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not cause them to change. Hence the effect of FAS 106 on output prices is confined

to the regulated sector. and we estimate its effect on the rate of growth of G~P·PI

to be less than 0.12 percent per year

II. BACKGROUND

In December 1990. the FASB issued a formal statement, -Statement of

Financial Accounting Standards No. 106- (FAS 106). acJcnowledpng that the provision

of other post-employment benefits (OPESs) is a form of deferred compensation and

that accounting for OPEBs should be changed from a cash to an accrual basis. Cash

accounting. which recoFizes OPEB cosu only when they are paid to retirees.

understates current costs and overstates future cosu of employing any individual worker.

If the prices of • rel\Jlated firm are set to reCO'ler book cosu, cash accounting for

OPEBs can lead to an intenemporal subsidy in which current ratepayers pay less than

the true cost of service and future ratepayers pay more.

Implementation of accrual accounting for OPEBs in 1993 means that going

forward, the OPES liability will be recol"jzed on the books of the company when the

liability is iDcurred (i.e., while the employee is workiqud qualifyiDa for the benefit)

rather thul wben the liability is actually paid (after the employee retires and receives

medical, dental. or life insurance benefits covered by the plaD),2 1bis liability will

have several components. Fint, companies must accoum for the actuarial present value

2m .dditi_ FAS 106 nquira daat tIac arec0pjze4 _:analllld IiabiIiry to .elM ud retired
warkers far OPEBI be rN'C9ivd ciLbe: i8 1993 Of ..an.ized eMIl' U ac:c:asubJc tilDe period.
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of future OPESs that are associated \l\ith employees hired prior to 1993. For many

companies. this liability is a large fraction of their net worth; thus FAS 106 pernuts

companiei to amortize this liability over a period not to exceed 20 years. Second,

companies must recognize the expected present value of OPEBs to which active

employees become entitled in a liven year. Annual interest on the entire OPEB

obliaation is an additional expense to be recoJni.zed under aCCNal accounting for

OPEBs. Finally. accrued costs are reduced by the actual retum on qualified plan

assets.

This change in accountina costs for OPESs raises the follo'Wina reJUlatory

question: With the adoption of FAS 106 by the FCC. what is the appropriate

reJUlatory treatment under the price cap plan of the chanae to accrual accounting for

OPEBs?

III. 111£ mEOREnCAL BASIS FOR EXOGENOUS COST 'l'RE.AThfE~"

In this section, we show how a Z.adjustmeDt should be calculated in the

price cap formula liVen that the firm has experienced aD aoaeDous chanae in costs

for which Z 1reatment is appropriate. To undemand how Z should be measured. we

must UDdentaDd where the annual price cap adjustment formula comes from and what

it is suppose~ to accomplish.

The purpose of the aDDual price cap adjusuDeDt is to insure that if the

reJUlated firm meets its productivity JrOWtb objective, its adjusted revenues will just

ttacJt its costs every year. whatever the level of inflation happens to be. In the FCC
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price cap plan for Tier 1 LECs, we fix a productivity taraet X. annually observe

inflation measured by GNP-PI, and calculate Z-adjustments whenever appropriate so

that if the productivity objective is met. the allowed change in the regulated firm's

price will be close to its chanle in costs. ThUs, our explanation begins with the total

factor productivity (TFP) arowth objective for the reJUlated firm. dTFP, which

represents the annual year-aver-year percentale lI'owth ill the reJUlated firm's TFP.

From the productivity 11'0Vr1h Wlet and the objective of havinl revenues track costs,

we derive below the annual price cap adjustment formula used ill the FCC price cap

plan. Once we know bow the variables GNP-PI, X. and Z ill the plan are derived

and wlat they are supposed to measure.. we can iIIterpret them in the context of FAS

106 accounting changes.

A. Price Clp Thcon'

A basic identity in economic theory ltates that the rate of lI'0wth of 1'FP

is equal to the difference between the rates of Fowth of the firm's input prices and

output prices.' Applyinl this rule to the reJUlated telecommunications firm, we Mite

•• • dw - dTFl'

where •• teprtseDts the UDual percentale cbanle ill the telecommunications finn's

output prices, aDd • represents the annual percentale chaDae ill its input prices. To

~ price cap pia far Tier 1 LECa iDduda • fIcIar dill IC'ClI.' far ..-IrIII5c MUitiYC casu.
We iporc tIUs aa. iD oar discussioa. aiDa it &I DOt pan 01 &lie &IIcareUcaJ basis for price caps.

"e .,. eM loraaDy iD eM AppeDdix.

nera



- 6 .

raise or lower the firm's output price in order to track exogenous changes in COSt, we

write

(1) dp • dw - dTFP • Z·

where dp represents the annuaJ percentage change in the telecommunications firm's

output prices adjusted lor exolenous cost chanlel, and Z· represents fbe unit change

in cosu due to external circumstances.' 'Ibus, to keep the revenues 01 a price cap

regulated firm equa] to its costs despite inflation, the price cap formula should

(i) increase the firm '5 output prices at the same rate as its input prices less the target

chanle in productivity Jl'owth, and (ii) directly pus throuah exoaenous cost changes.

Equation (1) - --oks a areat deal like the annual adjustment equation in the

FCC price cap plan: the allowed price chanae for the firm is set at a measure of its

input price chanae less its TFP crowth adjusted for uOlenous cost pass-throughs. If

GNP-PI were taken as I measure of the firm's input price Ifowth and X were the

finn '5 TFP l1"owth Wier. equation (t) would indeed ~ the same as the price

adjustment formula (apan for the adjustment for nontraf6c sensitive costs). However,

there are two errors iD this interpretation:

1. The GNP-PI is a measure of natiODll QU1;pUt price Jl'owth,
DOt iDput price Jl'owth. So even if the replated firm is
• microcosm of U.S. industry, GNP-PI is Dot an
appropriate measure of its input price srowth.'

2. X .in the price cap plan is a Wlet nP Fowth rate for
the reptated firm relative to U.S. iDdusUy u a whole (or

'Note daaI r caD be pGIi&M or DCptiYt.

'RccaIJ daaI iapat pric:c~ difi'en &0lIl oatput price poMb by die .".,. ill TFP. ODly if
DTF?'" were 0 could GNP-PI be • aood lDc.uun 01 utioeaJ illpal price Fowm.
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relative to the TFP growth already embodied in the
GNP·PI). The change in TFP in equation (1) is the
absolute TFP growth (or the regulated firm. Alain. unless
U.S. TFP Il'0wth is O. X is not equal to dTFP.

To get from equation (l) to the price adjustment formula. we must compare

the productivity Il'0wth of the rel\llated firm with the productivity growth of the U.S.

economy. The reason for this comparison is that it is difficult to measure input price

1T0wth objectively. In panicular, no competent party ouuide of the industry, such as

the Bureau of Labor Statistics or the American Productivity Center. maintains an index

of telecommunications input prices. However. by comParina productivity growth of the

firm with that of the U.S. economy, the difficult measurement of input price lT0wth

can be avoided.

For the \:.5. economy as a whole, the existence of effective competition

implies that there are no lona run excess profits, so the relationship among input

prices, output prices, productivity. and exogenous cost cIw1les can be derived for the

nation 15 a whole in the same manner as it was derived' iD equation (1) above:

(2)

where .N is the annual percentile chinle in a Dational iDdex of output prices; dw N

is the "''NIl percentaae chanle in a atioDal index of input prices; dTFp N is the

Imlual chinle in the economy-wide total factor produe:tivity, ad zeN represents the

chan,e in national output prices caused by the aoaeuOUI !acton iDcluded in equation

(1). If we subtract equation (2) from equation (1), we see that
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or

(3) tip • dpN _ [ dTFP - dTFp N + dw N - dw] + [ Z· - zoll ].

-
Equation (3) is the theoretical equivalent of the price adjustment formula. The allowed

price change for the reJUlated firm for a panic:ular year is Jiven by:

1. the rate of inflation of national output prices dpN, (GNP·PI),

2. less a fixed productivity offset, X. which represents a wlet productivity
lT0wth differential between the reJUlated firm and the U.S. economy,"

3. plus unit exogenous cost chanle$, wrinen u the difference in the unit
costs of the exogenous chance between the reJUlated firm and the U.S.
economy.

Simple algebra translates equation (3) into the formula that appears in the price cap

plan (again, apaM for ~:- ~ adjustment for non-n-affic sensitive cosu):'

(4) R, • ~.1 x ( J + GNP-PI - X] • Z

where R. represenu the regulated firm's revenue in year t usin& bue period quantities.

In words. the chanle in the replated firm's output price that will just track

the chanle in its costs, whatever the level of inflation. is equal to (i) the change in

a national index of outpUt priceS, less (ii) the difference between the change in total

factor productivity for the telecommunications firm and for the ution u a whole,'

'nit Mera&iaI ill .10 die Uerace ..... die .. _ u.s. TFP pOftU rlla oaJy if the
nICI 01 iDpaI price powQ .. die ...e far die .. .. die DIlioD: i.e., if dw • PI'. EvideDce
aupponiDa tbis ....pUaa wu praatM by Dr. La... 0riIl.... ill Appadil , 01 ATAT'. CommeDts
ill nspoue 10 1M PCC', NmiFl pi !"'DaM. '-"riM ill CC Docbt 17-313, lied October 19, 1987.Accar=a 10 Dr. 0riIt.....'. caku1Iuou. iDpUl COIl jeOMiali ,. die Bell S'-. ad (or lbe loW U.s.
private damalic ...DalY a¥ItIpd 4.5-. ucI 4.6-. nIpIC&MIy far eM ,... 1941 tInuP 1919.

'nc equMleDce 01 equUoas (3) ad (4) are .,.. ill die Appadil to dIia paper.

'Adj1lllM rar pouiblc dill'aaccs betweeD iDpul price~ ratll far 1M .. ud the UtiOIl.
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plus (iii) the difference between the effect of exogenous changes on the costs of the

telephone firm and on the costs of the nation as a whole. This equation is the

foundation of the price adjustment formula in the FCC price cap plan. In this plan.

GNP-PI and Z are measured annually. but X is fixed as the wget amount by which

the firm's TFP lTowth should exceed U.S. TFP p'owth. If the finn exceeds its

productivity wget, revenue JTowth will exceed cost p'owth and the firm will make

higher profits. If the firm falls shon of its productivity taraet, revenue p'owth will fall

shon of cost growth and profits will fall.

B. A,countin, Cost (haoles In tbe Price Cap [ormul.

Changes in the method of accountina for OPEBs will result in larae cbanges

in accountina costs. However. accountina cosu are difrerent in principle from

economic costs. In this section. we examine the effeeu of a change in accounting

costs (such as the adoption of accrual accountiD&) on firms iD competitive markets and

OD reJUlated firms.

The siDale most critical economic fact iD this cue is that costs recognized

under FAS 106 accrual accountina (or OPESs reflect economic com. Costs recoJrUzed

UDder cub accountinl for OPESs do not.'o Two important CODSequences follow from

this fact. rmt., in unrelulated markets. prices already reOed the economic costs of

'OAca'UI aa:auadIII rar OPEB. lIIiIuIa die pr...... 01 die IiIbiIiIy far canac scmces
radcrtd by • -,ao,. •• ru,....· To ...... die IIbar ..,... 01 iacnaaul CGIl (for a
saWz)... would calculi" &M iDcnase iD pmaa-Jaoan (rar M .. e".. 01 labor) caused by I

ltypolJaetic:al iMnut ia ....d Eada addi&ioeal ~Itaur ..... add, 10 die &oW CGIl of tJac h.
• ..oat equal to tM sum 01 waps .d baefiu. ne CGIl 01 adcIitioul baeftts to die tirIIl caused
by lite addiUoaaJ penoD-1aour is tJac praa1 value 01 lite liability CUt tM lira apeeu to pay II some laler
date. nat praat value is lite CGIl atimlle.d by .ccruaJ KCCWp.jnl .ctJaock.
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OPESs, and the change from cash to accrual accounting will have no effect on prices

in those markets. Second, in regulated markets where prices are based on accounting
.

costs. prices do not reflect aCCTUaJ accounting for OPEBs, and thus do not reflect

economic costs for services. When adopted for ratemalcina purposes. the change from

cash to accrual accountina in regulated markets would move prices towards economic

costs and would remove the interaenerationa! inequities embodied in the current price

structure.

1. Utility Prices Should Renect Economic Coltl

There i5 general alTeement amona economists and relUlators that public

utility prices should be based, to the extent possible, on economic costs. To an

economist, such prices are desirable because they promote economic efficiency. To a

rei\lIator, cost-based prices tend to be just aDd reasonable because they insure that

customers pay their own way, in the sense of payiJll at least as much for the

additional service they demand as it cosu to produce that additional service. Previous

FCC actions (e.... the traDSition toWards flat-rate recovery of interstate non-traffic:

sensitiw casu) are COJlSiltent with this pric:ina objective_

MOYiq gJrtcm prices towards mIfent costs increases efficiency and reduces

an iDteJ'leDeratiouI Ulequity. This inequity Items from reauIatory practices that

iDappropriately defer COlt recovery into the future, reduciDa current prices below

curreDt ecoDOmic COS1I while raisin& future prices above future economic costs. Such

practices include cub accountinl for pensions or OPEBs, and the use of overly lona

depreciation lives instead of economic depreciation lives for capital recovery. The
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resultinl prices are inequitable because future ratepayers are burdened with the cost

of services consumed by current ratepayers. They are also inefficient because
-

(i) ratepayers never face proper incentives for thoosina among services. and (ii) utilities

never face the same costs of providina OPESs as unreJUlated firms.

Under the FCC price cap plan. the initial rates are taken to be just and

reasonable. The FCC observed in its Second Bepon and Order. CC Docket 87·313,

(October .., 1990):

•...LEC interstate access rates. as they existed on July 1, 1990 and
were adjusted by an Erratum. [footnote deleted] are the most
reasonable basis from which to launch I system of price cap
reJUlation.· p. 97.

These initial rates refl e cash accountina for OPESs. Thus. the price cap index must

be adjusted to align prices under price caps with economic cosu.

2. Accrual Accountlnl Costs tor OPEl. Are £coDolllle Colt.

The economic costs of hiriDl an additional worker are Jiven by the sum of

wqes paid and the present value of apeeted peDSion and OPES expenses for that

worker. OPEB expenses measured under cash accountml are of no use to a manaaer

uyUl. to decide bow many worken to hire or what mixture of salary and benefits to

offer. 1"bey are irrelevant because expenses for OPEBs UDder cash accountina are

determined ~ the medical experiences of people who are Dot currently workin,. In

. UDreJU!ated markets, DWlIlen hire worken until the value of the additional output

of the last worker just equals the additional cost of hiriD& that worker. The cost of

lUriDl a worker is the sum of the costs of waaes, pensions, and OPEBs. Competitive
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pressures prevent managers from treating the costs of pensions and OPEBs as an)1hmg

other than the present value of the expected cost of that benefit.

-,

3. Prices In UnnlUlated Markets Reneet Accnaal Accountlill tor OPESs

In economic theory, a firm that used cash accountinl for OPEBs in making

decisions could not survive in competitive markets. Today-when cash accounting costs

for OPEB are low-the firm would hire too much labor, include too wle a component

of OPEBs in iu compensation offen to prospective employees, and price iu producu

below their profit-maximizing levels. In the future-when cash accountinl casu for

OPEBs are high-the firm would hire too linle labor, include too small an OPEB

component in iu cor.:; ::l.Sation mix., and price its product above the true profit­

maximizinl level. As competitive forces move prices towards incremental cost, prices

could no lonler reflect cash accountinJ for OPESs.

Even in unrelUlated but non-eompctitive markets, output prices would still

reflect accrual accountinl for OPESs rather thaD cash accountiq. An unrelUlated

monopolist that used cash aecountinl for OPEBs ill lD.kin , decisions would also hire

the wroDi amount of labor, offer an iDefficieDt mix of WIles IDd benefits, and price

its product iDcorreetly. If unreaulated monopolists lD.n',e their affain so as to

m.xim;. economic profits, their input decisiOlll and outpUt prices will reflect accrual

accountina for OPEBs. nus a chanIe in accountin& IWldards from cash accounting

to acaual ac:countinl for OPESs should DOt chaDle prices mUD1eaulated markets,

irrespective of the dearee of competition ill those markets.
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Empirically. there is abundant evidence showing that shifts in accounting

standards have negligible effects on firms in unrei\llated markets. A search of the

empirical ·literature (see Section IV) examining the effects of the 1987 FASB change

in the method of accrual accountina for pension benefits revealed no evidence linking

stock prices and pension accountina chanles. Thus in unreaulated markets, additional

OPEB accountinl costs have been recosnized by the corporations in prices and by

financial analysu as a liability of the firm. The accountinl recosnition of these costs,

therefore. has no impact on the financial situation of the firms. Accounting costs.

however, have determined prices for reJUlated firms, from which we conclude that

OPEB expenses are currently (before adoption of FAS 106) treated differently for

pricina decisions by mar: 2.gers of reaulated and unreaulated firms.

4. Casll Accountlnl for OPES. Distorts ColDpetitloD la Labor aDd
TelecommuDicatloDI Service Markets

Reaulated and unrel\11ated firms compete for workers in the labor market,

and with prices set by cash aCCOUDtina for OPEBs, replated firms race different

incentives to offer waaes, pensions, and OPESs to worken than those of unregulated

firms. With COmpedUOD for celecommunic:atiollS services, the consequences of this

distordOD are eveD JlUter. Price limiu for reaulated &IDs in competitive markets

today are set throuJh a price cap formula wbose IW'tiq point wu based on cash

ac:countina c:osu for OPEBs. Competiton' prices are determined by their economic
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costs which inc:lude OPEB casu as measured by accrual accounting. II As interstate

access services become more competitive, It is essential that regulatory distonions in

pricing be removed.

While any depanure from economic cosu sends the Mong signals to

ratepayen, the advene consequences are much Ifeater when a utility faces JT'owing

competition. In the case of a monopoly utility, the inappropriate deferral of cost

recovery produces prices that are too low early on. but too hip later. These price

siJnals will cause too much service to be consumed in the earlier period and too little

later on. However. for the amount of service provided in each period, there is no

reason to believe that t~e utility's incentives to produce efficiently are distoned.

When regulated markeu are opened to competitive entry, the inefficiencies

from inappropriate timing of cost recovery become more imponant. There are two

reasons for this observation. Fint, since ttue economic costs play a crucial role in the

terms and conditions for competition. any deviation from true economic cost in the

measurement of the incumbent utility's cost can distort the competitive process. For

example, if the price floors for competitive lemces are based upon inappropriate cost

recovery ummptiODS, they could be too low ill aD early period and too high later on.

Such ID outcome could frustrate the objective of the most efficient firm being able to

provide competitive sel'YiceS.12

ILnia pInIe 80uJd Itat be tUa to _ply tUt PId8c leD', __pedtan wiD quickly mCM to fwacl
OPEB, or to daup daeir prica Mea \My ..... eMir Ie MI'" Ia~ market.&, prices are
let by eM market ad bJ die~ mGAPgmis CGI&L IJnIpecIM m~ti.. ~tiou. &CODOmiC

!area will drM die "', prica towards I IneJ .,...,.... Ia:naaJ ICCOUDUaa for OPESs.

Dn.e iac:raDatal CICIIl (or I ra ICt\'ice iaduda u • labor caaapoeat, dlc Iccnled OPES
apalCl IIIOcilled wida die labor MCdtd to prcMdc tUt .... baa il cIoa aot iadude uy of tbe
IU.sloricaJ COIlS CUt IfOle Ira. c1dClT'iDc I'CCOYCry 01 COIU IIIOdaled wida prnioUl1y provided ICNices.
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Second, with competition and incentive regulation. the FCC can no longer

guarantee recovery of deferred costs, In panicular. the utility is at risk for the

recovery of the historical liability under incentive regulation, Failure to adjust price

ceilings to offer the utility the opponunity (1) to cover these historical costs and (2)

to recover the economic costs of ongoing operations under competition raises the real

possibility that the utility will never fully recover Jeaitimately incurred costs of service.

5. Conclusloa

To have a perceptible economic effect. an accounting change must cause a

change in some prices in the economy, In competitive markets, prices are determined

by the interaction of customer wants (demand) and costs of production (supply). A

change in accounting convention clearly has no eff'eet on customer demands, If

accountinl changes are to affect prices at all. they must aff'eet the economic cost of

producin, loads and services and thus the amount that firms are willing to supply at

a liven price. Economic theory teaches that firms make supply decisions on the basis

of economic cosu, not accountin& costs. When a profit-m&'imizjnl firm decides

whether or not to hire aD additional worker, it weiPs the value of the additional

outpUt the worker produces .,aimt the additicmaJ cost that hiriD& the worker entails.

If the compensation packqe for a worker iDc1udes OPEBs, • profit-maximizini firm

would mdude the expected present value of OPEB costs u a cost in its hiring

decision. A 1irm which ipored OPES costs would hire too many workers and would

experience hiper than minimum costs in the 1oD& nuL A competitive firm that made

hirin. decisions based on cash accountinl fipres for OPEBs would hire too many

worken today (when iu pool of accumulated retirees with OPEBs is small) and too
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few workers later (when its annual cash OPES obligation is large). Competition in

the market-panicularly entry from profit-seeking fmns-drives prices towards economic

costs which in turn forces high cost firms to leave the market. Thus, in competitive

markets, the firm '5 supply curve-the amount of loods and services it is Vrilling to

produce for a Jiven price-must reflect the economic cost of OPEBs regardless of their

accounting treatment. A chanle to accrual accouDtina for OPEBs would have no

effect on output prices in competitive markets: effectively, the accrual has already been

recognized by the market and is reflected in the market price. A similar analysis

shows that accounting changes would have DO effect OD non-competitive (but

unreaulated) markets.

In regulated;- -kets, however. accounting changes can have significant effects

on prices. The essence of the reaulatory process is a connection between recognized

or adopted accountinl costs and prices paid by ratepayen. A rate-of-retum regulated

firm is entitled to an opponunity to recover its recopized aCCOUDtinl costs plus a fair

return on its investment. In the interstate jurisdiction-and most other regulatory

jurisdiC'tions-eash accountinl has been authorized by the Commission for OPEB

expenses. ID contrast with unreaulated markets, there are DO forces at work in

resuJated arms that require manalen to rec:opize ecoDomic costs. ThUS, the regulated

prices wbich bepn the price cap relime for Pacific Bell were based on cash

aceountinl for OPESs.

However, Pacific Bell's liability for OPES benefits was beinl created while

employees worked, DOt when they retired-just u ill UDfe,wated markets. Cash

accounting resulted in prices which were equal to I measure of cost of service which
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understated the true current cost of using an employee to provide service. Only when

that employee retired and began using benefits, would cash accounting begin to

recognize those costs. Thus, the current cash accountina treatment for OPEBs leads to

intenemporal inequities in regulated markets in which future ratepayers will pay a

ponion of the costs of providing c:urrent services.

Adopting FAS 106 and recoJnizing the difference in cosu as an exogenous

cost chanle would lead to the same price level that would have occ:urred if FAS 106

had been adopted before the beginning of price cap regulation. U FAS 106 had been

adopted while the industry was subject to rate of return reJUlation, the initial levels

of prices for price caps would have been set at a level to recover the amortization of

the historical liability fc·· OPEBs prior to 1993 and the onJoinJ expense for OPEB

liability incurred in the current year. 1D addition, since earninp are measured with

respect to accounting costs, if FAS 106 had been adopted before the bepnning of

price caps, measured eaminp for sharing with ratepayen would reflect economic costs

of OPEBs. Thus the prices (and measured costs) that would exist today if accrual

accountinJ for OPEBs had predated price cap relUlation CID be attained by adopting

an exoaenous cost cbanae for FAS 106.

m summary, competitive forces drive prices towards economic cosu, but

reJUlatoJ)' rat.mlkin, sets prices usiDI adopted aceountma cosu. In unrei\llated

markets, prices already reflect accrual KCOUDtina costs for OPESs because those are

the actual economic cosu. However, prices iD reJUlated markets have been (and are

currently) set to recover cash IccountiDJ costs for OPESs. DOt accrual Iccountina costs.

Prices of rate-of·retum and price-cap relUlated firms thus entail an intertemporal
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misallocation of costs in which future ratepayers pay a portion of the economic costs

of current services. To correct this inequity, the accounting costs of the regulated
.

firm-and iu prices-must be adjusted to recover each year's economic costs as they are

incurred and to amonize &S quickly &S possible the accumulated liability for past years'

OPEBs. For price-cap reJUlated firms. a Z.adjustment must be made to the price cap.

Subsequent to adoption of accrual accounting by the Fcc, if DO price cap changes

were allowed. (i) the intenemporal cost mi5allocation would continue, and (ii) the

sharing mechanism would incorrectly transfer funds between shareholders and

ratepayers. A Z·adjustment would also lead to the same level of prices that would

prevail had accrual accounting for OPEBs been adopted prior to price cap reiulation.

c. Espanpus Cpst Cbanus In tbe Price Cap Fprmul.

In its decision implementing price cap replation. the FCC recoptized the

need to adjust the price cap to reflect aogeDous COSt chanaes.ll lbe definition of

an aoaenous cost chanae was Jiven in the decision:

-£xoaenous cosu are in leneraJ those cosu that are triaered by
.dmiNmaUve, lep.tive or judicial action beyond the COIltrol of
the caniers...1bese costs are created by such events u separations
cha"aes; USOA amendments; chan,es in traDSitioDll and 10111 term
suppon; the expiration of amortizations; and the reallocation of
reJUlated and nonreauIated costs.· ..

lJFedcnJ CGauDuica1iou ea..._ Smmd Rem _d Ontcr. cc Docbt 87·313, released
Oaobcr ". 1990, pP. 166.

w.Dzid.
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The adoption of FAS 106 is a change in accounting procedures, and the FCC price

caps decision recognizes such changes as exogenous events:

-Changes in LEe cosu that are caused by chanles in Pan 32 of our Rules,
the Uniform System of Accounts (USOA). will be considered exogenous.
We make this classification on the basis that such changes are imposed by
this Commission and are outside the control of c:a.rriers.• IS

From the penpective of an economist, a Z.adjustment that changes prices

for price·cap reJUlated firms to reflect accrual accountinl costs for OPESs promotes

economic efficiency because it moves prices towards economic cosu. However. changes

in wages (for example) for a reJUlated firm represent changes in economic costs. and

yet few economists would recommend that wage chanles be accorded Z factor

treatment. II In what sense then is the cost chinle from adoption of FAS 106

different from the cost change from a (hypothetical) waae increase?

uke wages, OPESs are an element of the compensation pacJcale for workers.

and Pacific Bell has roulbly the same ability to raise or lower OPE! expenses as it

does to raise or lower Wiles." What is beyond tbe conuol of tbe firm are (i) the

chanae in accountinl sundards, and (ii) tbe build-up of an historical liability that has

resulted from cash accountiq in the past. ChlnleS in accountiDl standards clearly

have DothiDa to do with Pacific BeD manqemeDt, aDd the historical liability represents

deferred compensation earned by its employees for semces rendered in the past.

I~ pP. 161 ((OOUIOCa .-ned).

"Ie c'... ill ... coaId be puaed dwoaP to ...,... by .... 01 a Z.adjustmclll. thc
rqulated nr. -ould haw IiuJc illcative to COIIuol &M ... it pe,L

l'nis IbWty __ 01 COWI&. aoc UDJimited. Pacific .. warbn • compcUtiYc labor markeu., aDd
cUDps ill OPD badiU aft'CCl ill ability to attract Mel ...1iD ill warld'orc:e.
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To understand how these accounting changes should be treated under price

caps, it is useful to separate the OPEB expetUc under accrual accounting in any year

into two parts:

1. the amortization of the embedded OPEB liability as of
1993, and

2. the on-.oin. accrual associated with current year
employees.

Thus the difference between expenses under accrual and cash accountin. can be

visualized as having two pans: the amoniz.ation of the embedded liability plus the

difference between accrual expenses for current operations and cash-based accounting

OPEB expenses.

The proposed 15 year amortization of the embedded liability can be correctly

treated as I pair of Z-adjustments,II just like any other amortization (e.,., inside wire

and the depreciation reserve deficiency in the FCC price cap plan). The costs in

question have already been incurred, and the liability has been quantified.

The second component of the difference in expense streams can be

calc:ulated as the difference between OPEB costs associated with current operations and

cash-bued aCCOUDtiq OPES expenses. By mlgainl its operations prudently after the

ODe-time 1993 Z factor adjustment, the firm caD attempt to control the accrual for

OPESs-just u total OPEB expenses UDder cash accountiDI have been treated as

endo.enous expenditures under the price cap plan. If chaDles over time in this

"ODe Zoadj__• wou1cI be ••de m1993, IDCI ...wtiDI Zoadj1ll&mat MNld be a.de MeeD
,... later wUD tile ..orUrat:iaD apircs..
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difference were passed through as annual Z-adjustmenu, the firm '5 incentive to manage

its OPEB costs prudently would be diminished.

--The proposed Z-adjustment in the pric:e cap aligns rates and c:osts as if price

caps had been implemented with prices set usina accrual ac:c:ountin, for OPEBs. That

one-time chanle adjusts for the faet (recoamzed exolenously in FAS 106) that the

pric:es under whic:h pric:e caps were implemented did Dot reflect the true ec:onomic cost

of OPEBs offered to worken up until that time. After implementation of the Z factor

adjustment. OPEB expenses would &lain be under manalement control just like waie

expenses. Thus adoption of FAS 106 alip ac:countinJ costs and economic: costs, and

Pacific's proposed Z-adjustment would aliJn its initial prices with economic costs.

With initial r: !s set at their appropriate level. Pacific Bell's management

would then have the incentive to manale OPEB expenses in the same mamter as all

other costs:' All else equal, if OPEB costs increase. Pacmc Bell's eaminlS would

decrease, and vice-vena. These are the same risks and incentives faced by firms in

unreJUlated markets which compensate worken with similar pawaes of wages,

pensions, and OPEBs. Z factor treatment for FAS 106 cost chanles would not

diminish the incentives of the firm to control its OPEl expenses. Thus, from an

economist', point of Yiew. FAS 106 cost c:han&es meet the test for exoaeneity as used

in the theoretical derivation of the price cap formula.

1'Ia dais .... PAS 106 CDIl chIDV' are ..... to IIpIfIIiau _ aaps, wbich are the
protot)'pC aaaple 01 • aopAOUI CDIl dwIp. aada c". 01 "'aps ....... ia accouDti.q cow.
IIGC ecaeoaaic COllI. Ia bolla cues. the finD caD CGDLrOI fuaun apadiIura. Nouthdcu, scparatiollS
daupa are treated II aGIaou& CDIl dwIpa beQuac daey aabIe dle nplatar to daup prices ill
dUJenaa jurildiClimaL
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In this sense. FAS 106 cost changes are similar to separations cost changes.

which are., the prototype example of an exogenous cost change. Both types of changes

are changes in accountinj costs, not economic costs. In both cases, the firm retains

some contro] over future expenditures. Nonetheless, separations changes are treated

as exojenous cost chanles precisely because they enable the re,wator to change prices

in different jurisdictions:

• ...we wiJJ require an exolenous cost adjustment for chanles in
intentate costs for LECs that are caused by chanles in the
Separations Manual. As we explained in the Second Funbe[
Notice, these chanaes are imposed by re,waton and are outside
the conuol of the caniers...Reaulatory decisions that are desiJDed
to produce just and reasonable rates must affect the cap in order
to ensure that the system results in rates that are just and
reasonable< .2C

In the case of OPEBs. the FAS 106 accountinl decision must affect the cap in- order

to ensure that the price cap is based on economic costs.

D. ApplylD, tbe Pri" Cap Formyl,

How should the Z.adjustment for the chan&e to accrual accountinj for

OPEBs be calculated in the price cap formula? For the relUlated firm, the difference

in 1993 apemes under FAS 106 and UDder cash accountinl for OPEBs should be

estimated IDd expressed u a fraction of the total InnuaJ revenue requirement. For

the U.S. economy. I similar calculation should be made for those markets in which

ICCOUDUDI cost chanles wiD lead to price chanles which, in tw'D, will affect the JTowth

JDs"iAPd Rem u4 Qr4cr. CC Docket ".313. nJused October 4, 1990, FIb· 167.
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of GSP·PI. The difference between these effects determines the 1993 Z·adjustment

under pri~e caps.

There are several ways in which this simple calculation may appear to

overstate the price chanae required to pass throu&h the cost changes stemming from

the FAS 106 accountina chmaes. Fint. to the extent that FAS 106 chanaes affect all

U.S. firms. there may be some chanae in the GNP-PI associated with FAS 106. and

simply flowing through the firm's cost chanae would result in double-counting. The

derivation of equation (4) presented above makes it dear that only the difference

between the effect of FAS 106 on Pacific Bell cosu and on U.S. averaae coSts should

be passed through as a Z.adjustment.21 The rest of the cost chanae stemmina from

FAS 106 would be recovered from the wumed chanle in GNP·PI.22

A second apparent double-eountina stems from the presence of prices of

medical services as a component both of GNP-PI and of Z, the firm's expected change

in costs stemmina from FAS 106. If a Z.adjustment is made in 1993 (for example)

so that the price cap refleeu accrual accountin& for OPEBs, that Z.adjustment will

become pan of the price cap that will be adjusted every year by GNP-PI - X. Since

the OPEB Z.adjustmeDt already includes expected medical iDflatioD, ODe might think

that the Z.adjusUDeDt should Dot be corrected in every future year for inflation.

Possibly it should be isolated from the price cap index in the future, so that,

21n.t .. if .. aapDOUI evat led to I 1 per_ nducdaD iD GNP·PI ad I • perc:ut rcductioD
ill t&IepIaau =-,..y CQIU" * IWOP'iatc z.adj__..... be • 3 p.reat Nduc:Uaa iD price.

21 We Uowed abcM tIaat * cIaaqc to ICCftII Iceo_dD , ... already reftecled ill prices ror
compeUtM .ukau. nc impact 01 fAS 106 OD OUlp" prica iD 1M Ic:aeoaIy will be IpprozUDlle!y zero.
Th. 1M Ippropiale Z.adjUIUDeat for the rqulaled &ra wiD be apprGliaately iu iDcruse ill acccwaUq
apcuel
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effectively, it would not be multiplied each year by [1 ... GNP-PI - X). But that

would be wrong.o.

The actual OPEB cost incurred in 1993 .il a function of future medical

prices. If the OPEB Z-adjustment were made correctly in 1993, it would raise the

price cap to the level it would have attained if Pacific Bell had been under accrual

accounting for OPEBs all alonj.D Because the Z..adjusted price cap in 1993

represents actual costs in 1993, it follows from equation (4) that all parts of the 1993

price cap must be multiplied by [1 ... GNP-PI· Xl in 1994, or prices will no longer

track costs, assuminj that the productivity objective of X is met.

A common error is to examine the price cap adjustment formula and

conclude that the G~P·PI term compensates the reJUlated firm for inflation in the

price of its inputs, inc:ludinj medical services to retirees. If that were the case, then

compensatinj the firm for inflation of its 1993 OPD Z.adjustmeDt mi&ht appear to

be double-counting. However, the role of GNP·PI in the price cap adjustment formula

is.nm to measure and compensate the firm for input price increases. Rather, GNP-PI

is a measure of national OUtPUt price mereues, and the price cap adjustment equation

assures us that if the firm meets its productivity wlet. its output price will have to

be muJtipHed by (1 + GNP·PI .. XJ every year to keep prices equal to costs.

In summary, while compensatina the reJUlated firm for chlDles in cost due

to adoption of acc:ruaJ accountinl for OPas mipt at &rst live the appearance of

double-eountinl in several ways. it does not.
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1. The s~itch to accrual accountina will affeC1 the GNP-PI, but we showed
that the fonnula compensates the firm for the difference between the
effeC1 of the accounting change on its prices and the GNP-PI.

2. The Z-adjusunent is based on forecasts of future medical inflation. so
adjusting the OPEBZ·adjustment component of the price cap for
inflation in future years may seem to be double-counting- However, we
showed that this argument misinterprets the role of GNP-PI in the price
cap formula, and adjustina the entire price cap by (GNP-PI • X) in
subsequent years is necessary so that prices track costs.

IV. mE EFFEcr OF FAS 106 ON PACIFIC BELL'S INTERSTATE PRICES

In this section. we combine the theory from the previous section with cost

estimates for OPES expenses obtained from Pacific Bell. We are informed that, as

a result of adoption of accrual accountina for OPESs in 1993, Pacific: Bell's interstate

revenue requirement (as if it were rate-o{·retum regulated) would increase by 529

million in 1993. We show that the effect of FAS 106 on the prices of other firms in

the economy is small 10 that the effect of the chanae to accrual accounting on the

srowth of CiNP·PJ is very small (Jess than 0.12 percent). 1bus Pacific BeD's price cap

must also iDcreue by dose to 529 million (more thaD 527 million, u discussed below)

10 that iu prices will cover its costs. and the iDtenemporal inequity by which future
•

ratepayers pay for current services will be elimin·ted.
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A.. Dc Eaut or fAS 106 on PaciO, Bcll Costs Is Approximately 1.92 Pcrcent

A shift to accrual accounting for OPEBs would lead to an increase in 1993

expenses. pt:imarily because of the amortiution of the historical OPEB liability. When

the amortization expires after 2008. there will be a symmetric reduction in expenses

under accrual ac:c:ountinl relative to cash accountma. For a rate-of-retum-regulated

firm, this shift in expenses would aenerate a similar shift in priceS, reduc:ina the inter-

.eneration inequity. To insure that the chanae to accrual accountinJ for OPEBs also

eliminates the inter-generation inequity for price-cap-reJU!ated firms, we must pay

special attention to how the aMual Z fae:tor adjustments are made.

The Z-adjustment to prices to account for FAS 106 should equal the change

in expenses attnoutable FAS 106. In tum, the chanae in 1993 expenses attributable

to FAS 106 would equal the chanae in revenue requirements resultiDa from the change

from cash to accrual accountina for OPEEs." Specifically, let A.. be the incremental

revenue requirement for OPEBs in year t under accrual accountina and C, be the

incremental OPEB revenue requirement under cash &Ccountina. nen the 1993

proponional expense chanae AE1", would be

(5)

Mptdf2C leD', ..mute apnse' rOt OPOs rdIect pIftiaI .pIat.... 01 a=uaJ ICCOUDUq
• daal Pacific leD is aamady uiq w·dcdw:liblc fuDdiDI w-.... far OPEBL T'bU&. the c.Iwlae ill
apeues reprUCDU 1M dee:u 01 NU implClDeALatioD 01 accnaaJ ICCOUIdiD&-
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In accordance with the accounting requirements under FAS 106. Pacific Bell

has estimated the expenses that would be incurred under cash and accrual accounting

for OPEBs.15 For the intentate jurisdiction. OPEB revenue requirements under

accrual accountina would be SS9 million in 1993 compared with cash accounting

expenses of 530 million. Therefore" Pacific's revenue would have to increase by 529

million in 1993 in order for the company's reveDue to match what its 1993 expenses

would have been had the FCC adopted accrual accouDtin. for OPEBs before price

caps were begun. This increase represents a price increase of about 1.92 percent,

based on an estimated Pacific Bell 1993 interstate revenue bi1lina base of about S1,493

milIion.2t Assuming the 1993 interstate revenue requirement is about $1,493 million,

application of equatior. 5) would produce a price increue of about 1.92 percent

(relative to prices under continued cash Iccountina for OPEBs) in the first year.7'T

B. Dc EO'ect or US 1" on tb. GMt-PI II WI n,n '0.12 Pmot

Under price capS, a utility's aOlenous cost chanaes will be fully recovered

throup chanles in the ONP·PI if (i) they ue of the same relative size as for a

typical firm in the U.s. economy. and (ii) the typical firm will pass through the

21A1 ............ J&. 'aciC'IC'. '-at, fJl IIPI' ICCCMIDtilll is based OD aD

Ac.aaIDuJaIad 'CJI-nUrallDl Ba,rd Obliptioll daIt .. reel.... by die _out of the w free
"-eliDa Pacific W _already iIIcamd. W'OOUl dIia ..... before ... I&Irt oI'AS 106 requiremeDts, the
OPU apeua .., .... ICCOUIIlin. rei' 1993 wauId be .,....

~ ....te iI ClDIaICMtM <'iP) beca.. it iIduda ad.ed maUlS before shariDa·
Rnaua dill jUIC ••cMcI eM bac:Ualtk rile of,... 0111.25 ..._ wouJcI be IoMr, thus iDcreasma
the percaatap .crease ia IIOpDOU5 a:pcues.

2'7($59 • $301/S1.493 • 1.92~.
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