ALI/MIG/jt (Mailed 3/25/88)

Decision

88 03 072 1AR 23 1988 @ RN AN

UJuLJUdUUUt:
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Investigation on the Commission’s
own motion into a) whether the FCC
Part 32, Uniform System of Accounts
for Telephone Companies (USOQA)
should be adopted for telephone
companies subject to the
Commission’s jurisdiction, b) the
effect on intrastate rates if all
or any portion of the USOA is
adopted and ¢) the ratemakin
treatment of the implementation
cost associated with the USOA.

I.87-02~023
(Filed February 11, 1987)

(See Decision 87¥iz~063 tor appearances.)

Background

By Decision (D.) 87-12-063, to-the extent provided in the’
order, the Federal Communications CommiSSLOn (FCC) Part 32, Unlform
System of Accounts for Telephone Companies . (USOA) was adopted for'
all telephone utilities under the cOmmiSSLon’s jurlsdxctlon.

Part 32, the first major restructure ‘of the USOA s;nce
1935, provides the telephone companles flexiblllty to provmde for
changes in the present complex, ‘competitive,. technologxcal and-

economic environment. It is a financlal-based accounting system Lo

which facilitates the monitoring of revenues, expenses, and i
investments by’ product, service, purpose and type; facrlitates
management reportlng data for. cost of service and the separatzons
and settlements process-'and accommodates generally accepted
accounting prlnciples (GAAP) to permit a closer alxgnment with
business which is not regulated. N

R
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D.87-12-063 kept open this investigation %o address the
Financial Ac¢counting Standards Board (FASB)1 Statement No. 87
(Statement), Employers’ Accounting for Pensions, and to receive
balancing account reports as required by Ordering Paragraphs 5 and
6 of D.87-12-063. This interim order addresses only the Statement.
The balancing account reports due on or before March 31, 1988 by
the utilities implementing such account, and.on or before May 2,
1988 by the Division of Ratepayer Advocates (DRA)  and other
interested parties, will be addressed atter receipt of the reportsm

Evidentiary hearings on the Statement were held on -
October 8 and 15, 1987. Testimony was received from approximately
eight witnesses. Concurrent briefs were filed on October 30, 1987
by the DRA, AT&T Communications of California, Inc. (AT&T),
Continental Telephone Company o: California (ConTel) , General ‘
Telephone Company or\California (GenTel), and Pacific Bell.

Historically, the telephone utilities accounted for their”
pension costs through an aggregate cost method: (ACM), or a cost

approach, for financial statement and ratemaking purposes. :Such a jﬂ

method projects the estimated total benefit at retirement; an ‘
amount calculated to'provide such retirement benefit, discounted to@I
the present, is spread on a levelized bas;s over future years.
FASB 87 .
The Statement, for financial statement purpose, requires .
a standardized accrual method for measuring net periodic pension
cost based on the benefits received, a departure from the present
cost method. It also requires expanded financial statement
disclosures and immediate recognition of a pension 1iability when

1 The FASB issues statements which prescribe generally accepted ;
accounting principles. Such statements are recognized by the a
accounting and: :inancial community as the basis for zinancial
reportinq. : _ S
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the accumulated benefit obligation exceeds the fair market value of
the pension plan assets.

Under the method prescribed in the Statement, pension
cost for a given year is set equal to:

a. The expected increase for that year in the
projected benegit obligation under a unit
credit method,“ plus

Interest at.the settlement rate on the
projected benefit obligation at the
beginning of the year, less

Interest at the expected 1ong-term rate on
the plan assets as of the beginning of the
year, adjusted, and

By an amortization ot unrecognized prior -
service cost, unrecognized gains or losses,
and unrecognized transition obligations, ir
any. - ‘ .

Implementation foxr financial statement purposes is =
required of all companies, with certain exceptions, ef!ective for
fiscal years. beginning after December. 15, 1986. =

: Although the Statement is s;lent on the ratemaking
treatment, a different statement, FASB 71 . (as pointed out by .
Pacific Bell’s witness Blackburn) does permit regulated utilitres ks
to-continue us;ng an ACM to- calculate pension. expense it the -
CommisSion.continues to set. utilityvratesfusing the ACM to
calculate pension expenses.

As explained in the Statement and addressed by DRA.and

other witnesses, the FASB‘believes that the Statement. continues theﬁj,;

evolutionary search for more meaning!ul and more usetul pens;on

"2 The unit credit method is based on the benefit’ that is .
eﬁgected to be paid to a retiring employee using a plan formula
which is applied to. years or service to-date and salary at-
retirement. « _ ,




I.87-02-023 ALY/MJG/jt

accounting, and concludes that although the Statement is a
worthwhile and significant step, its conclusions are not likely to
be the final step in that evolution.
Impact |
' Accorxding to witnesses, adoption of the Statement for

ratemaking purposes will reduce the amount of pension cost to be-
expensed in 1988. AlthougthoseVille Telephone'Compeny's pension
expense is expected to»increase‘approximately $35 thousand in 1988
Pacific Bell’s, GenTel’s, AT&T’s, and ConTel’s pens;on expense is '
expected to be reduced by approximately $10 millxon, $46 million,
$6 million, and $2 million, respectively.

The telephone utilities ‘present opposing recommendationsl-_ ol
AT&T and Pacific Bell recommend that the Statement not be used for S
ratemaking purposes. Genmel ConTel, and several small 1ndependentiu. o
telephone companies recommend fall adoptlon._ e

DRA.also-recommends that the Statement be adopted.‘ ' .
However, it proposes two modifications.. These modifications, whose = ..
underlying ratzonales are’ dlscussed in a subsequent section of th;sf’ﬁv”:
opinion, relate to a ceiling of the maximum allowable Internal N
Revenue Servxce (IRS) tax deduction and a floor of the Employment
Ret;rement Income: Security Act (ERISA) oontribut;on requlrement
computed using the unit credit method. '

The basic purpose of tunding‘pension costs is to»providegf533
a fipancial dlsc;pline to the .employer by requirlng employers to g,f"‘
dedicate tunds currently'for distribution to employees upon |
retirement, and. to provide benefit security to‘employees by B
transferring such funds into a distlnct fund to be’ used for the f o
payment of employee pensions only. - — e

At issue is the appropriate ratemaklng txeatment for the tf G
costs incurred by the<telephone utzlitzes to fund their employee &
pension funds. Prxor to. the establzshment ot the Statement,-“
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allowable ratemaking cost was premised on the ACM. This method, as
discussed above, is based on the principle that an employee’s
estimated total retirement benefits at retirement should be spread
evenly, or normalized, over the future work years of the employee.

Now, with the establishment of the Statement, a new
method, the unit credit method, designated-as the preferred method
to account for pension cost by the FASB for financial statement
purposes, based on the yearly pension costs of an employee, is
being proposed for acceptable ratenaking treatment.

The proponents of using the Statement for ratemaking
purposes argue that it is generally superior to the ACM because it
provides a more rational and realistic method of accounting for .

pension costs. The more important reasons presented. for ratemakingﬁg‘_ﬁ

adoption are ‘that (1) it is a GAAP,  (2) it provides for the :
recognition of the~yearly pension,plan cost, and (3) it spreads ‘
pension cost more equitably across generations of ratepayers," o
nitigating volatility, and preventing the over—funding of. pension
costs.
GAAP

ConTel supports the . adoption ot the Statement for
ratenaking puxposes. because it is GAAP, that ‘is, a set of S
standards, concepts, - and opinions recognized by the accounting and : g
financial community as the basis for financial and Securities and
Exchange Commission.(SEC) reporting purposes.l;‘

~'This in itself does not demonstrate that the Statement lsf?‘ﬁ«

_ the more appropriate ratemaking treatment for penSion cost. . GAAP

does recognize that regulatory treatment of . certain costs may‘be

different and- does allow regulated industries to~continue to- "»
recognize-pension costs using the ACM method. '

Even DRA recognizes that GAAP should not be determinatxvef‘-77

for ratemaking purposes.- Its. witness Wuehler testified that a
basic theme,prevailing in GAAP is one of conservatism from.the o
investorfs point of view.- With this in mind DRA.made specific N
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reconnendations regarding GAAP changes incorporated in the FCC’s
USOA, one ¢f which was not to adopt GAAP automatically. In
D.87-12-063 we adopted DRA’sS recommendation that future GAAP
changes not be adeopted automatically for ratemaking purposes.
Recoanition of Yeaxrly Pension Plan Cost |

DRA asserts that the arbitrary assignment of a “level”
amount of pension costs to each year under the ACM is the principal
reason why it believes that the Statement'isisuperior to the ACM.
According to DRA such ‘cost assignment under the Acx'improperly

allocates pension costs because- it does not - assign pension costs t°"ffﬁ

the years in which the~employee~earns the benefit. Rather, it '.H‘ §
assigns an equal amount of pension expense from year to year. DRA”dT‘
believes that ratepayers should be charged with no more and no lessfiv
than the-pension expense earned by the employee in a given year. | .
It also helieves that the Statement better approximates the cost o!‘77'
an employee's penSion over that employee's service period. ‘ },;,»
In contrast, Pacific Bell asserts that DRA‘S’ allegation ﬁ_i
that the Statement 'is superior. because it allocates pension costs:

according to when the pension benefit is earned by the employee is' ﬂf7~.4w

incorrect. In. supportr it cites DRA’s failure to conduct a study \
to substantiate that pension plan terms rerlect the earning of
specific annual benefits by an’ employee or whether those terms o
reflect the total benefit the employer—will provide to the employeej
upon retirement- Even if such,studies were ‘conducted: and: did
substantiate DRA’s claim, Pacific Bell maintains that lt would
merely show that employees earn a 1arger portion of their pensmon
each year as they age. o : = ‘ :
Pacific Bell also asserts that employees are promised a

benefit at retirement and- that bene!it at retirement is. what the _“iﬁﬁ”

employee is,earning, not an incremental increase in benetits as. the?’:A
employee’s age increases. However, 'if the statement is adopted, ,ﬂf ’
current - ratepayers would pay varying amounts fLor pension.expense ‘

for different employees, even though,the benefit received from eachhf,
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employee may be identical, simply because one employee may be older
than the other.<

DRA’s Kenney concedes that for a given employee the
Statement method produces a greater revenue requirement in nominal
dollars over the career of an employee than does the ACM. However,
he argues that the cash flow required under the Statement is “back-
loaded” towards the end of the employee’s‘career and that, in the
absence of an aging work force, the Statement can produce a stabie;
non-escalating pensmon cost. |

Recognizing that the ERISA statutory minimum pens;on
funding standards and the IRS maximum pension funding standards
cannot be met undex. the Statement, DRA proposes to<modi!y“the'_f
Statement to incorporate a ceiling of the’ maximum IRS tax’

deductibility for pension contributions and a floor of the ERISAf'E;FQ o

minimum contribution requlrement computed using the unit cost
method. ‘

. Pacific Bell points out that the Statement does not
confoxrm to ERISA or IRS requirements, therefore, the Statement

cannot be used to<ca1culate the actual . zunding for its qualified ‘fm }

' pension plans. ‘If adopted, it would need to employ a different -
method for funding its pension plans and result in a mismatch of
cost, either an over-funding or under-funding. This would be a -

departure from the traditional. practice where the amount of pens;onfty?““

funding should ecual what was expensed ror ratemak;ng purposee.
Although Genmel supports the Statement, its thness

DeBonis testified that the impositxon of -any ‘restrictions or rules v

beyond those identified: in the Statement such as DRA’s proposed
modifications. discussed above, would ellminate internal
consistencies in the Statement and render it unacceptable as-a

standarad for accounting and ratemaklng purposes._ For example, au“ﬂt _
arbitrary*shorten;nq ot any of the amortization perxods provided 1n},;

the Statement would: s;gnirlcantly increase the volatility of the

v
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pension accrual, and result in an undue burden or benefit to
ratepayers at a given point in time.

If any modifications to the Statement is imposed, GenTel
would opt for the present ACM, thereby leaving only DRA in favor of
the Statement. :

Mitiqati r Volatilit .

DRA recognizes that veolatility in annual pension expenses
and revenue requirements is a concern. Although it recognizes that
the Statement places reliance on (1)‘ourrent interest rates to
calculate the projected benefit obligation, (2) the use of market -
value in the valuation of pension plan assets, and (3) use of
accelerated cost amortization methods for prior service cost and
 unexpected gains and losses, it believes that volatility is
controllable. According to DRA, this is supported by many
*experts”, although none of these experts testifled in th;s
investigation. . e

DRA. also—believes.that volatllity is mit;qated because :
the FASB has incorporated numerous provis;ons into the Statement to
help alleviate this problem and that there is a: certain amount: of .
volatility in the pension expense nethods currently belng used.

One of the provisions, oxr’ smoothlng effects,’ ava;lable to
mitigate volatxlity is the use of. the interest component of the net
periodic pension expense which need not be restrxcted to. current
prices of annuity contracts or short-tern current interest rates.f}::
Other reliable sources, such as rates of return on hxgh—quality |
fixed-income investments with durations that match the pension
obl;gations, could be- used.

Another provision for smoothing pension expense is the
return on plan.asset component.. Although the Statement uses the ‘
actual return on plan assets as a‘component of net perlodxc penszon
expense, it is subsequently adjusted to the expected return based
on the expected long-term.rate of return on plan assets and the
market—related value of plan assets, through a separate computatmon
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in the gain'or loss component. Rather than measuring plan asset
value using strict fair or market wvalue, the Statement allows the
use of an averaging approach which allows the plan assets to be
valued by either fair value or a calculated value that recognizes
changes in fair value in a systematic and rational manner over not
more than five years. '

In summary, DRA does not believe that the volatility
issve, in and of itselr precludes the adoptlon of the Statement
for ratemaking purposes. ' ‘ ' | 0

In contrast, Pacific Bell asserts that volatilxty is the \
single biggest concern regarding the potential use of the Statement
for ratemaking. Its witnesses testlrxed that pensxon.expense under
the Statement can undergo large ew;ngs from yeax to year because or
changes in ‘interest rates and from the pertormance ‘of stock’ and
bond markets. In support, Pacizzc Bell cites October 19, 1987,
more commonly known as Black Monday, the day'which ‘the DoW'Jones
Industrial Average dropped 508 points, the largest single drop,
both numerzcally and as a percentage, in its history. Pacrfxc‘Bell
does not believe that the smoothing effects inherent in the -
Statement are-adequate to handle changes such as Black Monday.

DRA also prefers the Statement because of a transxtlon ’
credit which amortizes excess. pension assets through lower net
periodic pension expense—in future years._ Accordxng to‘DRA, thzs f
transition credit is an over-fund;ng of the pension fund as 'j'“
measured by the difference between the’ tair market: value of the
pension fund’s ‘assets. and the. projected benetlt obligatlon. '
Pacific Bell’s ‘transition asset as at January 1987 was
approx;mately'$795 million and GenTel's ‘was approxlmately*$490
million. : - :

DRA asserts’ that the over-fundlng results trom the
rinancial market performance and- the use ‘of the ACM, which lead
accruals in excess of the pension liability. .
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Pacific Bell disputes DRA’s over-funding allegation. It
contends that the transition asset was meant to be a method for
companies to change gradually from the ACM method to the unit cost
method. The large transition amount results from comparing the two
actuarial methods which are configured to distribute costs _
differently, that is, from one which distributes cost evenly over a
period of time to one which assigns less cost in the earlier years
and more cost in the later years. Pacific Bell also points out

(and DRA concurs) that the existence of the so—called over-runding ﬂ

results in part from the skill of pension. fund managers, .and zrom
the existence of strong stock and bond’ markets.

conclusion
As discussed in this interim opinion, adoption of the

Statement for ratemaking purposes will require the utilities to ii_"i

change their method of recovering pension expense from the
traditional cost approach to a benefits approach. Proponents of
the benefits approach believe that it should be adopted because it
is a "superior” method over the cost approach. '

Assuning that the benefits approach is a superior method fﬁ

that, in itself, is not. the proper basis to set. ratemaking policy.‘gfh
Traditionally, utilities. have been allowed to-recover those |
operating expenses, including pensien.expenser which they have ‘
demonstrated to be 'reasonable costs”. “From a technical

standpoint, there may always be a 'superior;' or' ’better,f method.p iiw'

The test for determining whether" pension expense should be
calculated using the cost approach or- the benefits approach or

whether both approaches.are acceptable'is whether - ‘reasonable costs~lr !

will be derived.: Therefore, we:do not find the 'technical
,superiority' argument to be’. determinative. : K
The evidence shows that Statement will initially result

in lower pension cost, but with a greater revenue requirement overﬁp -

the 1ong term. Only in- the absence of an aging work force can thef{"
Statement produce a stabley non-escalating pension cost.
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We concur with Pacific Bell that employees are promised
a benefit at retirement and that benefit at retirement is what the
employee is earning, not an incremental increase in benefits as the’
employee’s age increases. Retirement benefits are an incentive to
attract and retain qualified employees. The present cost method
properly assigns an equal, or normalized, amount of pension expense
from year to year and meets the test of reasonable cost.

If the yearly benefits approach were adopted for pension
expense, it would be inconsistent with other ratemaking policies.
For example, large periodic expenditures, as well as abnormal and
unusual expenditures, are currently normalized over a_period'oz
years, and not restricted to the year of occurrence. Similarly
depreciation expense is recovefed over the expected life of the
asset, even though the utility and ratepayers receive the most
benefit from assets that are new,‘rather than ones that are aged
and under repair.

The Statement, which does not meet ERISA fundlng
requirements, will result in a mismatch of the amount expensed for
ratemaking purposes and the amount actually required to be
contributed to the pension funds. Slnce IRS requirements are
applicable to the deductibility of pension expense for tax purposes
only, it should not be considered: a funding component. Even though
GenTel asserts that its pension expense developed by zhe benefits.
approach should meet ERISA and IRS requifements,,it opposes DRA’s
proposal that the Statement be modified to reflect ERISA and IRS
requirement. 7 | -

GenTel asserts that DRA’s proposal runs contrary teo the
objectives of the Standard and will result7in inconsistencies. We
concur. If the Statement is adopted,‘the-teléphone utilities might
be ‘denied an opportunity to recover their full pension cost as
required by ERISA and the IRS.

. Volatility is present.‘and can be controllable in both the
cost approach and benefits approach. Whether it is controlled
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depends on the reasonableness on the individual utility’s
assumptions. However, inherent in the benefits approach is a

greater possibility that.volatility may not be nmitigated because of’

the unpredictabilty of the stock and bond markets coupled with the
averaging of the fair market value of plan assets over a short
period of time, not more than five years.

We are not convinced by DRA’s assertion that the
utilities’ pension funds are over-funded because of the cost
- approach or because of the performance of the financial markets in
the last few years. Utilities’ pension funds are scrutinized in
general rate proceedings by DRA and other interested parties. In
those proceedings where a utility’s pension expense has not met the
test of reasonableness, such as in: Pacific Bell’s D.74917 of
November 6, 1968, . the Commission has made appropriate ratemaking
adjustments. Although the financial markets have performed well in
the past few years, unpredictable shifts such as Black Monday do'

occur. Such performances are'considered'within‘the various pension =

factors to arrive at the approprlate pension expense.

We concur with Pacirlc Bell that the Transition Credxt
provided in the Statement is not the result of over-funding.
Rather, it results from the comparisonuof-twé different actuarial
methods, a cost method and a benefits method, and is designed to
smooth over the change from one actuarial methed to another.

For the reasons diScussed~above"pension expense should
continue to be based on the ACM for ratemaking purposes. The
Statement will not be adopted at this time.

However,. as with any accounting convention, we recognlze

that future circumstances could warrant reconsideration of this
decision as experience is gaxned wnder the Statement, as regulatory
policies are reviewed, or as the Statement itself is amended.

Section 311 Copments -
Pursuant to tne Commission’s Rules of Practice and.

Procedure, the administrative law'judgefs,(ALJ)'proposed decision @”:

. 5
il
.
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on this matter was filed with the Docket Office on February 8,
1988, and mailed to all interested parties of record. <Comments
were received from GenTel on February 26, 1988 and from ConTel and
DRA on February 29, 1988. Reply comments were received from
Pacific Bell on March 7, 1988.
Rule 77.3 of the Commission’s Rules of Practice and
Procedure provides that comments to the ALJ’s proposed decision
shall focus on factual, legal or technical errors in the proposed
decision and in citing such exrrxors shall make specific references
to the record.
Filed comments that did not comply thh Rule 77.3 were
not considered. However, to the extent that the comments and reply. =
comment addressed factual, legal or technical errors they were
considered. Clarification, of specific matters, to the extent
adopted was included in the appropriate place’ of the decision. ‘
By comment, DRA points out that the propesed op;n;on does ;
not address how the telephone utilities should record pension :
expense for accounting purposes. Absent a clear statement in this
opxnxon DRA believes that the. accountzng question will need to be
resolved in other proceedings.
However, by reply brief, Pacific Bell: pomnts out that o
FASB 87 specxfxoally notes that accounting for pension costs.should :
reflect the ratemaking treatment, in compliance with FASB 71,
Accounting for the Effects of Certain Types oﬂ.Regulation.3 o L
We concur with Pacific Bell. FASB 71, issued by the FASB
in 1983, requires that the financial statements of rate-regulated
enterprises reflect the economic effects of the ratemaking process.
In those instances where anotherraﬁthoritative source, such as a

3 For rate-regulated enterprises, FASB 71 requires that the
difference between the net periodic pension cost and the amount of .
pension cost considered for ratemakxng purposes be recognlzed as an’f
asset orx llabllzty. -
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different FASB, provides for cost to be accounted for in a manner
not reflecting the economic effects of the ratemaking process, FASB
72 is to be followed. Therefore, the telephone utilities should
use the current ACM, subject to FASB 71, to record pension costs
for accounting purposes.
indi ¢ Fact

1. This investigation was kept open to address the FASB 87,
employers’ accounting for pensions, and to receive balancing
account reports as required by Ordering Paragraphs 5 and 6 of
D.87-12-063.

2. Evidentiary hearings on the Statement were held on
October 8 and 15, 1987. ‘ '

3. Historically, the telephone utilities accounted for their:

pension cost through an ACM, or a cost approach, for fxnancxal
statement and ratemaking. purposes. :

4. The Statement, for financial statement purpose, requlres
a standardized accrual method based on the benefits received.':

s. Companies, with certaxn exceptions, are required to
implement the Statement: for financial statement purposes for tlscal
years beq;nnlng after December 15, 1986.

6. The FASB permits requlated utilities to continue using

"
il

the ACM to calculate pension expense if the Commassxon ¢continues tof}~-"

set utility rates using the ACM to calculate- pension expenses.
7. The Statement conclusions are- ‘not likely to be the final:

step in the FASB’s evolutlonary'search ror nmore meanlngful and more .

useful pension accounting.

8. In the short term, pension cost will be reduced under the f

Statement method. ,

9. The Statement does not conform to~ERISA.or IRS
requirements.

10. ' The ACM mcthod is based on the prmnoaple that an

employee’s estlmated total retirement: benefits at retirement shouldﬁff"“

- be spread evenly over the work years of. the employee.
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11. The unit credit method is based on the principle that
pension costs should reflect the yearly benefits earned from the
employees. , ‘

12. A basic theme prevalent in developing GAAP is one of
conservatism from the investor’s point of view.

13. GAAP changes are not automatically adopted for ratemaking
purposes.

14. For a given employee the Statement method produces a
greater revenue requirement in nominal deollars over the career of
an employee than does the ACM.

15. Stable, non-escalating pension cost can be attained under
the Statement if the utility’s work force, as a group, does not
age. )

16. The Statement method cannot be. used to fund a utility’s
pension plan. :

17. GenTel opts for the present ACM over the Statement if any
modifications are made to the Statement for ratemaking purposes.

18. The Statement places reliance on current interest rates
to calculate the projected benefit obligation, the use of market
value in the valuation of pension.plan assets, and use .of
accelerated cost amortization methods for prior. service cost and
unexpected gains and losses. : :

19. The FASB incorporated Provxslons into the Statement to
nmitigate and control the volatility of pension expense.

20. Pacific Bell does not believe that the provisions .
incorporated in the Statement to mitigate and control pension
volatility are adequate to handle unpredxctable shifts in the
financial markets.

21. The Statement provides for the amortization of a
transition credit} which is measured by the difference between the
fair market value of the pens;on,fund's assets and the projected
beneflt obllgatlon. ‘ : ' -

E
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22. The transition credit is a method for companies to
gradually change from the ACM method to the unit cost method.
23. The transition credit results for the comparison of two .
different actuarial methods.
conclusion of Iaw
The Financial Accounting Standards Board Statement No.

87, Employers’ Accounting for Pensions, should not be utilized for
ratemaking purposes.

SECOND INTERIM ORDER
IT IS ORDERED that:

1. The telephone utilities shall use the current aggregate
cost method, or cost approach; which normalizes pension cost over
the employee’s service period for ratemaking and accounting
purposes. . ' | , ,
2. The Financial Accounting Standards Boaxd Statement No. 87 o
(Statement), Employers’ Accounting for Pensions, which employs the 1 | .
unit credit method, or benefits. approach, shall not. be used for .
ratemaking or accounting. purposes at this time..

3. This investigation remains open for the.receipt of
balancing account reports as required by Orderinq Paragraphs 5 and
6 of Decision 87-12-063. -

This order is effective today.
Dated March 23, 1988, at San Francisco, California. -

STANLEY W. HULETT
President
DONALD- VIAL
FREDERICK R. DUDA
G. MITCHELL WILK
JOHN B. OHANIAN'
- Commissioners

¢_...'\\:_, 'j‘_-f :
! CERTIRY.. THAT H:S D’:..C:'.‘f?
meb OVFD'BY tn._,-‘-\w\u:
co,xa‘v'ssvox\czs TOOAYZ",

- / S b '*‘j:'

/’ ,ﬂ'«ﬁf




1.87-02-023 ALJ/MJIG/jt

depends on the reasonableness on the individual utility’s
assumptions. However, inherent in the benefits approach is a
greater possibility that volatility may not be mitigated because of
the unpredictabilty of the stock and bond markets coupled with the
averaging of the fair market value of plan assets over a short
period of t;mee not more than five years.

We are not convinced by DRA’s assertxon that the
utilities’ pensﬁ&Q funds are over-funded: becnuse of the cost
approach or because of the. performance of the financial markets in'
the last few years. \Utilities’ pension funds’ are scrutinized in
general rate proceedings by DRA and other interested parties. In . n
those proceedzngs where a utilxty's pension’ expense‘has not met. the
test of reasonableness, such as in Pacific Bell’s D.74917 of |
November 6, 1968, the Conmisszon has made approprxate ratemaking
adjustments. Although th financial markets have. performed- well ln
the past few years, unpredi table shifts such as Black Monday do flhw‘
occur. Such performances arefconsmdered within the varxous pension
factors to arrive at the appropriate. pension expense. ‘ e

. We concur with Pacific\Bell that the Transition Credit fn:’~"

provided in the Statement is not e result of. over-rundlng.:
Rather, it results from the compari n of two different’ actuar;al
methods, a cost method and a- benetits method, and is designed to
smooth- over the change from one actuarial ‘method. to-another-.,

For the reasons discussed abo pension expense should
contimie to be based on the- ACM for ratem f The
Statement will. not be adopted at this t;me." -

' This inwestigation was’ kept open to drese‘the FAéB‘é7;~
employers’ accounting for pensions, and to ‘recei ‘belancing“‘
account reports as. required by Orderxng Paragraphs S-and 6 of
D.87-12-063. ;

2. Evident;ary hearings on the Statement were eld on
October 8 and 15- 1987. ' '
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depends on the reasonableness on the indi@idual utility’s
assumptions. However, inherent in the bdnefits approach is a
greater possibility that volatility may ndt be mitigated because of
the unpredictabilty of the stock and bond imarkets coupled with the
averaging of the fair market value of plag assets over a short
period of time, not more than five years.j '

We are not convinced by DRA’s zssertion that the
utilities’ pension funds ars over-funded/ because of the cost
approach or because of the performance £ the financial markets in.
the last few years. Utilities’ pensign funds are scrutinized in
general rate proceedings by DRA and pther interested parties. In -
those proceedings where a utility’- pension expense has not met the
test of reasonableness, such as if Pacific Bell’s D.74917 of

November 6, 1968, the Commissio'.nas made appropriate ratemak;ng
adjustments. Although the fing c1al markets have performed well 1n
the past few years, unpredicyable shifts such as Black Monday do |

occur. Such“performances’- e considered within the various penslon B

factors to arrive at the ppropriate pension expense..

We concur witl Pacific Bell that the Transition Credlt
provided in the Statenmént is not the result of over-tundlng.r
Rather, it results fyom the comparison of two different actuarmal
methods, a cost method and a benefits: metheod, and is designed to
smooth over the clange from one-actuarzal method to-another. '

suant to the cOmmission's Rules of Practice and
Procedur¢, the admlnistrative law judge s (AIJ) proposed decision
on this/matter was filed with,the Docket Office on February 8,
nd mailed to all interested parties or record. COmments
were eceived from GenTel on. 'February 26, 1988 and trom ConTel and
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A Y

3. Historically, the telephone utilities accounted for their
pension cost through an ACM, or a cost approach, for financial
statement and ratemaking purposes.

4. The Statement,\ for financial statement purpose, requires
a standardized accrual method based on the benefits received.

5. Companies, with\certain exceptions, are required to
implement the Statement fokx financial statement purposes for rzscal
years beginning aftex December 15, 1986. ‘

6. The FASB permits regulated utilities to continue tsing'

the ACM to calculate pension\expense if the: Commiss;on<cont1nues to -

7. The Statement conclusions are ‘not likely to be the final -
step in the FASB’s evolutiona
useful pension accounting. ~ o

8. In the short term, pensi n cost w111 be reduced undexr thef' ‘
Statement method. ‘ - :

9. The Statement does not co rm-tohERISA or IRSf
requirements. ‘ AN -

° 10. The ACM method is based on th prxnciple that an

set utility rates using the Aqg\:o calculate pension expenses.
Ty

earch ror more - mean;ngtul and morej;

employee’s estimated. total retirement benggits at retlrement shouldftif’

be spread evenly over the work years of. th_'employee.‘. '

'11. The unit credit method is based on\ the. prlncxple that
pension costs should reflect the- yearly bene fts received zrom the .
employees. : . \

12. A basic theme prevalent 1n.developing GAAP is one of
conservatism from the: anestor's point of v;ew- o
13. GAAP changes are not: automatically adopted for ratemakzng;ﬁ.e
purposes. Co - »

14. For a given.employee the Statement method roduces a '
greater revenue requirement in nominal dollars over the career o:
an employee than does the ACM. . o '
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DRA on February 29, 1988. Reply comments were received :rom/////
Pacific Bell on March 7, 1988.

Rule 77.3 of the Commission’s Rules ¢of Practiceg and
Procedure provides that comments to the ALJ’s proposedfdecision
shall focus on factual, legal or technical errors in A
decision and in c¢iting'such erroxrs shall make specific references
to the record.

Filed comments that did not comply withl Rule 77.3 were
not considered. However, to the extent that - comments and reply
comment addressed factual, legal or technical ferrors they were
considered. Clarification, of speciftic. mattérs, to the extent
adopted was included in the appropriate place of the decision.

By comment, DRA points out that/the proposed opinion does
not address how the telephone utilities hould- record pension _
expense for accounting purposes. Abse ~a clear statement in this -
opinion DRA believes that the accounting’ quest;on will need to~be “
resolved in other proceedzngs.

However, by‘reply brief, ‘acific Bell points out that | ‘
FASB 87 specifically notes that countlng for pension costs should
reflect the ratemaking treatmenx( in complmance.with FASB 71, ‘
Accounting for the Effects of. ertaln.Types of Regulatzon.3 v

We concur with Pacific Bell. FASB 7, issued by the FASB
in 1983, requires that the ﬁ&nanczal statements of rate-regulated
enterprises reflect the ecdnomic effects of the ratemaking process.

In those instances where Another authoritative souxce, such as a B

different FASB, provide for cost to be accounted for in a manner ‘
not reflecting the economxc effects of the ratemaking process, FASB
71 is to be . follo,wed"r Therefore, the telephone ut;l;ties should

3 For rate- egulated enterprises, FASB 71 requires that the
difference between the net periodic pension cost and the amount of .
pension cost/onsidered for ratemaking purposes be recognized as an'
asset or 11dbi11ty. : ‘ '
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1S. sStable, non-escalating pension cost can be attained under
the Statement if the utility’s work force, as a group, does not
age.

16. The Statement method cannot be used to fund a utility’s
pensxon plan. _

17. GenTel opts for the present ACM over the Statement if any
modifications are made to the Statement for ratemaking purposes.

18. The Statement places reliance on current interest rates
to calculate the projected benerit obligation, the use of market
value in the valuation of pension plan assets, and use of
accelerated cost amortization methods for prior service cost and
unexpected gains and losses.

19. The FASB incorporated rovxsions into the Statement to
mitigate and control the volatilm&y of pension expense.

20. Pacific Bell does not believe that the provisions
incoxrporated in the Statement to mit;gate and control pension
volatility are adequate to handle changes such as Black Monday. .

21. The Statement provides for e amortization of a ‘
transition credit, which is measured by\the -difference between thef~
fair market value of the pensmon tund's assets and the projected
benefit obligation. :

22.  The transxtmon credit is a method for companies to
gradually change from the ACM method to the uni t cost method. o

23. The transition credit results ror ‘the omparxson.of two‘V -
different actuarial methods. ‘

- The Financial Accountxng Standards Board Statement No.
87, Employers’ Accounting for. Pensions, should not be utllzzed forf
ratemaking purposes. & f
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use the current ACM, subject to FASB 71, to record pension costs
for accounting purposes.
rindi £ Pact .

1. This investigation was kept open to addfess the FASB 87,
employers’ accounting for pensions, and to recedve balancing
account reports as required by Ordering Paragraphs S and 6 of
D.87-12-063. /

2. Evidentiary hearings on the Statément were held on
October 8 and 15, 1987.

3. Historically, the telephone u¥ilities accounted for their
pension cost through an ACM, or a cos t/;pproach, for financial
statement and ratemaking purposes. y// |

4. The Statement, for financial statement purpose, requires
a standardized accrual method based on the benefits received.

5. Companies, with certain/exceptions, are required to
implement the Statement for finaAcial statement purposes for flscal
years beginning after December A5, 1986.

6. The FASB permits regulated utilities'to-continue using
the ACM to calculate pens;on expense if the cOmmASSLOn continues to‘
set utility rates using the/ACM to calculate pension: expenses. .

7. The Statement corclusions are not likely to be the final o
step in the FASB’s evolut#enary search.tor more mean;ng:ul and moreﬂ‘"
useful pension accounting. : : : «

8. In the short term, pensionvcost w;ll be reduced under theff5
Statement method. :

9. The Statement does not contorm to ERISA or IRS
-requirements.

10. The ACM ethod is based on the prlnciple that an ‘
‘employee’s. estimated total retirement benefits at retxrement shouldj
be spread evenly over the work- years of the employee.“ ‘

11l. The ynit credit method is based on’ the principle that -

pension costs should reflect the yearly benetitS»earned zrom the
/

employees.;//
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SECOND INTERIM ORDER

IT XIS ORDERED that:

1. The telephone utilities shall use the current aggregate
cost method, or cost approach, which normalizes pension cost over
the employee’s sexvice p riod for ratemaking purposes. , .

2. The Financial Accounting Standards Board Statement No. 87
(Statement), Employers’ Acéountlng for Pensions, which employs the
unit credit method, or benef&ts approach shall’ not be used for
ratemaking purposes at this time. ‘ : ‘

3. This investigation ré ains open for the rece;pt of
balancing account reports as reZé&r
6 of Decxs;on 87-12- 063.

This oxder is etfective tod S S
Dated , at Sgn Francisco, Calxzornla.p

ed- by Orderlng Paragraphs S and
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'
’

12. A basic theme prevalent in developing GAAP is one of
conservatism from the investor’s point of view.

13. GAAP changes are not automatigelly adopted for ratemaking
purposes. J

14. For a given employee the St&tement dmethod produces a
greater revenue requirement in nomlnd& dollars over the career of
an employee than does the ACM.

15. Stable, non-escalating pension cost can be attained under
the Statement if the utility’s work force, as a group, does not
age. _ '

16. The Statement method cénnot be used to fund a utility’s
pension plan. |

17. GenTel opts for the present ACM over the Statement if any
modifications are made to the [Statement for ratemaking purposes.

18. The Statement places reliance on current interest rates
to calculate the projected benefit obligation, the use of market
value in the valuation of p&nsion‘plan‘assets,_andvuse of
accelerated cost amoftization methods for prior service cost and
unexpected gains and losseg. ' ,

19. The FASB incoxpdrated prov;s;ons into the Statement to
mitigate and contrel the Jolatility of pension expense.

20. Pacific Bell ddes not believe that the provisions
incorporated in the Statement to mitigate and control pension
volatility are adequate jto handle unpredxctable shifts 1n,the
financial markets. '

21. The Statemen provides for the amortlzatlon of a
transition credit, whicdh is measured by the difference between the .
fair market value of the pension fund’s assets and the projected ,
benefit obligation.

22. The transition credit is a method for companies to
gradually change fromjthe ACM method to the unit cost method.

23. The transitfion credit results for the comparison of two
different actuarial pethods. ‘ '
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conclusion of law

The Financial Accounting Standards Board Statement No.
87, Employers’ Accounting for Pensions, should not be utilized for
ratemaking purposes.

'SECOND JINTERIM ORDER
IT IS ORDERED that:

1. The telephone utilities shall us¢ the current aggregate
cost method, or cost approach, which noxrmdlizes pension cost over
the employee’s service period for ratemaking and accounting
purposes. - o - ' N
2. The Financial Accounting StAndards Board Statement No. 87
(Statement), Employers’ Accounting: r-Pensidns, which employs the
unit credit method, ox benefits approach, shall not be used for

ratemaking or accounting puxposes/at this time.
3. This investigation remains open for the receipt of

balancing account reports as reduired by Ordering Paragraphs S and
6 of Decision 87-12-063.  / ' ' '
This order is effegtive today. _ _
Dated MAR 2 3 1988 , at San Francisco, California.

STANLEY W. HULETT

5 President
DONALD VIAL R

G MITCHELL Wux .

JOHN B QHANIAN . ..

oners




