop-loss
insurance rose from 81 percent in 1990 to 85 percentin 1991,
This inerease was uniform across emplover size categories.
The npical trigrer point for this npe of stop-loss coverage
increased as well. In 1991, 62 percent of the respondents set
trigger points at or above $100,000, compared 10 53 percent
in 1990.
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ADMINISTRATION

Although growth in the use of third-party administrators
slowed in 1991, TPAs sull guined slightly against commercial
insurance carriers in the market for claims administation ser-
vices. Thirtv-one percent of employers now use TPAs, up
from 29 percent in 1990, while emplovers using commercial
insurance carriers fell from 48 (o 46 percent. {In 1990, the per-
cent of emplovers using TPAs grew five percentage points.)
Just under one-faurth of all respendents use Blue Cross/Blue
Shield organizations, and six percent self-administer claims.

TPAs continue 1o lag behind in New England and the Mid-
Adaniic states, where Blue Cross/Blue Shield is sirong. Only
18 percent of employers in each of these two regions use TPAs
for claims administration, while 35 percent use Biue Cross/
Biue Shield.

Choice of administrator is strongly influenced by funding
method. Commercial carriers and Blue Cross/Blue Shield
dominate the insured plans market (61 and 37 percent. respec-
gvelvl, Employers who self-fund have much greater flexibility
in selecing adminisuators: 45 percent use TPAs, 38 percent
use commercial carriers, and 17 percent use Blue Cross/Biue
Shieid.

Organizations with heavily unionized workforces {at least haif
of all emplovees) are more likely to use Blue Cross (38 per-
cent) than non-union emplovers (22 percent), Government
employers are more than twice as likely to use Blue Cross (46
percent) as private sector emplovers (22 percent).

Employers who use Blue Cross change administrators less fre-
quently than others. Over half the respondents using Blue
Cross say they have used the same administrator for 10 vears
or more. compared 10 only 14 percent of those using TPAs
and 30 percent of those using commercial carriers. In fact,
nearly a third of the respondenis using Blue Cross have done
so for 20 years or more.

The average length of time respondents have used their cur-
rent administrator is eight vears.

Type of administrator used,
by tunding method

INSUMED EMELOYERS TT1
SELF-FUNDED EMPLOYERS X6

BLUE CROSS/BLUE SHIELD
TETRERTN L TR 3%
R

; !

THIAD-FARTY ADMINISTRATOR
oL S i 1

percent of employers
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Adminjstrative expense

The cost of administration services as a percentage of paid
claims averuged 7.0 percent in 1891 This represents an
increase of more than one perceniage point since 1989, when
administrative expense averaged 5.8 percent of paid claims.
Insured plans have absorbed most of this increase. Since
1989, average administrative expense for insured plans has
risen frem 6.9 to 9.3 percent of paid claims, while for self-
insured plans it has risen only from 5.1 to A.1 percent. Tuis like-
ly that commercial carriers are passing on growing costs for
utilization review services and data reports te clients with
insured plans. Self-insured employers, on the other hand, can
use more cost-effective independent UR vendors. This difTer-
ence in administrative expense may be one reason eniployers
continue Lo move toward self-insurance. It should also be

noted. however, that self-insured plans tend to be larger and

thus are more likely Lo receive volume discounts.

Administrative expense varies b} the type of administrator
— used. Employers using commercial insurance carriers or Blue
] Cross/Blue Shield reporied an average adminisirative
expense of 7.9 percent of paid claims, while those using TPAs
H . reported an average of only 3.4 percent. While some of the
i difference may be due 1o TPAS greater efficiency, ihese
resulis also reflect the fact that TPAs are used primaiily by
- larger, self-insured employers.

v

Claim audits and
performance agreements

— Continued growth in use of With benefit costs under close scrutiny, plan managers are
performance standards taking steps to ensure that their administrators suppor cosi
EMP_DYERS WITH 1,000 OF MORE SUPLOVESS o =
WD HAVE NEGOTUTES STANDARDS 1T management efforts. Over a third (37 percent) of all respon-

: ADWMISTRATER e . .

— denis—and more than half (37 percent) of respondents with

5,000 or more employees—audited claims paid by their
adminisorators within the past two years.

A quarter of all respondents with 1,000 or more emplovees
have negotiated performance sandards (up from 22 percent

1uenend nf cengboying

in 1990}, These agreements most often include stzndards for
turnaround dme (92 percent), administrative error rate (66

percent}, financial error rate (64 percent), and percent of
benefits paid in error (41 percent). The majority of negotiated
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agrecments (64 percent) are enforced with either penalties
for failure to perform up o standard or incentives 1o perfonm

better than standard.

A4

Satisfaction with

administrator

Most employers (84 percent) say their administrators met or
exceeded expectations for overall quality of claims processing
and timeliness. However, problems with datw reporting per-
stst. Nearly a third {32 percent) of emplovers say their admin-
istrator did not meet their expectations in this area. As
emplovers place new emphasis on cost management, they are
looking more closely at the financial and utilizaton dawa sup-
plied by their administrators and, at least in some cases, dis
covering its limitations,

\4

COBRA loss ratios

More than half of survey respondents still cannot track their
COBRA experience. Among those that can, however, the
average loss 1ade (COBRA cash claims and reserve increases

COERA loss ratios continue to rise
AVERAGE GOSRA LOSS AATION ! 9V EWMPLOYER SiZE
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divided bv COBRA premiums) is iising. In 1990, respandents
reported an average loss ratio of 117 percent; in 199, the aver-
age reported loss ratio was 121 percent. For 38 percent of

employers, the loss ratio is 150 percent or higher.

\ 4

Coordination of benefits

Exactly haif of all respondents use a non-duplication {or
“carve-out”) approach to COB: 46 percent use full COB.
Under full COB. participants can receive up to 108 percent
of eligible expenses from a combination of primary and
secandary plans; a drawback of this approach is that it can
negate emplovee cost-sharing provisions intended to control
utilization. Full COB is most common in the Transporiation
{67 percent), Utlities (6] percent), and Insurance (59 per-

cent) industries.

Savings atributed to the COB prevision have dropped slightly
since 1989, from 5.1 percent of paid claims to 4.5 percent.
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WITNESS: SCOTT C. TWERY

PREPARER: SCOTT C. TWERY

DLE #1: Nonregulated Assumptions

This exhibit shows the health care cost trend rate and the
discount rate selected by nonregulated clientzs of Scott C. Twery
for their FAS 106 valuations which have been done or which will
- be done for Fiscal 1992. Note that the discount rates selected
for prior years correspond to the then current reference rates:
under FAS 106, these are not necessarily relevant in selecting
current and future discount rates. Unless cotherwise stated,
assumptions are for calendar years and based on January 1
measurement dates.

Fiscal Discount Eezlth Care Cost
Year Rate ’ Trend Rate

Company A (Assumptions used for valuations of three different
plans each year; nine valuations in total.}

e 1990 9.50% Initially 15%, then dropping
1% per year to 7%, then
dropping to 6% after 2008%*,.

* 1991 9.50% ' Initially 14%, then dropping
. 1% per vear to 7%, then
dropping to 6% azfter 2009%.

« 1992 3.00% Pre-65: Initially 14%,
dropping 1% per year to 7%.

Post~65: Initially 12%,
dropping 1% per year to 6%.

Company B
«+ 1991 _ 8.25% _ Pre-65: Initially 17.5%,
' e dropping 1% per year to 7.5%.
Post-65: Initially 13.3%,
dropping 1% per year Lo 6.5%.
e 1982 B.25% Pre-65: Initially 16.5%,

dropping 1% per year to 7.5%.

Post—-65: Initially 12.5%,
dropping 1% per year to 6.5%.

*Client rejected separate pre/post-65 assunptions for sake of
simplicity.
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Fiscal Discount

Year Rate

Company C

e 1990 8.00%
(FY starting
10/01/90)

e 1991 8.00%
(FY starting
10/01/91)

Company D (preliminary)

e 1982 8.50%

FLORIDA POWER CORPORATION

RESPONSE TO STAXrr’'S DEPOSITION

LATE FILED EXHIBIT
DOCKET NO. 910890-fET
DLF # 1

PAGE 2 OF 3

WITNESS: SCOTT C. TWERY

PREPARER: SCOTT C. TWERY

Health Care Cost
Trend Rate

Initially 15%, grading to
until 2011, then dropping
6%*.

Initially 14%, grading to

until 2011, then dropping
CE*.

Pre—-65: Initiallz.le%,

7%
Lo

7%
to

dropping 1% per year to 7%.

Post-65: Initially 13%,

dropping 1% per year to 6%.

Company E {covers many plans with common assunptions)

e 1990 8.50%
(FY starting
10/01/90)

e 1881 8.50%
{(FY starting
10/01/81)

*Client rejected separate prefpost—GS assunptions for sak

sinplicity.

Initially 15%, grading to 7%
until 2011, then dropping to

E%*.

Tnitially 14%, grading to 7%
until 2011, then dropping to

6%*.

e of



Fiscal Discount
Year Rate
Company F

s 19981 B8.50%

Company G (preliminary valuation)

e 1991 8.50%

“"Average" rates given;

FLORIDA POWER CORPORATION
RESPONSE TO STAFF‘S DEPOSITION
LATE FILED EXHIBIT

DOCKET NO. 910890-XBET
DLF # _1_
PAGE 3
WITNESS:

PREPARER:

QF 3
SCOTT C. TWERY
SCOTT C. TWERY

Health Care Cost
Trend Rate

Current Retirees

Pre- 65 Initially 19%,
grading to 6% for all years
after 2010.

Post-63: Initially 14%,
grading to €% for all vears
after 2005.

Future Retfireest*

Pre-65: Initially 18.22%,
grading to 7.08% for all years
after 20085.

)
Post-65: Initially 16.72%,
grading to 6.16% for all years
after 2006.

Pre—-65: Initially 16%, then
dropping 1% per year to 7%.

Post~65: No coverage.

separate retiree/spouse assunptions used.
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WITNESS: SCOTT C. TWERY
PREPARER: SCOTT C. TWERY

DLE #6: Copy of September 1991 Informal Survey Without Company
Affiliation

The attached is a listing of the 37 "“large" companies’
assunptions (preliminary and final) for FAS 106 calculations done
before October 1991. The survey was conducted in September 1991
and results reported in October 1991. The assunptions may not
all be for the same fiscal years.




TRS
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106
ASSUMPTICNS SURVEY FOR LARGE CCMPANIES

Discount Health Trend Rate ears to
Comzanv Rate Pre-65 Post-53 imate Rate

1 .00% 13.Q00% 7.00% .00% 6.00% i0
2 .50% 18.00% 9.00% .00% 6.00% 5
3 .00% 12.00% 5.00% .00% 5.00% 10
4 .00% 15.00% 8.00% .00% 8.00% 15
5 .00% 11.00% 6.00% .00% 6.00% 8
3 .50% 7.50% 7.50% .50% 7.50% N/A
7 .50% 20.00% 7.50% .00% 7.50% 15
] .25% 20.00% 8.00% .00% B.00% 8
3 .00%  20.00% 8.00% .00% 8.00% 7
19 .00% 15.00% 8.00% .00% 8.00% 7
1 .50% 15.00% 8.00% .00% 8.00% 7
12 .00% 13.00% 8.00% .00% 8.00% 11
i3 .25% 13.00% 8.25% .00% 8.25% 11
14 .25% 11.20% 7.40% .20% 7.40% 11
15 .00% 15.00% 7.00% .00% 7.00% 10
16 .00% 15.00% g8.00% .00% 8.00% 5
17 .00% 18.00% 8.00% .00% 7.00% 7,6
18 .00% 20.00% 7.00% .00% 6.00% 19
18 .258% 7.00% 7.00% .00% 7.00% N/A
20 .75% 20.00% 7.00% .00% 6.00% 10
21 .50% 19.00% 8.00% .00% 7.00% 10
22 .00% 16.00% 7.50% .00% 6.50% 10
23 .00% 20.00% 8.00% .00% 8.00% 10
24 .00% 16.00% 7.00% .00% 7.00% 10
25 .50% 13.0C% 6.50% .00% 6.50% 18
2% .00% 12.00% 12.00% .00% 12.00% N/&
27 .50% 10.00% 10.00% .00% 10.00% N/A
28 .50% 17.00% 7.00% .00% 6.00% 10
29 .00% 18.00% 6.00% 00% 6.00% 12
3 .75% 15.00% 9.00% .00% 9.00% 11
31 .50% 17.00% 7.00% .00% T.00% 11
32 .00% 15.00% 6.00% .00% 6.00% 9.6
33 .25% 7.50% 7.50% .50% 7.50% N/A
J4 .50% 15.00% 8.50% L.00% 8.50% 13
35 .25% 16.00% 7.50% .00% 7.50% 9
36 .25% 15.00% 7.25% L00% 7.25% 8
27 .75% 18.00% 8.75% L.00% 8.75% 10






I.
DISCOUNT RATE
5.0% or less
5.1% to 5.5%
5.6% to 6.0%
6.1% to 6.5%
6.6 to 7.0%
7.1% to 7.5%
7.6% to 8.0%
£.1% to 8.5%
8.6% to 9.0%
9.1% to 9.5%
9.6% te 10.0%
over 10.0%
TOTAL:
Mean
Median

II.
TREND RATE
6.0% or less
6.1% to 7.0%
7.1% to 8.0%
8.1% to 9.0%
9.1% to 10.0%
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%
15.1% to 16.0%
16.1% to 17.0%
17.1% to 18.0%
18.1% to 19.0%
15.1% to 20.0%
over 20.0%
TOTAL:
Mean
Median

Tenvers Perrin
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MEDDase ‘91
Summary of FAS 106 Results

IIT. Ultimate Gross Trend Rate

TREND RATE PRE-65 POST-65 AVERAGE
5.0% or less 7 7 7
5.1% to 5.5% 11 13 11
5.6% to 6.0% 36 34 36
6.1% to 6.5% 17 17 17
6£.6% to 7.0% 29 3% 38
7.1% to 7.5% 10 11 12
7.6% to 8.0% 15 14 14
8.1% to B.5% 2 2 2
B.6% to 9.0% & & 6
§9.1% to 9.5% 8] 0 ]
9.6% o 10.0% C Q e}
over 10.0% o] 0] 0
TOTAL: 143 143 143
Mean 65.70% 6.69% &.70%
Median 7.00% 7.00% 7.00%

IV. Discount Rate minus Ultimate Gross Trend Rate

DITFTERZINCE PRI-E5 P0ST-65 AVERAGE
less than -1.0% 2 2 2
~.9% to -.5% 3 3 3
-.4 to -.1% G 0 4]
C.0% 2 8 8
.1% to .5% 3 3 3
.51% to 1.0% 26 25 25
1.1% to 1.5% 21 22 22
1.6% to 2.0% 35 25 35
2.1% to 2.5% 17 1s 18
2.6% to 3.0% 13 13 14
3.1% to 3.5% = g 8
3.9% to 4.0% 1 1 1
4.1% to 4.5% 2 2 2
4.6% to 5.0% 1 1 1
over 5.0% 0 0] 0
TOTARL: 140 140 140
Hean 1.78% 1.78% 1.79%
Median 2.00% 2.00% 2.00%

N
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MEDBase '91
Ssummary of FAS 106 Results

V. Ultimate Gross Trend minus Ultimate Medicare Trend

DIFFERENCE NUMBER OF COMPANIES
less than -1.0% 0
-.9% to -.5% 0
-. 4% to -.1% 5

0.0% 131
.1% to .23% 4
.26% to .5% 3
.6% to .75% 0
.76% to 1.0% 0
Over 1.0% o
TOTAL: 143
Mean 0.01%
Median 0.00%

Y

Towers Perrin




Summary of FAS 106 Resultls

VI,

A. By company size
i. APBO

COMPANY SIZE

under 1,000
1,000 to 1,899
2,000 to 4,999
5,000 to 9,999
10,000 to 14,998
15,000 to 12,999
20,000 and over

All Companies

2. FAS

COMPANY SIZE

under 1,000
1,000 to 1,298
2,000 to 4,989
3,000 to 9,858
10,000 to 14,6598
15,000 to 19,989
20,000 and over

All Companies

3. Pay-as-you-go

COMPANY SIZE

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 19,9989
20,000 and over

All Companies

Towers Perrin

MEDBase '91

FAS 106 Basis Results

106 Expense

AVERAGE AVERAGE
APBO APBO/ACT
{'000)
$ 12,311 $ 26,096
17,844 12,901
65,595 19,892
140,845 20,848
484,088 40,9851
397,621 22,322
702,479 15,283
192,154 18,282
AVERAGE AVERAGE
EXPENSE TXP/ACT
{1000)
5 1,966 S 4,168
2,831 2,046
13,262 4,021
46,123 6,827
78,188 6,614
72,812 4,087
132,816 2,889
37,010 3,521
expense
AVERAGE AVERAGE
PAYGO PAYGO/ACT
(*000)
$ 718 s 1,522
661 478
4,340 1,316
5,937 878
27,918 2,361
12,451 659
34,502 750
9,607 914
5

AVERAGE
APBO/ (ACT+RET)

5 14,207
9,247
14,367
14,139
22,185
16,669
11,116

12,548

AVERAGE
EXP/ (ACT+RET)

$ 2,269
1,468
2,804
4,630
3,583
3,052
2,101

2,493

AVERAGE
PAYGO/ (ACT+RET)

$ 828
342

850

596
1,279
22

546

647




B. By percentile

1.

2.

30

Towers Pervin

APBO

PERCENTILE

10%
25%
50%
7%
S0%

MEDBase

91

Summary of FAS 106 Results

VI.

5

FAS 106 Expense

PERCENTILE

10%
25%
50%
75%
80%

S

APBO
('00C0)

3,353
10,067
37,570

159,637
689,429

EXPENSE
('000)

630
1,878
7,400

30,800
122,941

Pay-as-you-go expense

PERCENTILZ

10%
25%
50%
75%
90%

$

PAYGO
{1000)

102
316
1,756
6,800
26,600

TAS 106 Basis Results

APBO/ACT

5 2,620

6,085
13,126
24,674
36,734

EXP/ACT

3 428
1,088
2,360
4,438
9,230

AYGO/ARCT

$ 87
183

475
1,128
2,062

APBO/ (ACT+RET)

$ 2,273
4,912
10,164
16,626
24,651

EXP/ (ACT+RET)

$ 381
832
1,744
3,026
3,45%

PRAYGO/ (ACT+RET)

& 76
174

356

682
1,265




MEDBase '91
Summary of FAS 106 Results

vII. Participating Company Size

PERCENTILE ACTIVES RETIREES ACT+RET
10% 475 78 702
25% 1,208 212 1,670
50% 3,188 852 4,139
75% 10,875 3,155 12,595
50% 27,477 11,838 51,007
Mean 10,377 4,201 14,579
7

Towers Pervin




MEDBase '91l
comparison with MEDBase '320

I. Discount Rates

-

DISCOUNT RATE MEDBase '91l MEDBase 'S0
5.0% or less ' Of ]
3.1% to 6.0% 2 2
6.1% to 7.0% 1 1
7.1% to 8.0% 43 53
£.1% to 9.0% 86 112
9.1% to 10.0% 1z 18
over 10.0% 0] 0
TOTAL: 1ls3 1B6
Mean 82.49% 8.70%
Median 8.50% 9.00%

II. Initial Gross Trend Rate (Average)

TREND RATE MEDBase '91 MEDBase 'S0
6£.0% or less 1 il
6.1% to 7.0% 6 6
7.1% to 8.0% 11 38
8.1% o 9.0% 7 26
9.1% o 10.0% 3 7
10.1i% to 11.0% 12 4
11.1% to 12.0% 9 6
12.1% to 13.0% i1 &
13.1% to 14.0% 11 &
14.1% to 15.0% 26 29
15.1% to 16.0% 11 14
16.1% to 17.0% 7 5
17.1% to 18.0% 19 16
18.1% to 19.0% 1 1
19.1% to 20.0% 7 18
over 20.0% p] 2
TOTAL: 141 185
Mean 12.75% 12.92%
Median 14.25% 13.00%

Towers Perrin




MEDBase '91
Comparisen with MEDBase 'S0

III. Ultimate Gross Trend Rate {Average)

TREND RATE MEDBase ‘91 MEDBase '80
5.0% or less 7 5
5.1% to 6.0% 47 11
6.1% to 7.0% 55 29
7.1% to 8.0% 26 60
8.1% to 9.0% 8 56
9,.1% to 10.0% 0] 22
over 10.0% 0 3
TOTAL: 143 187
Mean 6.70% 7.68%
Median 7.00% g.00%

IV, Discount Rate minus Ultimate Gross Trend Rate (average)

DIFFERENCE MEDBase '91 MEDBase 'S80
less than -1.0% 2 3
-.%% to 0.0% 11 28
1% to 1.0% 28 &3
1.1% to 2.0% 57 5
2.1% to 3.0% 30 26
3.1% to 4.0% 9 7
4£.1% to 5.,0% 3 2
5.1% to 6.0% 0 1
over 6.0% 0 o
TOTAL: 140 186
Mean ' 1.79% 1.02%
HMedian : 2.00% 1.00%
=

Towers Perrin




MEDBase '91
Comparison with MEDBase '90

V., Ultimate Gress Trend minus Ultimate Medicare Trend

DIFFERENCE MEDBase '8l MEDBase '90
less than -1.0% 4] 0
-.9% to -.5% 0 o
-.4% to =-.1% 5 2

0.0% 131 154
.1% to .25% 4 3
.26% to .35% 3 13
.6% to .75% o 0
.76% to 1.0% 0 2
Over 1.0% G 1
TOTAL: 143 173
Meap 0.01% 0.01%
Median 0.00% 0.00%

)

Towers Pervin




MEDBase '%1
Comparison of FAS 106 Results

VvI. FAS 106 Basis Results

A. By company size

1. APBO

FPER ACTIVE MEDBase '91 MEDBase '80
undexr 1,000 $ 26,0896 S 28,382
1,000 to 1,998 12,501 19,651
2,000 to 4,989 19,892 18,080
5,000 to §,989 20,848 17,340
10,000 to 14,988 40,951 $,256
15,000 to 19,899 22,322 14,382
20,000 and over 15,283 23,783
A1l Companies 18,282 19,895

2. FTAS 106 Expense

PER ACTIVE

under 1,000 S 4,168 5 4,911
1,000 to 1,¢s8¢e 2,046 3,547
2,000 to 4,999 4,021 3,063
5,000 to §,9¢¢2 &,827 3,182
10,000 to 14,988 6,613 1,835
15,000 to 19,999 4,087 2,715
20,000 and over 2,889 4,.86
211 Conpanies 3,521 3,545

3. Pay-as-you-go expense

PER ACTIVE
under 1,000 $ 1,522 $ 1,123
1,000 to 1,999 478 660
2,000 to 4,999 1,316 558
5,000 to 5,999 878 608
10,000 to 14,999 2,361 215
15,000 to 19,999 699 396
20,000 and over 750 848
All Companies 814 673

Towers Pervin




MEDBase 'Sl
Comparison of FAS 106 Results

VI. FAS 106 Baslis Results

B, By percentile

1. APBO
PERCENTILE MEDBase '91 MEDBase '90
10% $ 2,620 S 3,556
25% 6,085 7,607
50% 13,126 13,513
75% 24,674 25,376
90% 16,734 42,729

2. FAS 106 EIxpense

PZRCENTILE

10% $ 428 $ 803
25% 1,083 1,347
50% 2,360 2,543
728 4,438 4,855
90% 9,230 7,705

3. Pay=-as-vou-gdo expense

PERCINTILE

10% g 87 $ 34

25% 183 121

50% 475 359

75% 1,128 - 845

90% ' 2,082 1,380
/-,-.

Tmvers Pevrin




MEDBase '91
Comparison with MEDBase '90

VII. Participating Company Size

A. Number of actives

PERCENTILE MEDBase '91 MEDBase '90
10% 475 262
25% 1,208 347
50% 3,198 2,461
75% ' 10,975 6,295
90% 27,477 17,546

Mean 10,377 6,850

B. Humber of Retirees

PERCENTILE MEDBase '91 MEDBase '90
10% 78 0
25% 212 41
50% B52 366
75% 3,155 1,065
90% 11,839 3,437

Mean 4,201 2,005

C. Number of actives plus retirees

PERCENTILE MEDBase '91 fEDBase '90
10% : 702 347
25% 1,670 1,137
50% 4,139 3,015
75% 12,795 7,393
50% 51,007 22,416

Mean 14,579 8,856

)=

Tonvers Pervin




'Summary of FAS 106 Survey Results for Utilities ' 06/05/92

APBO FAS 106 EXPENSE PAY-AS-YOU-GO EXPENSE
| Averaga { Average Average Avorago | AvoraQie Average Average Averago Averago
Compagy Sizc® APBO | APBO/ACT | APBO/TOTAL EXP | EXPIACT | EXP/TOTAL PAYGO | PAYGO/ACT | PAYGO/ITOTAL
(000)_| | 000) (‘000)
under 1,000 6,281 30,566 21,008 | 320 4,477 3,077 144 701 482
1,000 10 1,999 o 0 0 0 0 0 0 0 0
2,000 to 4,999 109,341 40,987 28,583 17,412 6,527 4,552 3,181 1,192 832
5.000 to 9,999 134,395 33,892 21,178 23,957 6,042 3,775 5,749 1,450 9206
10,000 to 14,9399 221,707 31,648 19,645 38,601 5,365 3,330 8,932 1,241 T
15,000 10 19,599 0 0 0 0 0 0 0 0 0
20,000 and over 647,900 29,266 19,479 104,200 4,707 3,133 12,900 583 3a8
All Companies 1 [211,553 32,004 21,041} [ 34,660 5,244 3.448] | 5850 885 582
APBO FAS 106 EXPENSE PAY-AS-YOU-GO EXPENSE
APBO | APBOQ/ACT | APBO/TOTAL EXP | EXPIACT | EXPITOTAL PAYGO | PAYGO/ACT | PAYGO/TOTAL
Percentilo (' 000) (‘600) | ('000)
.10% 7,838 11,990 8.246 1,046 1,973 1,336 288 283 220
.25% 73,688 20,172 12,729 11,944 3,291 2,068 905 532 384
.50% 120,573 33,748 21,023 24,593 5,052 3,39 4,182 947 629
.75% 235,300 58,952 35,060 45,200 9.230 5.643 5,900 2,105 1,346
| .90% 358,076 64,955 38,781 56,063 11,202 6,504 15,500 2,341 1.413
Percentife Participating Company Size
Actives | Retires | Tolai
.10% 288 96 384
.25% 2,487 922 3,706
.50% 3,284 1,695 4,530
.75% 6,074 5,022 11,096
.90% 19,575 6,465 25,285
*Notes: TOTAL is equal to Actives and Relirces;
Maan _;] [ 6,610 3,444 10,05%] B Company Size based on TOTAL ‘J




MEDBase *91 Survey for Utilitics

06/05/92

1. Ultimete Discount Kales

I Initial Gross Trend Raite

1. Uhit_r_:nga Gross Trend Rate

HI. Discoint Rate minus

ftimate Gross Trend Kafe

2 ~ The Uttimalo Gross Trend Rate was equal lo the Medicare Trend Rate for each Company

Discount { Numbor of Trend Tiond
Rate | Companlas Rata |PRE-65! POST-65 ) Avarage Rate | PRE-65 l POST-65 | Avaraga Diffarence PRE-65 | POST-65
7.50% 1 4.75% (] 2 0 5.25% 2 2 2 0.00% 1 1
8.00% 4 7.25% 0 0 2 5.50% 2 2 2 0.50% 1 1
8.25% 3 9.75% 2 0 0 6.00% 2 2 2 1.00% 4 4
B.50% 7 10.00% 0 1 0 6.50% 1 1 1 1.50% 3 3
B.75% 2 12.00% 4 4 4 7.00% 3 3 3 1.75% 1 1
9.00% 1 12.50% 0 0 1 7.25% 1 1 1 2.00% 3 3
Total 18 14.00% 1 0 0 7.50% 3 3 3 2.50% 2 2
Mean 8.35 14.50%6 1 1 1 Tolal i4 14 14 2.75% 1 1
Madian 8.50 15.00% 2 1 1 Mean 6.48%) 6.480 6.48% 3.00% 2 2
16.00% 1 1 1 Modian 6.50% 6500 6.50% Total 18 19
17.00% 0 0 1 Mcan 1.69% 1.6984
18.00% 2 2 2 Median 1.50% 1.509%4
20.00% 1 2 1
Total 14 14 14
Moan | 14.14% 13.50% 13.8204
Median | 14.00% 12.00%% 12.50
Notes; 1 - Four plans reported a llal lrend rateo (thiee at 7.00% and one at 8.00%}




Company

FORTUNE TOP 50

UTILITIES

POST RETIREMENT WELFARE DISCLOSURE
1990 FISCAL YEAR

SURVEY HIGHLIGHTS

Sop-9t
EXIHIBIT |

amuarican Elacliic Power
Amoncan infermalion Tech.
Arkla

Baltimore Gas & Elecliic
BoH Atlanlic

Ballsouth

Carolina Power & Light
Ceniatior Enaigy

Contial & Souih Wosl
CMS Energy

Colurnbia Gas Syslem
Commonwan!th Edison
Cansalidatod Edison of New York
Consolidaled Nalusal Gas
Dairoit Edison

Daminion Rosources
Duka Powaor

Entergy

Florda Progress

FPL Gioup

General Public Utilities
GTE

£124,700
$6.800
$11,464
$183,400

$2.700
$6,500

$20,000
$10,200
$42,235
$30,400
$13,493
$19,066

$6.800
$10,200

$10,700
$682,000

$4.722

$105,100
$4,800

$231,000

$3,000
$5,000

$17,000
$6.600
$42.,362
$24,700
$11.218
$15,694
$6,300
$6,800

$9.800
$68,000
$4.051

Adverso impact il deny racovery fiom

_[Est $20-40 mill exponse

Gull States _U!ililius

rales
No mal impact expecled; dopand on feg Lieatment
Expoct signiticant increase in expensa
No material inpact expaclod
Exp increase oxpenso; dopond on reg troatment

Exp increasa oxponse; dapend on (ag treafmont
Mo material ndverse impact exp; dep on reg lreal
Expeocl incrense in @xpanso

Expoct significant incraase in axpenso

Expoct signilicanl incrense in expoensa

APBO $419.7 mill, assots $183.7 miil @ 1790
Exp inc18A30 in oxpensa 1o bo racovorod in ratas

No malerial impacl exp; depend on reg realiment
£51 $340 milk NTO; exp oxpense lo incr & twnas
Expact signilicanl incroase in axponso

Expoc! significant incroasa in exponse

Exp inciease in oxponse 1o be racovorod by rales
Expr incronsa oxponso; depond on 1og lieatment
Exp inctoasa in expanse lo ba racovorod in rates
Exp inctoase in exponso 1o be recovorad s ralos

Yos

Yas

$24 million VEBA contribution in 1990
$115.5 Mill VEBA conlribution in 1990
Expect to adopt FAS 106 in 1993

Cosis not piovided by rales will be defeirod

Expacl to adopl in 1993; plan NTO amort
Expocl to adopt FAS 106 in 1993

Costs not provided by raies witl be delerrod
Plan NTO amorl

Expoct lo adopl in 1893: plan NTQ amorl
Acctual accly adopled in 1980

Cosla exclude retiree life

Expoct to adopt in 1893; plan NTO amort
Expect (o adopt in 1993: plan NTO amorl

Cosis not piovided lor by rates will be doforee
$20.6 mill accrued @ 12/31/90




Company

FORTUNE TOP 50

UTILITIES

POST RETIREMENT WELFARE DISCLOSURE
1990 FISCAL YEAR

SURVEY HIGHLIGHTS

Sop-9!
EXMIBIY ¢

Comments .

i_lailston iiid_uél;ibs
IHinois Powor
Lang Isiand Lighting

Now York Stalo Elecuic & Gas
Niagata Mohawk Power
MNortheasl Uiilities

Northata Siales Power

Nynox

Oylathorpe Power

Ohio Edison

Pacitic Gas & Elac¥ic

Pacific Tolesis Group
Paciticorp

Panhandlo Easten
Pennsylvania Pawer & Light
Philadolphia Electiic

Pinnacle Wes! Capitat

Polomac Eleclric Powor

Public Servico Entacpeise Group
SCE Corp

Southern
Soulhwastoin Befi

1 |1|0—_(20:[l_l5u£l_ic_alim_ps

$29.410
$4,100
£14,900
$11,133
$7.189

$7.265

$18,200

$8,000

$7,200

$2,900

$24,300
$32,000
$85,600

$27,155
$3,200
$11,800
$9,618
$7.421

$5,946

$17,600

$7.000

$4.700

$2,500

$21,200
$30,000
$73,200

Curtantly svalualing impacl
No material impact exjy; axpecl recovary in rales
Impact not detarhined; axpoct recovoly in rales
No material impacl exp; expect recovery In raies
Est $300-4D0 mili NTO; imp Jep on reg eatmant
Expoct recovery lrom ratos

Ng mmterial impacl exp, dopand on rog irealment

No mnaterint adversa offecl if recovary in rales
No matorial impact exp duo 1o exp reg trealment
No matetial tmpact axpacled

Expacl significantly groatlor oxponse

Could rosult in substantial equity reduction
Could result in substantial cost increase

No siguilicart impract oxp il racovey in rales

Exp incieaso in exponse 1o be racovered in rates
Main slloct on stmi of linl pos; not on incoma sumt
Eat $700 mill APBO @ 12/90

Expact increasa in cosi; depand on reg realmernt
Impaci coutd bo material; dopend on reg Ireatment

Yos3

Yes
Yos3

Expect 1o ndopt FAS 106 in 1992
Expoct 1o adopt FAS 106 in 1993

Expect 1o adopt FAS 106 in 1893
Expact to adopl in 1993; plan NTO amornl
Especl 10 adopt in 1993; ptan NTO amoit
Expact 10 adopt FAS 106 in 1993

Expec! 1o adopt FAS 106 in 1993

Expoct o adopt in 1993; ptan NTO amaort
Expoct 1o adopt FAS 106 in 1933



FORTUNE TOP 50

UTILITIES
POST RETIREMENT WELFARE DISCLOSURE
1990 FISCAL YEAR
SURVEY HIGHLIGUTS

Sop-9
EXHBI1

R
' Co 43 10 LT 5 Advance
Company 0 ($000) o ($000) |Disclosiite -~ © -~ . " Estimatedmpact Funding Commenis
Toxas Utilitins $13.162 $11,390 Yeas No matarial impact exp; depond on reg trealment
Transco Enargy Yes irmpact unknown; expoct recovery in rales
Unios Elactric $11,000 $9.000 Yeos Mo signilicant impact it recovery in rales Expect 1o adopl FAS 106 in 1993
us Wast $83,000 Yas Expaocl addilional cosls 10 be recovered in ralas Yos L
AVERAGES $28,468  $25,561
COUNT OF COMPANIES INCLUDED IN AVERAGES 34 3z
COUNT OF CO. DISCUSSING FAS 106 DISCLOSURE 45 L o

NOTES: BLANKS INDICATE VALUE NOT STATED - -

RESULTS FOR 1 COMPANY IS NOT AVAILABLE
-Tale-Communicalions







GTE

GTE Corporation

One Stamford Forum
Aruce £. Haadad Stamiord. CT 06804
vice Presigent =Controtler 203 965-2000

August 7, 1989

Mr. Timothy S. Lucas

Director of Reseavrch and Technical Activities
File Reference No. 078

Financial Accounting Standards Board

401 Merritt 7, P.0Q. Box 5ilé

Norwaik, CT 06856-5116

Dear Mr. Lucas:

We appreciate the opportunity to respond to the Exposure Draft of the
proposed Statement of Financial Accounting Standards, “"Employers'
Accounting for Postretirement Benefits Other Than Pensions.”

GTE Corporation agrees with the Board's objective in addressing the
financial accounting and reporting issues concerning the matter of
employers’ obiigations for postretirement benefits to employees. We
agree with the Board that the promise of an employer to provide benefits
to an employee during his/her retirement period in exchange for services
should be recognized as those services are provided.

It is generally acknowledged that the economic {ssues that will arise
from this accounting change are so significant that the business
community has some very real and deep concerns that extend far beyond
applying technically correct accounting principles in this area. The
adoption of this standard as proposed in the Exposure Draft would, in a}l
probability, have a significant ad.erse effect on many companies.

Those enterprises operating under a favorable competitive environment
would probably attempt to raise prices to help offset increased EXpenses
resulting frem the accounting change. This would very likely intensify
inflationary pressure on our economy. In additicn it would place many
U.5. companies at a pricing disadvantage with foreign competitors. While
many of these competitors have similar retirement obligations, they are
generally funded on a pay-as-you-go basis through government sponsored
plans or otherwise. This pricing disadvantage could result in the
discontinuance or substantial curtaiiment of many company postretirement
benefit plans, and result in increased pressure on Social Security and
government funded healthcare plans.

540050
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Because of these potential impacts, we agree that the' transition process
requires a practical approach to mitigate the potential disruption to
financial statements without compromising their usefulness. To better
accompiish the Board's objectives and make implementation of the new
standard more widely accepted, we believe that a greater degree of
flexibility needs to be permitted, recognizing the unusual and
significant impact the new standard will have on U.S. companies.
Therefore, we believe that a number of changes should be made to the
Exposure Draft before the Statement is finalized. Our recommendations
are as follows:

1. Method of Adoption - Permit as an option the restatement of priory
period resuits. However, companies that cannot withstand this ./~
reduction in shareholders' equity should be permitted to amortize thé
transition obligation to equity or, in the case of regulated’
companies, to income as such amounts are recovered through th€
ratemaking process, consistent with FAS No.7]. This would ensure
comparability of future earnings statements with companies eiecting
restatement. -

2. Attribution Period - The cost of these benefits should be ailocated
over the periods in which services are rendered, that is through the
expected date of retirement rather than through the date of fuill
eligibility. '

3. Healthcare Inflation Rate - Use a more stable rate in lieu of a
healthcare inflation rate, which has experienced unusualiy high
growth rates. The use of & medical inflation rate or a generail
inflation rate, would assure more retiable estimates of future
benefits.

4, Discount Rate - Permit the use of a discount rate that would reflect
the cost of funds that are exprcted to be used to settie these
obligations, such as an enterprise's cost of capital.

5. Disclosures - Eliminate the reguirement to disclose the effect of a
one-percentage-point change in the healthcare inflation rate, which
would cast doubt on management's ability to reasonably estimate costs.

6. Implementation - Make the provisions of .he standard effective three
years after the issuance of a final Statement, with earilier adoption
permitted, which would ensure adequate time to properly adopt the new
accounting and iron out potential problems in debt covenants, etc.

7. FEAS 96 impact - Adequately address the interaction of the preposed
standard with FAS 96 by simplifying scheduling requirements and
allowing for probability in determining the impact of the accounting
for the tax effects of the related temporary differences.

540951
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A discussion of each of these proposals follows.

1. Method of Adoption

We agree with the Board that, "unlike the effects of most other
accounting changes, a transition obligation for postretirement benefits
generally reflects, to a considerable extent, the failure to accrue the
obligation in the eariier periods in which it arose ra?her than the
effects of a change from one accrual method of accounting to another."
Therefore, we believe that the Exposure Draft should have permitted more
flexibility in approaches, including restatement.

However, the Board dismissed the restatement method as an alternative and
limited the accounting to the practical approach set forth in the
Exposure Draft, recognizing that in doing so "a conceptually defensible
(and preferabie) alternative may be eliminated". MKhile we agree that a
practical approach is desirable, we disagree that this approach should be
restricted to only one course of action to the exclusion of all others.
Further, we do not agree with the practical approach suggested by the
Exposure Draft.

He believe that regulated companies should be permitted to amortize this
transition obligation in accordance with ratemaking practices.” This ™
flexibility aiso is needed by government contractors, where recovery cof
the transition obligation may be prescribed by government regulation.
Other companies should be permitted to amortize the transition obligation
over the remaining service lives of active plan participants to equity
rather than to income. Such an approach wouid avoid distorting future
years' earnings with costs which more properly should have bheen refiected
in prior years, as well as increase the comparability of earnings with
companies who choose to restate. In addition, we believe it would
significantly increase the acceptability of this accounting change by
U.S. industries. Accordingiy, we believe the "amortization to equity"
appreach is the most practical solution to a most difficult problem for
nonregulated companies.

Alternatively, another approach is to allow the "grandfathering® of the
current accounting for existing employees and retirees. That is, the
current pay-as-you-go accounting would he continued for all existing
empioyees and retirees, while the new accounting would be applied for
employees whose service begins after the implementaticn date of the new
standard. Appropriate disclosure of the unrecorded cbligation would, of
course, be required. Although this approach is guite different from the
FASB proposal, it is another practical appreach which would mitigate
many of the concerns associated with adoption of the new accounting.




2. Attribution Period

GTE believes that since postretirement benefits are given by the employer
in exchange for services provided by the empioyee, they should be
allocated over the periods in which services are rendered. This

period would be from the date-of-hire through the employee's expected
date of retirement (full-service-period), instead of through the full
eligibility date as proposed in the Exposure Draft.

While we agree that at the date of full eligibility, an employee has done
all that is required to be entitled to receive benefits, in reality, the
employee generally continues to render service beyond this date. It
should be the function of an accounting method to allocate costs over the
full period the company reaiizes a benefit. To require the full
recognition of an employee's postretirement costs at the date of full
eligibility is inconsistent with this concept.

Further, the proposed accounting fails to recognize that two events must
octur before an empioyer must begin to satisfy its obligation; the
empioyee must become eligibie and also retire. To alliocate costs over
the shorter period does not recognize the actual benefits an employer
receives for this promise which accrue over all of the years an
individual is employed.

The most significant and controversial assumption that the Exposure Draft
introduces is the Healthcare Inflation Rate. This rate is used to
determine the estimate of future per capita ciaims cost. These future
costs are generally derived from the historical claims costs adjusted for
assumed healthcare cost trend rates and the effects of coverage by
Medicare and other benefit providers.

To accumulate the information necessary to develop even the historical
per capita claims cost will be difficult for most companies. The
demographics aione affect the per capita claims cost in numerous ways;
T.e. usage patterns in different areas of the country, by different
sexes, by different ages, for differing plans. It is obvious that this
is an enormous task and certain rough estimates will, of necessity, be
required. Although, there is a historic trend on which to rety, the
variables inherent in such an estimate will significantly reduce the
precision with which costs can be estimated. When you add the additional
requirement to utilize estimated healthcare cost trend rates, the
estimation problem is exacerbated. '

As discussed in the Exposure Draft, the development of a healthcare trend
rate requires estimates of such factors as healthcare inflation, changes
in technology, changes in utilization rates, how medical treatment is
delivered and changes in the health of plan participants. These
estimates must be applied to the historic trends as well as broken down
by demographics. The added dimension of the healthcare trend rate takes

n




what were reasonable estimates with a relatively low confidence factor
and pushes them beyond the limits of "reasonable estimates”.

Therefore, GTE believes that a more stable rate such as a "medical
inflation rate" should be used. This rate takes into account the more
predictable expected medical price increases and excludes health cost
increases due to changing technology and utilization patterns, which are
the most unreliable components of the healthcare cost trend rate.

Alternatively, the Board should consider the use of the general inflation
rate which would be more stahle and which would recognize that companies
will over time be able to bring future medical cost increases more in
line with the general rate of inflation. If such a rate were used,
differences from actual experience would be treated as actuarial gains or
losses, subject to the treatment proposed by the Exposure Draft.

4, Discount Rate

GTE believes that 1imiting the calculation of the discount rate to the
methodology proposed in the Exposure Draft is inappropriate. The use of
a hypothetical settlement rate as proposed is difficult to support since
currently there is no ready market available to settle these

obligations. Therefore, it is probabls that benefits for uniunged pians
will be paid with funds generated from operations or raised through debt
or equity financing. Accordingly, we believe that the company's cost of
capital would more appropriately reflect the rate at which obligations of
unfunded plans will be settled and should be used as the discount rate
for these plans.

We understand that the Board disagrees with this approach. The Board
believes that it would reduce comparability since the cost ¢of capital
differs among companies. However, we believe that if the cost of capital
is the cost of paying these benefits, using it as the discount rate wil}
better reflect these economics in the financial statements.

Comparability should provide assurance that differences can be seen, not
hidden. The latter would occur if a simiiar discount rate is used for
all companies with unfunded plans,

5. Discl res

GTE disaarees with the proposal that would require the disclosure of the
effect of a one-percentage-point change in the healthcare inflatien
rate. MWe feel that it is generally understood that assumptions are
inherent in the determination of such costs, and to arbitrarily require
the disclosure of the effect of a change in one assumption would cast
doubt on management's best estimates, thereby bringing into question the
integrity of the amounts recognized and disclosed in the financial
statements. Also, the proposed disclosure may cause undue confusion, as
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a reader may assume that such an amount represents the maximum '
possibility of error in the estimate. Statement of Financial Accounting
Concepts No. 5 specifies that information contained 1n_the'footnotgs
should amplify, explain and te essential to understanding information
contained in the financial statements. The proposed disciosure amounts
to a "what-if" disclosure that is confusing and misieading and does not
fulfill the stated conceptual guideiines. Therefore, it should be
eliminated.

6. Impiementation

In order to allow companies sufficient implementation time, GTE feels
that the Board should make the provisions of this standard effective a
full three years after the issuance of a final Statement. HWe feel this
time wiil be necessary for most companies, who will need to spend & good
deal of time and effort obtaining needed plan and demecgraphic data to
perform a retiree health valuation. Companies will also have to rely on
their actuaries, insurance carriers and other parties to obtain
infoermation regarding retiree claims experience, since such data is not
generally kept “in-house”. Additionally, the adopticn of the new
standard will cause many enterprises to be in viotation of their debt
covenants as weil as raise significant questions with ¢redit agencies,
analysts, etc., which could impair their ability to raise capital at
reasonable rates. Additicnally, regulated companies and government
contractors need sufficient time fo address the impact of these costs
with various regqulatory agencies, which is an extended and complex
process.

Therefore, we believe that three years should be the minimum time allowed
to ensure that enterprises can effectively work these problems through to
adequately protect sharehoider interests. On the other hand, early
adoption should be permitted for those companies that prefer such an
etection,

7. EAS 96 Impact

We also beiieve that the FASB has not adequately addressed the effects of
the proposed accounting when considering the provisions of FAS 96 and
their impact. Specifically, under current tax law, all or a portion of
the expense may not be deductibie until the benefits are actually paid.
Under FAS 96, this could result in recognition problems related to
deferred tax assets and the scheduled turnaround, resulting in a portion
of the expense falling to the "bottom line" with no corresponding tax
benefit. [Que to the possible enormity of this obligation, it could
significantly impact a company's future earnings. Therefore, provisions
for simplifying the scheduling process or allowing for probability in the
recognition of the income tax effects of these temporary differences need
to be addressed.
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i to have had the opportunity to express its views on thg
glspéia?lezgﬁgaiﬁed in the Exposure Draft, and_we hope our comments will
assist the Board in reaching its final conclusions. Detailed responses
to the twenty-one issues raised by the Board are attached as Exhibit A.

Very truly yours,

Ko ERY

Bruce E. Haddad
Attachment ~
BEH/dm
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March 13, 1992

[T

Mr. Bruce Davis
Senlor Adainiserator Welfare Renafits

GTE Service Corporation

One Stanford Forum
stamford, CT. 06904

Dear Bruce:!

Re: Go& 0 net Tt S 1

As you-requtstad, 1 have attached the commenta made by David Ncleish (eur GEO)
ro the FASB during their hearings on Accounting for Other Post Ewmploymsnt

Banefits.

Pleass give me a coll if you have any questions.

‘Sincerely,

e

Peter J. Neuwirth, F.S5.A.
Reglonal Director

PIN:mk\D273
Enc.

Godwins [ac.
549 Picasantville Road, North Building
Briarcilff Manor, New York 10510

(01431 7472001 5 4 O O 5 7

FAX (914) 742.3215
FAX (914) 742-3220
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EMPLOTERS’ ACCODNTIN

PeCrRTLrT

DAVID J.D. Me1EISH
CHAJREAN AND CHIEF EXECUTIVE OFFLUER
GODWINS INTERNATIONAL HOLDINGS IKC.
¢ FOR POSTRETIREMENT
BENEFITS OTHER THAN PENSIONS
WASHINGTON, D.C.
NOVEMBER -3, 1989
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1 HavE 3ET MYSELF A CHALLENGING OBJECTIVE. THAT OBJECTIVE 1§ TO PERSUADE YOU

THAT THE TRADITIONAL THINKING WHICH UNDERPINS THE ACCOUNTING TREATNENT oOF

PLOVEE RETIREMENT BENEFITS 1S FUNDAMENTALLY FLAWED: MORE SINPLY, THAT IT I8

WRONG .

1T 75 THE THINKING wHICK LED TO STATEMENT 87 DEALING WITH ACCOUNTING FOR

PENSION BENEFITS. 1T 1S THE SAHE TRINKING WHICH NOW 15 IN DARGER OF PRODUCING

WHAT, I MY VIEW, WOULD BE AN EQUALLY ILLOGICAL 5TANDARD TO pral WITH

ACCOUNTING FOR OTHER POST RETIREMENT EMPLOYEE BENEFITS.

I THE CASE OF OPEB, HOWEVER, THE ANOMALIES CREATED YOULD BE EVEN GREATER THAB

THOSE ALREADY CAUSED BY STATEMENT 87 {WHICH fHEHSELVES ARE SUBSTANTIAL},

BECAUSE THE CREATION OF EMPLOYER 11ABILITIES IN THE OIED

PRACTICE OF FUNDING THEM -- ARE AT AN FARLIER STAGE OF EVOLUTION THAN 18 THE

AREA -- AND THR

CASE WITH PENSIONS.

wHAT 1 FIND EMBARRASSING, IN THE PRESENCE OF YOUR AUGUST HUARD, I3 THAT THE

TRADITIONAL THINKLNG 1 AM CRITICIZIKG ORICINATES NOT WITHIN YOUR ACCOUNTING

PROFESSTON BUT WITHIH MY OWN PROFESSICR, THAT OF THE ACTUARY. MY PROFESSION

HAS BEENM EEHARKABLY,SUCCESSFUL 1IN Y VIEW IN LEADIRG YOUR PROFESSICH ASTRAY,

ALBEIT INNOCENTLY, WITH THE RESULT THAT YOU ARE KOW 1IN DANGER OF E$TRA£0LAIIEG

To OPEB, THINKING WHICH, 1 BELLEVE, SHOULD NOT IIAVE WITHSTOOD CRYTICAL

SCROTINY WHEN IT WAS FIRST APPLIED TO PENSTCH.

5400589
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THE ACTUARIAL PROFESSION HAS DEVELOFED A YARIETY OF METHODS TOR CALCULATING

PENSION CONTRIBUTIONS AND EACH RESULTS IN ITS OWN PATTERN OF BUILD-UPR OF

ASSETS WHICH, UNFORTUMALELY, MY PROFESSION REFERS TO AS "ACTUARIAL

LIABILITIES. DESPITE THIS DESCRIPTION, THE CALCULATED NUMBERS SELDOM, I¥
EVER, CORRESPOND TO LIABILITIES IN ANY LEGAL SENSE SINCE THEY ARE STHPLY AN

INGIDENTAL BY-PRODUCT OF A NETHOD WHOSE FRIMARY FOCUS IS TD CALCULATE A

CONTRIBUTION.

FACI] METHOD PAYS DUE RFGARD TO THOSE PROVISIONS OF THE RELEVANT PLAN WHICH
DETERMINE WHAT EMERGING BENEFITS WILL BE, BUT THE METHODS PAY NO REGARD TO
THOSE PROVISIONS OF THE PLAN WHICK DETERMINE WHAT, IF ANT, ACCRUING

LIABILITTRS THERE MIGHT BE. THE USE, BY AGIUARIES, OF THE TERM "ACTUARIAL
LIABILITIES® TO DESCEIBE WHAT IN REALITY IS AN ANTICIPATED AGCUMULATION OF

ASSETS PERMAPS HAS BEEN ONE OF THE GREATESY IMIPEDIMENTS IO EFFRCTIVE

COMMUNICATION BETWEEN OUR TWO PROFESSIONS.

FURTHERMORE, THE CONSTRALNI OF SEEXING A REASONABLY STABLE RATE OF HEw8L
CONTRIBUTION, COUPLED WITH THE PRACTICE OF DEALING VWITR A GROUP? OF EMPLOYEES
AS A CLOSED GROUP, RATHER THAN ONE REPLENISHED BY NEV ENTRANTS, LEADS TO THE
ACCUNMDLATLON OF ASSETS AND THE CORRESPONDING DETERMINATION OF 50-CALLED

ACTUARIAL LIABTLITIES FREQUENTLY FAR IN EXCESS OF THE ACCRUED LIABILITIES

WHICH TRULY EXIST.
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. ADVOGATE AN ALTERNATIVE APFROACH WHICH LOOKS THROUGH THE OPPOSITE END OF THE
A\CTUSRIAL TELESCOPE, 1T IS CALLED THE DEFINED ACCRUED BENEFIT METHOD. IT |
BEGINS BY DETERMINING WIAT LIABILITIES TRILY DO ACCRUE AND HOW AND WHEN THEY
ACCRUE HAVING REGARD TO THE FACTS AND CIRCUMSTANCES. IT THEN CALCULATES WHAT
CONTRISUTION OR, IN THE ABSENCE OF FUNDING, WHAT PROVISION, 1S NECESSAKY IN
cAGH FUTURE YEAR, FROJEGTTNG FAR INTO THE FUTURE, TO ENSURE THAT ALL BENEFIT
PAYMENTS ARISING IN EACH YEAR ARE PROVIDED FOR AND THAT THE ACCUMULATED

PROVISION AT THE END OF EACH YEAR MATCHES THE TRUE ACCRUED LIABILITIES AT TIE

SAME POIRT 1N TIME.

FREQUENTLY THE TRUE LIABILITIES BUILD UY MORE SLOWLY AND RESULT IN ACCRUED

LIABTLITIES AT A LOWER LEVEL THAN THE ACTUARTAL LIABILITIES DERIVED FROM HOST
TRADITIONAL ACTUARTAL METHODS AND, IN PARTICULAR, AT A LOWER LEVEL THAN VOULD
A DERIVED FROM THE AGIUARIAL METHOD FAVORED BY STATEMENT A7 AND, BY ANALOGY,

MUCH LOWER THAR DFRIVED FROM THE METHOD FAVORED IN THE OPEB EXPOSURE DRAFT.

IF. IN THESE CIRCUMSTANCES, T WERS TO USK THE APPROACH 1 ADVOCATE BUT STILL
DEAL WITH THE ENPLOYER'S WORKFORCE AS A CLOSED GROUP RATHER THAN ONE
 REPLENISHED BY EW ENTEANTS XY PROJECTIONS WOULD RESULT IN A CONTRIBUTION AS A
PERCENTAGE OF EAVROLL WHICH TNCREASED STEADILY YEAR BY YEAR. THIS WOULD BE SO
CVEN IF THE TRUE LTABILITIES DID INDEED BUILD UP IN THE WAY ASSUMED UNDER
STATEMENT 87 BUT THE INCREASE WOULD BE STEEPER IF, AS IS LIKELY IX FRAGTICE,
14g LIASTLITTES BUILD UP MDRE SLOWLY. THIS IS A FEATURE WHICH 1 JNOW HAS, TO

SAY THE LEAST, A CERTAIN LACK OF APPEAL TO THE ACCOUNTANT.
¢ la] -
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HOWEVER. I HAVE NEVER UNDERSTCOD WHY THE ACCOUNTANT, WHO STRESSES A DESIRE TO

USE A COING CONCERN APPROACH, HAS ACCEPTED AN IMPLICIT ASSUMPTION BY THE

ACTUARY OF NO NEW ENTRANTS WHICH, IF BORNE OUT IN PRACTTCE, WI1LL MEAN THAT THE

GOING CONCERN EVENTUALLY STOFS COING. INDEED THE APPROACH FAVORED BY THE

ACCOUNTING PROFESSION, QUITE STMPLY, IS NOT A GOING CONCERN APPROACH: IT
oUL BE HORE ACCURATELY DESCRIBED AS A DYING CONGERN APPROACH!

IF, INSTEAD, MY APPRCACH I3 USED COUPLED WITH A NEW ENTRANT ASSUMPTION WHICH

DEMOGRAPIIIC FROJECTIONS INDTCATE WoULD MAINTAIN THE GOING CONCERN VITH A

SENSIBLR CONFIGURATION OF ITS WORKFORCE, IT IS XUCH MODRE LIKELY THAT, VHATEVER

THE LEVEL AT WHICH LIABILITIES ACCRUE, THE PROJECTED CONTRIBUTIOR RATE WILL 3E

REASONABLY STABLE.

aUT EVEN IF IT IS NOT: WHAT THEN? THE EXPOSURE DRAFT WOULD SOLVE WHAT IT
SFES AS A PROBLEM IN THE REPORTED RESULTS OF OPEBATIONS BY ACCUXULATING A
LIABTLITY IN THE STATEMENT OF FINANCIAL POSTTION: IN EFFECT BY USING THE
BALANCE SHEET TO SMOOTH OUT AN OTHEBWISE INCREASING CONTRIAUTION PATTERN AND
THEREBY CREATING FALSE LIABILITIES. THIS STRIKES HE AS RATHER ODD IF 1 AM
CORRECT 1IN SELIEVING THAT, GIVEN A CHOICE, THE EMPHASIS OF THE ACCOUNTING
PROFESSION LS OX THE REPRISINTATIONAL FAITHFULNESS OF THE COMPANY BALANCGE
SHEET. PRESUMABLY THE LIABILITY IS AR *ACCOUNTING f.iABILITY“ &ﬂD JUST AS WITH
THE "ACTUARIAL LIABILITY" 1 REFERRED TO EARLIFR, 1 WOULD OBSERVE TMAT II WOULD

NOT REFRESENT A TRUE LIABILITY IR ANY 1EGAL SENSE NOR INDEED IN ANY QTHER

540062
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SUGGESTIONS BY OTHER RESPONDENTS THAT YOU SHOULD SEEK TO DRAW A DISTINGCTIOR

BETWEEN WHAT MIGHT BE REFERRED TO AS "LIABILITIES" AND WHAT MIGHT BE CALLED
"OBLIGATIONS," IN MY VIEW wUULD LEAD ONLY TO GREIATER CONFUSION RATHER THAN
LESS. SURELY WHAT WE SHOULD BE SEEKING TO RECOGNIZE 1§ OHL"i AMOUNTS WHICH

CONSTITUTE CLAIMS AGAINST THE COMPANY'S RESOURCES: WHATEVER NAME THEY MAY BE
GIvexn,

1 WOULD REGARD IT AS KISLEADING ENGQUCH WERE THE APPROACH OF THE EXPOSURE DRAFT

TO 1EZAD ONLY TO A TEMPORARY ANOHALY WHICH WOULD WORK ITSELF OUT OVER TIKE.

MANY APPEAR TO FALL INTO THE TRAP OF BELIEVING THIS TD BE SO BY THINKING IR
TERMS OF THE WORKFORCE AS A CLOSED GROUP OR, WORSE STILL, BY THINKING IN TZRMS

OF TEE INDIVIDUAL EMPLOYEE. AFTER ALL IN EITHER CONTEXT THE EXISTING

BEREFITS HAVE TO BE PAID ZVENTUALLY S0 THE LIABILITY WOULD
EVERTUALLY DISAPPEAR.

IMPLOYEES’

HOWEVER, IN THE CONTEXT OF THE GOING CONCERN, EVENTUALLY NEVER COMES AND THE

APEROACH OF THE EXPOSURE DRAFT WOULL- LEAD TO THE COMPANY CARRYING PFRMANENTLY

IN ITS STATEMENT OF FINANCIAL POSITION SUBSTANTIAL AGCRUED LIABILITIES WHICH,

IN REALITY, Do 'ﬁO'L‘ EXIST, EITHER BECAUSE IN TRUTH THERE IS NC SUCH LIABILITY

OR BECADSE THE LIABILITY IIAS NOT YET ARISEN AND BELONCS TO A LATER CENERATION

OF FINRANCIAL STATEHENTS.
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THERE ARE INDICATIONS THAT SOME ANALYSTS SHARE MY MISGIVINGS, ALTHOUCH FOR
DIFFERENT REASONS. THERE HAVE BEEN PRESS REPORTS THAT MOODY’'S ANMD STANDARD
AND POOR’'S MAY SEEK TO ADJUST COHPANIES' FINANCIAL STATEMENTS 1IN REGARD T0O
SUCH LIARILITIES BUT, BEYOND AN ASSUMPTION THAT THE TRUTH MAY LIE SOMEWHERE

BEIWEEN ZERC AND THE NUMBER CENFRATED BY THE PROPOSED STANDARD, THERE 13

LITTLE THEY CaN DO.

ONLY AN EXAMINATION OF THE TRUE FACTS AND CIRCUMSTANCES AND ACTUARIAL
CALCULATIONS CONSISTENT WITR THOSE FACTS AND CIRCUMSTANCES WOULD YIELD NUMBERS

WITH ANY DEGREE OF RELEVANCE. AND LET ME KUMPRASIZE THAT THE RELEVANT NUNBER

' COULD TNDEED LIE ANYWHFRE IN THE RANGE BETWEER ZERO AND WHAT 1 WILL CALL "YOUR.

NUMBER® - -AND WHERE IT LIES TN THAT RANGE WILL DIFFER SIGRTIFICANTLY FROM

COMPANY TO CONPANY.

MAY I SAY THAT T DEZPLY STMPATHIZE WITH THE ACCOUNTANT WHEN FACED IN THE

SENSTONS FIELD BY ACTUARIES WHO, FOR WHAT APPFARS TO BE THE SAME PLAN, ADQPT A
VARIETY OF METHODS OF CALCULATION WRICH, EVEN IF ALL THE ASSUMPTIONS USED ARE
THE SANE, RESULT IN VASTLY DIFFERENT NUMBERS BEING CERTIFIED AS THE SO-CALLED

"ACTUARLAYL LIABILITIES™ OF THE PTAN.
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THE TRAGEDY, AS I SEE IT, IS THAT, 1§ SEEKING STANDARDIZATION THE ACCOUNTANT

CHOSE ONE OF THE MANY ACTUARIAL WMETHODS AND DETERMINED 1T SHOULD BE APPLIED TC

AlL FLARS. THIS DID NOTHLING TO ADDRESS THE ANOMALY THAT THE CHOSEN METHOD

BEING AFPLIED AS A STANDARD METHOD MUST IGNORE THE ACTUAL FACTS AND

CIRCUNSTANCES WHICH DETERMINE HOW LIABILITIES ACCRUE: FACTS AND CIRCUMSTARCES

WHLCH CAN VARY WIDELY FRGX PLAN 10 PLAN. THIS APPROACH WHICH 1S EMBODIED IN

STATEMENT 87 1S PROPCSED ACAIN IN THE QPEB EXPOSURE DRAFT.

WEBE IT ONLY TRE ANALYSTS WE HAD 70 BE CONCERNED ABOUT IT WOULD BE BAD ENOUGH,

BUT THERE ABE MORE WORRYING REPERCUSSIONS. {T IS PERFECTLY POSSIBLE THAT THE

REQUIREMENT TO ESTABLISH PROVISIONS FOR LIABILITIES WRICH I CONTEND DO NOT -

EXIST GOULD LEAD TO A GENERATION OF SHAREHOLDERS BEING DEFRIVED OF DIVIDEEDS

WHICH THEY WOULD OTHERWISE ERjoY. IN THE EXTREME IT COULD LEAD TO SCME
ORGANIZATIONS CEASING TO EXIST Dut TO APFARENT FAILURE TO MEET

CAPITAL REQUIREMENTS. THE TRONY WOULD BE APPARENT WHEN SUCH AN ENTITY, IN

LIQUIDATION, WAS ABLE TO MEET ALL 173 OBLIGATIONS WITH ASSETS TO SFARE BECAUSE

THE LIABILITY WHICH CAUSED [TS LIQUIDATION EVAPORATED WHREN THAT LIQUIDATICH

QCCURKED.
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15T ME FIMNISH XY RE-EXPRESSING THE ¥SSENCE OF MY CONCERN:

IN YOUR EX

POSURE DRAFT YOU CONCLUDED THAT POST RETIREMENT BENEFITS

SHOULD NOT BE ATTRIBUTED LEYOND THE DATE FULL BLICIBILITY FOR THOSE

BENEFITS IS5 ATTAINED.

WHY THEN DO YOU NOT SINILARLY CONCLUDE THAT POST

RETIREMENT BENEFITS SHOULD NOT BE ATTRIBUTED IN ADVANCE OF THE DATE FULL

OR PAKTIAL ELIGIBILITY FOR THOSE BENEFITS IS ATTAINED.

AS ACCOUNTANTS YOU READILY ACCEPT THE IMPACT ON THE COST OF EMPLOYEZ

BENEFITS WHICH FLOWS FROM THE DETAILED BENEFIT DESIGN PROVISIONRS OF

THE RELEVANT PLAN.

WHY THEN DO YOU CHOOSE SINGULARLY TO IGHCRE THE

PROVISIONS OF THE 'PLAN WHICH RELATE TO HOW AND WHEN LIARTLITIES AGCRUE?

CONSISTENCY, I SUBMIT, WILL ONLY 3E ACHIEVED WHEN, IN DETERMINING ACCRUED

LIABILITIES FOR ACCOUNTING PURPOSES YUU SIMILARY RELY ON THE REILEVANT

PROVISIONS OF THE PLAN AND ACCEPT THAT, AS VITH OTHER BENEFIT PROVISTONS,

THESE WILL VARY FROM COMPANY TO COMPANY .

QUR WRITTER SUBMISSION REFLECTS THRE PHILOSOPHY I HAVE FPUT FORWARD THIS

_AFTERNOON AND I SHALL BE HAPPY TO ANSWER ANY QUESTIONS QN THAT SUBMISSION OR

ARTSING OUT OF THESE REMARKS.

I TRULY APPRECIATE THE OPPORTUNITY

SUBJECT.

118 'd

THANK YOU VERY MUCH.

PEEFEILPIZE Ol

10 AIR OUR VIEVS OF THIS VERY IMPORTANT
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EXrusJRE rarl

October 1391

TO: Members of the Aserican Academy of Actuaries and Otber
Persans Interested in Employers' Accounting, for Poslretirement
Bienelits Other Than Pensiuns

IFROM: Actuarial Standards Doard (ASD)

SuUBl: Cxposure  Draft  of  Actuarial Compliance Guideline  for
Compliance with Statement of Financial Accounting Standards
No. 106, Employess' Accounling for Postretirement Benelits
Other Than Pensions (SEAS 106)

Enclosed in this booklel is an exposure draft of a proposed acluarial
compliance guideline for actuarial calculations required under SIFAS 146,
promulgated by the Financial Accounting Standards Board (FASR). The
purpose of the guideline is 1o sel forth generally accepted actuarial
principles for such calculations. DBecause this document is a standard [or
compliance with an oulside reguirement {i.c., an accounting standard),
cortain procedures may or may nhol be penerally accepted for other
actuarial purposcs.

Please review Lhe exposure dralt and give the ASH the benefit of your
comments and suggestions. Wrillen comntnents will be acknowledged. Al
responses will be considered in preparing the final guideline, Please
address your comments 1o!

Compliance Guideline for SFAS 106
Acluarial Standards Board

1720 | Street, NJW., 7Lh Floor
Washingten, D.C. 200006

The deadline [or receipt of conuments: March 15, 1992

Bagkground

The ASH adopled an actuarial standard of practice in October 1983
addressing Lhe measurement and allocation of actvarial present values of
retiree health care and death benefits {ASOP No. 6). In December 1990,
the FASH adopled a slatement of financial accounting, standards addressing
cuuployers’ accounling for postrelircment benefits other than pensions
(SIFAS 106).

Both standards pertlain lo similar benelits, primarily wellare benefits for
retired employees.  The long-term measuseincils required are a relatively
new and developing acluarial practice. In light of this, the ASB asked its
ftetiree Health Care Cominiliee Lo deveiop a puideline for acluaries to use
in providing the information necded for employers 1o comply with SIFAS
106. The leagth of the guideline reflects the perceived need 1o provide
muore inforsnation than usual because it s designed [or this relatively new
arca ol praclice.

The commitlee recopnized thal SFAS 106 implies more precision and
accuracy han exist in this area ol actuarial practice. The relatively long-
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ters patire ol e obligations, e sipmlcan year-(a-year varialions in PROPOSEL ACTUARIAL COMPLIANCE GUIDELINE
vend rales, and e sinderlying pohical and  ccotwmic pature o the

beneihits alinost assme subslantial vatintians belween aclual resuls and
expectad remlis, COMIPLIANCLE Wil

Tiw gnddeime is not inlended as the sole soorce ol 1eference lor acluanial Q . STATEMENT OF FINANCIAL ACCOUNTING STARDARDS NO. 106

practitioness. 10 is direled o actsaeies who e prestined Lo e Todlior

with cither group bealth or pension beaelits, and wha are embarking on EMPLOYERS' ACCOUNTING FFOR POSTRETIELEMUNT BENEFITS
calcuiations for SPAS 106, The intent in develaping 1L was 1o idenlGly arcas.
which can couse problems, and o give general pindance, | ONER THAN PENSIONS

This chalt was developed by the Retnee Health Care Connoitlee ol the
ASEL T was approved Tor exposine by 1he ASE an Qclober (0, 199
PREAMBLY:

Retinee Headt Care Comnalttee

Robect W Haver, Chaarperson Section [ Puipose, Scupe, and Elfeciive Dale
Alan S, Breitiman ' Stephen AL Moskin
Harry AL Don Keaneth W, Porter 1.4 Purpose - This actuarial complionce guidetine provides puidance o
Steven B Fenappia George J. Roccas acluarics i complying with Slatement of Financial Accounting
Joher Patrick Kinhey, 1 Dovatd 1. Sanniag Standards  No, 106 {S1FAS 106),  Lmployers’  Accounting  Tot
Juseph P, Macaulay Bernmd J. Yilla MPostretitgment Benelits Other  than  Pensions, adopted by the
Financial Accounting Standards Doard (FASBY in December 19%0. As
in SEAS 106, postretirement benefils other Lhan pensions will have
Acluaial Standan ds Baoind a . . the short pame of postretirement benelits in Whis guideline.
Walter N. Mitler, Chairperson L2 Scope - SEFAS 106 and pronsuncements of the FASD set forth [equircd
praciices with respect to caiculations for SFAS 106, SFAS 106
dwind 15, Burrows Frederick W. Kilbouine applics 1o Uw employer’s obligation for postretiresient benclils.
Gary Carbelt Harry L. Sutton, Ji. I_Bo:nc‘fils lhal_ cease prior Lo or at relirement are nal inciuded under
Willard AL Hartman Jack M. Turnguist SFAS 106. This guideline is believed Lo accurately represent current
Fames C. Hicknam P. Adger Wiltiams understanding of SFAS 106 as it pertains Lo actuarial calculations; the

puideline is nol an acluarial stundard of practice. In the event of &
codlict between this document and 51°AS 186 or ather guidace from
the PASE, the actuary should vely on the FASD for a « :linitive
determination,

Primary emphasis in the puidcline is on health care benelits. Death

i benefits ate also a concetn in the guideling, but fess discussion is

\ given o them because they are generally well delined and compar-

' alively sinipler 1o easure,  The guideline does not specilically

! address olher postretirement benelits covered under SFAS 186 such as

long-lerm care, wition assislance, day care, legal services, and

housing subsidies provided alter retirement {SFAS 106, par. 6). This

puideline does not apply 1o income replacement benefits such as

disabilily income. Wellare benelits provided [or in pension plans and

. accounted Tur under the FASDS Statements of Accounting Standards
Nus. 87 and 88 are nul accemmted for under 51°AS 106,

1.3 Plleclive Date - This puideline is effective three months after [linal

adoption by the Actarial Standacds Doard (ASB). R is applicable on a
prospeclive basis vily,
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Section 2. Delusion:

Postrelnement

ofit Obbgation {(APMWYN - $la:
: s alivilaiied w 1||'||:'|.ny|c KINRUTRE
vendered ta a particular date, (‘)l AS LOGY

Adckive __I‘1_.|r|___l’.|_; hoipant - Any active unplm,u e who bas rendensl
service during Uhe Credited service periog and s o xpected lo rece e
benelits, inchirding benelits o or Tor any beaeliciaries amd covervd
dependents, under the postretireent benedit plan, (SFAS {06}

Acuruial Pressn Value - The value, as ol a specificd date, af o
Tutire bene it cost o serics of benelit costs, where each amont:

a. s adjusted Tor the probahie elfect ol evenls (such as chinpges

in price levels, compuensation levels, Medicare, nw ilal slatus,

L. refiects the probability of the ecourrence of he event {such
death, disability, ermination ol employment,
ulifization of services, eic.) on which paymienl is conditionerl,

C. s discognlted d(’(nr(llng, to AN assunace dzldlt {or rates) to
refiect the time value of money. (ASOEP 6)

Arnortizatian - For the purposes of SFAS 106, anwr tization means the
systeimalic reduction of the principal portion (only) of an asset or
This is (o be distinguished [rom a Jevel principal and-
imterest, mortgage-type reduction scheme {see subsection 510 for a

Assuoed Per Capita Claisms Cost {h_y_!\y-.,) - The anauad per capita
the wcasurcment <date, of providing the
postretivement health care benelits covered by the plan from the
carlicst age at which an individual could begin Lo receive benelits
the plan through the remainder of the individual's Lile or the
. (5FAS 106)

Autribution Period - The period of an ciployee’s scivice to which the
that cioployee s

expecled postretirement benelil obligation lor

(5FAYS 106) fullowing a delinition denotes that it
is an extract from the Glossary ol SFAS 186,

2.1 ."\lcunulllu:! I
wial present vahie ol be
2.2
2.1 esenl
cleg
as survival,
ek
2.4
liability.
mace delatled discussion).
2.3
cosl, lor peripds alter
under _
covered period, 1l shor et
2.6
assipned. (SIFAS 100}
1
2

(ASQIT 6) following a delinition denwotes Weat it is
an extract fron Actuarial Stanedard of Peactice No,
6, Measw ing and Alloc aling Actuarial Present

Valucs ol Relisee Heallly Care and Dealh Benelits

-2-

Q

2.7

2.8

2.9

2.10

2.1l

213

2.10

2.13

216

puRE et ; i

Beuefit Formula - The basis for delermining benefils to which
parlicipants may be entitled under a postretirciend benelit plan. A
plan’s benefit formula specilies the years ol service 1o be rendered,
age 1o be attained while in service, or a combination ol both that
must be inet Tor an employee Lo be eligible o receive benefits under
the plan. A plan's benetit Torriula may also define the beginning of
the credited service period and the benefits earned for specilic
periads ol service. {SFAS 106)

Contributory Plan - A plan under which retitees ar active employees

conlribute part af the cost. (SFAS 106)

Cost-Shaving (Provisions of the Plan) - The provisions of the
postretirement benelit plan thal describe how the cests ol the
cavered benefits are o be shared between the emiployer and the plan
participanls.  Cost-sharing provisious describe relired and aclive
plan participants’ contribulions toward Lheir postretirement health
care benelits, deductibles, coinsurance, out-of-pocket limitations on
participant costs, caps on emnployer costs, and so [orth. (SFAS 106)

Credited Service Periad - Employee service period for which
benefits are earned pursuant Lo ie Lerims of the plan, (SFAS 106)

Curtaibhent {of a Dostretirement Benclit Plan) - An event Lhat
significantly reduces the expecied years of fulure service of aclive
ptan participants or eliminales the accrual of delined benelits for
soine or all of the luture services ol a sigmiicant number of aclive
plan participants, (SEAS 106}

Defined Benelit Postretireient Plan - A plan that defines benefils
in terms of wonclary armounts {Tor example, 5100,000 of lile
insurance) of benedil coverape 1o be provided (for example, up to
$200 per day Tor hespitalization, 80% of the cost of specificd
surgical procedures, and so {orLh}. (SFAS 106]

Delined Conlribution Postrelivement Plan - A plan that provides
poslretirement benelits in return for service rendered, provides an
individual account for cach plan participant, and specifies how
conlributions to this account are 1o be delermined, rather than
specifyimg amount ol benelits 1he individual is to receive, {SIFAS
106)

Discount Rale - For the purposes of SFAS 106, discount rate means
the interest rale used in developing present values.

Expected Postretirement Benefil Obligation (EPBO) - The actuarial
present value as of a parlicular dale of the benelits expected to be
paid 1o or for an cioployee, the emplayee's beneliciaries, and any
covered dependents pursuant Lo the terms of the postretirement
benefit plan, (§1°AS 106}

Foll Eligibility (for_Benelits) - The status of an employee having
reached the emiployec’s full eligibility date.  Full eligibility for
benedits is achieved by mecting specified age, service, or age and
service requireinents of the postretirement benefit plan. (SFAS 106)

-3
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2,18

2.19

2.20

221

2.22

2.23

2.24
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Iadl I_I;i!lly Pue - The dane ot which an comployee bees renefeded
alb ol e SCrvice necessiy 1o Tve caried Hie whi 1o receive all ol
the benelits expected 1o be ceceived by 1hat einptoyee Goueluding, any
benelickives it dependents expecled 1o receive benedits), (SFAS

106)

Grows Ehpible Cle pus

S - Ther vost ul providing thie postreticeiment
Bealth cate benelils rnvcunl by the plan lo & plan g Licipant,
belore adjusting Tor expected reimbursements from Medicare and
other providers af hiealth cate benelits plans e lar the elfects of
cosl-sharing provisions ol the plan, (SIFAS 106)

Health Care Cost Trend Rate (HCCTRY - An instmption about the
annual rate{sY of change i the cost of health care benelits curreolly
provided by the postretirement benelit plan, due Lo faclors ollwer
than changes in the composition of the plan population by apge and
dependency status, Tor cach year [rom the measurement date untif
the ol ol the period in which benefits are expected to be paid. The
HCCTR wephcitly considers eslimales ol health care inllation,
changes in health care utilization or delivery patterns, lechnalogical
advances, and changes in the heallh status of the plan participants.
Ditlering Lypes of services, such as hospital care and dental care,
may have dillerent trend rates. (SFAS 106)

incursed Claims Cost (by  Ape) - The cost of providing
posteclivement nwallh care benelils
participant, aftes adjusting Tor veimburscments from Medicare and
olher providers ol health care beuelits and  for  deduciibles,
coinsurance provisions, and other specilic claims costs harne by the
retiree, (SFAS §06)

the
covered by (he plan to a plan

Net lncurred Claims Cost {by Age) - The cnployer's share of the
cosl of providing, the poslrellr(‘menl health care benefils covered by
the plan Lo a J)h“ parsicipant; incurred claiins cost nel of retiee

contributions, (SFAS 106)

Net Periodic Yostrelirement Benelil Cosl (Nl’l‘l':l ) - The amonnl

recopnized o1 an omployer's Dnancial statements as Lhe cost oi a
pustretitement benefit plan for a period.  Components of NPPDBC
include scrvice cost, mierest cost, aclual 1eturn on plan assels, pain
or loss, amortizalion of unecognized prior service cost, and
amortization ol the wwecognized transition obligation or assel,
{SI°'AS 106)

Cplional 1ealth Care Delivery Systems - Dillering systems for
delivery of health care that may be offered 10 plan participants for
their clection,  Examples are heallly maintenance orpganizations and
olher managed-cave health plans, reticement conunumties  hal
provide heallth core, and fee-for-service indemnity plans,

IJuu_‘(llq oF buu_‘lll coverage on componmlmn, such a5 a fimal- p.ay or
cateer-average-pay plan. (SEAS 106)

oA

2.2/

2.28

.29

2.30

2.31

Lxvobme ek

Per oty Clals Cost by Age - The cirrent cosl wof froviding
postretivesnent healtli care brnelirs {or vee year at cach age Trom
the youagest age ta the oldest age a1 which plan parLicipants are

exprcied toreceive benelits undee the plan. {51°AS 1006)

Man - An arrangement that s mutaaily understood by an emplayee
anl its cmpoyees, whereby an employer imdertakes 1o provide sts
cmployees with benelits aler they retive o exchange for thew
services over a specilied period, upon atlaining a specified age while
i service, or a combmation of bath. A plan may be writlen or 1
may be iplicd by & well delined, although perhaps viewritten,
practice of paying postretireimenl benelits or from oral represen:
tations ade 1o curreat or former employees. (SFAS 106)

receive (:n|ploycr-pmvirlcd benefits  under  the  postrelirciment
benefits plan, including benelits W or for any beneliciaries and
covered dependents, (SPAS 166)

Service Cosl ((,uml onent ol Nel Periodic Postretirement Benetit
Cost) - The portion of Uhe expecied postielirement benefit obli-

gation atlributed 1o cmployee service during a period. (SFAS 106)

Sulllcmu_n {ol a_Posyretirement Benefit Pldu) An irrevocable
aclion 1t the c:uployr:r er for 1

relicves the plan) of primary
responsibility Lor a posttelitement benefit obiigation and eliminales
significant risks related to the ubligation and the assels used o
elicct the seltlement.  Examples ol transactions that constilute a
selllnment include (a) making lump-sum cash payments lo plan
parlicipants in exchange lor their rights (o receive spct_’l!!(‘d
postretivement  besielits and  {b)  purchasing  nonpar Licipating
nsurance contracts Tor e accumulated postretirement beaelil
ohligation for some ar all of Lie plan parLicipants, (SFAS (06)

Substantive Plan - The terms ol a postretirement benelit plan as
undersiond by an einployer thal pr ovides pustrelirement benefits and
the employees who render services in exchanpe for those benefits,
The subslantive plan is the basis for the accounting lor thal
exchange ansaction. In some situalions an employer's cost- sharing,
policy, as evidenced by past praciice or by communication ol
intended changes o a plan's cost-sharing provisions, or a pasl
praclice ol regular increases in certain moenclary benefits may
idicate that the substantive plans ditTers [ron the extant writlen
plan. {50°A5 106)

Termination Benelits - Benelits provided by an employer o
amployees 0 conneciion with their tenmition ol employinent,
They may be either special termination benelits olfered only lor a
short period of Ume or contraclual henelits required by the teros of
a plan only il a specilied event, such as a plant closing, occurs.

(S1FAS 106)
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Section $ e kground e T tooeal b

Ve FASI promssdpgated 3EAS 106, Lmployers” Accounting Lo Proslieline-
menl Bencfity Otled s Do w December 1990, SFAS 106 reqeanes
major Changes in the way pos nement henelity are aceounted For and
presented in cnuployers' Tinane il statements, - Much wb The mlornuelon
reguined will fisve (o be Tinmshed by ac lnanies, Lsers ol s panedelioe ave
assunied (o be Tamibar with Hhe content and terninotopy of SEAS 106, and
with Actsriad Standard ol Practce Noo 6, Measicing and Allpcating

Actuar i) Present Yalues ol Retiree Healih Cue and 1](,‘i_1_!h Benelils.

Sechou b Cierent i actives ad Altecnatives

i, 'L_J:':gii;.j_!cuidliL_ui— Actunrial Standard of Practce {ASOP) No. 6,
subseclion 6.3, permils unsupported deviatians Bom the standacd il
required e comply with constraints hnposed by "other enlitics with
rule-maoking aulhority,”  The FASE and SFAS 106 qualily as such
authority,  However, il acaarial calculations are o be used [or
purposes other than Lor SFAS 106, all regquirements vl ASOP No. ©
appiy, and Whe actuary sheuld disclose and be quepared to support
deviations [rom the standard,

4.2 Appoximalions _and Maleriality - SFAS 106 allows the use of

reasonable  appraximmations (SEAS 106G, par.  15h In addition,
materindity is afways a consideration when deciding on the amoeant ol
cllort and expense Wiat should be incurted whea complying with any

aceounting standard (SEAS 106, page 38, Toltowing par. 115}

U

Delerminativn of Materiality - Since the acluary may not be aware ol
whetier () the employer waintains other postrelivement benelit
plans, (1) postictitement benelit matters are significant relative Lo
the employers Lotal vperations, or () the enmployer requires o imore
thorangh SFAS 106 valualion regardless of maleriality, the actuary
should  consult  wille  the  employer  before  determining the
approximations 1o use when camplying with SIFAS 06, Ultanately,
the cmployer and  the auditor are respossible  for delernining
malerialily.

0% Slandard of Materiality - Actuaries ate lypically canuerned wilh the
valuation of a single plan.  Aa enlite plan, however, may net be
material in the context of the employer’s financial statements, [
such case, Wthe actuary may be able to focus primarily on soie other
requirenient of that plan, and then comply with the requiremsenls of
SEAS 186 i a manner thal minimizes the additionai elfort required.
Other plans will be material i total, but have relatively iimmaterial
components of cost or disclusures In lhese cases, the actumy way
still be able 1o make use of approximations. SLill other plans Wil be
material in all respects, and the actoary should mare carelully con-
sider which approximations may he appropriate (SEFAS 106, par. 19}
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Aartenadiny of Nan-Usy, Phaos Nt discmston s sgbsec bong 0.7, 104,
and 4 ol this goideiow: relabing 1o tnalertabiny and approsnabisae,
way be ol specint o tanee with respect fo nonellS. plans, (II'D
actuary shoukd be awsie that SFAYS 106 applics Lo non-LLS. plans o
the extent that they eore inchded in LS hinancial statements
prepared o acenrdance with penerally aceepled accounting principies
(GAAPY (SEAS 106, pan. 83) Even if postzeliresnent henefits e
material o the contest ol an cmployer's Tinancial stateinchls, Lhye
noni-bh S plands) mway oot e, o which case more extensive use ol
approximations could be appropate (SFAS 106, par. 13, In the
extienme case, the plan sy uol materially alfect the cinployer’s
Dmancial statements rega dicss of how the valuation is done,

Avcomting Practie - Avcounting maclice reqguires thal the excess of
cxpense charged over the amount of cash disbursed be accounted for
as an acerued hability on the linancial statement balance sheet. Poior
o SFAS 186, postretitement benefits were typically accounted for by
the pay-as-you-pa method. Under this method, the expense chaped
wats enuat 1o the cash disbursed, resulting in no balance sheet accruced
Lability.  Under SFAS 100, the NPPBC is likely to exceed cvash
disbursed [ur benelits, resulting in balance sheet accrued liabilities
cqual 1o the excess ol NPPBC over cash disbursed. When cash
dishuised exceeds NPPBC, cither a balance shect prepaid expense {an
assel) is pencrated, ar oo previeusly credited accrued liability
reduced.  These balance sheel itens should by rellected, as required,
when pecforming SEAS 106 determinations.

COMIPLIANCE GUIDELINE

Section 9. Aunalysis of lssues and Recomimended Compliance

Procedure 1o Measure Actuarial Present Values and Allocate Costs -
In order to prepare 1hese acluarial calculations, the following steps
should be 1aken:

a.  Select a measureinent {calculation) date (subsection 5.2}

b. Petermine  plan provisions and  benefits o be valued
(subsection 5.3)
¢.  Gathwr dala appropriate for the caleulations
i. Plan participant data (subsection 3.4}
i, Benelits/claims cost {subseglion 5.5}
iii. Asset dala (subscclion 5.9}
d.  Sclect actuarial assumplions
i. Health care cost trend rate {subsection 5.6)

ii. Quher assumplions (subscclion 5.7)



5.2

3.3
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EXPOLULE DAL

e Delenmioe Cost atlovation prooedines
. ALt dcos ) e thod Gubsection 9.8}
i, Assel values GubsenLivn 2.9)
B, Amorlizo Gon meihods (sobsecion 5,10}
. Develop accommimg wilorngion
i, Nel periodic postretacmenl Benefil cosl {submed tion
5.11)
i, Dischesure and balanee shect items (subsection 2,12}
i, Eliect of settements, cur Laitiments, aid leenpoations

{subsection 5.13)

Measurement Date - The measuremicig date is the date as of which
actuarial calculations are perlonned.  Typteally, the measurernent
date is (he last day ol the ewployer's Hisead yoar. SEAS 106 (par. 72)
perniids consistenl use of any dale as a ieasurement dale, as long as
it is withinn three wmonths prior 1o the end of the liscal year (e.p., for
an emysloyer with @ calendar fiscal year, the imeasw ciment date must
be between 9430 and 12/31% The NPPBC for an employer's fiscal yeir
is usually determined by values calcslaled as ol the wweasurcinens
date in the prior Tiscal year. There may be interim measurements n
the course of a year, bul these do not change the measurement dale.

Example - In many instances, the plan year and fiscal yeae will he o
calendar year {171 to 12{31). In such siluations, the measurercnl
dale is typically 12731, Vor the 1993 fiscal year (171793 1o 12/34/93)

a. NPDPRC is calculated [rom values deterinined as of 12{34f92.

b, Financial statement disclosure infarnimalion as of 12/31/93 is
developed  [rom  the values determined as of 1231192,
projected to 1273193 (excepl assets, 10 any; actual 12431493
assets should be used).  The projected APDO au §2/34/9]
equals APBO at 12{31/92 pius scrvice cost plus interest cost
minus benelits paid frosn L/1/93 1o 12/31/93 plus changes o
APRO due Lo changes in acluarial assuplions.

Plan Provisions/Benelits to Be Valued - For a bric! discussion of

wellare plan provisions and benelils sec Apperndix, subsection A3,

5.3.1  Substantive Plan - The plan to be valued is e subslantive

plan, The substantive plan is the plan as wderstood by Lhe
employer and Lhe relirecs. Generally, the writlen plan pro-
vides the best evidence as 1o whal the substantive plan is.
Iowever, often the onfy written material is a sunvnary plan
description which may be iocomplete or out-ol-date, This is
particularly true ol the cost-sharing provisions, cspeciatly
roetiree contributions. Unwrillen provisions or plans can oflen
be discerned from past practices and oral communications
witls curtent or former employees (SFAS 106, par. 23-27).

8-
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a4/ alioft Lo Suftantive Phin - 11 the employer

Lomporiny Dueyiilion Trans auistanth
LeIpon al iy doeviites hom fhe substaotive plat oy i way that
changes the employer s share of the benefil custs neurred an
e carrent o past peciods, the gain or (oss resulting Trom
woeh deviaian shiould he recognized immediately, without the
benefit of the vorridor of viher delayed recognition alter -
natives (SFAS 106, par. 61 and 302). Simitar [uture decisions
gy indicale a4 practice, iplying an amendiment o e
substantive plan.

5,33 "Hlidden” Cost - There may adso be plans where the employer's
Contributions me not ceadily apparent. These plans should

also be measured.

- A plan Tor which the retirees arc purpor tedly
paying the whole cost but which, in lact, is being subsidized
because the reliree premiun has been set below the actual
cosl of the retirees' benelits. This could include a situation
in which early retirees pay the average premiun lor a group
that includes active employees.

5.3.4 Grouping of Par ticipants and Benelits - The concept of a plan
in the posteetivement benelit field is net well defined.
ltowever, pronping of participants and their associaled plan
benelits for valuation puposes could atlect the measureinent
amount, the amortization period, the net amount of gains and
losses, of Lthe 10% aworLization corridor.

Generalfy, participants and their benelits may be combined
unless 1here is a reason nat Lo combine them. Combination is
heavily inlluenced by the facts and circumsiances of the
situation. Assel restriction 10 particular participants and/for
beuelits would reguire separate valuations. The employer's
colparale struclure Inay or may  not require  separale
valuations. For example, central control of the benpelit levels
{even tough thare are diflerent benelits {or various focations
or subsidinries) would allow a combined valuation. On the
olher hand, cach subsidiary may control its owD benefit
levels, allowing scparate  valuations. The [ollowing
circumstances do not necessarily require separate valuations:
(1} different adminisuators; {2} election ol benelit type {c.!;..
indemmity, heatth maintenance organization); (3) benelits
differing by peographical arca. Apgregation of plans for
disclosure purjnses ESFAS'IU(;, par. 73-78) will inlluence the
srouping. Combining or separztling groups only to alter the
JrdsureIMenl ahinunis is ol appropriate.

The actuary shoutd be aware ol the kindgs ol
participant data necded lor the valuation, For a bricl discussion of
dala sources see Appendix, subseclion ASA. Some considerations
specilic ta SFAS 106 calculations are discussed i subsections 5.4.1
through 5.0.5.

Par Geipant Data -



3.3

242

5.4.1

340

345
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Pemsiog Pl Data - Censs dabe develoest Tror pronston
;:l;ui.’- u_l;-l)!. by i;i(‘fn;‘lllﬂl_?“‘; s, iy exd e par hospants willy
less han vie year ol service, may execlude pir L ipanis vhder
aye 21, o1 way noi include all reticees,

Dependents - Specilic inlormation an he dependents of
cutrent active partaipants is usually ignored in Tavor wl an
asssinplion o e probability of  having depundenls at
velirement.  Dativ on spouses of actives near relivement ape,
or spouses of tecent retirees may be uselul i develnping
asstmplions as o depeindents,

Hetirees - For selirees and surviving, spouses, 1L s usualiy
impor Lant Lo know whether the retivee has a covered spouse,
and, il available, the date of hirth ol the spouse. Dependent
children are sometimes ignored o situations whete retirees
have very few dependent children, the cost ol their benelits
is sinall, or their period ol covesage is short.

ln plans with retiree contribulions, it is important to know
who las chosen Lo parLicipale.

Specific Beoelit Provisions - Additional demopraphic data
inay be needed because of specilic benefil provisions. For
example, beucfits may depend upon service or salary at
reticement or they may depend on the location. | the retiree
has a chaice of plans, it is important to know which plan the

reticee has chosen, and whal other choices the retiree has.

Adjustiments - Consideralion should e given to any desoo-
praphic diflerences which iy exist belween the population
which is the subject ol the valuation and Lhe population vpon
which the data are based. Uiy be necessary 1o adjust the
data lor these diflcrences.

Counting; Participants to Detetine Lifective Date - A daler
cifective date is allowed for plans of caployers that are
aonpublic enterprises and thal bhave no more than 500 plan
participants in e agpregate {SIFAS 106, par. 108). Nole tat
the 500 threshold pertains to pavlicipants in the post-
retirement benelit plan it is not simply the sum ef aclive
cmployees plus current retirees, Consequently, a delerin-
alion of the expected number ol participants in the plase is
sequired.  The formula used for this delermination is the
secom Jormula in subsection 2.10.2.

Clatms Cost - A primary companent of e calculations required by

SITAL 106 15 the employer's share of the assuned clanns cost ol

providing postrelitesnenl benefits (S¥AS 106, par. 335

Availabbe

listorical chaim inlotmation should be considered in developing, the
current claims cost (SFAS 106, par. 37). The cutrent claims cosl is
trended to develop the assumed claims cosl.

The objective of this section is Lo clarify lerms and methadalogy Tor
arriving at an assumud per capita claims cost.

-lg-
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5.3.0

3.3.3
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Ter Caprbar Gl Cond - Per capita Clams cost copials e
canrent antna b gross clypnble e red charges per mdividnad
for pustretirement benelis covered hy the plan for each ape
Vo the yousyrest fo the oldest ot winch plan par Licipants are
cxpecled Lo recesee beselits, in the development ol corrent
prr capita claims cost, lestarical claims will usually b
adjasled Tor (he change mthe level of gross eligible chasges
trani the midpoint ol the data period Lo the midpomt of the
measurement period.

Health Care Costl eend Raie - Cuarreat per capita claims

cosi should Te trended {or each Tuture plan year on the basis
ol the hicalth care cost trend sale. Tor a delailed discussion
ul trend see subsection 3.6,

suaed Per Copita Claims Cost - The result of applying the
wealth dire cost trend rate 1o the per capita claims cost wall
peneraily be an assumed per capita claims cost lor each ape
and cach succeeding yewr in which relirees are expected Lo
receive benelils,

Employer's Share ol Assamed Per Capila Clahos Cosl - To
deleemine e employer's share, the asswned per capita

clains  cost is reduced by (a) Medicare and  other
coordiation-ol-encfits |provisions, (b} cost-sharing
provisions  {deductible, commsurance, maxitnaim benelit

provisions), and {c} retiree contribulions.

Factors Alfecling 1he Caleulation of Per Capita Clains Cost

~In calculating per capila claims cost, the actuary should
consider the 1ollowing factors:

a. Dilferent Types of Health Care Services - Per capita
claims cosl nuy be abie Lo be subdivided into health
care service arcas which are expecled to change at
different vales over time or as participants becowe
older [e.p. hospital, drug, or dental).

b. Relirces, Dependents, and Disabled Retirees - Per
capita claims cosl may be able 1o be calculated
separalely lor retitees, dependents and disabled
relirees (see subsection 3.9.7).

c. Other Demaegraphic Faclors - 10 appropriate data are
availabie, cusis nay reflect other demiographic

factors, such as sex and geographic area,

Basis - Per capita claims cost shiould be on

ced 1ather than a paid basis.

e, Plan Administiation Lxpenses - These may cither be

inciudéd n Lhe cost dala or accounted for separately,
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[, Criedibility - 0y poscrat, coedible aims dala, 1l
avatlabibe, from the specihie praop being visdoed shovld
b Abe priasuy swmee of nput tor e pee cagida
claims cost,

Apgrepate Clalms Data (,m_wc_r__\.inn - When clanns dita, as
described in sabsecon 5300, are ool availabic, apprepate
paid i data for relirees lmdw age 62 and retnees aped

63 and older wall aften be available.

a. Malching Claims and Parlicipant Data ~ On occasion the
apprepate paid clabus data may y e pravided by the health
plan administoator and  the parQopand data may  he
provided by the pension plan admmisirator.  In these, as
in epther inslances, it is niportant to watlch both data
sources.  Particular attention should be paid 1o health
maintenance  organization  enroilees, surviving spouscs,
disabled participants, and reticees whao have 1eceived a
lusnp-suii pension benefit. Dependent clains by apre
shauld be  allecated consislently te the reliee’s or
dependent's age (subsection 5.5.7).

h. Conversion o Per Capita Claiis Cost - Yaid claims
should be converled e aggregale covered charpes, taking,
into sccounl  the plan's  cost-shariog  provisions  and
Medicare. Care showld be taken to mclude estimates ol
the charpes for individuals who have not mel  Lhe
deductible {including bolh submitied charges and chaeges
incurred but nol submitted).  Adjustment should be made
Tor claims not reported as patd because of coverage uder
slop-toss arrangements. Clainy reseeves shouid alsa be
rellecled.  The adjusled apgrepgale covered charges dala
can be converted to per capita claims ¢osl by laking into
accound the numbers ol pa ticipaids.

¢. Distribution by Ape - Per capita claims cost may be
distribuled over each year ol age {or age ranges) al which
there are expected ta be retirees, using a taide of aging
factors which rellects the differences in heallh care
costs at differenl vetiree ages. IL s necessary 1o use al
least lweo celis: participants under age 63 and 65 and

older.

d. Reconoiliation - As a check, the sum of the costs
developed at vach age, muliiplicd by the number of
reticees and dependents at hose apes, shoutd equal Lhe
cxpecled agpregate cost for retirees under age 65 and
aped 65 and older for the time period used.  Judgmont
should be used when Lhe dala conlain abrormsl fluctu-

ations ot are not fully credible.
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ihlun(ilni Per Capita Chaims Costo- The acloary shonld

cotsider the Tollowmg ethods 1o develop depedent e
capita claims Cosi:

a. Drect Cost Development- Semictimes, claims data and

demoepraphic data contaiming the ape and possibly the sex
of each covered dependent are available, Dependent per
capila clanns cost can then be developed in a mantser
stinilar Lo that of relirees.

L. Prorating ol Claims - This melhod can be used when
there are no demopiaphic data for dependents or when
dependent claims are included i retiree clmms data. A
pro rata share of depelent healih care claim costs can
e included v the averape claim cost for cach eetiree. It
should be nofed that retirces under age 63 can have
spauses over age 63 and vice versa. §the proportion of
SUrviving spouses is capecied to change, this should be
taken into account.

c. Ralio ol Census - This method can be used when
dependent claims are knows but dependent demographic
data are not known. The acleary can estimate a
dependemt census using Lhe tatic ol numbers  of
dependents to number of retirees and an appropriate age
set-backf-Torward. Dependent per capita claits cost can
thien be developed in a manner similar to that of retirees.

d. Oiher Considerations - in some  instances, it s
appropriate le ignore dependent chiidren due o low
frequency, shorl expecled [uture dependency periods,
data limitations, or cxpenses which have been considered
elsewhere.  Special consideration should be given to
disabled  dependent children who continue  coverage
beyond the aormnal dependent child termination dalce.

I benefits for surviving spouses are not lifetime benefits
this Tact should be taken inlo account.

Stochastic Developinent of Claims Cost - The methodulogy
discussed v subscction 3.5.1 is a delerministic approach in
which the valuation uses a projected average claim i each

year ol the projection period.

A stochaslic {or probabilistic) method provides recognition of
how variations in ciaim size {and other {actors} can allect the
ciaims cost developed for cach luture projection year. The
acluary shouid tsake assumptions about or develop claim
occurrence frequencies and distributions of claims by size (a
claim contimance table).  The undedlying claim eccurrence
lrequencies and distribulions by size are derived by analysis
ol lhe employer’s own expericnce or the experience of sunilar
groups. A Mounie Canlo method is then used with Be claim
frequencies aud size distribulions Lo siimulate total claims for
cach year of the projection period.
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Datas Not Available or Mol Gy ceible - Abesnalive e thaoels
ity be -'I|‘|H'l-‘.i-)l jate when actial retinee ook odika are ot
avatlable et cedible, o when paGeipanl data e
inted, b These instances, cxperience ol sunilar telinee
promps (onsiden g, demapraphics, mdustey and location,
aging, ol ctaims [rom the aclive grovp or relitee premitms
iy be appsopt e,

Usnlerwriting, techmgues may he used o detenuine correnl
annual per capita ckaims cost oo annual preminms by ape for
the specilic or sinitar population and pran being, valued, 115
tat necessary Tor the proup Lo be insared al These rates; the
pirpuse s tather Lo atlocale curzenl Costs To oo stane-alone
retivee population withoul subsidy Trom aclive cinployves.

SEAS 106, par. &1, iallows Lhe use ol an incurred claims coslt
as lang, as the actuary can show that the results remain the
besl eslimale of fulure costs {subsection 5.0,/

The melhods and assumplions used shoukd be appropriate to
the sitralion and should be disclosud.

Active Employee ]frémiuln_Nui (e

cerally Appropriate 1or
Early Relrees - I conventional promiinms are wsed as a
Substitule for claims dala, care shauld be laken o ke
corlain thal the data used are ceasonable and appropriate o
the siluation.  For example, soine iNsurance companives or
employers include retivees smder age 65 i Ltheir active
cmployee data base.  In these instances, it would be
inappropriate o use the composite  average  preminn
payahle [or active and retived cmployees under ape 63 as an
eslimate of the claim cosls for retirces under age 65, The
dif [erences in average apes ol active eniployees angd retirees
nader age 65 as well as dilierences in clabm vosts at the
same ape (since poor health may be a couse of relivement
belure age 63) may causc teiirce claim cosls o he
sipnificantly higher than avetape aclive cmployee clain
rosts. However, in SoIBe  CIrcuimsliances, it may he
appropriate io use composite proiniurn Tor a comnmiily-
rated MO or Blue Cross/Blue Shick! Plan. When health
care coverage 15 combined with olher coverapes, premiuns
shoutd be adjusted to the devel appropriate jor a pian that
covers retirees only,

"Retiee-Pay-All" Bonefits - SPFAS 106 ouly applies Lo plans
with cmployer centributions, Yowever, an expericnoe raled
plan in which retirees under age 65 pay Lw aclive cmployce
rate would not be considered "retiree-pay-alf™ since the rite
might nol cover he full cost ol the cacly retirement
benelits.

Chanpes in Plan Election Patters - Chanjes in the retihee
health cate clection patiern should be considered. Many
chployers ate medidying their plans o naease cniployee

.
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Culure rebirees nay
have dilfereni election patlerns tan corrept relirees. it
partcular, 1he prevalence of dependent spause COVeTaRy
iy dectine becanse ol dual wape carners, viher dueimno-
graphic changes, higher depeadent cost, elc.

contrilntems and veston o cligshifity.

Changes in plan elec tion palterns and i the plan delivesy
systein shouid be vonsidered in calculating <lam conds.
These include e recent intraduction ol manaped care,
HMOs, pretersed provider orgauizalions {(1’1°0s), and other
cost managenent programs. Fulure 1etirees Inay be more
likely to clect 1IMOs or PPOs because ol wider availabilily
and greater acceplance.

THealth Care Cost Trend Rate - A valuation of postretirement health

tare heneiits requires a projection ol clauns cosl nlo the tuture. In
arder lu project claims cosl, B s necessary 1o predict both incurred
expetses and separately, the impact ol specific plan provisions such

as deductibles and copaymenls.

Currenl per capita claims cost {i.o.,

gross ehigihle charpges) should be projecled based on exphicit trend
assunsplions relative 1o the chcumslances ol the employer and the

Plaus,

s assumplion is called the health care cosl trend rate

(e

6.1

Pelining U

Frend Rate - In the context of SFAS 106, the
HCCTR has been piven a very narrow defmition (SEAS 106,
p. 198).  Tins delinition is not directiy comparable o
moedical trend” as customarily understood in the health and
wellare benetil cammunity, since HCCTR is the increase in
pross cligible chiwges, while "medical trend” commonly
telers 1o the expected  increase o incurred  claims.
Sprcifically, there arc three major dilferences.  Tirst,
medical trend customarily covers only a one- or two-yrar
period for rating or budgeting purposes, whereas [ ICCTR is
a long-term cconmnic assuniption. Second, medical trend 1s
wsually delined ou a plobal basis {i.e., actives and rctirees
together).  Third, medical tsend  [requently  comtains
clements tol included within the definition of HCCTR, such
as:

a. leveraging duc Lo cost-sharing leatures ol the plan
such as deductibics and out-oi-pocket limits,

b. chanpes in Whe  demographics of lhe covered
populition with respect to age or family stalus,

<. wclverse selestion due o [lexible benelits election,
COBRA, HMOs, oL

d. recoupment of grior losses,
o, lederal- or state-mandated benetils, and

. margin tor [uctuations, both wnplicit and explicit.
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Althougl Chingyes i costs due o Heese other Tacio s are ol
meluded e the HCCTR, smne of these factors shouid be
yecopbized separately Tor valualion pur proses,

For tese reasons, ann eleployed s best estimate of  the
MCCTR foe SEAS Toe calcolations mipght bear litde
reseiblance L e mcecase inappregate costs predicted by
15 msorer, .

Leveraging - e prajecting pastreticement heaith care claive
cont, the aciuary shoudd rellecy the el{ect of various plan
provisions on the year-lo-year pattera of eaployers-provided
benefits. For  example, lixed-dotlar dednciibles will
leverape sus cployer’s cost Laster than the assusned health
care ¢osl (rend rate. The example in the Appendix, A5.6.2,
illustrates different types and eflects of levecapging.

Thougl leveraging from lixed-dullar cost sharing provisions
inflates an cimployer™ costs, this is net included as a part ol
the HCCTR. Vhe SFAS 106 delinition restricts the 1ICCTR
lo am economic asstunption largely oulside the employer's
control. Plan  provisions  arce  presumably  within an
ciiployer's control and their clfect is measured independ:
enlly. However, the pian's cost-shat ing provisions can bave
an napact an the VCCTR because of their clfect on
utilization ol health care services.

Mcdicare - Claims cost for retirees ehigible for Medicare
are extremely sensilive (o boll the absolule value and the
relative change in Medicare reinbursements, The mamer in
which Medicare payments are recognized is also significant
(sce Appendix, AL, for a desceiplion of the various
methods).

The HCCTR is delined as the rise in gross cligible charges
before Medicare reimbursement,  Erosion or increase in
refutive Medicare seimbursements can leverage incurred
clanns costs fasier or slower than the underlying HCCTR
However, SEAS 106, par. 40, requires that any assumplions
as (o futwe Medicare reimburseiment levels be based solely
upon Ccurlent taw.

Motwithstanding  (he  above, some  indivect  elfects of
Meduwire are acluatly included within the delmition of
HCCTR, Medicare cost-shilting orcurs when providers are
forced o accept artilicially  low  reimbuescinent  (rom
Medicare,  This shor tfall bas bistorically been ollset by
increascs in unil prices 1o lhe non-Medicare population,
These price increases are a component of the HCCTR even
for ages pria to Medicare cligibility.

Recognizing  the  dilferent  practice  patterns,  pricisg
structures and weiphting by type ol service, the actuary
say wish 1o consider diflerent HCCTRs for 1he Medicane
and non-Medicare populations.
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3.6.5

3.6.6

5.6.7
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GNP Conslramt - Inoseleaing; the HCCTR, the asluary
shonld recopnize that current HOCCTRs are quite hgh. How-
esver, iUis not usually appropiiate to assimne thal these
short-term  rates  could  De  sustamed  indelinitely,
thiimately, the growth i healih care expenditures will be
constrained by the nation's ability Lo afford ever-increasing
health care costs,

The actuary shonld recopnize that national health costs as
measured by the national healll expenditure (NHL) index
canngt indelinitely excced the rate ol growth ol olher
ceonolnic secltars. lence, NIt cannol continually consume
an ever-ingreasing, portion of the gross nalional product
(GNP).  This limitation will usually lead to the choice of
select and ultimate HCCTRs (subsceclion 5.6.53).

The actuary should be aware Wthat health care costs that are
under the scope of SFAS 106 are only one segment of total
NHE. The IICCTR assunption lor once particular employer
{or groop of emuyers) is unlikely to malch the assuned
rate ol prowth of health care cosls in Lhe pation as a whole
(i.c., NEEE)

Select and Ultimate - fnomost situations, the actuary will
choose @ select and ultnmaste THCCTR {a rate that varics
year o year). Occasionsliy, it may be appropriate lo use a
weiphted level average IHICCTIR for all projection years. it
choosing Whis methed, the actuary should:

3. be piepared 1o demonstrate that the weighicd
averape NHCCTR produces results thal are not .
materially dilierenl from the select and ultimate
e thod.

b. recognize that the APBO by class (i.e., retirees,
actives cligible 1o relire, and other employees) may
be distorted cven though the total APBO s
appropriate.  This shorlcoming can be overcome by
choosing s dif [erent level HCCTR for each class.

Type ol Service - Ilealth care costs change at different
ratos for dificrent Lypes ol health care services {e.g.
huspitatd, physicians' scrvices, drugs, deuntal). In the
selection of the HECCTR the acary should consider Lhe
various types ol beallh care services that are actually
covered under the plan being measured as well as their
relalive weiphts within that plan.  Separale clasns Costs
{willy separate 1ICCTRs) by type ol service can be used, or
more commenly, an aggicgate clanns cost can be vsed with
a blended HCCTR across all types of services.

lncutred Clais Cosl ~ SFAS 106, par. 81, allows tlte yse of

the incurred claims cosl. In this context, the term
"incured™ is used Lo dislinguish net claims payable by the
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Actuarial Assumplions Other  than HCCIR -
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plave brome gross ¢ daims, Under s e thod, Lhe ac iy
wonlid gse s explico sdpmtmend fo e TRIC TR o accovnt
for the leverapug etfect of dhe plan leatimes, Fhe aclumy
coukd projec e iocurred claims cost dieetly by aclddingt i
approprate adjstment (1.0% e the deveraging, exediple in
Appundix, A3.6.2, line 6) to the fist year HCCTR and by
projecting rebivee conteibutions separately. The adjustonent
woidd e derived by odebing futie claiing patterng gind
woulhd usualiy vary by duration.

Listally, the actuary shoukd gol siogly apply e DCCTR
directly ta the net incurred claims cost (Appuesdix, A36.2,
line: ®). This woold implicitly assume that all plascprovisions
{inchuding Medicare  reimbursements i retines
contributions) are autematically indexed with the TICCTR
(SIFAS 106, pat. 1)

Seasilivily - SIFAS 106 requires employers Lo disclose the
clfects v a one porcentage paisnt increase in the HCCTIR on
the APBO and 1he sum ol e service and inlerest costs,
For cxample, il obligations are heing wcasied with an
NCCTR starsing al 10% and grading down o 7%, the
sensilivity test would be perlormed with a revised 1ICCTR
ol §5% grading, down Lo 3%.

When computing the effects of the sensitivity lest, the
discounl rate and all ather independent assumplions @me o
be hedd constant. Certain olhér assumptions such as retivee
conteibutions and leveraging loads under SFAS 106, par. 41,
may be directly dependent on future cosl devels. i
particular, leveraging would ordinarily he higher, given
Igher trend rates.  These assunplions should be adjusted
accotdingly o rernain consistenl with the lighet projecied
cusl levels,

Deteemination  of

postretirciment beoelit costs requires the use ol various actuartal

assusnplions.

See ASOIY No. 6, subseclion 2.5, for a detailed

discussion, and Appendix, A5.7, for a gencral discussion,

3.7.1

Consislency with SEAS 87 - Doth SEAS 87 and SIFAS 166
roquire ihe cployer to select explicit assumptions suche thixd
cach assumption represents the employer®s buest estinsale
sulety with respect 1o Ual assuiption. This seeins to itmply
gl the assumplions should be the saue for a giveo group of
cioployees  for measorement  of their  peision  and
postretirement vhligations.  However, the assuluplions used
for SEAS 87 are not a sale harbor [or SFAS F0G purposes. A
critical review should be mirde of each significant assumplion
used far SEAS &7 o delermine if it is appropriale for SFAS
106 purposes. luternal consistency ol actuarial assumplions is
an important step in the valiation process. Nevertheless,
there may be teasons [or using dilfecent assumplions. Twa
examples Tollow:

-1B-
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3.7.3

3.7.0

EXPOSUIRE DAL

e e LA s i ane it i Tor vt parjuose bul
nat the wiher {e.p, a4 complex selary  scate oo
pensiony can be sunpliticd Tor measur ing, a modest
posticlirement e msuranee plant.

b. Certim assmmplions unght be weghted by salary o
prodice  accurate SFPAS 8/ lialptitics, but  the
weightuy, would need to be modified 10 edsure
SEAS 106 liabshuies.

Exphictt  Assumplions - The requuoment o ust expheit
asstumplions {SPAS 106, par. 29) means that one assumplion
should net be intentionally vsed to subsidize another, e.g.,
setting, both  the discount rate and the HCCTR  below
cxprcted levels.  SFAS 106 also requires the use of "best
estimnles.” However, nothing requires that eacl assuimption
explicitly accound for cach polential variable; for example,
the turnover assuniption need net vary by age, sex, service,
salary, clc.  The assumnptions used should be at a level of
complexity consistent willy the materiality ol the assuiption,
the refiability and credibility of the data, and the size of the
group.  Assuption of a single retircinent age could be
appropriale for valuing a pension plan having full acluarial
reduclion at early relirement, while retirement decrements
by age are more likely to be appropriate for valuing a
postretivement health care plan providing cssendially full
benedils al carly retirement.

Discount Rate - Yhe discounl rate is detecmined using rates
ol return on cuirently available high-quality fixed-income
twvestiments whose cash Hows mateh the timing, and amount
of expected benefil payments (SFAS 186, par. 31). This rate
is independent of the lunded stalus of the plan and the cost of
capital to the plan sponsor. The heavier weighting of
postretirement health care labilities toward longer durations
may resutl in higher discounl rates relative to pension plans,
il the yield curve is positive.

Return on Plan Assets - The assumed relurn on assels is the
fong-lerm rate assumed to be earned on plan assets qnd
conlributions cxpected 1o be made during the valuation period
(SEFAS 106, par. 32). Determination of an appropriale rate
would rellect rales of relurn on current assels as well as
reinvestineot, ad is similar o the sane rate delermination
for a pension plan.  Aay taxes paid Ly the fund, e.g., ina
Laxabie YEBA for pustretirainent health care benefits, should
be nelted against the expecied relurn on assels, 1f taxes are
paid by the sponsor, the grass return is used in calcuiatling
accrual cost. (SFAS 106, par. 32)

An unfunded plasn regaines no asswnptian for return on assels,

5.8 Autribution - Attribution is 1he process of assigning the expected cost
of benciits 1o periods ul cimployee service.
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2.4 Attribvtion Pecid - The atlvibubion period is the period ol
wrvice over wincls e individual®s costs ave allocatesd.

a. Bepinning - The attrlsion period begins o fhe dite
e cmployee is hived, voless the plan® provisions
indicate Whai a later date shoidd be used, Sech a
Jater date wiuadly is the date on which credited
service heping, cxcepl when the credited service
period s nominal in relation o the employment
period {SFAS 106, pat. i),

b, fnding - The attribution periad ends on the full
cligibility daze, Note that the determimation el the
full eligibility date is not always apparent (51°A5 106,
par. 2[5.

5.8.2  Aanual Recopnition - The portion ol the EPBO alivibuted o a
particulac_year within the attribulion period is penerally
cyual Lo the LPRO divided by lhe muober ol years in the
attribulion period.  However, some plans have a benelit Toc-
mula which attributes a larger portion ol the benelit Lo early
years of service thas Lo later years. lFor such plans the
benelit Tormuia is used for atiribution (SI'AS 106, par. 43).

5.8.3  Examples - Attribution examptes are given in the Appendix,

A5.8.3, and in SFFAS 106, par. 0 12,

Plan Assets - Advance funding of postretirement Lenefil plans was
ol 2 commoen practice al the time this puideline was writlen. FFew
plans would have a significant amount ol asscls. Consideration necds
10 be piven lo whether o not assets exist, and if so, how they should
be vatued.

5.9.1  Current _Assets - 1o qualily as an asset for SFAS 106
purposes, an assel must be segregated and its use restricted
1o providing postretirement benefits (STAS 106, par. 63, 6.
Possible assels may be in an [RC SOLEKD) trust, or in @
pension plan under I w0i{h), or in insurance contracls
(S1°AS 106, par. 67-71). The actuary should alse consider the
possibilily that asscls [ov poslretircment benefils may have
been accumulated as claim slabilizalion reserves, retired
lives rescrves, waiver of premiwn reserves, of fong-terin
disabilily reserves.

3.9.2

Measuremenl of Assels - For cost prposes, 4 matleet-related

[m:luarial] value of plan assels is permnitied (SFAS 106, pas,
57). The market-related value can be fair (imarket} value or it
[otmwia amount. E a [ormnla is uscd, spreading of changes in
fair value is fo be over nat more than 5 years. A corridor
could be used Lo assure hat the market-related value temains
reasonably related 1o faie value. The Tormuli must tread
posilive and negative [luctuations in a parailel manner,
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camplicaiions arise when a value other thian fair value is used
bor the first yew’s postreliiewent benelit cost deteqnni-
matiot. This is because the nel oblipation lasset) al Lransition
st be based on lair value.  As the initial dilference pets
rellected in fulure years' market-related values, the portion
rolated to this initial dillerence will require separaic
ueatinenl.  Specilically, the cwnulative uwecopnized net
gain or toss subject 1o amerlization {subssection 5.11.7) has to
be decreased o increased by the portion of the initial excess
of mmkel-relaied value over [air value which is nol yel
veftected in fair value. Note thal his requires the acluary o
be able 1o determine at any time how much of the initial
difference has been cellected in the then current market-
related value, 11 Uie lormula does net treat each year's assct
[fuctuation scparately, il may be necessary 1o make an
arbitrary allocation {c.p., if 1he initinl dilference were 5100,
lhen $20 ol the total adjustment in cach of the next five
years could be assumed to be on account of the initial
dillerence). Once the entire initial diflerence is assumed 1o
have been rellected, no further special adjustments are
HeCessary.

Amortization - The methed of determining the amortization pay-
ment s different Irom standard actuarial practice. Amartization
aounls are not morlgape-Lype payments and no compound interest
faclors are involved. Instead, the calculation involves a scparate
determination o the interest and principal conyponents. The inter-
est companent is part of interest cost {subsection 5.11.2). Amorti-
zalion of principal is generally over the remaining service period of
those expected to receive benefits. Cach year's principal amount is
equal ta thal year's amaortization fraction applicd 1o the total to be
amortlized. Nole that the length of the period over which a partic-
ular obligalion is to be smortized may differ, depending on the
source of the obligation or the plan sponsor’s clection lo defer or
not.

Average Immediaie

Source vl xpecicd Recopnition
Qblipation Scrvice Atlowed? Relerence
Gains or losics Lo expecled yes 5.11.8

retirement

dale
Net transition 10 expected ycs 5.11.10
asset ar relirewient
ubligation date
Prior service to [uli no 5.01.02
o3l clipibility

date

i
Y10 tess than 20 yean s, way use 20 yours.
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5.10.2

EXPOSURE DRAITT

rojpcied Fotore_ Period ol Service of  Those Active
i n:]_lnyu*s Cxpected 10 Beceive @f_f_l_\ (SFASTIGG, pars.
51-52) n order 1o (nmpi'nc SIFAS 106 principal
amorlization payments, i is necessiny tu cotpule the
projecied filure yoars of service at the applicalyle date Tor
cacl plan participant, Since cantingencies aro involved in
detenmining possibde deatl, tecmimalion, ole., il is possible

Cthat only a traction ol an employee will be counted. The

secvice period s either 1o the full eligibility date or 1o the
expecled retirement date, depending on the source of (he
obligation Lo be amortized,

a. Amortizalion ol Gains or Losses or the Nul
Tmn'«;mun Ob“[;_‘lllull or_Asset - The amorlizalion
period 35 o the expecled relirement date.  An
employee is counled only if the cinployee s
cxpecled Lo receive a benefit. The counl adided Lo
each year (rom the begisning ol Lhe applicable
period Lo the expected retirement date is only [or
that fraction al the cwployce expecied {o reach
thal retiremenl date,  No count is added [ocr
employees who terinate {in whole or i a fraction
thercof) before reaching the expecled retitemenl
date.

b. Amortization of  Prior Service Cost - The
amorlization per iod is to the Tull eligibilily date,
Ao cmployee is coumted only M the employee
rcachies the full eligibitily dale and is expecied to
receive a benefit, The coumt added 1o cach year
fromn the beginning of he applicalite period to the
full eligibilily date is only Tor that [raclion of the
employee expecled 1o reach the [ull elipibility
dale with continued survival to the expecled
retirement date, No count is added {ot eniployees
who will terinimate {in whole or in a [raction
theaeol} hefore reaching L expecled retirvement
date, even il the cmpleyee 1cached the [ull
cligitility dale.

Calculations ~ Far a particular emplayee, the expected
Rulure service will be the dilfererce belween cithee the
full eligibility apge or the selicement age and the atliained
age only il lhere are no preretircment  decrements.
LExpected [ulure service will be the present value of a unil
per year of [ulure service at & Zerg mlerest rale only il
there are benelits payable Tor all decrements al al
duralions, Otherwise, the congartation for a particular
cipployee is:

L

| i i i { i

XN R LRLTAT ]

. Ty
.\"“]1 ? 1|{"]A tx (L PRI

=4 . == : 1] =

bl
Tew adl ey cmenlts 1_IE i, wlhieres
X = altained ape

o= the age when lhe probabibty  al
vetucmient is |

u = the ending  date  Tor  counting
service, e,  cither  the  full
eligibitity age {for amortizing prior
service) or r {lor amortizing

Iransition  leins  or - experience
diflerences)

ixas = 1, i a positive employer-provided
benelit is projected to be payable
based on tersmination of employ-
nl‘axjn{ by decreincnd d at age x#s.
L' 'x15:=0, otherwise.,

Il decreasing amorlization over the entire workiong hiietune
is contemplated (subsection 3.11.12), subtatals are required
for cach value of 1.

If level amortization over the average futuse years ol
seevice is contemplated {subseclions 5.11.8, 3.11.10, and
5.01.12}, it is also necessary 1o compule the total number
ol employces expected Lo reccive  benelits. Each
cuployec'’s 5']"1’”“0" lo the total is computed for all
decrements d

r-x-1

4
Z Z Ip x q(d)x +t

=0 d

i PN

Notes: 1. Al cpluyces who have reached r are
exchded from the count.

Madilications to the formalas in subsection 5.10.2
arc appropriate 1o reflect the time during the
yoar when the decrement is assuined (o ocour.
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7. o il service atnoy [Zalien, all eonployees
wha Bove teacher the bl elipgibility age are
exciuded Tron the vount.

Apjroximations will puneratly be satislaciory, osped ially

whete the decrements Tor which benefits are or e 1l

payabie are very smail.
5.10.3  Repular Pl Aend !l
plan amendments nay indicate a perisd ol cconomic
benelit storter than the persod ta ll cligibitity of the
active participants (SFAS 106, pac. S, The exislence of
such a history does not necessarily immply hal a shoster
period is requued. I, however, the cmployer deternsines
thal the period ol econoinic tenelit is shorter, then a more
rapid aorlization period will have to be used. There may
alse be  subsltanlive  commitments Lo make  Tnture
awnendments (SFAS 106, par. 26} 11 Uwe employer reporls
that such commitmenls cexisl, the calculations  should
rellect Lhe comsmilinent,

Actmrial Calcytations forDetenmining_ Reported Net Petiodic
Postretirement Benefil Cosl - In Lhis subsection the mgre comnum
methed of deternaning the NPPBC will boe discussed.  Less commoen
citcumstances o be considered i the development of the NEPPBU

s

a.  lemporary devistions frome Lhe substantive phan {subsection

5.3.7)

b, scttloments, cortailments, and special tertuinalion benelits
{subseclion 5.13)

¢, the pay-as-you-po constraint (S51°AS 106, par. 112)

Usually, the NPPBC consisls ol the {ollowing clements (SIFAS 106,
par. i6):

=~ Service cost

- Inlerest  on  the accunwlated posticlinement Benelit

abligation, scrvice cost, and distribulions
- Acuwal return en plan asscis
. Amortization ol unrecognized prior service cost, il any
« Gain or loss, o lhe extent recognized

. Amortization ol unrecognized uet ebligation or assel al
transilion

The NPPRC is computed al the heginming af the ieasurement pei it
according 1o one Tormula, but il is disclosed at tie end ol the

_Zﬁ-

L

“ O

] I)_\lll ]f\t' I I 1 1

teastn etnenl pertod usingg adilferant focrasta which produces the

samie ovverical result.

There snay be ere hin obe nedasio conend

i a yean--Tor exanmple, beoause ol a plan change the NI e U
haknwe of the year lvliowing an inlerim measurement should refieat

the valies determined as of thal powl iy e,
o losses arising at mlernn weasiiement dates are

However, the gains
aot used [or

deler minmg the miniomm aor ization [or the year.

Cosnjfation al
bepinntig ol year

la] Service cosl
1] + Intevest cost
l¢] - expected return on

markel-related value
af assels

[d] 1{-) principal

isclosure at
end ol year

tal] Service cost
{b] + interest cost

{c] - actual return on
fair value ol
assels

(] +{-} gain {loss) from
cxpeciled
reluriy an
assels
during year

{d] +{-} principal
amor lization
paytnenis an
nel obligatien
{asset) at

imartization
payments on
net obligation
{asscl) at

transitiosn, transition,
wirecagnized unrecogiized
prior service cosl, prior service cost,
(unrecopgnized (unrecognized

nepative prior
service cost),
and unrecognized
net Joss {gain)

nepgalive prior
service cost)
and ynvecopnized
uet doss {gatn)

The reported NPPBC is the same compuled either way {and may be

positive or negative).
mined telatively ecardy in

The first way permits the tolal to e deter-
the year; Lhe second way is the "finai™

allocation which is the way SEAS 106 requires postretirement bene-

fit cost componenls 1o be disciosed.

In disclosing the vesults, 1tems

L] anwd L[] are combined and calied "net amor tization and deferral.”

3.15.1

Service_ Cost - Service cost is calculated on a per
iafividual basis. Lach year's service cost is computed as ol
the end ol the prior fiscal year. 1 is the EPDBO divided by
the attribution peried Tor those who have nol reached the
full eligibility date (SFAS 106, par. 47). Interest on the
setvice cosl for some or all of the ineasurement period
may be included as part ol the service cosl.
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Interesl Cont - The discount cabe as of the bepnsaing, ol the
measurmient per od, applicd W the APBO at that time and
the service eoust and expucled distributions for the period,
produces the interest cost for the yen (S1FAS 100G, .
48). The calculations should rellect appropriate {ractions
ol a year Tor amounis which are not as af he st b ol the
wmeasurcnent period. opas liculo, interest on the service
cost must be included w the mlerest cast 1o the exient
that it has not been included in Whe service cost.

Lxpecled le Relat _
A reduction in plan costs or expected investinent reluvn s
determined by applying, the expecled rate ol retarm on plan
assels as of the measirement date to the market-elated
value at the bepinning of the period and to the expocicd
contributions  less  distributions  for  the  year,  with
appropriate lractional adjustiment (SFAS 106, par, 37).

d Return on Mar k(_~5—ltt:|£.\ll:g_l Valie of PMan Assets -

Acal Return on Fair Value of Plan Assels {SIFAS 106, par.
59) - Al 1he ord of the measureinent period, the actual
relusn on plan assets is determined based on begnning aud
celing Lair values, ast

Ending, fair value winus beginning fai vidoe s
contributions plus disleibutions.

Once (his amount is calculated, a gain or loss from teiurn
on assels 15 determined as:

Actual return on fair value of plan assels minos
expected return on markel-related value of plan
asscls.

Both the actual and expected returns should reflect the lax
expense or benelil (SFAS 106, par. 19).

C(\llnl‘.:l_lmﬁill of Current Gain or Loss (SI°AS 106, pars. 36~
38} - Each year an cxpected year-end APDO 15 compuled as
the begioming APBO plus scrvice cost {subsection 5.0
plus inlerest ost (subsection 3. 1.2) miws cxpected
distributions plus or minus adjustinenis 1o the APBO on
account ol chanpges in prior service cost {subseclion
5.11.12) or due to events accaunted [or under the rules for
seltiemients  and curtailments  {subseclion 5.3, An
expected year-end {aic vidue ol assets is computed as The
starting fair value plus the expecled returi on i kel-
relaled value (subsceclion 3.1 l._"Sk plus actual conlithutions
less cxpecled distributions. The dilterence can be thoug;hs
ol as the expected unlunded APBO.  The dilfercnce
between thal amount and the actual unfunded ADISO (your-
end APBO less year-cod fair value) is the gain or loss Tor
the year, and any reguired amortization will firsl be re-
Mected in lhe following year's cosl. Nele thal any chanpe
in the APBO due to changes in the discount rade or ather
assutaplions becomes part of Lhe compuled gain or loss.
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¢ CUteeopned G ur Loss (SUAS 106, par. 31
TEACH e, e i evions Conmiaisve wccognized gan o
Tuss 1y ctuazsed by the carent nne o loss and decreased
by auy amur Gzalion of principal {subscetion 5.11.8), HNo
interest adjustments ae made in this process, smee ihey

are mcluded in the miterest cost {subsection 5.011H.2).

Gam or Lons Subject e Ao Gzalion (51FAS 100, pat. 38) -
Only a portion of e cumulative unrecognized gain or loss
computed under subsection 3.11.6 s subject te Leing,
amuor lized.  The excess of tair value aver inket-related
value must be subtracted frome the comulative uvecop-
nized gain or loss {o gel the aortizable snount. Gains or
losses  ansing from a temporary  deviation from  the
substantive  plan are 1o be recognized  immediately
(subsection 9.3.2).

_f_'\_l]mr[i?.uliul_n__g_l__(_",:uirm_ur Losses (5FAS 106, pars. 59-60) -
A ethod should be clhwosen e amurlize the unrecognized
pamn ar loss subjecl to aerization {subsection 3.11.7).

The method should (ullili three cequicements:

a. gains and losses should be treated in a paratlel
nmier

b. the sialiest tolal amount Lo be amorlized is the
excess of the cumuiative virecognized amount
over 10% of the greater of the APBO and the
markel vaiue ol ihe assels, and

¢. the amaunt amortized annually is at least the
wlal 1o be amortized divided by the average
expected future service to expected retirement
ape of then prescnt employees capected to
receive benefils (or Lhe average rewnaining dile
expectancy for plans where alt or alimost all of
the participanls are mactive).

The cumulative unrecognized amount, the 10% test, the
average expected fulure service, and the minimum amount
to be recognized arc recompuled each year and are
independent of prier years' amounts, so that it is possible
to have amortizalion in one year but not in the following
ol

Nl Obligation ur_Asset at Transition (SFAS 106, par. 110}
- The net obligation {assel}al transition {i.e., al the initial
application of SFAS 106) is computed as the dillerence
between {a) the APBO and (b} the asset value, where the
assel value is the fair value of plan assets plus any accrued
postreticement  benelits  lisbility or less any prepaid
postretirement benelits cost in the employer's balance
sheel. An excess of (a) over (D) results in a net obtigation;
an excess of (1) over {a) results i a net asset at trans-
Hion, Lmployer conlributions receivable by the plan are
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e ludind front plan aesers sing e dhey e mchuded i the
cimployer™s babanee sheet agcrual, Hute that iF nnmedia e
fecopition s elected, the effect ol o tinin plan chanpes
adupled after Decenber 21, 1990 may hive to be excluded
Irots Lhe transition obligaton {SIFAS 106, par- V] i)

Ao Lization ol Nei Obligation or Assel ol Transition
{(SFAS 106, par. 112} - 11 delayed recopmtion is elec ed,
the nel bansilion ool is amurlized o equal -
stallments of principal, generally over the average fulue
service o expected retirement age al those who, as of
the date ol bansition, are expected Lo 1eceive benefils
(subsection 3.10.8). 1E this period is less than 20 years, it
is permissibie o elect Lo vse 4 20-yoar petiod inslead.
Where all or alimost ali of a plan's participants are
inactive, an average remainiog life expectancy should be
used (S1AS 106, par. 112).

Prior Service Cost (S1°AS 166, pars. 30 and 31} - Since the
il unlunded actuarial accrued tabitity, as adjusted
for accivals, is e net obligation {asset) al transilion,
and since all expericnce  variations and  assumplion
chianges e lreated as losses or gains (SEAS 106, par. 50,
prior scrvice cost consists sulely ol ncreases {decreases)
in the APBO due ta plan clanges subsequent Lo lranhs-
iion.  Drioe service costs should be adjpisted when the
cotmituent Lo make the changes is ade, cven il in
midyear,  Bargained, adopled, or publicly announced
juture plan changes shoutd be included, cven il they have
cifective dates delerred beyond the cnd ol the currenl
year vt are nol yel in the pan.  Lach NPPBC component
reflects a proration fur the fraction of a ycar 1cmaining
alter the commitment Lo change {subsection 5.11).

Ao Gization_ol Trior_Seryice Cost {SFAS 106, par. 52-
53y - Whenever benelits for priar service are improved, a
prior scrvice cosl s camputed {subsection 5.1i.1 1)
Inuncdiate recognition of an increase is not allowed.
awever, if a plan amendmenl results in a decrease, the
reduction shoudd apply lirst Lo unrecognized prior service
casls, and then to uarccopnized transilion obligations.
An amorlizalion propgram [or the principal amount re-
guired lo be amortized is established at the time the
conunitmenl is made.  Yhe amortization period Tor an
amendment is the expected luluee service to Tull cligi-
bility dale of all enyployces expecled toreceive benelits,
not just those who benelil from the amuendment.  EZach
year's mininwm amortizalion amount is a percenlage ol
the prior service cost arising from e amendment, The
pereentage for the yeat is derived from Lhe ratio ol the
expected lulure service 1o be worked in thal year 1o the
expecled future service lo be worked in atl years Irom
the date of amendinent.  LZach yeas's minitngm asor Lz
tion is based on (e percentage ol tiie projecled dulure
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service to full clmbnlity ol erployees exqreeted To s
Coerve benelitn (sobses Lion 310000 whiohe is proqected to e
worked v bal year. Lguel mstallinents sver the averape
projected futre workg hilctoe Lo full cligbility date
ol thuse expectied W reeeive benelits is allowable,

The entiee amortizalion program is established at the
Lime the comitment is made.  Therealler, it is only
chianged il a subsequent amendinent reduces the APBC L
which case the change in APBO is used to reduce any
existing unrecopnized prioe service cast) (SIFAS 106, pat.
55}, or il & plan curtailinentl occurs (3FAS 106, par. 96-
97}, or if facts and ciicumstances lead the employer 1o
conclude (hat the expected period of economic benelit
should be shur tened.

Projectious - Typically, participant information needed as
of the measucemend date will not be available until sume
time later.  Therelore, in the absence of significant
chanpes, the actuary may be working with a projection
Iram a prior calculation wlule using current cconomic
asstinptions and assels, The projections can be done by
our of a number of procedures. The actuary's goal is 1o
minimize the difference between Lhe projection and an
acwat calcutation. Either the dala or Whe present valuves
may be projecied. Possible procedures inciude:

a.  Assuwme no change li.e., a stationary population);

b, Asstine a vae-yrar increase in age and service,
with or without acw enlrants;

c. Assume expecled experience, with or without
new enlrants.

The ctioice ol methad witl depend on the lacts and
circumstances ol cach particular case.  However it is
done, the projection must pive a resull appropriate to the
measureinenl date.  Thos, [or example, adpstinenis Lo
the projeciion prucess suay be required where there has
heen a signilicant change during Lhe year.

Actuarial_Calcufations for Disclosure and Dalance Sheet ltems -

SEAS iOQ requires that employers disclose cerlain other actuarial
information in addition Lo the NPPBC and its components (SEAS 106,
par. 7). Much of this information is produced as a by-producl of

the casl determinastion {subsection 5.11),

This section focuses on

additional actuarial calculations beyond those used {or calcuiating
the cust iems.

5.12.1

Measurement 1Yate {SFAS 106, par. 72) - The "as of" date

for detenniming disclosure information will most olten be
ihe employer's Tinancial statement date. This date (called
the measurement date) can alse be any date within the



5.13

9.12.2

5.12.3

! I i } { i

EXIORUIE DALY

e months pooe 1o he ciployer's Linanciad stateieni
date. Aswpmphions il et values wsed e thevse s ol
the  casureisenl dale. The resuils  way  seliect
prujections hased on prioy demmpraphic daGuif the resall s
4 reasonable rellection ol the present values as ol the
micasuremenl dale.

Aocunmlated Postelirement Beneliy Qldipation - Tlha:

AP0 a5 of 1w weastrement date Tor disclosure purpases
will ustally be 1he expected APBO dorived  Trom the
bepiming-of-the - year APBO, The expected APDBG should
veflect plan and assumplion chanpes, as appropriate.

Hlect ol | 2‘\_“!@_’1}_‘_&\&!!!_‘! HCCTR - The elfecl aon the APPRO

Snd cortan cosl alormalion of o 1% increase in the
HCCTR should be disclused.  See subscclion 3.6.8 fo a
discussion of the calculations.

ion Benelits - SEAS

Setllements, Cunlailineuls, and Special Terminat

186 requires special colprilations whenevers a seitleiment ot curtail-
menl gceurs and when any special termination benefils we payable

(SIFAS 106, par. 90-163).

These cvenls generally require special

caleulations to delerming the elfect in the ncome stateinent for the
accounling period in which the event occurred.  Custs or credits
which migltt otherwise be defesred for an ongoing plan may be rec-
opnized earlier,  The actual date ol recagnition will depend on the
specilic event, and whellicr the carnings impacl is a charge o a

credil,
steps:

d.

5.13.0

5.13.2

The special caleslations may requice the [olowing three

updale valuation results as of Lhe dale ol tie event, as il
the event biad nol laken place;

determine costs or credits associated with the event, and

rovise valuation results also as of the date: of the event,
lully refiecting Uie changes resulling trom the event,

Updated Valualion - As ol Ihe date of the cveal, an
updated valvalion should be perlo sned as il this dale were
a measucement date.  No changes assaciated with the
event should be rellected. This valuation is to he basced on
data and assumplions appropriate [ur the time at which the
calculations are being per lonmed.

[ems Assuciated with the Evenl - To deterivine the costs
ol ihc ovenl, various actuarial present vabues will be
caleulated. The actuarial present values will typically he
of benetils belore and after the event.  he addition, the
cvent may resull in accelerated  recogmition of cerlain
uncecognized items,  This accelerated recopnilion may
penerale & need to make a new delermination of the
expecled years ol lutwe service alter the event.
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Suttletwents - Dwese events e Typreadly permanent redue
lions 0 plan obhgations resobtmp from a vansfer of the
ablipalian o an eality oulside 1he control af the plan
spossor.  This is soomally done by the purchase uf an
ihsurance conlract to provide atl or a portion of the
postretivement benelits. Another examyple would be whea
e plan sponsor cancels the postretreinent beoelit plan
for a group of employees or pacticipants, either with or
without & payinent (o the participants whose plan was
canceled. An arrangement wheeeby the monthly pension is
increased i orelurn lor climinalion of the postretircment
benelit oblipalion could constitute & setllement of that
obtigation, since the postretirement heallh plan has been
selicved of primary responsibility  for  health  benetit
obligations (SFAS 106, par. 90). The accounting {or Lhis
avenl could be a settlenient for the pustretirement heaith
plan and a plan amendment Tor the pension plan.

Curlitilgnts - When a covered event occurs wiich
unexpecicdly alters either the remaining delerred cost or
the expecled working lifetime, cortailment calculations
are required.  Curlailnents are an issue because onpoIng
plan costs oflen include an clement ol deferred costs for
which the annual charpe was determined reflecting the
average expecled working lifetime ol the cmployee group
al the Lime the delerred cost was established.

[L is possible [or the postretirement benelits plan lo
expericnce a large reduclion i the nunber of plan
participants wilhoul causing a curlailment of the plan.
Tlis would occur if the reduction in pumber of plan
parlicipants were solely among employees who had already
reachied Lhe earliest eligibility date; there is no expecicd
fulure service [or this group. Thus, a peasion plan open
window could result in lermination benefits and curtaii-
mentl accounting in lhe pension plan, withoul necessarily
triggering such accounting in the posiretirement benelits
plan. I curtaibsent accounting is not required, gains or
losses will be recognized at the tine of the next regular
valusation,

Special Tersinativn Benelits - These benefits result from
ihe acceplance of offers of enhanced postrelirement
benefits by active employees in exchange for retirement
within a window period, or from an event, such as a plant
clusing, which trigpers contractual benefits. The liability
should be recognized when Whie offer is accepled (SFAS
|06, par. 101). Costs for these benefits are given special
treatiment because they e nol routine benelits of an
ongoing  plan.  Examptes  include  reduced retivee
contributions, reduced deduclibles and copayments in
poslretirement health benelits, or earlier eligibility.
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2.0 3 l_\rl_l_n_lt_ipE_ Pvenly - Calouleiions Lo setilemments, ol

menls, and wpecal tersnnanen benefils are not i ly
wxcInstve. Dependirg on Ihe silualion, any ot all ul the
special calculagions may be eoquiced, and the order in
which they are per Turmed can allect the resplis. Gunoer-
ally the caloulation ordee should procecd clhvonologically,
Caleulittion ol  special  tenmination benelits, liowever,
should pever  precede oo lntnient calaulations, 0 a
settlement and  cmtathoent ogcor simullaneously, 1he
wrder of reguired caleutilions can be selected arbitran Dy,
bul ance the order is selected wilh pespect 1o a plan, that
order should be ollowed for similar sitvations,

5.03.7  Settlenment Accounting - The maxinim paisror loss silbject

o recopnilion is the unrecagnized net pain or loss at
settlement, including items in the updated valuation betore
setilement, combined with any remaining unrccognized
transition assel, The gain or loss due 1o remcasuemenl
would relicct the aclual wnpact ol the setUement.

Notes: (a) an uiwecognized transition obligation is not
included i the above caleulations; (D} the amount of
lhe asset Lranslerred does not allect the amount of
the settloment pain v loss.

The actual amount of sctUement gain or foss lo be
recognized cquals the maxiie pain of loss, determined
abuve, witiplied by the propor tios ol plan APHO settled.
I this resull is a gan, 1L is reduced by any wrccognized
transition ebligation, and the cxcess is recopgnized as a
Raiin.
5.13.8  Curlailwent Accouniing - A Howchart for curlailment
accomiling 15 contained in Appendix, A313.3. A
curtaitment of future service will affect plans covered by
SIFAS 106 differently than it will affect pension plans
undler SEAS 88 if the earliesl date of eligibifity under SEAS
106 dillers from the expected retirement date under the
peasion plan, and lulure service calculations will dilfer.

5.13.9  Termination Accounting - The loss on accounl of special

Termination benelits 5 cqual 1o (1) Lhe APHO including
special termination benefits, minus ) e APBO for the
sarne paiticipanls delermined as if they had terminated al
the same tine withoul special termination benefils. An
exnple ol these caleulations is piven in the Appendix,
A5 E3.9.

Section 6. Cormmunicatians and 1isclosures

Disclosore of Purpose - The actuarial communicalion Tor purposes of
" post purj

SITAS 106 shouid be ientified as such, ad should disclose that the
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vesls of calcuialions penlarmed for other purposes {c.p., plan
Tepor (g, BUVCTOIICHL Tequoements, ey may dilfer significantly
from the results [ue purposes of SEAS 106,

donure of Exceplions - The actuarial commuonication  shoudd

s any basws ol calculations which is inconsistent with the
actiary's anderstanding ol the basis prescribed by SIFAS 106.

Sample Nisclosure - In (he absence of exceptions or other special

circumslances, the [oilowing sample disclosure is appropriate:

Actuarial computations under Statement o Financial Accomnt-
ing Standards No. 106 (SFAS 106) are lor purposes of [ullilling
certain employer accounting reguirements,  The calculations
1eported berein have been made on a hasis consisient with our
unslerstanding of SEAS 106, Determinations tor purposes other
than meeling Lhe employer [inancial accounting requirements
of SIFAS 106 may dilfer significantly [rom Lhe resulls repor led
herein.

Deviation from Guideline - An actoary who usus a procedure which
this guideline must  include, in any actuarial

differs™ Trom
communicatien disclosing the result of Lthe procedure, an appropriate
and explicil statement with respect 1o the nature, rationale, and
cilect of such vse.

-33-



! } t ! I } | i i i i l |

FRIVSURE BEAT T APPENIHX i}xt'o:»lll{lil Deal-T lf\l‘I'IiNl)IIX : }
Supplerentary botes and §hogusion eligivle lor Medicare, 10 G untal - plan
fenelily and the Mudicare payments excevd tha:

(Paragiaph mdeering, cotrespends Lo subserlions in the text of the char s, the inttial plan benelils are redudccd Lo

standitd, witl the addinon of "A%) the uet ul chacges minus Medicare payioents o

Ql . ohlam the actual plat paymeitl,

A3 Ul Provisions/lenciits o e Vahwed - The types ol benelits Lo be : i, Medicare Uxclusion - Covered charges ane
vatued are mamly bealth care and Bfe s anee, Pl ouun ponpose i}irlrigiiy‘_rc('ilit“_cd 'Ey the Medicare paysnent,
of this subsection is o provide hackgrowmu Tor actuaries whose Man provisions are then applied Lo this nct
cxperieace has mrtinky been i pension work. Since (he information amount Lo vblain the aclual plan payment.
provided here is heiel and necessaily incomplele, anactuary new o
this [ield should uel rely on the complinnce puidetine alene, but i, Medicare Carve-oul - Plan benefits are initially
should work closely with an actuaty wilh appropriate experience. detormined as il the retisee is not eligible for

Medicare, These initial plan benelits are then
AS.3.1 lealth Care Plans - The provisions ol health care plans reduced by the Medicare payments to obtam the
vary widely. I is necessary Lo understand those provisions aclual plan payment,
that are important o the valuation ol the plan being
valued. The provisions may depend upon Lhe relivee’s age, v, Medicare Supplement - Plan benelils are spe-
service, localion, or date of retivement; the relwee may Cific additions to Medicare benelits. The
have a choice of plans. benclils gy cover some of all of Medicare
deductibles,  goinsurance,  or non-covered
a.  lLligibidily ay depend on eligibility Tor a prnsiong charges such as preseriplion drugs.
there may be other requiretments such as retinemenl
direetly [rom active service, a longer service petiod, e, Bxample - Assume covered  charges  of $1,000.
or atlainment ol a specific age. Many plans provide Medicare pays $600. The plan pays B0% altee a 5100
Tor depeadents’ benefils. Sometimes  dependents! deduclible.
bunefits conlie boyond the death of the rctirec, t o
however the continwation may not be for the Jife ol Ceordinalion:
the dependenl; it may be fur a {ixed number ol years
or it may vary. Imitial plan benefits = (31,000 minus $E00)D.8) =
$720
b. Coverape - Most plans  cover oest hospilal and _
physicians' services and refaled expenses.  Plans nwy Actual plan payment = 41,060 minus 5600 = $400
also cover denlal, prescriplion drugs, vision, hearing,
mental and nervous couditions, subslance almse and I xclusicn:
long-term care.  Some plans pay the Medicare Part Iy
premiunm, Aclual plan paymest = ({51,000 ninus $600) riinus
5100)0.8)= $240
c. Cost-sharing provistons include deductibles,  co-
fsurance,  out-uf-pocket  maximums, maxinnuns Carve-out:
(snnal, hifelime, per service ot pes canse), copiy-
ments per service mwl retiree conlributions. Cuosti- lnitial plan benefits = 51,000 minus $100X0.8) =
sharing provisions may vary by type of benelil, asl 3720
different cost-sharing provisions may be separale or
combined.  For example, outpationt mental and Actual plas payment = $720 minus $600 = $120
nervaus coverape may be limited to §25 per visil for
20 visits which may be combined with or separate feom Compatison of Examples:
a plan's overall deductible and coinsurance. w .
' Intepration 50 iy Paigby  Paid by
¢. Inlepration with Medicare is generally done inone or i Mathod Medicare Employce  Plan
combination of the following four ways:
Courditialion S600 50 $500
i. Coordination of Benefils - I'tan benelils are Lxclusion 600 i60 240
initially deternmined as 1l the reliree is not Carve-oul 600 280 120
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Plan PovisionsBenclits Ty Be Valued (Contued)

A3 L2 Lite lnsmance - The amonnt ol Tide nsirance for retinees
may depend on salimy at reticenent and iy be redoeed
pracdoadly  after  vetiresent., Accidertad death and
dismenmberment, or dependent hile msarance nay also be
provided.

Participant Dala - The primacy soutce of paclicipant data is the
cmplayer. Hawever, the ctplayer o the designated administrato
olten camol provide the requited detail, and other sources may be

necded.

a.  Emplayer-Provided Dala - The eioployer should e able (o
provide aggregate counds of the number of relisees and the
apmiber o actives.  The cmployer may also be able to
provide other useful information, such as the averape or
tatal amount of Life msurance in Juree, the maleffemale
sphit, the number ol retirees with spouses, (he nuimber of
surviving spouses, and Lhe nuber of retirees (and spouses)
cligivle Tor Medicare. {1 &s beportant 1o know whether
spouses' clabu cosls are classilicd according 1o the sponse’s
age or the age of the retiree.) Even if the detail is available
as of the valuation date, aggregate counts at various dales
wiI; be useful in developing curtent claims cosl (subsedtion
5.3)

b, T'ensign Plan Data - The administrator of a refated pension
plait may be able to provide the reguited detail,  Howevoer,
the proup of people covered by the pension plan may not be
the same  as the proup of people covered by  the
postretitement benefit plan.  Lligibility rules may not be
cxaclly the same. Pensioners wilh defecred vestod pensions
may not be eligible for benelits.  Surviving spouses and
relirees who sclecled a luny sun distribution may nol be in
the pensioner file.  There may be no information about
spouses of retirges wha have nol selecled a joint amd
sutvivor oplion. Some relirces may be covered by a pension
plan whicls is nol administered by the employer, e.g., as the
resull of an agreement velated to Lhe purchase or sale of a
uail ar bhecause the relirees are covered by a molticniployer
pension plan,
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Levetaging

Thas example iflostrates that o U TICCTI can be everapged 1o
a Z1E% ncieane in per-capila empoyes payments goc o the
operation of the specific plan pravisions,  The 14%, however, is
the: vitlue to be disclosed as the THHCCTR,

PLER Ca’\l’i'_lﬂ YiiAaR 1 VIEAR 2% CIHANGL
[ Claims cost $3,000 $3,420 +14.0
12} Ellective

dedac Lible -1/0G -17% 2.4
i3 LEllective

COINSUEANCe *BB.0N x88.3%
4] Incurred claims

cost

(pre-Medicase) A2490 52,3886 +15.1
131  Medicare

reimbursciment -1,800 -2,052 +14.0
1] Incurred Cains

cusl 5690 $ 814 +18.¢
{71 Wetiree

contribulion -l2g -120 +0.0
[8]  Metincureed

claims cost 4570 $ 6% +21.8

PPlan Provisions

n.
by
o,
d.
o.

(_umprcl‘wnsiu jHaa with [ixed 5200 pec-person deductible
B0%/20% coinsurance with $1,500 out-of-pocket maximum
unlimited lifetime beneflits

inleprated with Medicace on carve-out basis

tequired retirec contributions ol $120 per year

Actuarial Assumplions (may vary for diflerent demographic
LC“"J

[

initial per capila claims cost (gross eligible charges)
$3,000

Lthe initial health care cost trend rate is 14%

35% of plan pariicipants mect the deductible in Year | and
7% in Year 2

effeclive employer coinsurance of 88.0% in the lirst year is
increased to 88.3% in 1he second year

Medicare reimburses 60% of claitns cost each year {i.e., no
Muedicare erosion is assumed)

no uther primary coverage is avatlakle

Discussion ol cach line of Lhe example:

[1]

This represents the initial (and second-year) assumptions
for the averape cost of healih care expenses incurred by
parlicipants in this demographic ccll. It is largely
independent of how these costs will be apportioned by the
various payors {reticee, Medicare, other plans, and the
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A $200 deduactible does aol reduce ai cnploya ™ ot by
$200 [uor vach parlicipant. Some will cur o expense, ol
have apgregate  expenses  which do net vxceed  Lhis
Un eshold amosmt, Therelw e, the ac ary should recopnize
the probabilistic mature ol mecting the deductible and
assume thal only a ponlion of patticipants will meet the
mal dedoctible,  This prabability should vacy basced on
the size ol e deductibie e, fewer participants are
expected  loo meel a $500  deductible  than a S100
deducLilile) and by year {i.c., of the portion of participants
whose annual expenses did nol exceed she deductible inone
year, the actuary may assume that because ol health cane
inllation, more will meet B in fater years.)

Few plans pasy all eligibic cxpenses at the  same
coinsurance rale,  For exmuple, claims paid aller an
individual employee reaches the out-ul-pocket lmil are
psually paid al 100%.  The clfective cotnsurance is the
assumplion as to e averape seisbuwsement level alter
the deductible is satisficd. The cxample assumes thal the
plan reinburses 88.0% ol charges in the first year. HTealth
care inflition ingreases the likelibood that beneficiaries
will reach the {ixed dollar onl-of-pocket limig each year.
Therefore, Lhe effective  eoinsurance  assumplion  is
increased Lo 88.3% in the sccond year.

The incurred claite costs {pre-Medicare} are the pross
eligible charges afler application ol the plan provisions bul
before reduction fromt Medicare.  This would be equal o
the incured claims [ar a participant vader age 63 ¥ the
same pross eligible charges were assumed.  Note how thc
imcurred claim costs (pre-Medicare) grow faster than the
underlying HCCTR because of the Tixed-dotlar deductible
and out -of -pecket limits.

The Medicare reimbursemient is the assomption as to the
portion of lotal expenses paid by Medicare. Under the
carve-out approach ol inlegralion with Mudicare, the
Medicare reimbursement is directly subtracted [rom the
incurred claims cost {pre-Medicare) Lo arrive at ncorred
claims.  Our example assmned vo inciease or crosion of
Medicare ceindursenent rates.  Therelore, iU represents
the sane portion of gioss eligible charges in year 2 as in
year i,

Calculated [rom lines 1-5, ihe incurred claims reprosent
the average per-capila benelit payment {whether funded
by cmployer or retiree coulributions).  Note how Lhe
teveraging  effect on cost  after reflecting Medicare
integration is significantly greater than the incuried
claims cost on hine i,
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Hetner conbbulion, sepresent thab partion ol incared
s lunded by ctuee contnibutions. Qur exisyhe
asstired it etnee cnlobplions were frozen al
SI20fyvar.  See SEAS 106, par. 20 on e "Subslantive
Phoe® tor the condilians undee which fTuture changes i Lhe
cust shaning amouml can he anlicipated.

Net  incurred clanms cusl Lt

Tepresents purtion of

incurred claims Tunderd by employer contributions.  This
forms the basis For all SEAS 106 calculations. 16 way bu
pecessary 1o v incurred  claims and reticee

contributions dieectly (subscction 5.6.7).

A3.2  Actiansl Assumplions Other than ICCTR - Pension and post-

retiremenl

welHare  plan valualions  share  nany actuarial

assuplions, including:

Nemographic asswnptivns:

Mortality

Tunover

Retirement decrements
Dependent status

Lgouniuic assumplions:

iTiscount rale

- Consislency among, cConaimic assutnptions

Iy addition, lwo assumptions reguired by poslretiresent wellare
plans which are nol necded [or penston valuations are:

Iar Licipation
Adlernate plan elections

In many instances parlicipants in a posttetirement wellare plan are
covered by w defined benelit pension plan. That plan is a natural
starling point in the scarch lor actuarial assuinplions 1o be used in
valuing the wellare plan. i this subsection, it will often be assuimed
that such a plan exists.

AT

Demops aphic Assumplions

a. Mortality - DPension plan mortality in the United
Tlates has been intensively studied and analyzed.
Mortality of pension plan participants has generally
improved over lime, although not in any smoolth or
casily aualyzed manner. Such a pattern suggests that
the "proper” morialily table uses death rates which
are a funclion of both year of birth and age. Such
tables are uncommon and rarely, il ever, used for
pension valuations. Ratlier, a table is chosen in which
the morlalily rates are fower than currently being
experienced, and hopelully, represent average rales
applicabic (o the covered group over time.
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When cosidering a mortalify Lable, 1035 necessany (o
tecepnize the boack-vnd loading of health care clains
cost payment patlerns resutting lvom applying claim
trend refative 1o pension payment patleins, Becase
ol this back-end loading, postretirement health cine
valuation resulls ine usually much more sensitive {u
assumed 1w Gility than peosion plan valuations.

When a farge portion of the postretiremenl benelnt
obligations is due (o sponse benelits, as is olten 1he
case, the acluary should consider ihe use ol sex-
distinct tmoctalily lables for SITAS 006 valuations.

MNote: Lhe table on pape 135 of SFAS 106 scems to
iy that life expeelancies rather than probabililics
ol survival are used to calculale labilities.  Tlis
example was simplilied for purposes of illustiation.
i was nol meanlt to illustrate actluarial practice,
Turaover - When  perforining a  postretirement
welfare valualion on a group covered by a pension
plan, the pension turnover assanplion is a logicad
chotce, A typical postretitement health care plan
has liahilities which are cfleclively independent of
pay fevel. [ the companion pension plan is pay-
related, the turnover assunption may of way nat be
appropriale for the heallly cate valuation,

Since many pension plans exclude enployees under
the ape of 21 er those who have less than a year ol
service, peunsion lwrnover assumplions Tor those plans
imay require modificalion {or use with postretiresnent
healtly care valualions.

Retirement  Decrements - MHigh  sensitivity Lo
retirement age dooes not apply Lo many peasion plass
bucause of acluarial reduction in benelils for carly
benelit  commencesent  and  reduced  benefit
mnounds, B is crucial to check the relircinent
decreruent assurnption used in Lhe pensian valuation
because the postretitement health  care plan s
subjected to the highesl pee capita claims cost in Lhe
years immediately prior to Medicare eligibility {al
ape 65).

Bevause af the critical nature of this assimption, il
is desirable that il be as realislic as possible.
Therefore, explicit  retieetnent  dececments  arg
strongly preferred to an average relirement age,
even it the single age gives correcl agpregate
resudls,
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Dependent Status - The dependent stadns assimplion
is ciucial to valuing postretirement bealihe vare
bBenelits Tor nast plans, [ s an amportant
assumplion  because hall ol the  liability for a
postreticement health care plan may come Hrom
dependents.  Given the [luid nature of Asuetican

tanily composinion and differences based on age,
cureent dependent status of aclive cinployees iy
0ot be a pood indicalion of stalus al retieement. TPor
a contributory postretirenwnt health care plan with
low parlicipation rates, aclive data can be especially
misleading. An analysis ol the dependent population
[or recent retirees can provide useful information.

Economic Assunptions

d.

Discounl Rate - Postretivement wellare valuations
require the use of an interest rale to discount uture
cash flows. The theoreticaily correct discowmnt rate
can be determined by conslructing an immunized
bond porfalio which has a cash flow maltching that ol
the postretirement welfare plan and delermining the
porolio's rate of return.

Consistency amang, Economic Assumplions - Actuar-
ial assumptions for discount rales, retwn on asscis,
trendd, and salary scale should take a consistent view
ol future economic aclivily. All four economic
assutuptions contain an wnplicit assumption for future
general inllation levels, For example, if long-term
corporale bonds of higlr quality are believed to retuen
approximalely 3% more than the expected consumer
price index {CPI) inllation, it would be dilficult te
support an 119% return os assels in conjunctlion with a
2% salary scale.  The implicalion would be thal
prices were rising at 3% per year but pay levels only
?%. A sinilar avalysis should be applied w0 the
ullimale hicalth care infllation rate. The actuary
shouid note thal the actuarial standard of praciice
for valuations of postretirement benelit plans (ASOP
No. 6) rtequires the actuary to consider the
implications of the cconmmic assumptions for heaith
care as an ultiiale percent of gross nationai product.

Man-itelaled Assuinplions

.

Participalion - Virlually all postretirement health care
plans olfer coverage Lo retirees who have had similar
benelits available as active employees prior  to
reliresment. 10 boil the aclive and postretirement
benefits are nonconiributory, it can safely be assumed
that all employees participating in the active plan will
join the postrelirement plan, Where contributions ate
requited of retirces, a participation assumption is

Y .
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pecesmny. e contehufion prevising ol hoth fhe
i tive id postetrement plans st be considered (o
be sine hat the actuay has an agpropriale pre- aod
postichiverent pat Licipant veliation base.

The participation assuoption Tor Tuiure years may ”’ .
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dillee Lo the assumplion for e asrent yeas AL
becanse of changes in retiree contribution Jevels. . L.m888 =87
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X EPOSUIRE DRAY T APPENDIX

Ternination Aot - Special ternisation benelits are
Iregquently pat al an ean by relitement incenlave progran,
Also calted an carky retircment window {ERW). The LRW
iy allow some ciployees o retire with postreticement
benelits who were not ehpible lo retire with such

beaelils prior Lo ihe ERW.

xample: The phim spoasor bas a postretirement benelit
program which allows participants to receive henelits if
they vetire from active cinployment wilh at least 15

years of service and are ape 53 o older.

The sponsur's ERW allows participants Lo receive benelits
il they 1etire (rom active cmployment with at least 13
years ol service and are age 30 or oider. The CRW also
reduces Uhe parlicipant contributions 1o postreticzemoent
benelits by $200 a year for the first 5 years ol
retircmeant,

Participanl A is 50 years of age and has 15 ycars of
service when he accepts the ERW. {without the ERW, he
would not be vligible to receive postretirement benefits),

Participant B is 35 years ol age and has 20 years vl
service when he accepls the ERW (He would be eligible 1o
receive postietivement benelits without the ERW)

An assumoed relwemenl age of 60 is used in these
cxamples.
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On Nov. 21, Tampa Electric employees who are members of the IBEW will vote to accept
or reject the TECQO Healthplan changes which will be in place Jan. 1, 1992, for all non-
covered emplovees. Members of the OPEIU will also be asked ro accept these changes

beginning in January.

The plan has three modest changes in it:

» Prescription costs of $6 plus 20 percent of the remaining cos:;

« Eliminarion of the $1,500 carryover provision,

s Limiration of 31,000 on certain chiropractic benefits.

With these changes, the premiums for the TECO Healthplan will remain the same for the
third vear in a row.

Because there are a number of questions concerning the TECO Healthplan, and the cost
of benefits, the Management Report Is issuing a special edition to answer some of these
concerns and provide insight on the "bigger” Benefit piciure.

42 CENTS FOR EVERY SALARY DOLLAR:
THE BIGGER BENEFIT PICTURE

Q. Why is more cost-sharing required by emplovees in the TECQO Healthplan?

A. For every straight-time salary dollar, the company pays 42 cents in bepefits. That
means if your annual salary is $30,000, vou receive an additional $12,600 in benefis,
making your real salary $42,600. i

In 1990, Tampa Elecmnic’s benefit costs for active employees totaled $40.8 million. This
1s an important reason for the need for cost-sharing in medical benefits.

Q. Is the $40.8 million for medical benefits?

A. No, it covers all benefits. Benefits can be divided into three categonies: direct benefits;
non-productive time paid; and other payroll costs.

Direct benefits include medical insurance, pensions, education, the savings plan, the
emploves assistance program, life insurance, health education, and other benefits.

Non-productive time benefiis include vacation, holidays, short-term disability, and jury
duty, among others.

Payroll cost benefits are the company’s match to the employes social security 1ax
payment; unemplovment compensation, and worker’'s compensation.
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Q. What are the statistics on rising medical costs?

A. According 10 a recent anticle in the Tampa Tribune, health care cost for businesses in
Florida was $3,040 per employee for 1990. At Tampa Electic, the average annual health
care cost per employese was $3,272 for 1990, 8 percent above the Florida average.

Q. Why is it important that all employees on the TECO Healthplan — both covered
and non-covered — be on the new plan?

A. Because it’s important that all employees on the plan share in the cost. The changes
are esumated to save $480,000 in 1992, but more importantly they provide the company
more control over future cost increases. It would be unfair 1o have just one group of
employees bearing the burden.

. Why the focus on prescription drug costs?
p P g

- A.In 1988, the prescription drug charges were $377.037, and represented 8§ percent of
the TECO Healthplan's claims. In 1989, the charges rose to $736,76%, an increase of 28
percent. In 1990, drug charges were $979,046, or an increase of 33 percent, and represented
12 percent of the toral claims. We clearly can’t continue this esczlation since it would impact
other beneflt or salary items.

But even with the new S6-and-20-percent provision, employzes on the plan are doing
beuer than before 1987. At that time, co-payment for prescription drugs was 20 percent of

¢ cost after a S200 deductible. On a $960 annual prescription bill, an emplovee share would
have been S352: With the plan that goes into effect Jan. 1, the emploves share would be
5249.60.

Q. What if the IBEW and/or OPEIU don’t vote for the revised plan?

A. Employee cost-sharing of medical benefits is critical. The company will not go
bevond the 42 percent in benefits it is already paying. If benefits cannot be reduced in the
medical area, they will have to be reduced somewhere else within the compensation or
benefit area,

The only other areas the company has to consider are the other direct benefits, the non-
productive time benefirs or more stringent pay increases in the funre,
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