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SUMMARY

This Direct Case by NYNEX responds to the Designation Order released by the
Chief, FCC Common Carrier Bureau. The Designation Order sets forth issues for
investigation of various carriers’ tariff filings requesting exogenous treatment under price
cap regulation of additional costs incurred as a result of implementing Statement of
Financial Accounting Standards No. 106 (SFAS-106). SFAS-106 essentially requires
accrual instead of cash basis accounting for other post-employment benefits (OPEBs),
chiefly health care benefits to retirees.

As demonstrated in this Direct Case, the NYNEX OPEB tariffs under
investigation are fully justified, satisfy the applicable standard for exogenous cost

treatment as expressed in the D.C. Circuit’s OPEB Decision,” and should be made

permanent.

Regarding that applicable standard, first. NYNEX’s OPEB costs underlying those
tariffs have been incurred as a result of the mandated SFAS-106 accounting change, over
which NYNEX lacked control. Second. as demonstrated by the Godwins Study, those
costs have not been double-counted in the GNP-PI element of the price cap formula and,
as a further conservative step, have been shown not to have been recovered through a
suppression of wages.

Furthermore, concerning the issues designated by the Bureau, we show that we
correctly, reasonably and justifiably calculated the SFAS-106 costs for exogenous

treatment under price cap regulation (Issue A). On Issue B, NYNEX has not made any

' Southwestern Bell Tel. Co. v, FCC, 28 F.3d 165 (1994).
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exogenous claims for SFAS-106 costs incurred prior to January 1. 1993, as NYNEX
implemented SFAS-106 starting January 1. 1993 Further, NYNEX correctly and
reasonably allocated and separated amounts associated with implementation of SFAS-106
in accordance with the Commission’s rules and Responsible Accounting Officer letters
(Issue C). Concerning Issues D and E. exogenous treatment of additional OPEB costs
arising from implementation of SFAS-106 should be granted independent of the use of
Voluntary Employee Benefit Association trusts or other funding mechanisms, and
independent of any “vesting” of employee interests in OPEBs. Finally, we explain how

deferred tax applicable to OPEBs should be reflected in exogenous cost calculations.
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NYNEX DIRECT CASE

The NYNEX Telephone Companies[ (NYNEX) submit this Direct Case in

response to the Order Designating Issues For Investigation (Designation Order) released

June 30, 1995 by the Chief, FCC Common Carrier Bureau in the above-captioned matter.-
I BACKGROUND AND NYNEX POSITION

The Designation Order sets forth issues for investigation of various carriers’ tariff
filings requesting exogenous treatment under price cap regulation of addiéional costs
incurred as a result of implementing Statement of Financial Accounting Standards No.
106 (SFAS-106). SFAS-106 essentially requires accrual instead of cash basis accounting

for other postretirement employee benefits (OPEBs). chiefly health care benefits to

2
retirees.”

' The NYNEX Telephone Companies (NTCs) are New England Telephone and Telegraph Company
and New York Telephone Company.

? In December 1990, the Financial Accounting Standards Board (FASB) adopted SFAS-106. The FASB
directed that SFAS-106 be implemented for fiscal years beginning after December (5, 1992, with
earlier implementation encouraged. In December 1991, the FCC Common Carrier Bureau issued an
Order requiring carriers to adopt SFAS-106 on or before January 1, 1993, for regulatory accounting

purposes. Southwestern Bell, 6 FCC Red. 7560.



Five NYNEX OPEB tariffs are under investigation in this matter. First, in April
1993, NYNEX submitted its 1993 Annual Access Tariff Filing which contained a $12.1
million upward exogenous cost adjustment limited to the portion of the Transition Benefit
Obligation (TBO)’ relating to retirees as of January 1. 1993 only. That filing was made
in response to the Commission’s OPEB Order’ denying price cap LECs exogenous
treatment of OPEB costs.” In fhe OPEB Order the Commission indicated it would
entertain further consideration of exogenous treatment of TBO amounts in the 1993
Annual Access Tariff Filings.® The Bureau initiated an investigation of the 1993 Annual
Access/OPEB tariff filings in 1993, and permitted NYNEX s tariff to go into effect
subject to accounting order and possible refund.”

The second NYNEX OPEB tariff under investigation here is our 1994 Annual
Access Tariff Filing submitted in April 1994. That filing adjusted price cap indices
(PCIs) to remove $4 million of the OPEB exogenous cost increase contained in the 1993
Annual Filing (i.e., the amount that related to January - June 1993). In June 1994, the

Bureau released an Order permitting NYNEX's 1994 Annual Filing to go into effect

> The TBO reflects the unrecognized liability for benefits eamed in the past as of the date SFAS-106 is
implemented (January 1, 1993 for NYNEX). The Commission directed carriers to amortize the TBO.

Southwestern Bell, 6 FCC Red. 7560.
*  Treatment Of LEC Tariffs Implementing SFAS-106, CC Docket No. 92-101, 8 FCC Red. 1024 (1993).

As discussed infra, the U.S. Court of Appeals for the D.C. Circuit reversed and remanded the OPEB
Order. Southwestern Bell Tel, Co. v. FCC, 28 F.3d 165 (D.C. Cir. 1994) (QPEB Decision). The

Commission recently released an Order vacating its OPEB Order and terminating the Docket 92-101
proceeding. CC Docket No. 92-101, FCC 95-219, Memorandum Opinion and Order released July 3,

1995.

* Inits filing (D&J, p. 48) NYNEX reserved the right to file tariffs seeking full recognition of OPEB
costs as exogenous depending upon the outcome of the appeal.

°  QPEBOrderat 911, 76.

7 1993 Annual Access Tariff Filings, CC Docket No. 93-193. 8 FCC Red. 4960.
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subject to investigation, accounting order and possible refund. The Bureau incorporated
the OPEB issues into the pending investigation of the 1993 Annual F ilings.8

In July 1994. the D.C. Circuit issued its QEEB_QeQﬂQn The Court held that the
price cap carriers had met the lack-of-control test for exogenous treatment of OPEB cost
increases arising from the mandated accounting change. The Court also addressed the
second prong of the test for exogenous treatment: whether the costs are not double-
counted in the GNP-PI element of the price cap formula.” The Court held that the
Commission had imposed “impossible burdens™ as to Gross National Product Price Index
(GNP-PI) double-counting, and the Court rejected the Commission’s criticisms of the
Godwins Study.'® The Court also rejected the Commission’s invocation of several new
criteria on the double-counting issue relating to intertemporal double-counting, rate of
return and productivity factors. "' The Court went further to suggest that the price cap
LECs’ evidence (including the Godwins Study) was reasonable.'® In fact, as discussed
infra, the Godwins Study was very conservative. While it found only a 0.7% double-
count in GNP-PI. it also reflected longer term effects from wage suppression.

The third NYNEX OPEB tariff under investigation in the preéent matter is
Transmittal No. 328, filed in September 1994 (and amended in December 1994). That
filing was intended to effectuate the D.C. Circuit’s QPEB Decision. The filing presented

an exogenous cost adjustment to PCIs to reflect OPEB incremental costs not covered in

* 1994 Annual Access Tariff Filings, 9 FCC Red. 3705
® 28 F.3d at 168-70. The Commission recently began using GDP-PI instead of GNP-PI for calculating

the PCI. See Designation Order at n. 35.

0 28 F.3d at 171-72. The Godwins Study, cited in the Designation Order at n. 28, was relied upon by
NYNEX and others to show that about 84.8% of the additional costs from the SFAS-106 accounting
change would not be captured in GNP-PI or recovered through a reduction in the national wage rate.

""" 28 F.3dat 172-73.
2 1d.at 171-73.



previous filings, so as to capture the full cost increase from implementing SFAS-106 (Le.,
TBO for retirees and active employees. and OPEB ongoing expenses) from January 1,
1993 forward. The filing contained a make-whole adjustment of $42 million (covering
January 1, 1993 to December 30, 1994), to be spread over a 24 month period (L., $21
million annually for December 30, 1994 to December 31, 1996), and an annual
prospective adjustment of $21 million. The filing contained a rate increase of $2.2
million. On December 29, 1994, the Bureau released an Order permitting NYNEXs
Transmittal 328 to go into effect subject to investigation, accounting order and possible
refund.”?

The fifth NYNEX OPEB tariff subject to investigation herein is Transmittal No.
374, submitted in April 1995. That filing increased certain interconnection charge rate
elements by $2.3 million based upon PCI “headroom” created by previously filed OPEB
exogenous cost adjustments. On April 27. 1995. the Bureau released an Order permitting
the tariff to go into effect subject to investigation. accounting order and possible refund.

The present Designation Order is the Bureau's response to the Court’s remand in
the QPEB Decision, and one set of issues is designated for the combined investigation: 15

In general, this combined investigation seeks to determine

whether the assumptions the individual LECs and AT&T
made in calculating the costs of postretirement benefits are

B CC Docket No. 94-157, 10 FCC Red. 1594. In its Prige Cap Review Order, the Commission directed
carriers to reduce PCls to eliminate the effect of ongoing OPEB costs.

For Lecal Exchange Carriers, CC Docket No. 94-1, FCC 95-132, First Report and Order released April
7, 1995. In its May 1995 Annual Access Tariff Filing, NYNEX complied with that Order by reducing

PCIs by $29 million. NYNEX did not remove $2! million of the OPEB make-whole adjustment to
PClIs referred to above, as that adjustment related to OPEB costs incurred in 1993-94. By Order
released July 27, 1995, the Bureau permitted that OPEB tariff to go into effect subject to the Docket

94-157 investigation, accounting order and possible refund (1995 Annual Access Tariff Filings, CC

Docket No. 94-157. DA 95-1665). Thus, that tariff represents the fourth NYNEX tariff subject to
investigation in this docket.

' NYNEX Telephone Companies, Transmittal No. 374, CC Docket No. 94-157 (DA 95-966).
' Designation Qrder at 19 8, 14-15.



just and reasonable, in accordance with the Commission’s
rules and in the public interest. 't

In this Direct Case, NYNEX responds to the various issues in the order of their
designation by the Bureau. We show that our OPEB tariffs under investigation are fully
justified, satisfy the applicable standard for exogenous cost treatment as expressed in the
OPEB Decisjon, and should be made permanent.

Regarding that applicable standard. first. NYNEX’s OPEB costs underlying those
tariffs have been incurred as a result of the mandated SFAS-106 accounting change, over
which NYNEX lacked control. Second, as demonstrated by the Godwins Study, those
costs have not been double-counted in the GNP-PI element of the price cap formula and,
as a further conservative step, have been shown not to have been recovered through a
suppression of wages.

Furthermore, concerning the issues designated by the Bureau, we show that we
correctly, reasonably and justifiably calculated the SFAS-106 costs for exogenous
treatment under price cap regulation (Issue A). On Issue B, NYNEX has not made any
exogenous claims for SFAS-106 costs incurred prior to January 1, 1993, as NYNEX
implemented SFAS-106 starting January 1. 1993. Further, NYNEX correctly and
reasonably allocated and separatéd amounts associated with implementation of SFAS-106
in accordance with the Commission’s rules and Responsible Accounting Officer letters
(Issue C). Concerning Issues D and E, exogenous treatment of additional OPEB costs
arising from implementation of SFAS-106 should be granted independent of the use of

Voluntary Employee Benefit Association trusts or other funding mechanisms, and

' I1d.atq15.



b
independent of any “vesting” of employee interests in OPEBs. Finally, we explain how
deferred tax applicable to OPEBs should be reflected in exogenous cost calculations.

IL NYNEX’S OPEB TARIFFS UNDER INVESTIGATION SATISFY THE
STANDARD FOR EXOGENOUS COST TREATMENT, ARE WELL-

SUPPORTED AND SHOULD BE MADE PERMANENT
L General Information On OPEB Costs Claimed

Issue A: Have AT&T and the individual LECs correctly, reasonably and
justifiably calculated the gross amount of SFAS-106 costs that may
be subject to exogenous treatment under price cap regulation?'’

Designation Order 9 17 (regarding derivation of gross amount of incremental costs that

is the basis of the exogenous claim):

17.1: NYNEX implemented SFAS-106 effective January 1, 1993.

17.2: Regarding “the cost basis of the pay-as-you-go amounts that supported the
rates in effect on the initial date that the carrier became subject to price cap regulation,” it
should be noted that the NYNEX Telephone Companies became subject to FCC price cap
regulation effective January [, 1991. The initial price cap rates were based on projected
cash payments, reflected as operating expense, for retirees’ medical, dental and group life
insurance for the period July 1, 1990 to June 30. 1991 (.g,, the rate year for the 1990
Annual Filing). The amounts underlying the tariffs of New England Telephone (NET)
and New York Telephone (NYT) were $53.2 million and $114.8 million, respectively.

17.3: The Bureau asks for an explanation of the effect of the price cap formula
on the pay-as-you-go amounts that supported the rates in effect on the initial date of price
caps, up to the date of conversion to SFAS-106. The exact intent of the Bureau’s

question is somewhat unclear. However, the price cap formula does impact PCIs through

" Designation Order at 116.



the inflation factor.'® The impact of intlation in the formula is determined by the amount
of the inflation factor less the productivity offset (X factor). ' For NYNEX, the pay-as-
you-go amount that supported rates in effect at the beginning of price caps was $168.0
million, and those rates were used to set PCIs at [00. These PCIs have changed over time
due to the application of the inflation factor less productivity offset in the price cap
formula. The inflation factors for the 1991 and 1992 Annual Filings were 4.80% and
3.3972% respectively. and the productivity offset for NYNEX for both years was 3.3%.
Growing $168.0 million by 1.5% (L.g., 4.80% - 3.3%) and .0972% (i.g., 3.3972% - 3.3%)
equates to $170.7 million for the July 1992 - June 1993 time period.

Since NYNEX adopted SFAS-106 on January 1. 1993, the amount of pay-as-you-go
expense that theoretically was in rates at that time was approximately $170.7 million.
However, when NYNEX developed the exogenous adjustment for SFAS-106, the amount
of pay-as-you-go expense subtracted to arrive at the incremental expense as of January 1,
1993 was $209.2 million. This amount was the actual pay-as-you-go expense in 1993, as
opposed to the forecasted amount included in rates for the 1990-1991 tariff year.
Therefore, NYNEX subtracted out more pay-as-you-go expense than that which underlied
rates impacted by the price cap model.

17.4: The Bureau requests the “actual cash expenditures related to SFAS-106 for
each year since the implementation of price caps. but prior to the implementation of
SFAS-106 accounting methods.” Prior to January 1, 1993 (when NYNEX implemented

SFAS-106), NYNEX accounted for OPEBs on a pay-as-you-go basis. On this basis, for

**  The GDP-PI will be used to calculate the inflation factor beginning with the 1995 Annual Filing. As
noted, the GNP-PI has been used previously to calculate the inflation factor used in annual price cap

filings.
"> The measure has been included in the formula as [GNP-PI]-X prior to the Price Cap Review Qrder.
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1991, NET recorded $50.8 million and NYT recorded $101.1 million for OPEB
expenses. For 1992, NET recorded $63.7 million and NYT recorded $131.6 million for
OPEB expenses. Sag Appendix A.1.

17.5: For “the treatment of these costs in reports to the Securities and Exchange
Commission (SEC) and to shareholders, including specific citations to or excerpted
materials from such reports to indicate the amount of liability each party has projected for
OPEBs,” see Appendix A.2 for relevant excerpts from the 1991 and 1992 10-K Reports
for NET and NYT, and from the 1991 Annual Report for NYNEX.
Designation Order 1 18:

18.1: Regarding a description of “each type of benefit being provided that is
covered by the SFAS-106 accounting rules,” NYNEX Corporation maintains the
following OPEB benefits for management and nonmanagement employees:

- Retiree Health Plans: medical and dental

- Retiree Life Insurance Plans

- Retiree Discounts: concession service
Appendix A.3 describes these types of benefits in detail.

182: The pay-as-you-go amounts incurred in 1993 were $67.2 million for NET
and $142 million for NYT; and for 1994, those amounts were $75.4 million for NET and
$167.1 million for NYT. These pay-as-you-go amounts were independent of adoption of
SFAS-106. (See Appendix A.1.)

18.3: NYNEX did not utilize acerual accounting for postretirernent benefits
before the effective date gf price cap regulation.

18.4: For NYNEX, there were no SFAS-106-type (accrual) expenses reflected in
rates before they were adjusted for exogenous treatment related to SFAS-106. See

responses to 17.2 and 17.3 relative to pay-as-you-go amounts.



18.5: Regarding “the level of SFAS-106 expenses that was reflected in the rates
in effect on the initial date that the carrier became subject to price cap regulation,” as
noted earlier, NYNEX implemented SFAS-106 on January 1. 1993, i.e. after the January
1. 1991 inception of price cap regulation. NYNEX's rates in effect on January 1, 1991
reflected pay-as-you-go OPEB expenses, as indicated in the response to 17.2.

Issue B: Should exogenous claims be permitted for SFAS-106 costs

incurred prior to January 1. 1993, the Commission’s date for
mandatory compliance?*’

Designation Order 9 19:

The Bureau's question contains an internal contradiction. At one point, the
Bureau states that its December 1991 Order®! authorized adoption of SFAS-106 “on or
before January 1, 1993.” Yet in the next sentence. the Bureau states that “before
January 1, 1993 ... is prior to the date that the Bureau authorized adoption of SFAS-106
accounting methods.

Although NYNEX did not adopt SFAS-106 prior to January 1, 1993, nor have we
sought exogenous treatment for any costs incurred prior to that date, we are somewhat
concerned that the Bureau's above language implies that if the Commission sets a time
frame for implementation of a rule change. carriers are not “authorized” to implement the
change prior to the latest possible date. That would be an unwarranted position. The

Bureau clearly stated that carriers were authorized to adopt SFAS-106 accounting on or

before January 1, 1993.

*  Designation Order at § 18.
' Southwestern Bell, 6 FCC Red. 7560.
*  Designation Order at f 19.
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2. Regulatory Separations And Allocations

Issue C: Have AT&T and the individual LECs correctly and reasonably
allocated and separated amounts associated with implementation of
SFAS-106 in accordance with the Commission’s rules and
Responsible Accounting Officer (RAO) letters?*

Designation Order 9 20:

20.1: For 1993, the first year of SFAS-106 adoption by NYNEX, on a total
company basis NYNEX Corp. incurred $473.6 million, NET incurred $143.0 million and
NYT incurred $277.4 million in costs determined pursuant to SFAS-106.

20.2: The total compé.ny SFAS-106 amounts for the NYNEX Telephone
Companies were arrived at through calculations by NYNEX’s enrolled Actuary, Hewitt
Associates, in accordance with Generally Accepted Accounting and Actuarial Principles.
The costs reflect SFAS-106 implementation effective January 1, 1993 with twenty year
amortization of the TBO. All key actuarial assumptions and plan provisions utilized in
these calculations are disclosed in the attached copies of the Actuarial Reports (Appendix
C.1).

20.3: Concerning “the amounts allocated to the telephone operating companies,
including the specific Part 32 accounts used and the amounts allocated to each of those
accounts,” it should be noted that NYNEX allocated the- SFAS-106 costs to all of its
telephone and non-telephone subsidiaries on the basis of the companies’ relative shares of
the total number of active and retired employees at the time of SFAS-106 adoption.
NYT’s shares were 63.1% of the total non-management cost and 49.6% of the total

management cost; and NET’s shares represented 32.9% of non-management and 24.8%-

of management costs.

®  Designation Order at 7 19.
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The NYNEX Telephone Companies initially recorded their allocated costs in

clearing Account 8701.2. Benefits and Payroll Taxes-Provision for Postretirement

Benefits Other Than Pensions.

The allocation ot the SFAS-106 costs to final accounts of NYT and NET. both

expense and capital, was based upon factors developed using 1992 benefits cost data. The

factors were calculated by dividing 1992 benefits costs charged to final accounts --

obtained from the accounting data underlying the 1992 ARMIS reports (the most recent

annual data available prior to SFAS-106 implementation) -- by total benefits costs incurred.

The factors, thus developed. were applied to the total SFAS-106 costs to calculate the

impact on each account; se¢ the chart below. The details of the Part 32 Account allocation

are shown on pages 3. 6. 9. 12, 15, 18, and 21 of attached Workpaper OPEB, which was

originally filed in the NTCs" Amended Transmittal No. 328 (Appendix C.2).

Part 32 1993 NYT 1993 NET 1993 NTCs'
Account Description SFAS-106 Cost | SFAS-106 Cost | SFAS-106 Cost
6110 Network Support $ 41,193 $ 366,296
6120 General Support $ 7,414,717 $§ 2,151,709
6210 & 6220 | CO Switching & Operator Systems $ 24,691,007 $ 8,765,355
6230 CO Transmission $ 10,020,166 $ 6,184,776
6310 [nfo Orig/Term $ 20,404,889 $ 7,400,348
6410 Cable & Wire Facilities £ 45,770,429 $ 23,249,205
6510 Other Prop Plant & Equip Exp $ 50461 ($ 38,318)
6530 Network Operations $ 53,963,691 $ 21,704,250
6610 Marketing $12,335,205 $ 8,565,008
6621 & 6622 Operator Services 518,077,491 $ 11,258,773
6623.1 Customer Accounting $ 4015275 $ 1,534,513
6623.2 Business Office $ 38,655,390 $17,107,568
6623.3- .8 Customer Services - Other $ 0 $ 778,534
6710 Exec & Planning $ 1,111,178 $ 1,185,783
6720 Gen’l & Admin $ 10,972,751 $ 8,833,965
Total Operating Expense $247,523,841 $119,047,765 $366,571,606
“TPIS $ 29,876,159 $ 23,966,235 $ 53,842,394
Total SFAS-106 $277.400,000 $143,014,000 $420,414,000

20.4: For “the method of allocating amounts to the telephone operating

companies (head counts. actuarial studies, etc.).” sge response to 20.3.
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20.5: Provided below are “the amounts allocated between regulated and non-

regulated activities of the telephone company. with a description and justification of the

methodology for the allocations.”

[ Total Operating

Expenses Net Rate Base
1993 NYT Regulated Incremental SFAS-106 £ 99,335,205 ($29,076,018)
1993 NYT Non-regulated Incremental SFAS-106 $ 7,410,621 ($ 1,276,855)
1993 NET Regulated Incremental SFAS-106 $49,018,379 ($15,540,541)
1993 NET Non-regulated Incremental SFAS-106 § 3,696,619 ($ 756,318)
1993 NTCs Regulated Incremental SFAS-106 $148,353,584 ($44,616,559)
1993 NTCs Non-regulated [ncremental SFAS-106 $11,107,240 ($ 2,033,173)

The full pay-as-you-go amounts were subtracted from the SFAS-106 costs to

determine the incremental cost for SFAS-106. A portion of the incremental cost for

SFAS-106 was allocated to nonregulated activities based on factors developed using the

separations data underlving the 1992 ARMIS Reports. The details of the

regulated/nonregulated allocations are shown on pages 3, 6, 9, 12, 15, 18, and 21 of

attached Workpaper OPEB (Appendix C.2).

20.6: The allocation of costs to baskets. by vear, is provided below:

NTCs NTCs Common NTCs NTCs Special NTCs
Interstate Access Line Basket Traffic Sensitive | Access Basket | Interexchange
1993 1993 Basket 1993 1993 Basket 1993
Incremental [ncremental Incremental Incremental Incremental
Total $35.877.545 $17,797.227 $12,938.759 $4,846,395 $295,114
Operating
Expenses
Net Rate ($10.886,071) ($4.379,845) (54.891,624) ($1,582,485) ($32.,488)
Base
Revenue $29.045.345 $14,559,404 $10,330,162 $3,5907,979 $247,800
Effect
(Adjusted for
Godwins)

The allocation of costs to the interstate jurisdiction and to the price cap baskets

was made based on the separations data underlying the 1992 ARMIS reports. The




a2

interstate access factors represent interstate access and interexchange costs as a

percentage of subject-to-separations costs and exclude Billing and Collection costs. This

ensures that the allocation of OPEB costs to the price cap baskets is for access services

and interexchange service only.

The allocation of costs to price cap baskets was based on each basket’s proportion

of the costs in accounts that are used to record OPEB costs, as a percentage of total

interstate access and interexchange cost. The ARMIS cost categories of Common Line,

Traffic Sensitive, Special Access and Interexchange were used for the allocations. Since

the price cap baskets were changed to include a Traffic Sensitive and Trunking Basket

comprised of different service categories from those included in the 1993 Annual Filing

and ARMIS reports, recasted factors were developed to allocate the OPEB adjustment in

the 1994 Annual Filing. The OPEB exogenous adjustment was recast to the existing

baskets in the NTCs™ Transmittal No. 328 as per the allocation shown below:

NTCs NTCs NTCs Recasted | NTCs Recasted NTCs
Interstate Access | Common Line | Traffic Sensitive Trunking Interexchange
1993 Basket 1993 Basket {993 Basket 1993 Basket 1993
Revenue $29,045,345 $14,559.404 $4.554,943 $9,683,198 $247,800
Effect
(Adjusted for
Godwins)

The OPEB exogenous adjustment is equal to the total revenue requirement,

reduced by 15.2% to adjust for the effect that may be reflected in the GNP-PI (.7%) or

otherwise recovered in a wage reduction (14.5%). as determined by the Godwins study.

The revenue requirement includes depreciation expense, which was computed by

applying the FCC-prescribed rate on a composite basis to the average balance of SFAS-

106 costs cleared to Telephone Plant In Service. The revenue requirement also includes

the impact of rate base items. The depreciation expense and rate base items were
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allocated to nonregulated activities and price cap baskets based on the methods described
above. The details of the allocation of the incremental SFAS-106 costs to the price cap
baskets and the development of the revenue requirement impacts are shown on pages 4, 7.
10, 13, 16, 19, and 22 of attached Workpaper OPEB (Appendix C.2).

3. VEBA Trust Information

Issue D: How should Voluntary Employee Benefit Association trusts or
other funding mechanisms for these expenses be treated: 1) if
implemented before price caps; (2) if implemented after price caps,
but before the change required by SFAS-106; and (3) if
implemented after the change in accounting required by SFAS-
1067**

Exogenous treatment of the incremental costs associated with SFAS-106 should
be granted independent of whether VEBA trusts or other funding mechanisms were used,
and independent of the time frames associated with the creation of such funding
mechanisms. As indicated in our Direct Case in Docket 93-193 filed June 1, 1992 and
our other previous filings in this matter. and consistent with the QPEB Decision, NYNEX
has satisfied the two prong test required to qualify for exogenous treatment of
incremental OPEB costs: lack of control over the accounting change; and lack of double-

counting in the GNP-PI element of the price cap formula.

With respect to the timing of the creation of such funding mechanisms, NYNEX
VEBA trusts were not created prior to the implementation of price caps. As discussed in
our response to Designation Order § 21 below. the NYNEX VEBA trusts were initially
funded in 1991, L.e, after the inception of price caps but before the change required by
SFAS-106. These trusts were funded through excess pension funds in a manner which

did not affect operating expenses. The creation of these VEBA trusts represented no

*  Designation Order at § 20.
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incremental expense and did not represent additional costs that would have affected our
rates. As such, the amount in our rates for the period prior to the implementation of
SFAS-106 (January 1. 1993) for VEBA trusts is zero.

In the case of VEBA trusts established subsequent to the adoption of SFAS-106, it
should be noted that in accordance with the principles espoused in that standard the issue
of funding is totally separate and distinct from the amount of cost a company recognizes
in a period. The amount that a company chooses to fund is completely unrelated to the
benefit currently being earned by the employee or the obligation currently incurred by the
company. From a cost recovery viewpoint, one could assume that a company’s cash
payments (pre-SFAS-106) are being fully recovered in rates. SFAS-106 requires that
these costs be recognized when earned, rather than when paid, resulting in an acceleration
in the timing of recognition of the cost. With the change in accounting being granted
exogenous cost treatment, the incremental costs are properly measured by the difference
between the accrued cost under the new accounting method and the cash cost under the
old accounting method. VEBA funding subsequent to SFAS-106 adoption does not
impact either the cost amount prior to SFAS-106 adoption or the cost amount resulting
from SFAS-106 adoption. VEBA funding does play a role, however, in the
determination of the rate base impact of the exogenous cost change and in subsequent
calculations of earned return. To the extent that accrued SFAS-106 costs are not paid or
funded, the unfunded liability properly reduces the rate base as ratepayer supplied capital,

in accordance with RAO 20.
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Issue E: Should exogenous treatment for SFAS-106 amounts be limited to
costs that are funded?”

Designation Order § 21 (regarding information to he provided by companies that have
VEBA trusts or other funding mechanisms for SFAS-106 expenses that were established

prior to the adoption of SFAS-106):

Exogenous treatment for SFAS-106 amounts should not be limited to costs that
are funded.” Exogenous treatment of the additional costs from implementing SFAS-106
should be afforded under the applicable standard discussed herein. That standard
includes no requirement that the expense be funded.

Any limitation of SFAS-106 exogenous costs to funded amounts would negate the
fact that SFAS-106 results in costs being accrued as the employees earn the benefits, and
not when these costs are paid. [t is the mandated accounting change which triggers the
need for an exogenous cost adjustment. Limiting recovery to funded costs essentially
would place recovery back on the same cash basis as it was prior to SFAS-106 adoption.

21.1: The following is a description of “any VEBA trust or other funding
mechanisms for the expenses that were established prior to the adoption of SFAS-106":

The Omnibus Budget Reconciliation Act of 1990 (“OBRA 1990”) added Section
420 of the Internal Revenue Code to permit transfers of certain excess assets from
pension plans to a 401(h) account within the pension plan to fund retiree health care
benefits. In September 1991 and December 1991, under the provisions of OBRA 1990,
portions of excess pension assets were transferred from the two NYNEX pension plans
(management and nonmanagement) to health care benefit accounts within the respective

pension plans for reimbursement of retiree health care benefits paid by NYNEX during

¥ Designation Qrder at 9 20.
% See also response to Issue D. supra.
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the 1990 and 1991 tax vears. The September 1991 transfer covered 1990 payments and
the December 1991 transter covered 1991 payments.

NYNEX then established and made contributions to two separate VEBA trusts,
one for management and the other for nonmanagement. in amounts equal to the excess
pension assets transferred. The VEBA trusts were established to begin funding
postretirement health care benéﬁts. An additional OBRA 1990 transfer reimbursement
was made and an additional contribution was made to the VEBA trusts in 1992.

In addition to those VEBA trusts. postretirement group life insurance benefits -- a
very small part of OPEBs -- have been funded since 1980 on an actuarial basis. Some of
these funds are currently held by insurance carriers. [n 1994, we transferred some of the

life insurance funds to separate VEBAS established for postretirement life insurance

benefits.

21.2: Provided below are the amounts placed in the VEBA trusts for each year

. . 27
since they were implemented:

NYNEX NYT NET
1990 Payment $133 Million $68.6 Million $38.0 Million
1991 Payment $148 Million $75.5 Million $42.1 Million
1992 Payment $205 Million $108.1 Million $58.1 Million

21.3: The amounts in the VEBA trusts were not differentiated between ongoing
OPEBs and TBO. The concepts of TBO and service cost pertain to the accounting for

OPEBs, not the funding. As discussed earlier, under SFAS-106 the accounting for these

costs is independent of the funding.

* Seg NYT and NET SEC 10-K Forms, p. 38, Postretirement Benefits Other Than Pensions (Appendix
A.2 herein); NYNEX OPEB Direct Case in Docket 93-193, filed June 1, 1992, Attachment D. The
differences between the NYNEX amounts and the sum of the NYT and NET amounts represent VEBA

funding for the NTCs’ affiliates.
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21.4: There were no such economic assumptions associated with the
company’s decision to create VEBA trusts. or to determine the levels of funding. The
economic assumptions described in this question relate to the accounting for OPEBs, not
the funding of these costs.”® The VEBA trusts were established to fund postretirement
health care benefits. The VEBA trusts were funded with excess pension funds in
amounts allowed under OBRA 1990: the funding reflected actual pay-as-you-go expense
amounts for part of the year, and conservative estimates of such expenses for the
remainder of the vear.

21.5: The purpose of the VEBA trusts has been to fund postretirement health
care benefits. Regarding such SFAS-106 benefits packages covered by VEBA trusts,
see Appendix A.3.

21.6: The assets of the VEBA trusts shall not be used for purposes other than the
payment of welfare benefits or the expenses incident thereto or expenses of the trust.
That is, the funds shall provide for the payment of life, sickness, accident, or “other
benefits” to the employees eligible for coverage under the welfare benefit plans covered
by the VEBA trusts, or their beneficiaries. To the extent required by Section 501(c)(9) of
the Internal Revenue Code of 1986, as amended. “other benefits” shall not, however,

include any benefit which is due solely to attainment of age or service and are considered

retirement benefits.

4. Vesting Of OPEB Interests

Issue F: Should exogenous treatment be given only for amounts associated
with employee interests that have vested?”

*®  Seealso response to Designation Order 9 26 and 27 concerning actuarial assumptions associated with
OPEB costs accounted for under SFAS-106.

* Designation Order at 9 21.



Designation Order 9 22:

The Bureau asks for “documentation showing when the employees’ interests in
the OPEBs vest. Also. companies must explain how they determine when an employee’s
interest vests in the OPEBs.” Exogenous treatment of SFAS-106 additional costs should
not depend upon any such vesting, but rather should depend upon the standard described
in the OPEB Decision being met, as discussed herein. That standard does not include any
“vesting” condition; rather, we are entitled to exogenous treatment of additional OPEB

costs accounted for consistent with SFAS-106, which costs are not double-counted in

GNP-PL

7

From a legal perspective, an employee’s interest in OPEB benefits does not “vest
as does an employee’s interest in a service pension. Unlike the pension plan, NYNEX
reserves the right to amend or terminate OPEB benefits, subject to collective bargaining
agreements and to practical considerations. The employee qualifies for OPEB benefits

when the employee becomes eligible to collect a service pension.

5. Treatment Of Deferred Tax Benefits

Issue G: How should the deferred tax benefit applicable to OPEBs be
treated for purposes of exogenous adjustme:nts.?30

Designation Order ¥ 23:
The Bureau requests LECs “to describe on a vear-by-year basis any exogenous
adjustments made to reflect any deferred tax benefit associated with their OPEB accrual

amounts. Companies are also directed to provide an explanation if there are no such

adjustments.”

* " Designation Qrder at 7 22.
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To the extent that SFAS-106 additional costs for OPEBs are given exogenous
treatment, the deferred tax arising from those amounts should similarly be included in the
calculation of the exogenous adjustment. In other words, the adjustment’" is first
computed in revenue requirement terms. prior to being translated into a PCI. The
incremental earnings impact is computed net of taxes. The incremental OPEB expense is
reduced by the deferred tax benefit. The effect on accumulated deferred taxes is included
in the computing the rate base impact, as is the incremental OPEB liability which is a
reduction of the rate base. These procedures are in accordance with Parts 32 and 65 of
the Commission’s rules and in conformance with RAO 20.

6. S ing Studi Mode
Designation Order § 24:

NYNEX continues to rely upon the Godwins Study, supra, and Godwins
Supplemental Submissions as demonstrating that approximately 84.8% of the NTCs’
additional costs from the SFAS-106 accounting change would not be captured in the
GNP-PT or recovered through a reduction in the national wage rate. Appendix H.1
provides copies of the Godwins Study (filed in our June 1, 1992 Direct Case in Docket
93-193) and Godwins Supplemental Report (filed in our July 31, 1992 Reply Comments
in Docket 93-193) and Godwins Further Supplemental Iieport (filed in our 1993 Annual
Access Tariff Filing).

Also included in Appendix H. 1 is a new affidavit from Mr. Peter Neuwirth, one

of the original coauthors of the Godwins Study. summarizing and placing into perspective

' Accumulated Deferred Taxes were calculated by multiplying the incremental cost, which also
represents the difference between the amount of expense currently recognized for tax purposes and
amount of expense recognized for book purposes, by the tax rate. The resulting amount was then
adjusted to reflect a 1993 average balance. See NYNEX Transmittal 328, Description and

Justification, p. 16. item 7.



21

Godwins’ demonstrations. Specifically. the original Godwins Study, which used
conservative assumptions throughout, found that the increase in GNP-PI caused by
SFAS-106 would provide for recovery of only 0.7% of the additional costs incurred by
price cap LECs. Over time, price cap LECs could finance up to 14.5% of those
additional costs through a reduction in wages, leaving 84.8% (1.g., 100% - 0.7% - 14.5%)
of the additional SFAS-106 costs unrecovered. Subsequent to the original study, in
response to FCC staff. Godwins produced a “best estimate,” and a sensitivity analysis
incorporating all combinations of actuarial and macroeconomic parameters including
implausible values. On a best estimate basis, Godwins determined that 12.7% of the
price cap LECs’ additional costs under SFAS-106 would be recovered through a
combination of GNP-PI increase (0.3%) and wage rate reduction (12.4%). This
underscored the very conservative nature of the original Godwins Study.
Designation Qrder 1 25:

See Appendix H.1 for the requested information on the Godwins Study
macroeconomic model concerning description and documentation of the model, including
method of estimation, parameter estimates, and summary statistics; and ’;he same data for
alternate functional forms that were modeled, including the data used to estimate the
model, the data used in making forecasts from the model, and the results of any
sensitivity analyses performed to determine the effect of using different assumptions.
Designation Order 426 And §27:

Appendix C.1 contains the Actuarial Reports, prepared by Hewitt Associates, for
the SFAS-106 valuation for both the Management Plans and the Non-Management Plans.

These reports, which were used to determine SFAS-106 amounts, provide descriptions
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and justifications of the actuarial assumptions. and the assumptions unique to
postretirement health care benefits.”

SFAS-106 requires the use of explicit assumptions. each of which individually
-represents the best estimate regarding a particular future event. The probability of
payment is taken into account in assumptions about turnover, dependency status and
mortality. Generally. assumptiéns are made that are expected to hold true over a long
period of time. The possibility of a future downsizing, as a one-time or short term event,
is not an assumption that should impact the calculation of the expected benefit obligation.
General attrition is taken into account in assumptions about turnover. The NTCs have
generally implemented their downsizing efforts via retirement incentives, not having
material impact on the probability that employees will leave the business prior to
becoming eligible to receive their postemployment benefits.

In December 1993. NYT accrued SFAS-106 curtailment charges pertaining to
restructuring and planned downsizing of $53.2 million for management employees and
$217.3 million for nonmanagement emplovees. For NET, these figures were $43.1
million and $150.8 million, respectively. For FCC reporting purposes, these charges
were reflected in Account 7370, Special Charges for NYT and Account 7360.99, Other
Nonoperating Income for NET, in accordance with RAO 24. As employees left the
payroli during 1994 (and wili continue in 19935 and 1996), a portion of the amount
recorded in Accounts 7370 and 7360.99 is reversed. and-the actual SFAS-106 amount is
recorded as operating expense in Account 6728. Other General and Administrative

Expense. Total SFAS-106 charges recognized as operating expense in 1994 for NYT

2 Meaningful comparisons cannot be drawn between SFAS-112 costs and SFAS-106 costs because of
the very different types of benefits involved. However, see Appendix H.2 for SFAS-112 costs and the

associated valuation methods.



were $63.9 million for management emplovees and $166.7 million for nonmanagement
employees. For NET. these figures were $41.8 million and $43.0 million, respectively.
Amounts reversed from Account 7370 during 1994 for NYT were $38.2 million for
management employees and $36.2 million for nonmanagement employees. Amounts
reversed from Account 7360.99 during 1994 for NET were $25.9 million for management
employees and $11.3 million for nonmanagement employees. The difference between
the amounts actually incurred and the related amounts previously accrued (and now
reversed) is primarily due to the offering of a special retirement incentive which added
six years to age and six years to service for determining benefit eligibility, enabling

greater number of employees to retire and leave the business with full postemployment

benefits.
Designation Order 128:

Regarding the issue of any double-counting see response to Designation Qrder
9 24, including Appendix H.1.

Designation Order ¥ 29:

For NYT, average total compensation per employee is $75,373 for management
employees and $60.454 for nonmanagement employees. For NET, these figures are
$62,592 and $53,188, respectively. Of these amounts for NYT, OPEBs represent 19.2%
of total compensation costs for management empioyees and 11.7% for nonmanagement
employees. The respective figures for NET are 15.3% and 12.9%. Total compensation
includes wages, salaries, special payments (overtime, team awards, etc.), and benefits
(including medical, dental, company savings plan contributions, disability, pensions and

OPEBs). These amounts were derived by dividing 1994 annual costs by the average

monthly force during 1994.



Designation Order § 30:

The basic premise in Designation Order 9 30 that OPEB accruals may never be
paid is not applicable on a going-concern basis. That is, as long as a LEC continues to
exist, accrued OPEB benefits will be paid. The only time such benefits will not be paid is
if the benefit plan is terminated (settled) or curtailed. For LECs this seems highly
unlikely, as such action would have to be negotiated with the unions and would be
otherwise disruptive and problematical. Furthermore, depending on the terms of the
settlement or curtailment, the transaction could resuit in a possible loss as well as a
possible gain. Over time, recovery of retiree benefit costs has been less than amounts
paid to or on behalf of retirees (sgg responses under Issue A herein). Also, on a going
forward basis, the Commission has promulgated a stricter test generally denying
exogenous treatment of OPEB costs absent a demonstrated impact on cash flow (seg
Price Cap Review Order). Given these developments, it seems likely that LECs will not

recover more than their cash payments to retirees. and over time will recover less than

that amount.

III. CONCLUSION
NYNEZX has fully justified its exogenous adjustments for additional OPEB costs

arising from implementation of SFAS-106. and has met the legal standard for exogenous

cost treatment as set forth in the D.C. Circuit’s QPEB Decision. The Bureau should
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promptly conclude this investigation by upholding and making permanent the NYNEX
OPEB tariffs under investigation herein.

Respectfully submitted,

New England Telephone and
Telegraph Company

New York Telephone Company

By:/s/Campbell L. Ayling

Campbell L. Ayling
1111 Westchester Avenue
White Plains, NY 10604
914/644-6306

Their Attorney

Dated: August 14, 1995
93-193.doc
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NOTES TO FINANCIAL STATEMENTS (continued)

(see Organizational Restructuring inciuded in Management's Discussion and
Analysis of Results of Operations). Based on historical precedent,
management anticipates future recovery of these deferred costs through the

rate-making process.

In January 1992, the Company announced that management employees who leave
the Company under the Force Management Plan during 1992 and are at least 2}
years old with at least one year of service as of December 26, 1991 may
elect to receive their NYNEX Management Pension Plan benefit in a lump sum
distribution, or as a monthly annuity beginning when they leave the
Company. In addition, management employees who are not eligible for a
service pension retain the existing option of waiting until retirement age

before receiving their pension benefit.

Ouring 1990, the projected benefit obligation increased by $8.3 million for
the 1389 sarly retirement plans for management and nonmanagement employees,
of which $1.7 million was expensed and $6.6 million was deferred. Based on
historical precedent, management anticipates future recovery of these
deferred costs through the rate-making process.

Postretirement Benefits Other Than Pensions

The Company provides certain health care and 1ife insurance benefits for
retired employees and their families. Substantially all of the Company'’s
employees may become eligible for these benefits if they reach pension
eligibility while working for the Company. Most of these benefits are
provided through an insurance coqpang.uhose premiums are funded as benefits
are paid. Total costs of providing benefits for retired employees and their
families were $45.7, $39.6 and $33.2 million in 1991, 1990 and 1989,

respectively,

In September 1991, under the provisions of the Omnibus Budget Reconciliation
Act of 1990, a portion of excess pension assets totalling $133 million was
transferred from the two NYNEX pension plans to health care benefit accounts
established within the pension plans for reimbursement of retiree health
care benefits paid by NYNEX during the 1990 tax year, of which $38 million
represent benefits paid by the Company. NYNEX then established and made
contributions to two separate Voluntary Employees’ Beneficiary Association
Trusts ("VEBA Trusts"), one for management and the other for nonmanagement,
1n amounts equal to the excess pension assets transferred. The VEBA Trusts
were established to begin prefunding postretirement health care benefits.

In December 1991, additional excess pension assets totalling $148 million
were transferred from the NYNEX pension plans to health care benefit
accounts within the pension plans for reimbursement of retiree health care
benefits paid by NYNEX during the 1991 tax year, of which $42 million
represent benefits paid by the Company. NYNEX also made contributions to
the VEBA Trusts in amounts equal to the excess pension assets transferred in
December. The transfer of the excess pension assets and the establishment
of the VEBA Trusts had an insignificant impact on the Company's results of
operations and financial position. )



- 39 -

NOTES TO FINANCIAL STATEMENTS (continued)

In December 1990, the FASB issued Statement of Financial Accounting
Standards No. 106, "Employers’ Accounting for Postretirement Benefits Other
Than Pensions® (“"Statement No. 106"). Adoption of this standard is required
by the Company no later than January 1, 1993. Statement No. 106 will change
the current practice of accounting for nonpension retirement benefits from
recognizing costs as benefits are paid to accruing the expected costs of
providing these benefits during an employee’s working life. Upon adoption
of Statement No. 106, companies will be required to recognize the liability
to current and retired employees either immediately or over a period not to

exceed 20 years.

Management is currently evaluating the financial impact of this accounting
standard. Initial estimates indicate that the related annual expense,
assuming 20 year amortization, will increase by approximately two to three
times above the projected 1993 expense levels, and the initial unfunded
accumulated postretirement benefit obligation will be in the range of
approximately $0.9 billion to $1.3 billion at adoption. Management is
unable to predict with any certainty what effects the future regulatory
environment may have on the ultimate financial impact of the new standard.

(D) Common Stock

In 1991, the equity capital of the Company increased $75 million through an
equity investment made by NYNEX. In 1990, the equity capital of the Company
increased $98.8 million due to a $75 million equity investment made by NYNEX
and $23.8 million from the transfer of ownership of NYNEX Materiel
Enterprises Company and NYNEX Systems Marketing (New England) Company.

(E) Long-term Debt

Interest rates and maturities on long-term debt outstanding at December 31,
1991 and 1990 are as follows:

Interest December 31,
Dollars in Millions _Rates M j
Debentures:. . . , . . . . . & - 8 1/5% 1993-2005 $ 820.0 $ 920.0
6 1/8% - 9 1/2% 2006-2010 655.0 655.0
9% 2026-2031 450.0 350.0
Notes: . . . . . . .. ... 9 1/2% 1992 - 200.0
8 5/8% 2001 100.0 -
Capital Leases . . . . . . . 5.0 7.5
Unamortized discount - net . 7.2y __(1s.1)

Total Long-term debt . . . . $2,.112.8 $2.117.4
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Postreti r p

The Company provides certain health care and Tife insurance benefits for
retired emplioyees and their families. Substantially all of the Company’s
employees may become eligible for these benefits if they reach pension
eligibility while working for the Company. Most of these benefits are
provided through an insurance company whose premiums are funded as benefits
are paid. Total costs of providing benefits for approximately 39,000
retired employees and their families were $91.6, $68.1 and $80.9 million in

1991, 1990 and 1989, respectively.

In September 1991, under the provisions of the Omnibus Budget Reconciliation
Act of 1390, a portion of excess pension assets totaling $133 million were
transferred from the two NYNEX pension plans to health care benefit accounts
established within the respective pension plans. The funds were used for
reimbursement of retiree health care benefits paid by NYNEX during the 1990
tax year, of which $69 million represented benefits paid by the Company.
NYNEX then established and made contributions to two separate Voluntary
Employees' Baneficiary Association Trusts ("VEBA Trusts"), one for
management and the other for nonmanagement, in amounts equal to the excess
pension assets transferred. The VEBA Trusts were established to begin
prefundin? postretirement health care benefits. In December 1991,

additional excess pension assets totaling $148 million were transferred from
the NYNEX pension plans to health care benefit accounts within the pension
plans. The funds were used for reimbursement of retiree health care
benefits paid by NYNEX during the 1991 tax year, of which $76 million
represented benefits paid by the Company. NYNEX made contributions to the
VEBA Trusts in amounts equal! to the excess pension assets transferred in
December. The transfer of excess pension assets and the establishment of
the VEBA Trusts had an insignificant impact on the Company’'s results of

operations and financial position.

In December 1990, the FASB issued Statement of Financial Accountin?
Standards No. 106, "Employers’ Accounting for Postretirement Benefits Other
Than Pensions" (“"Statement No. 106"). The Company must adopt this standard
no later than January 1, 1993, Statement No. 106 will change the current
practice of accounting for nonpension retirement benefits from recognizing
costs as benefits are paid to accruing the expected cost of providing these
benefits during an loyee's working 1ife. Upon adoption of Statement

No. 106, companies will be required to recognize the liability to current
and retired employees either immediately or over a period not to exceed 20

years.

Management is currently evaluating the financial accounting impact of this
accounting standard. Initial estimates indicate that the related annual
expense, assuming 20 year amortization, will increase by approximately two
to three times above the projected 1993 expense levels, and the initial
unfunded accumulated postretirement benefit obligation will be in the range
of approximately $1.8 billion to $2.7 billion at adoption. Management is
unable to predict with any certainty what effects the future regulatory
environment may have on the ultimate financial impact of the new standard.
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Financial/Real Estate

Financial /Real Estate operating income decreased $48.7 million,
or 64.3%, in 1991, and increased $24.8 million, or 48.7%, in
1990. The 1991 decrease is due to the phase out of real estate
development work and related restructuring charges (see
Organizational Restructuring), partially offset by the in-
crease in revenues from leveraged leases. NYNEX Properties
Company is being phased out pursuant to a 1991 reorganiza-
tion plan. In 1990, the increase was principally due to growth
in revenues.

Other Diversified Operations

The operating loss from Other Diversified Operations
decreased $204.7 million, or 54.7%, in 1991, and increased
$253.1 million, or 209.3%, in 1990. The 1991 decrease is due
to the sale of the NYNEX Business Centers and the reorgani-
zation of NBISC's Office Systems Division, partially offset
by restructuring charges recorded in 1991. In 1990, approxi-
mately $288 million of pretax charges were recorded. (See
Organizational Restructuring.) Operating results from profes-
sional services, systems and software sales were negatively
affected by market weakness in the financial and consulting
services sectors. In addition, increased expenses were incurred
for expansion in international markets and for various start-
up businesses. Computer hardware and office automation
operations reduced operating losses by lowering expenses.

Other income (expense)-net
(i millions) 1008 1900 1908

The decrease in 1991 was principally due to $71 million of
restructuring charges, primarily at NYNEX's subsidiaries
other than the telecommunications group to establish
reserves against certain investments (see Organizational
Restructuring). The allowance for funds used during con-
struction decreased $14 million at the telephone subsidiaries
resulting from a lower average balance in plant under con-
struction. In 1990, interest income decreased $17 million and
minority interest expense incressed $13 million, partially
offset by a decrease in oifijir expenses resulting from one-
time charges recorded bypliistelephone subsidiaries in 1989
(see Organizational Restiecturing).

interest expense
(in millions) ) 1008 1000 1900

§ 700.0 $691.4

Average debt levels increased from $8.2 billion in 1990 to
$8.8 billion in 1991, due to new issuances of $400 million
at the telephone subsidiaries, $94 million in medium-term
notes at NYNEX Credit Company and $31 million at
NYNEX Capital Funding Company (see Capital Resources
and Liquidity), partially offset by a decrease in average
interest rates from 8.2% in 1990 to 8.0% in 1991. In 1990,

interest expense increased due to interest on the $450 million
in debentures issued in connection with the leveraged
employee stock ownership plan (“LESOP") (see Note G to
the Consolidated Financial Statements) and an increase in
average debt levels from $7.9 billion in 1989 to $8.2 billion

in 1990, partially offset by a decrease in average interest
rates from 8.4% in 1989 to 8.2% in 1990.

income taxes
(im milllons) 1984 1900 1900

Pretax income decreased $524.8 million in 1991, and there
was an increase in the reversal of excess accumulated deferred
taxes from previous years that had been deferred at a tax
rate higher than the 1991 statutory rate. In 1990, income taxes
increased principally due to higher pretax income and a
decrease in amortization of investment tax credits, partially
offset by an increase in the reversal of excess accumulated
deferred income taxes from previous years that had been
deferred at a tax rate higher than the 1990 statutory rite and
the tax effect of the dividends on LESOP shares. A reqncilia-
tion of the effective tax rate with the federal statutoryirate is
contained in Note B to the Consolidated Financial Stateinents.

Effects of a Change in Intercompany Bliling Policy

In January 1991, Telesector Resources changed its method

of billing for procurement services provided to the NYNEX
subsidiaries and began billing them for materials and sup-
plies at vendor invoice prices. All other costs related to
procurement services, including a return on investment, are
separately identified and billed to the NYNEX subsidiaries
at prices for products and services that are intended to
recover Telesector Resources’ fully allocated costs, including
a return on investment. In 1991, as a result of this change, the
telephone subsidiaries experienced a $47 million increase in
operating expenses for procurement services that previously
would have been capitalized.

For New York Telephone, the billing policy change is subject
to NYSPSC approval. As an interim step, New York Telephone
has petitioned the NYSPSC for permission to impute revenues
for future intrastate recovery equal to the incremental revenue
requirement impact of expensing the portion of procurement
costs that were formerly capitalized.

Andicipated Effecis of Statement of Financial
Accounting Standards No. 106 “Employers’ Accounting
for Postretiremant Benefiis Other Than Pensions”

In December 1990, the Financial Accounting Standards Board
(the “FASB"”) issued Statement of Financial Accounting
Standards No. 106, “Employers’ Accounting for Postretirement
Benefits Other Than Pensions” (“Statement No. 106*). Adop-
tion of this standard is required by NYNEX no later than
January 1, 1993. Statement No. 106 will change the current
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practice of accounting for nonpension retirement benefits
from recognizing costs as benefits are paid to accruing the
expected cost of providing these benefits during an employee’s
working life. Upon adoption of Statement No. 106, compa-
nies will be required to recognize the liability to current and
retired employees either immediately or over a period not to
exceed 20 years.

Management is currently evaluating the financial accounting
impact of this accounting standard. Initial estimates indicate
that the related annual expense, assuming 20-year amortiza-
tion, will increase by approximately two to three times above
the projected 1993 expense levels, and the initial unfunded
accumulated postretirement benefit obligation will be in the
range of approximately $3.5 billion to $5.0 billion at adoption.
A substantial portion of the increase would be related to the
telephone subsidiaries, which are subject to rate regulation.
Management is unable to predict with any certainty what
effects the future regulatory environment may have on the
ultimate financial impact of the new standard.

Anticipated Effects of Statement of Financial Accounting
Standards No. 109 “Accounting for Income Taxes”

In February 1992, the FASB issued Statement of Financial
Accounting Standards No. 109, “Accounting for Income Taxes”
(“Statement No. 109”), requiring implementation by NYNEX
no later than January 1, 1993. Statement No. 109 supersedes
Statement of Financial Accounting Standards No. 96, which
was adopted by NYNEX effective January 1, 1988. The effect

of Staternent No. 109 on NYNEX's results of operations and
financial position has not yet been determined.

Capital Resources and Liquidity

Cash provided by operations was $3.2, $2.9 and $3.5 billion
in 1991, 1990 and 1989, respectively. The reduction in cash
provided by operations in 1990 was partially due to payments
related to the work stoppage. Management anticipates cash
provided by operations in 1992 to continue in the range
attained in recent years.

NYNEX continued its capital expenditure program in 1991
designed to meet the expanding needs for telecommunica-
tions services by upgrading and extending the existing
telecommunications network. Capital expenditures were
$2.5 billion in 1991 and are projected to remain at a com-
parable level in 1992. NYNEX funded capital expenditures
primarily through cash generated from operations.

NYNEX's commercial paper borrowings are supported by
$1.6 billion of lines of credit with domestic and international
banks. During 1991, the level of commercial paper outstanding
decreased $314 million. This was primarily due to $400 million
in long-term debt issuances at the telephone subsidiaries. In
1990, NYNEX entered into interest rate swaps to protect
against exposure to interest rate volatility associated with

certain of its commercial paper borrowings through 1997.
NYNEX has also utilized interest rate instruments designed
to take advantage of decreasing short-term rates.

During 1991, New York Telephone issued $200 million of its
Forty Year 9%% Debentures due July 15, 2031. New England
Telephone issued $100 million of its Ten Year 8%% Notes
due August 1, 2001 and $100 million of its Forty Year 9%
Debentures due August 1, 2031. Net proceeds of these
offerings were used to repay short-term debt and for
general corporate purposes. In October 1992, $300 million
of New York Telephone’s Five Year %% Notes and

$200 million of New England Telephone’s Five Year 9%%
Notes will mature. The telephone subsidiaries may refinance
this debt with short-term borrowings or long-term debt.
New York Telephone and New England Telephone each
have an additional $300 million of unissued debt securities
registered with the Securities and Exchange Commission
(the “SEC").

NYNEX Capital Funding Company issued $31 million

of medium-term debt in 1991 used to finance real-estate
projects. NYNEX Capital Funding Company has an addi-
tional $209 million in unissued medium-term debt securities
registered with the SEC. Additionally in 1991, NYNEX
Credit Company issued $94 million of medium-term notes
to finance investments in certain assets.

Beginning in 1990 and throughout 1991, NYNEX issued new
shares of common stock associated with employee savings
plans and the Dividend Reinvestment and Stock Purchase
Plan. This increased the equity component of NYNEX's
capital structure by approximately $260 million in 1991 and
$130 million in 1990. At December 31, 1991, NYNEX's capital
structure consisted of 47.3% debt and 52.7% equity, compared
with 47.2% debt and 52.8% equity at December 31, 1990.

In 1991, certain independent bond rating agencies lowered
their rating on the debentures of New England Telephone.
The rating of NYNEX and New York Telephone debentures
were reaffirmed at current levels. Although Management
cannot predict that the bond ratings will remain at current
levels, Management believes that the bond ratings of NYNEX,
New York Telephone and New England Telephone will remain
at a level that is indicative of strong credit support for timely
principal and interest payments in the foreseeable future.



The following table sets forth the Plans’ funded status
and amounts recognized in the consolidated balance

sheets:

Sesamber 11,
in miiliens 1991 1900
Actuanaj present vaiue of accumulated 4
benefit obliganon, including vested 3
benefits of $9.514 and $8.821. respectivelv $ 9.450

$10277 <

Plan assets at fawrr value. pnimarily lListed stock.
corporate and governmental debt and
real estate

Less: Actuanal present value of projected

$12.510

benefit obugation 10818
Excess of plan assets over propcted
benefit obligation 1,692
Urusecogruzed prior service cost (33
Unrecognized net gain (1,426)
Unrecogruzed transition asset (729)
3 $ (496)

Accrued pension cost

The assumptions used to determine the projected benefit
obligation as of December 31, 1991 and 1990 include a
discount rate of 8.5% and an increase of 4.0% to 5.5% in
future compensation levels, in each year. The expected
long-term rate of return on pension fund assets used to
calculate pension expense was 8.5% in 1991 and 1990 and
8% in 1989. From time to time, the Plans have been
amended to increase the level of plan benefits. The actu-
arial projections included herein anticipate similar action
in the future.

In April 1991, NYNEX offered a voluntary management
early retirement program. The impact on the projected
benefit obligation was not significant. In September 1991,
as part of agreements reached between NYNEX and its
uruons extending collective bargaining agreements
through August 5, 1995, NYNEX amended its nonman-
agement pension plan to provide an early retirement
incentive, which increased the projected benefit obliga-
tion by $491.8 million, of which $150.0 million was ex-
pensed and $341.8 million was deferred. The expense
associated with the nonmanagement early retirement
incentive was included in the charges for force reduction
programs in the fourth quarter of 1991 (see Organiza-
tional Restructuring included in Management's Discus-
sion and Analysis of Financal Condition and Results of
Operations). Management anticipates future recovery of
these deferred costs through the rate-making process.

In January 1992, NYNEX announced that management
empioyees who leave NYNEX under the Force Manage-
ment Plan during 1992 and are at least 21 vears old with
at least one year of service as of December 26, 1991 may
elect to receive their NYNEX Management Pension Plan
benefit in a lump sum distribution, or as a monthly annu-

1tv beginnung when they leave NYNEX. [n addition,
employees who are not vet eligible for a service pension
retain the existing option of waiting until rerement age
before receiving their pension benefit.

Duning 1990, the projected benefit obligation increased by
$128.5 million for the 1989 early renrement plans for
management and nonmanagement emplovees, of which
$73.2 million was expensed and §55.3 million was de-
ferred. Management anticipates future recovery of these
deferred costs through the rate-making process.

Postretirement Benefits Other Than Pensions

NYNEX provides certain health care and life insurance
benefits for retired employees and their families. Substan-
tially all of NYNEX's employees may become eligible for
these benefits if they reach pension eligibilitv while
working for NYNEX. Most of the benefits are provided
through an insurance company whose premiums are
funded as benefits are paid. Total costs of providing
benefits for retired empioyees and their families were
$153.9, $133.8 and $117.5 million in 1991, 1990 and 1989,
respectively.

In September 1991, under the provisions of the Omnibus
Budget Reconciliation Act of 1990, a portion of excess
pension assets totalling $133 million were transferred
from the two NYNEX pension plans to heaith care benefit
accounts established within the respective pension plans
for reimbursement of retiree health care benefits paid by
NYNEX during the 1990 tax year. NYNEX then estab-
lished and made contributions to two separate Voluntary
Empiloyees’ Beneficiary Association Trusts (“VEBA
Trusts”), one for management and the other for non-
management, in amounts equal to the excess pension
assets transferred. The VEBA Trusts were established to
begin prefunding postretirement health care benefits. In
December 1991, additional excess pension assets totalling
$148 million were transferred from the NYNEX pension
plans to heaith care benefit accounts within the pension
plans for reimbursement of 1991 retiree health care ben-
efits. NYNEX also made contributions to the VEBA Trusts
1n amounts equal to the excess pension assets transferred
in December 1991. The transfer of the excess pension
assets and the establishment of the VEBA Trusts had an
insignificant impact on NYNEX's resuits of operations
and finandal position.

In December 1990, the FASB issued Statement of Finandial
Accounting Standards No. 106, “Employers’ Accounting
for Postretirement Benefits Other Than Pensions” (“State-
ment No. 106”). Adoption of this standard is required by
NYNEX no later than January 1, 1993. Statement No. 106
will change the current practice of accounting for



nonpension retirement benefits from recognizing costs amortzation, will increase by approximately two to three
as benefits are paid to accruing the expected cost of times above the projected 1993 expense leveis, and the
providing these benefits during an employee’s working initial unfunded accumulated postretirernent benefit

life. Upon adoption of Statement No. 106, companies obligation will be in the range of approximately $3.5 billion
will be required to recognize the liability to current and to $5.0 billion at adoption. A substantial portion of the
retired emplovees either immediatelv or over a period increase would be related to the telephone subsidiaries.
not to exceed 20 vears. which are subject to rate regulation. Management is unable
Management s currently evaluating the finandal account- :mv?r:“h nrtny;mcmty what effects the future regula-
_ . A " . ) runent may have on the ulamate financal

ing tmpact of this accounting standard. [nitial estimates impact of the new lard

indicate that the related annuai expense, assuming 20-year ’

The components of property, plant and equipment—net are as follows:

Sessmber 31
a mithens 1990
Bui $ 24058
Outside aerial and underground facilities 10.998.5
Other telephone equipment 14.816.9
Furturure and office equipment 1.108.7 :
Capital leases 284.7 ;
Total deprecabie property, plant and equipment 293846 i
Less: accumulated deprecianon 10.786.5'
18.796.1
Add: Land 148.1
Plant under construction 7827
$19.7289

Total property, plant and equipment—net
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Interest rates and maturities on long-term debt outstanding are as follows:

n mitions Imterast Antes Matusitios

Refunding Mortgage Bonds: IRT-TL 1993-2006

6 R 20072014

Debentures: 45 ~31 1993-2006

CE L 2007-2018

897 —wm 2023-2031

Bn¢ v 2010

Notes (2T 1993-2008
Other

Unamornzed discount—net
Toul iong-term debt
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e T NN DAl STATEHENTS (continued)
Acriy A4, e Company offered a voluntary management early retirement

cam,  Tne impact onorne projected bemefit obligation was not

o g

s'gnirizant.  In dcrober 1791, &< part of agreements ratified by the Company
3na t: oaniins extending collecti.e bargaining agreements until August 5,
TSN Toe Dailestive Bargaining A?reement in Management's Discussiom and,
wnalvzis ot Resutts of Operations), NYNEX amended its nonmanagement pension
Sian UL provige an early retirement incentive, which increased the projected
cenefit cbligatiocn by $3113.4 millian, of which $34,2 mi(lion was expensed and

$77.2 miLticn was deferred, The expense associated with the nonmanagement
early reticement incentive was included in the charges for force reduction
crograms in the fourth guarter of 1991 (see Organizational Restructuring

‘nclucged 0 ranagement's Discussion and Analysis of Results of Operations),

The Company has discussed with its regulators a plan to recover deferred
pension Costs through the rate-making process (see Postretirement Benefits

Jther Than Fersions below).
Postretirement Benefits Jther Than Pensions

The Company provides certain health care and Life insurance benmefits for
retired employees and their families. Substantiatily all of the Company’s
employees may pecome eligitle for these termefits if they reach pemsion .
eligibility while working for the Company, Total costs of providing benefits
for retired employees and their families were $43.7, $50.8 and $44,.¢ mitlion
in 1992, 1991 and 1990, respectively.

During 1792 and 1991, under the provisions of the Omnibus Budget ,
Reconciliation Act of 1990, a portion of excess pension assets, totalling
$205 and $2%1 milliom, respectively, was transferred from the two NYNEX
pension plans to health care benefit accounts estahlished within the
respective pension plans, The funds were used for reimbursement of retiree
health care benefits paid by NYNEX guring the 1992, 1991 and 1990 tax vears
of which $38, $4¢ and 338 million, respectively, represented benefits paid by
the Company. In 1991, NYNEX established two separate Voluntary Employees
Jeneficiary Association Trusts (VEBA Trusts'), one for man nt and the
other for nonmanagement, to begin prefunding postretirement health care
cenefits, In 199¢ and (991, amounts equal to the excess pension assets
transferred were contributed to the VEBA Trusts. The assets in the VEBA
Trusts consist primarity of equity securities and fixed income securities.
The transfer of excess pension assets and the establishment of the VEBA
Trusts nad an insigmifigcant impact om the Company's results of operations ang

finangial position.

fhe Company will adoot Statement of Financial Accounting Standards No. 106,
“Employers' Accounting for Fostretirement Beggfwts Other Th.n—FQnsion$
("Statement No. 1047) effective Jamuary 1, 1993, Statement No. 106 will
change the current practicer of accounting for postretirement benefits from

-ecognizing costs as bemefits are pald to agcruing the expected cost of
croviding these benefits during an employee's working Life, n adootion of
Statement No., 104, the Company intends to recognize the transition obligation
for retired employees and the earned portion for active employees over &
ZUmyear paricd, 1t 1s astimated that 1993 ammual cost under
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NOTES TO FINANCIAL STATEMENTS (continued)

Statement No. 106 will be $135 mitlion, an incremental cost increase of
approximately $65 million over the current methgodology, and the initial
unfunded accumulated pastretirement benefit obligation will be $850 millien.
Amortization of the initial unfunded transition obligation, together with the
oNgoing annual expense recognized under Statement No, 106 1n excess of costs
recognized under the current methodology, will be offset by the effect of
actuarial assumption changes made under Statement of Fimancial Accountin
Standards No. 87, "Employers' Accounting for Pensions'' (''Statement No. 87'').

The Company has disgussed an accounting ptan with regulatory commissions in
each of the states in which it operates for the intrastate regulatory
accounting and rate-making treatment of pemsions and other postretirement
tenefits. The accounting plan allows_for the immediate adoption of
Statement No, 16 and Statememt No. 87 on a revenue requirement neutral
tasis, provides for the amortization of existing deferred pension costs
within 3 ten=year period and eliminates the need far additional deferrals of
Statement No. 8/ and Statement No. 1064 costs, This plan will be implementad
for the States of Massachysetts and Vermont, but its status in the States of
Maine, New Hampshire and Rhode Island is still pending., With respect to
interstate treatment, the FCC released an order in January 1993 stating that
costs recognized under Statement Na. 106 are nat exogenous costs and, .
therefore, 9o not warrant am upward rate adjustment under price caps at this
time. Management is unable to predict with any certainty what effects the
future regulatory environmert mgy have on the ultimate financial impact of

the rmew standard.
Fostemployment Benefits

In November 1972, the FASB issued Statement of Fimancial Acceunting Standards
No, 112, "Emplayers' Accounting tor Postemployment Bemefits' ('Statement Na,
1127). The Company is required to adopt this standard me Later than January
1, 1794, Statement No, 112 applies to postemployment benefits provided to
former or inactive emuloyees, their beneficiaries,

and covered dependents after employment but before retirement. )
Statemert No, 112 will change the Company's current methad of account1n$.for
postemplaoyment ben?fits from a combination of recognizing costs as benetits
are paid and accruing them upon termination of employment to accruing the
expacted costs of providing these benefits if certain conditions are met.

In the year of adoptiom, the initial effect of Statement No, 112 shoulc be
rez~gnized immediately and reported as an accounting change, Man T is
currently evaluating the financial impact of this accounting standard; the
:ffect of Statement No. 112 on the Company's results of operations and
financial position has not yet been determined. It has not yet besn
detarmined whether the regulatory authorities will permit amprtization of the
transition amount angd whether the transitiom amount will be accountsd for in
cperating expenses, Management 15 unable to predict with any certainty what
:ffects the future regqulataory environment may have on the financial impact of

this standard,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Fostretirement Bernefits uther Than Pensions

The Company provides certain health care and (ife insurance benefits for
retired employees and their families, Substantially all of the Company's
emcloyees may become eligible for these bemefits if they reach pension
eligibility while working for the Company. Total costs of providing benefits
for approximately 39,200 retired employees and their families were 3119.6,
371.6 and 363.1 million in 1992, 1991 and 1590, respectively,

buring 1772 and 1991, under the provisions of the Omnibus Budget )
Reconciliation Act of 1990, a portion of excess pension assets, totalling
32005 million and $281 mil(lian, respectively, were transferred from the two
NYNEX pension plams to health care benefit accounts established within the
respective pension plans, The funds were used for reimbursement of retiree
health care benefits paid by NYNEX during the 1992, 1991, and 1990 tax years,
of which $108 mitlion, $76 million and $49 million, respectively, represented
benefits paid by the Commany, In 1991, NYNEX established two separate '
Voluntary Employees' Ber.efieiary Association Trusts (''VEBA Trusts'), ome for
management and the other for monmanagement, and contributed amounts egual to
the excess pension assets transferred. The VEBA trusts were established to
begin prefunding postretirement health care benefits. The assets in the VEBA
trusts consist primarily of equity securities and fixed income securities,
The transfer of excess pension assets and the establishment of the VEBA
Trusts had an_ insignificant impact on the Company's results of operations and

financial position,

The Company wili adgpt Statement of Finmancial Accounting Standards No. 105,
Qnatoyers' Accounting for Postretirement Benefits Other Tham Pensions
("'Statement No. 106'") effective January 1, 1993. Statement No. 106 will

change the current practice of accounting for postretirement benefits from
recognizing costs as benefits are paid to accruing the expected cost of
Upon adoption of

providing these bemefits during an employee's working (ife. Unc tion .
Statement No, 106, the Company intends to recognize the transition obligation
for retired employees and the earmed portion for active employees over a
20-vear period. It s estimated that 1993 annual cost under Statement No,
106 will be $25Q miltion ang the initial unfunded agcumulated postretirement
benefit ohiigatiom will be $1.6 billion, Amortization of the initial
unfunded tramsition obligation, together with the ongoing annual expense
racognized urder Statement No. 106 in excess of costs recognized under the
current methodology, will be offset by actuarial assumption charges made
under Statement o1 financial Accounting Standards Ne, 27, 'Emeloyers’
Accaunting for Pensions’’ ('Statement No, 37'1),
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TES T U NSIUIDATED FINANCIAL STATEMENTS (Continued)

D

et wment cenet  tgootner Than Pensions (Continued)

42, the Comp. 1y submitted an accounting plan to the NYSPSC
unting and rate making treatment of pens1ons and other
“‘“tfﬁ ,rpmpnt benefits. The accounting plan allows for the immediate

Sle B oidh 2f Statement NoL 1M and Statement No. 87 on a revenue requ1rement
ﬂeutrat oasis, crovides for the amortization of ex1st1n2 deferred pension
t0Sts within a3 ten—year period and eliminates the need for additional
deferrals nf Statement No. 106 and Statement No. 87 costs, This matter is
pending. With respect to interstate treatment, the FCC released an order in
Jaruary 1f¢3 stating that costs recognized under Statement No, 106 are not
exogenous costs and, therefore, do not warrant an upward rate adjustment
under price caps at this time. Management is unable to predict with any
certainty what effects the future reguLatory environment may have on the
ultimate financial impact of the new standard.

i w—‘;:enbef 1,
oot regglatery accs

Postemployment Benefits

In November 1992, the FASE igsued Statement of Financial Accounting Standards
No, 112, EmpLOyers Accounting for PostemELoyment Benefits'' (''Statement No.
114“) " The Company is reqyired to adopt this standard no later than January
1, 1994, Statement No. 112 applies to postemployment benefits provided to
former or inactive emplayees, their benaficiaries, and couered dependents
after emzloyment but before retirement, Statement No, 12 will change the
Company's current method of accounting for postemployment benefits from a
vab1nat10n of racognizing costs as benmefits are paid and accruing them upon
termination of employment to accruing the expected costs of providing these

cenefits if certain conditions are met.

In the year of agoption the initial effect of Statement No. 112 should be
recognized immediately amd reported as an accountimg change, Management is
currently evaluating the fimancial 1mpact of this accounting standard; the
effect of Statement 112 on the Company's results of cperations and financiat
position has not yet beem determimed, It has not yet been determined whether
the regulatory author1twes witl permit amortizatiom of the transition amount
and whether the transition amount will be accounted for in opersting
expenses.  Managemsnt is unable to predict with any certainty what effects
the future regulatory envircmment may have =n the financial impact of this

\t af'\daf‘dc
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Actuarial Report

NYNEX Corporation

FAS 106 Valuation
Managemen: Plans

1993

Hewitt Associates




PREPARATION OF THIS ACTUARTAL VALUATION

AS OF JANUARY 1. 1993

NYNEX POSTRETIREMENT BENEFIT FLANS

FOR MANAGEMENT EMPLOYEES

This material has been prepared to present to management the
1993 accounting requirements for postretirement benefits other
than pensions as determined under the standards set forth in
the Statement of Financial Accounting Standards No. 106

(*"FAS 106"), Employers’ Accounting for Postretirement Benefits

Other Than Pensions.

In conducting the valuation, we have used personnel, asset,
claims and plan design information supplied by NYNEX
Corporation, and the actuarial assumptions and methods
described in the Actuarial Assumptions Section of this report.

The valuation has been conducted in accordance with generally
accepted actuarial principles and practices and in accordance
with our understanding of PAS 106.

HEWITT ASSOCIATES
Cn Ay . L)‘(’VP;

Anthony P. Yezzi
Fellow of the Society of Actuaries

July 21, 1993




TABLE OF CONTENTS

SUMMARY

ACCOUNTING REQUIREMENTS

PERSONNEL INFORMATION

PLAN PROVISIONS

HEALTH CARE CLAIMS DEVELOPMENT

ACTUARIAL ASSUNMPTIONS

OVERVIEW OF FAS 106

Page

10

17

21

30

Hewitt Associates




SUMMARY

3]
s



Accunmulated Postretirement
Benefit Obligation (APBO)}

Active
Retired
Total

Assets

Net Periodic Postretirement

Interast Cost

Expected Return on Plan Assets

Amortization of Transition Obligation

Total Cost

Estimated 1993 Annual Base Pay

Benafit Cost as a Percent of Annual Base Pay

Expected Benefit Payments

Personnel Information

Active
Retired
Total

ad1aExRY AATIAY AT IOV PR IR 2 SN S

January 1, 1993

$ 387,948,000
1,031,982,000
$1,419,930,000

$ 438,466,000

$ 16,573,000
116,354,000
(34,308,000)

59,851,000

$§ 158,470,000
$1,327,905,000
11.9%

$ 102,118,000

22,545
23,587
46,132

e

o paaa 1 Hewitt Associates

§
!
'
;
&
§

R EEL LB S SR Al o

FPPPEMTARCLIET - R T AP ST - NI



NTING REQUIREMENTS

ACCOU




ACCOUNTING REQUIREMENTS :

Reconciliation of FEE¢9QW§EEEE!:wQEEEEFXWE' 1993 ($000’s omitted)

The following is the reconciliation of funded status with the

amounts reported in the company’s financial statement. The
postretirement benefit obligations {(i.e., plan liabilities) are

shown as negative numbers.

Life
Health Care Insurance Total

Accumulated Postretirement
Benafit Obligation (APRO)
- Active

-- Fully Xligible $ (99,043) $ (19,150) $ (118,193)

-- Mot Fully Eligible (228,753) (41,002) (269,755)

-~ Total Active $ (327,796) §$ (60,152) $ (387,948)
- Retired (850,367) (181,615) (1,031,982)
- Total $(1,178,163) $(241,767) $(1,419,930)
Plan Assets at Fair Value 220,678 217,788 438,466
runded Status $ (957,485) $ (23,979) § (981,d64)
Unrecognized Transition (Asset)/ 1,173,034 23,979 1,197,013
Obligation

' Unrecognized Prior Service Cost () 0 0

Unrecognized Net (Gain)/Loss 0 0 0
Prepaid/ (Accrued) Post- $ 215,549 $ 0 $ 215,549
retirement Benefit Cost
Expected Benefit Payments $ 84,345 $ 17,773 $ 102,118

3415AAV.007/02 07/93 : i 2 PRGE. 2 Hewitt Asgociates




ACCOUNTING REQUIREMENTS (Continued)

Net Peri_ogic Postretirement Benefit Cost ($000’8s omitted)

Life
Health Cars Insurance Total
Service Cost H 13,429 $ 3,144 $ 16,573
Interest Cost 96,559 19,795 116,354
Expected Return on Plan {16,551) (17.757) (34,308)
Assets
Amortization of:
- Transition (Asset)/ 58,652 1,199 59,851
Obligaticn
- Prior Service Cost 0 0 [
- Actuarial (Gain)/Loss 0 0 0
Net Postretirement Benefit $ 152,089 $ 6,381 $ 158,470
Cost
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Schedule of Amortization Payments 8000°'s omitted)

&EQOUHTING_B;QP;?FME&?S “Tontinued)

. Health Care

Transition Obligation
Prior Service Cost
(Gain)/Loss Subject to

Amortigzation

° Life Insurance

Transition Obligation
Prior Service Cost
{Gain) /Loss 8Subject to

Amortization

AA1T1KAAV _OHNT /702

07793

Date Amount

Established  01/01/93
01/01/93 $1,173,034
N/A N/A

R/A N/A
01/01/93 $§ 23,979
N/A N/A

N/A /A

Amortiszation Amortization

Periocd Payment

20 $58,652

N/A N/A

N/A R/A

20 $ 1,198

N/A M/A

N/A R/A

Page 4 . HewittAssaciates
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FERSONNEL TNFORMATION

The actuarial valuation is based on the 1992 census data
provided by NYNEX for the actuarial valuation of the NYNEX
Pension Plans. In addition, information was provided on
taerminations in 1952 to update the active and retiree data. The
following identifies the groups covered by the FAS 106
valuation:

¢ All active employees eligible for participation in the NYNEX
Management Pension Plan axcept for temporary employees who
have worked less than 5 years.

£

* All service and disability pensioners from the NYNEX ?

Management Pension Plan including those retirees who elected i

a lump sum under the 1992 Force Management Plan or were 2
eligible for disability pensions pre-1976.

L
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II.

PERSONNEL INFORMATION Continued)

Personnel Characteristics of Active Employees as of
January 1, 1993

Average Average Years Average
Number Age of Service Entry Age
Male 12,917 43.3 18.6 24.7
Female 9,628 41.6 17.5 24.1
Total 27,545 42.6 18.1 24.5

Estimated average annual base pay per active employee is
$58,900.

Service and Disability Pensioners as of January 1, 1992

Avaerage Average Years Average Age
Number Age in Retirement at Retirement
Male 14,017 66.5 7.7 58.8
Famale 9,570 67.6 10.1 57.5
Total y 67.0 8.6 58.4

e
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PLAN PROVISIONS

¢« Effective Date

e Eligibility for
Participation

e Eligibility for a
Benefit

e Eligibility for Current
Plans

- Medical/Dental
Expense Plan

~ Flexible Benefit
Plans (Medical/
Dental)

LAl WIRE P T R L 2 Y] A" 107

January ., 1993.

Eligible to participate in NYNEX
Management Pension Plan.

Retirement with either a service
or disability pension as follows:

Service Pension

Years of
Age Credited Service
Any Age 30
50 25
55 20
60 15
65 10

Disability Pension

15 years of credited service with
total and permanent disability.

Retired pre-July 2, 1985.

Retired post-July 1, 1985.

"

Paaca 7 Hewitt Associates
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PLAN PROVISIONS (Cont inued)

Flex Medical Plan

Coverage
- Pre-Age 65

- Post-Age 65

« Coordination With
Medicare

e Company Contribution

- Pre-Age 65

- Post-Age 65

e Hospital Room and Board
and Miscellaneous

« Surgical
¢ In-House Doctor Visits
e Out-Patient Diagmostic

« Prescription Drugs

s Deductible

241 E2aYY AT /AN Ny 18%

Flaex Plan Options B, A, N, or HMO.

Option B with out-of-pocket
maximum of $1,500 per
person/$3,000 family or HMO.

Post-age 65 Medicare carve-out.

Flex credits adjusted annually
which vary by retiree health care
region.

Company paid with deductibles,
out-of-pocket maximum, and
coinsurance subject to change in
order to control company cost.

Comprehensive

Comprehensive
Comprehensive
Comprehensive

Comprehensive (100% over $5 if
mail order)

Option B:

$350 per person/$700 family
Option A:

$600 per person/$1,200 family
Option N:

$4,000 per person/$8,000 family

Dam~a O a o ibd Anmaniatacs




Flax Madical Plan (Continued)

PLAN PROVISIONS (Continued)

* Coinsurance

+ Out-of-Pocket Maximum
(including deductible)

¢« Lifetime Maximum

¢ Continuation of
Dependent Coverage
at Death of Retiree

A1 RARIF AN"T IAN

L Ay T T

Option B: B80%
Option A: 80%
Option N: 70%

Option B:
$1,400 per person/$2,800 family

Option A:
$1,800 per person/$3,000 family

Option N:
$7,000 per person/$10,000 family

$350,000 per person for charges
after eligibility for Medicare.
First $3,500 of benefits each vear
not applied to maximum.

Company paid coverage is extended
for six months after the death of
the retiree.

e A ot




PLAN PROVISIONS (Continued)

Medical Expense P}gg

Coordination With
Medicare

Company Contribution

Hospital Room and Board
and Miscellaneous

Surgical
In-Hospital Doctor Visits
Out-Patient Diagnostic

Praescription Drugs

Major Medical
- Deductible

- Coinsurance

- Qut-of-Pocket Maximum
(excluding deductible)

- Lifetime Maximum on
Major Medical

Continuation of
Dependent Coverage
at Death of Retiree

3415AAV.007/02 07/93

- . e i

Post-age 65 Medicare carve-out.

Company paid. However, a contri-
bution may be required from HMO
participants.

100% for 120 days (Major Medical
on excess).

95% (Major Medical on excess).

90% (Major Medical on excess).

100% of R&C

Major Medical (100% over $5 if
mail order).

1% of pension benefit (minimum
$25; maximum $150 per person,
family maximum three times
individual deductible).

80% of R&C.

$1,000 per person.

$250,000 per person; first $3,500
of benefits sach year not applied
to maximum.

Company paid coverage is extended
for six months after death of
retirees.

Hewitt Associates
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PLAN PROVISIONS (Conrinued)

Flex Dental Plan

N AATaaer AAM AN

Coverage

~ Pre-Age 65

- Post-Age 65
Company Contribution

-~ Pre-Age 65

- Post-Age 65
Lifetime Deductible

Coinsurance

- Routine

- Corrective

- Orthodontia

Annual Maximumsg for
All Non-Orthodontia

mAm s an

Flex Plan Options A, B, or C.

Option B.

Flex credits adjusted annually
which vary by retiree health care

region.

Company paid.

Option A:
None
Option B:
$50 per person/$150 family

Option C:
$50 per person/$150 family

Waived for routine preventive and
diagnostic care.

Option A: 100%

Option B: 100% of R&C

Option C: 100% of R&C

Option A: Not covered

Option B: Schedule

Option C: 75% of R&C but no less
than Schedule

Option A:

Not covered
Option B:

Schedule (lifetime mawximum
$1,500 per person)

Option C:
Schedule (lifetime maximum

$1,500 per person)

Option A: $250 per person
Option B: $1,250 per person
Option C: §$1,250 per person

AP £ 5 R N N '




PLAN PROVISIONS (Continued)

Dental Expense Plan

* Company Contribution

e Lifetime Deductible

» Coinsurance
- Routine
- Corrective
- Orthodontia
e Maximum Benafits

- Non-Orthodontia
{Annual)

- Orthodontia
(Lifetime)

Company paid.
$50 par person for corrective care
and orthodontia; waived for

routine preventive and diagnostic
care.

100% of R&C.
Schedule.*
Schedule. *

$1,250 per person (effective
January 1, 1994, $1,500).

Lifetime maximum $1,500 per person
(effective January 1, 1954,
$2,000).

*Schedule increases 5% effective January 1, 1994 and January 1,
1995 except periodontics which increases 10% effective

January 1, 1995.

-~ sammmas AA AN AR 1A

9 & 13 para: 124 Hewitt Asdciates
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PLAN PROVISIONS (Continued)

Medicare Part B Premium Reimbursement

« Employees Hired Post-
01/01/90

¢« Retired Post-07/01/85

+ Retired Pre-07/02/85

Life Insurance Plan

e« Initial Benefit

» Ultimate Benefit
e« Reduction Pattern
- Prior to Age 66

- At Age 66

e Annual Base Pay

e Company Contribution

A418AAYV . NN7 /02 N7 /Q7

No coverage.

$15.50 per month (retiree only).

$27.90 per month (retiree and
spouse) .

100% of annual base pay at retire-
ment rounded up to the next
$1,000.

50% of initial benefit.

No reduction.

Reduced beginning at age 66 in
five egual annual steps to 1/2 the
initial benefit at age 70 or
older.

Basic wage rate, annual
performance incentives, plus
incentive compensation (e.g.,
sales commissions). If incentive
compensation is used, it is based
on the average annual incentive
compensation paid for the 36-month
period prior to retirement.

Company paid.

- ace 13 Hawitt Assacites”
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HEALTH CARE CLAIMS DEVELOPMENT

Retiree health care costs for 1993 are based on actual 1993
company contributions to the flexible benefit plans and 1991
paid claims for the other retiree groups. Due to the size of
the claim base, no creditability or smoothing adjustments were
made in the rating process. This approach assumes that the
retiree claim base is representative of current and future
(with cost trend) plan costs. The 1991 claims cost was
*trendad” to 1993 based on the assumptions outlined in this
gaction.

¢ Flexible Benefit Plans - 1993 Company Contribution

- Pre-Age 65 Coverage

Medical Dental
Health Care Region (Per Month) (Per Month)
Greater New York City $358.36 $55.95
Greater Boston $334.68 §53.45
Other New England $244.92 $51.03
Other $247.24 $52.29
- Post-Age 65 Coverage
Medical
Total 1991 Paid Claims $1,483,071
Estimated Adjustment to True - 524,289

Age for Dependent Claims
Reported Based On Retiree Age

Adjusted 1991 Paid Claims $ 958,782
Average 1991 Covered Group + 1,154
1991 Average Paid Claim Per $ 803
Covered Participant

Trend (2 Years at 8.0% Per Year) x 1.1664
1993 Expected Cost Per Covered $ 937

Participant

Asaruarr AAT IAN N7 a2 Paca 14 Hewitt Adkociates .~
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HEALTH CARE CLAIMS DEVELOPMENT (Continued)

+ Medical Expense Plan

Medical

Pre-Age 65 Post-Age 65
Total 1991 pPaid Claims $14,743,622 $19,628,113
True Age for Dependent
Claims Reported Based On
Retiree Age
Adjusted 1991 Paid Claims $§17,527,993 $16,843,742
Average 1991 Covered Group + 5,666 + 17,241
1991 Average Paid Claims $ 3,094 $ 977
Per Covered Participant
Trend (2 Years at 13% and x 1.3334 x 1.3334
18%)
1993 Expected Cost Per S 4,126 $ 1,303

Covered Participant
Age Graded Rates

The claims rate for the medical expense plan has been estab-
lished separately for the under age 65 and over age 65 groups.
Actual costs will be influenced by age at retirsment and
overall aging of the retiree group. To recognize this in the
valuation, we used age-graded costs assuming increases as

L MR A SO TLERT e LB T 1 A R L WA S O MRt 1Y L ¢

follows:
Medical Expense Plan
Under Age 65 2.0% per year ;
Over Age 65 1.0% per year up to age 80 |

Page 15 Hewitt Associates
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HEALTE CARE CLAIMS DEVELOPMENT (Continued)

« Dental Plans (Flex Dental and Dental Expense Plan)

The following cost per participant was used for participants
in the Dental Expense Plan and post-age 65 participants in
the Flex Dental Plan.

Dental
Total 1991 Paid Claims $7,279,709*
Avarage 1991 Covered Group + 36,539*
1991 Average Paid Claims Per $ 199
Covared Participant
Trend (2 Years at 5% Per Year) x 1.1025
219

1993 Expected Cost Per Participant

*Claims and covered individuals include experience for the Flex
Dental Plan due to the inability to identify pre~ and post-age
65 dental claims for the flexible benefits program.

3445AAv.007/02 07793 Page 16 Hewitt Associates
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HEALTH CARE CLAIMS DEVELOPMENT (Continued)

e Administrative Cost

U SO Y

_._lgg_d_}_cal Dental

Total 1991 Administrative $3,431,709 $564,445 !
Cost !
Average Covered Retirees + 21,435 + 22,555 i
1991 Average Adminigtrative $ 160 $ 25

Cost Per Retiree

Trend (2 Years at 3.5% Per x 1.0712 x 1.0712

Year) :
1993 Administrative Costs $ 171 $ 27 '

Per Retiree

e

ag;mv -007/02 07/93 Page 17 Hewitt Associates
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ACTUARIAL ASSTMPTIONS

Demographic Assumptions

¢« Mortality Table
-~ Active
- Retiree

- Dependent

¢ Withdrawal
e Disability
e Retirement Age

e Plan Participation

¢ Dependent Coverage
- New Retirees
~- Male
-- Female

- Current Retirees

e Spouse Age

e HMO Participation

e Calculation Date

3415AAV.007/02 07783

See Table A.
See Table B.

1983 Group Annuity Mortality
Table.

See Table C.*
See Table D.
See Table E.*

All employees assumed to elect
coverage.

80%.
40%.

Based on current coverage
elected.

A wife is assumed to be three

years younger than her
husband.,

Cost of HMO participation is

assumed to be identical to
indemnity plans.

e
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ACTUARIAL ASSUMPTIONS (Continued)

Demographic Assumptions (Continued)

¢« Emplovee Data

~ Retirees

- Actives

3415AAV.007/02 07/93

The 1992 census data with 1592
FMP retirees added, was valued
as of January 1, 1992 anda
projected forward to

January 1, 1993 assuming no
actuarial gain or loss.

The 1992 census data, reduced
for all 1992 PNP separations,
was valued at January 1, 1993.
Temporary employees who have
less than 5 years of service
are excluded from the
calculation. The annual basge
pay for the life insurance
benefit was based on 1992 pay
projected to 1993 at 4.5%.
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ACTUARIAL ASSUMPTIONS (Cootinued)

Economic Asaumptiong

¢ Discount Rate 8.5%.

e Expected Rate of
Return On Plan Assets

(After-Tax)
- Health Care 7.5%.
- Life Insurance B.5%.
« Salary Growth 4.5%. :
e Medical Cost Growth ;
- Pre-July 2, 1985 Medical trend rate (see Table S
Retirees F). i
i
- Post-July 1, 1985 Medical inflation rate (see !
Retirees Table F). §
* Dental Cost Growth See Table F. ;
e Administrative Cost 3.5%. i
Growth !
¢ AT&T Reimbursement For all retirees with a
Pension Effective Date prior
to January 2, 1984, post-
retirement medical and dental
costs are reimbursed based on
& constant factor currently
equal to 11.11% of total
costs. !
H
i
i
|
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Present

Age

15
16
17
18
19

20
21
22
a3
a4

25
26
27
28
29

3415AAV.007/702 07/93

PROBABILITY OF PRERETIREMENT MORTALITY

TABLE A

Male

.0011
.0011
.0011
.0011
.0010

.0010
.0009
.0009
.0008
.0008

.0008
.0008
.0o008
.0007
.0007

.0007
.0007
.0007
.0007
.0008

.0008
.0009
.0011
.0012
.0013

Female

.0003
.0003
.0003
.0003
.0003

.0003
.0003
.0004
.0004
.0004

.0004
.0004
.0004
.0005
.0005

.0006
.0005
.0007
.0007
.0008

.0008
.0008
.0009
.0009
.0010

Praesent
Age

40
41
42
43
44

45
46
47
48
49

50
51
52
53
54

55
56
57
58
59

60
61
62
63
64

65
66
67
68
69

-

Male Female
.0015 .0010
.0016 .0011
.0018 .0012
.0021 .0013
.0024 .0015
.0027 .0017
.0030 .0019
.0034 .0021
.0038 .0022
.0041 .0024
.0045 .0025
.0050 .0026
.0055 .0027
.0061 .0030
.0068 .0033
.0075 .0037
.0083 .0040
.0092 .0044
.0102 .D045
.0111 .0053
.0121 .0058
.0132 .0063
.0143 .0068
.0154 .0074
.0165 .0080
.0177 .0086
.0190 .0093
.0202 .0101
.0215 .0110
.0228 .0119
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PROBABILITY OF WITHDRAWAL j

TABLE C

MALE PARTICIPANTS

Entry Service
Age 0 5 10 15 40 a5 f
15 .1040 .0130 .0072 .0050 .0029 .0020
20 .1041 .0152 .0070 .0049 .0020 .0012
25 -1042 .0230 .0109 .0040 .0012
30 .1010 .0199 .0110 .0022 .0003
35 .0949 .0140 .0082 .0013
40 .0891 .0122 .0023 .0008
45 .0843 .0113 .0008 .0007
50 .0815 .0059 .0007
55 .0761 .0007

FEMALE PARTICIPANTS

Entry Service :
Age L 5 10 15~ 20 25 ;
15 .0947 .0417 .0336 .0153 .0048 0036 !
20 .0947 .0436 .0253 .0138 .0046 .0010 f
25 .0936 .0453 .0158 .0096 .0030
30 .0903 .0298 .0096 .0040 .0007 ;
s .0858 .0136 .0080 .0007 '
40 .0806 .0080 .0047 .0035
45 .0741 .0067 .0005 .0025
50 .0708 .0165 .0106
55 .0696 .0246

3415AAV.007/02 07/93 a6 <& PRGR 23,  gHewitt Associges
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TABLE D

PROBABILITY OF DISABILITY

3
@
K]

Present Present /
Age Male Female ~_Age Male Female -
29 .0003 .0011 44 .0009 .0039 4
30 .0003 .0011 45 .0011 .0043 o
31 .0003 .0012 46 .0013 .0048 . 2
32 .0003 .0012 47 .0017 .0052 ;
33 .0003 .0013 48 .0022 .0057 3
34 .0003 .0014 49 .0027 .0062 1
35 .0003 .0014 50 .0032 .0068 -
36 .0003 .0015 51 .0038 .0075 4
37 .0003 .0015 52 .0043 .0080 )

38 .0003 .0017 53 .0051 .0086 g
39 .0004 .0021 54 .0064 .0092 i
&0 .0005 .0024 55 .0087 .0098 :
41 .0007 .0027 56 .0112 .0102 ;
42 .0007 .0032 57 .0139 .0110 :
43 .0008 .0035 58 .017 .0117 :

59 .0202 .0125

60 .0233 .0137

61 .0262 .0150

62 .0308 .0167 ;

63 .0356 .0188

64 .0411 .0217
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TABLE E

PROBABILITY OF RETIREMENT

MALE PARTICIPANTS

Entry Service
Age - A ) 11 30 35 0 a5 50
15 .012 .016 .085 .220 .300
20 .013 .062 .196 .300 1.000
25 .015 .041 .161 .300 1.000
30 .026 .126 .300 1.000
35 .036 .072 .300 1.000 _
40 .050  .300 1.000 *
45 .300 1.000 b
50 .300 1.000 i
55 1.000

FEMALE PARTICIPANTE

Entry Service
Age i5 20 Z3 30 ~ 35 av 45 50
15 .029 . 052 -116 .212 .300
20 .032 .101 .204 .300 1.000
25 . 040 .079 .181 .300 1.000
30 . 096 .161 .300 1.000
3s .126 .146 .300 1.000
40 .136 .300 1.000
45 .300 1.000
50 .300 1.000
55 1.000

3415AAV.007/02 07/93 Page 25 Hewitt Associates
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TABLE F

Employer Cost Growth

Net Medical

Trend Inflation Net Dental
Year Rate Rate Traend Rate
1993 16.0% 8.0% 5.0%
1994 14.0 8.0 4.5
1985 13.0 8.0 4.0
1996 12.0 7.0 3.5
1987 11.0 6.0 3.5
1998 10.5 5.5 3.5 :
1999 10.0 5.0 3.5 .
2000 9.5 4.5 3.5 }
2001 9.0 4.0 3.5 :
2002 8.5 3.5 3.5 t
2003 8.0 3.5 3.5
2004 7.5 3.5 3.5
2005 7.0 3.5 3.5 ‘
2006 6.5 3.5 3.5 !
2007 6.0 3.5 3.5
2008+ 5.5 3.5 3.5
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OVERVIEW OF FAS 106

Background

In Decamber 1990, the Financial Accounting Standards Board
finalized the accounting rules for postretirement benefits
other than pensions in Statement of Financial Accounting
Standards No. 106 ("FAS 106"). These rules, generally
effective for the first fiscal year beginning after

December 15, 1992, reqQquire employers to charge the cost of
postretirement benefits (most notably postretirement medical
benefits) against income over the working lifetimes of
smployees. This is in sharp contrast to the current practice
of expensing postretirement benefit costs only when the related
benefits are paid, which is after employees retire.

The new aexpense calculation considers expected future medical
costs, not just the cost of benefits today. It also includes an
accrual for all active employees, valuing the benefits they are
anticipated to receive in retirement based on the likelihood that

they will stay employed until eligible for postretirement
benefits.

The combined effect of projecting medical cost increases and
including the active work force produces a much larger expense
han that determined under the current practice of expensing

only current claims of current retirees.

Scope of FAS 106

FAS 106 applies to all postretirement benefits other than
pensions, including:

¢ Health care benefits--medical and dental,
+ Life insurance outside of pension plan, and

¢ Other welfare benefits--day care, legal services, housing
subsidies, tuition assistance, etc.

The statement applies toc any arrangement that is in substance a
postretirement benefit plan. It can be written or unwritten.

Substantive Plan

The accounting for postretirement benefits is based upon the

substantive plan, which is the plan as understood by the

employer and employees. Generally, it is the writtem plan, but

an employer’s cost sharing policies as evidenced by past

~ractice or communication to employees may differ from the
ritten plan.

3415)AV.007/02 07/93 Page 27 Hewitt Associates




OVERVIEW OF FAS 106 (Continued)

FAS 106 Terminology

EXPECTED FUTURE BENEFTTS CASH FLOW

EXPECTED POSTRETIREMENT OISCOUNT

BENEFIT OBLIGATION (EPBO)

S ————_————————————————————
ACCUMULATED POSTRETIREMENT FUTURE
BENEFIT OBLIGATION (APSQ) SERVICE COST

ASSETS AND UNRECOGNIZED FUTURE
RESERVES APSO SERVICE COST

* The Expected Postretirement Benefit Obligation (EPBO) is the
actuarial present value of all postretirement benefits
expected to be paid to each employee and his/her covered
dependents in the future. The calculation considers the
probability that the employse will remain with the Company
until retirement, the expected retirement age, and the
anticipated level of medical claims at that time.

The EPBO is not used directly in the expense calculation nor
is it disclosed. It is, however, a good measure of total

axposure.

* The Accumulated Postretirement Benefit Obligation (APBO) is
the portion of the EPBO that 1s attributed to employse
service rendered prior to the valuation date:

-- For retired employees and actives who have reached their
Full Eligibility Date, the APBO equals the EPBO.

-- For active employees not yet eligible for full benefits,
the APBO equals a pro rata portion of the EPBO based on
Years of service worked prior to the valuation date to
those expected to be worked at the Full Eligibility Date.

The APBO is used in the accounting calculations to establish
the plan’s funded status and to develop postretirement

benefit expense.

* The Transition Obligation is the unfunded and unreserved
portion of the APBO as of the date of initial application of
the accounting standards.

, §&J;dbh‘v007//3‘(_)}2 07/93 Page 28  pewitt Associates
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OVERVIEW OF FAS 106 (Continued) 3

« The Prior Service Cost is the increase or decrease in the
APBO due to a plan amendment subsequent to initial g
application of the accounting standards. The Unrecognized
Prior Service Cost is the portion of the Prior Service Cost
that has not been recognized as a part of annual expense.

¢ The Service Cost is one-year’s pro rata share of the EPBO
for current active employees. There is no Service Cost for
retireaes or active employees who have already met the
eligibility conditions for full benefits.

e« The Discount Rate is the interest rate selected as of the
measurement date to determine the present value of future cash
outflow of postretirement payments. FASB suggests that
employers should look to rates of return on high-quality,
fixed-income investments currently available whose cash flows
match the timing and amount of expected benefit payments.

e The Full Eligibility Date is the date at which an amployee has
rendered all service necessary to receive all of the benefits
axpected to be received by that employves.

+ fThe Attribution Period is the period to which EPBO is
assigned. It begins at hire date and ends at the employee’s

full Eligibility Date.

cgnponcnt: of Expense

The components of expense ("net periodic postretirement benefit
cost” using FAS 106 terminology) are:

» The Service Cost is the portion of the EPBO attributed to
employee service during the fiscal period (again, attributing
costs to full eligibility instead of over the whole service

period).

¢ The Interest Cost accounts for the increase in the APBO due to

the passage of time. It is calculated as interest on the
APBO, less interest on expected benefit payments.

e The Expected Return on Plan Assets accounts for the expected
earnings on certain plan assets set aside to provide benefits

under these plans.

34182AAV.007/02 07/93 Page 29 Hewitt Associates



OVERVIEW OF FAS 106 (Continued)

* The Transition Obligation is amortized on a straight-line
basis over the average remaining service period of active plan
participants, or 20 years if greater. Alternatively, an
employer can choose to recognize the transition obligation
immediately in the net income of the compliance year as the
effect of a change in accounting principle. Note that a
single method of transition must be used for all
postretirement plans. Also, any phase-in recognition may not
be less than pay-as-you-go accounting.

* The Prior Service Cost, if any, is generally amortized over
the remaining service to full eligibility of each plan
participant active on the date of the amandment.

e Any Unrecognized Gain or Loss exceeding 10% of the APBO is
subject to amortization. The minimum amortization is the
excess divided by the average remaining service period of

active plan participants.
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OVERVIEW OF FAS 106 (Continued)

Using the components above, the annual expense under FAS 106
equals:

(a) Service Cost; plus
(b) Interest Cost; minus
(c) Expected Return on Plan Assets, if any; plus

(d) Amortization (or one-time charge) of Transition Obligation;
plus
(e) Amortization of Prior Service Cost, if any; plus

(£) Required Amortization of {(Gains) or Losses.

il el 3 o

In the initial year of compliance, (e) and (£) will be zerxo.

Disclosure

The disclosure required by FAS 106 is quite extensive.
It includes:

« Description of substantive plan(s).

» Components of expense.

e Reconciliation of plan‘s funded status.

« Assumed health care cost trend rate ("inflation®).

« Economic assumptions used to develop costs.

« Effect of a one percentage point increase in inflation on:

The aggregate of the service and interest cost components
of expense, and

- “BO.

« Description of plan assets.

e Amount of gain or loss due to settlements/curtailments.

e Cost of providing special termination benefits.

3415AAV.007/02 07/93 Page 31 Hewitt Associates
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PREPARATION OF THIS ACTUARIAL VALUATION

AS OF JANUARY 1, 1993

NYNEX POSTRETIREMENT BENEFIT PLANS

FOR NON-MANAGEMENT EMPLOYEES

This material has been prepared to present to management the
1993 accounting requirements for postretirement benefits other
than pensions as determined@ under the standards set forth in
the Statement of Financial Accounting Standards No. 106

(*"FAS 106%), Emplovers’ Accounting for Postretirement Benefits

Other Than Pensions.

In conducting the valuation, we have used personnel, asset,
claims and plan design information supplied by NYNEX
Corporation, and the actuarial assumptions and mathods
described in the Actuarial Assumptions Section of this report.

The valuation has been conducted in accordance with generally
accepted actuarial principles and practices and in accordance
with our understanding of FAS 106.

HEWITT ASSOCIATES
(Ci\ }4a*"“7 &2 ;kaﬁ”

Anthony P. Yezzi
Fellow of the Society of Actuaries

July 21, 1993

"
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January 1, 1993
Accumulated Postretiremaent
Benefit Obligation (APBO)
Active S 748,473,000
Retired 1,887,340,000
Total $2,635,813,000
Assats $ 564,518,000
Net Periodic Postretirement
Benefit Cost
Service Cost $ 29,003,000
Interast Cost 217,284,000
Expected Return on Plan Assets (48,854,000)
Amortization of Transition Obligation 117,716,000
Total Cost § 315,145,000
Egstimated 1993 Annual Base Pay $1,747,999,000

18.0%

Benefit Cost as a Percent of Annual Base Pay

Expected Benefit Payments $§ 159,077,000

Paersonnel Information

Active 50,842
Retired 36,307
Total 87,149

e
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ACCOUNTING REQUIREMENTS

Reconciliation of Funded Status, January 1,

1993 ($000’s omitted)

The following is the reconciliation of funded status with the

amounts reported in the company’s financial statement.

The

postretirement benefit obligations (i.e., plan liabilities) are

shown as negative numbers.

Accumulated Postretirement
Benefit Obligation (APBO)

~ Active
-- Fully Rligible
-- Mot Fully Eligible
~- Total Active

~ Retired

~ Total

Plan Assets at Fair Value
runded Status

Unrecognized Transition (Asset)/
Obligation

Unrecognized Prior Service Cost
Unrecognized Ret (Gain)/Loss

Prepald/{Accrued) Post-
retirement Bsnefit Cost

Expected Benefit Payments

3415AAv.008/02 07/93

Life

Health Care Insurance Total
$§ (246,418) $ (21,962) $ (268,380)
(433,454) (46,639) (480,093)
$ (679,872) $ (68,601) $ (748,473)
{1,736,536) {150, 804) {1,887,340)
$(2,416,408) $(219,4085) $(2,635,813)
295,950 268, 568 564,519
$(2,120,458) $ 49,163 $(2,071,295)
2,403,479 (49,163) 2,354,316
0 o V]
¢ (4] [+]
$ 283,021 $ 0 $ 283,021
| ] 144,710 $ 14,367 $ 159,077

Page 2 Hewitt Associales



ACCOUNTING REQUIREMENTS (Continued)

Net Periodic Postretirement Benefit Cost ($000’s omitted)

Life

Health Care Insurance Total

Service Cost $ 25,341 $ 3,662 $ 29,003
Interest Cost 199,245 18,039 217,284
Expected Return on Plan (26,636) (22,218) (48,854)
Assets

Amortisation of:

~ Transition (Asset)/ 120,174 (2,458) 117,716

Obligation

- Prior Service cost 0 0 (4
- Actuarial (Gain)/Loss 0 0 0
Wet Postretirement Besnefit $ 318,124 $ (2,975) $ 315,149

Cost

3415AAV.008/02 07/93 Page 3 Hewitt Associates
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ACCOUNTING REQUIREMENTS (Continued)

Schedule of Amortization Payments ($000’s omitted)

Date Amount Amortization Amortization
Established 01/01/93 Period Payment
] Health Care
Transition Obligation 01/01/93 $2,403,479 20 $120,174
Prior Service Cost M/A N/A N/A N/A
(Gain)/Loss Bubject to N/A N/A N/A N/A
Amortization
° Life Insurance
Transition (Asset) 01/01/93 $ (49,163) 20 $(2,458)
Prior Sexvice Cost N/A N/A u/A H/A
(Gain)/Loss Subject to M/A N/A N/A N/A

Amortization

e
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PERSONNEL INFORMATION

v

The actuarial valuation is based on the 1992 census data
provided by NYNEX for the actuarial valuation of the NYNEX
Pension Plans. In addition, information was provided on
terminations in 1992 to update the active data. The following
identifies the groups covered by the FAS 106 valuation:

g —na,m!!:i

e« All active employees eligible for participation in the NYNEX
Pension Plan except for temporary employees who have worked
less than 5 vears.

Ll

e All service and disability pensioners from the NYNEX Pension
Plan including those eligible for disability pensions pre-

1976.

3415AAv.008/02 07/93 Page 5 Hewitt Associates



PERSONNEL INFORMATION (Continued)

I. Personnel Characteristics of Active Employees as of

January 1, 1993

Average Average Years Average
Number Age of Service Entry Age
Male 26,108 41.6 17.0 24.6
Total 50,6842 41.7 16.6 25.1

Estimated average annual base pay per active employee is

$34,381.

II. Service and Disability Pensioners as of January 1, 1992

Number
Male 12,544
Female 23,763
Total 36,307

3415AAV.008/02 07/93

Average Age

Average Average Years
Age in Retirement at Retirement
65.6 6.4 59.2
68.9 10.4 58.5
67.7 9.1 58.6
Page 6 Hewitt Associates
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PLAN PROVISIONS

e Effaective Date January 1, 1993.

e Eligibility for Eligible to participate in NYNEX
Participation Pension Plan.

« Eligibility for a Retirement with either a service
Benafit or disability pension as follows:

Service Pension

Years of
Age Credited Service
Any Age 30
50 25
55 20
65 10

Disability Pension

15 years of credited service with
total and permanent disability.

3415AAV.008/02 07/93 Page 7 Hewitt Associates



PLAN PROVISIONS (Continued)

Medical Expense Plan

s Coordination With
Medicare

e Company Contribution

- Retired Pre-1/2/92

- Retired Post-1/1/92

e Hospital Room and Board
and Miscellaneocus

¢ Surgical
+ In-Hospital Doctor Visits
« Out-Patient Diagnostic

e Prescription Drugs

e Major Medical

- Daductible

- Coinsurance

- Out~of-Pocket Maximm
({excluding deductible)

3415AAV.008/02 07/93

Post-age 65 Medicare carve-out.

Company paid. However, a contri-
bution may be required from HMO
participants.

Following maximum company
contributions based on 1991
bargaining agreement:

Coverage Pre-65 Post-65
Single $ 6,350 §2,180
Family $11,430 $4,360

No contributions will be due from
retirees before 1986. However, a
contribution may be required from
HMO participants.

100% for 120 days (Major Medical
on exXcess).

95% (Major Medical on excess).
90% (Major Medical on excess).
100% of R&C

Major Medical (100% over $5 if
mall order).

1% of pension benefit (minimum
$25; maximum $150 per person,
family maximum three times
individual deductible).

80% of R&C.

$1,000 per person.

Page 8 Hewitt Associates
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PLAN PROVISIONS (Continued)

Medical Expense Plan (Continued)

- Lifetime Maximum on $250,000 per person; first $3,500
Major Medical of benefits each year not applied
to maximum.

e Continuation of Company paid coverage is extended
Dependent Coverage for six months after death of

at Death of Retiree retiree.

e

3415MV. 008/02 07/93 Plg‘ 9 Hewitt Associates
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PLAN PROVISIONS (Continued)

Dental Expense Plan

¢ Company Contribution Company paid.
¢« Lifetime Deductible $50 per person for corrective care
and orthodontia; waived for
routine preventive and diagmostic
care.
s Coinsurance
~ Routine 100% of R&C.
~ Corrective Schedule.*
- QOrxthodontia Schedule.*
¢« Maximum Benefits
~ Non-Orthodontia $1,250 per person (effective
(Annual) January 1, 1994, $1,500).
~ Orthodontia Lifetime maximum $1,500 per person
(Lifetime) (effective January 1, 1994,
$2,000).

*Schedule increases 5% effective January 1, 1994 and January 1,
1995 except periodontics which increases 10% effactive

January 1, 1995.

e
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PLAN PROVISIONS (Continued)

Medicare Part B Premium Reimbursement

» Employees Hired After No coverage.
Return Date (11/20/89 -
12/04/89, depending on

local)
» Retired Post-01/01/90 $27.90 per month (retiree only).
¢ Retired Pre-01/02/90 $27.90 per month (retiree and
spouse) .
Life Insurance Plan
« Initial Benefit 100% of annual base pay at retire-
ment rounded up to the next
$1,000.
e Ultimate Benefit 50% of initial benefit.
¢ Reduction Pattern
- Prior to Age 66 No reduction.
- At Age 66 Reduced beginning at age 66 in

five equal annual steps to 1/2 the
initial benefit at age 70 or

older.

« Annual Base Pay Basic wage rate, annual
performance incentives, plus
incentive compensation (e.g.,
sales commissions). If incentive
compensation is used, it is based
on the average annual incentive
compensation paid for the 36-month
period prior to retirement.

« Company Contribution Company paid.

3415AAV.008/02 07/93 Page 11 Hewitt Associates
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EEALTE CARE CLAIMS DEVELOPMENT

Retiree health care costs for 1993 are based on retiree paid
claims for 1991. Due to the size of the claim base, no
creditability or smoothing adjustments were made in the rating
process. This approach assumes that the retiree claim base is
repraesentative of current and future (with cost trend) plan
costs. The 1991 claims cost was "trended” to 1993 based on the

assumptions outlined in this section.

e
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HEALTH CARE CLAIMS DEVELOPMENT (Continued)

Medical Expense Plan

Total 1991 Paid Claims

Estimated Adjustment to
True Age for Dependent
Claims Reported Based On
Retiree Age

Adjusted 19591 Paid Claims
Average 1991 Covered Group

1991 Average Paid Claims
Per Covered Participant

Trend (2 Years at 13% and
18%)

1993 Expected Cost Per
Covered Participant

Age Graded Ratas

Under Age 65

Over Age 65

3415AAV.008/02 0©07/93

Medical

Pre-Age 65

$39,932,837
+ 1,355,443

$41,288,280
+ 13,757
$ 3,001
x 1.3334
$ 4,002

Post-Age 65

$29,026,251

- 1,355,443
$27,670,808
+ 28,348
$ 976
x 1.3334
$ 1,301

Medical Expense Plan

The claims rate for the medical expense plan has been estab-

lighed separately for the under age 65 and over age 65 groups.
Actual costs will be influenced by age at retirement and
overall aging of the retiree group.
valuation, we used age-graded costs assuming increases as

follows:

To recognize this in the

2.0% per year

1.0% per year up to age 80

Page 13
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HEALTE CARE CLAINS DEVELOPMENT (Continued)

= Dental Expense Plan

Total 1991 Paid Claims
Average 1991 Covered Group

1991 Average Paid Claims Per
Covered Participant

Trend (2 Years at 5% Per Year)

1993 Expected Cost Per Participant

3415AAV.008/02 07/93

Dental

$6,195,216

+ 44,357

$ 140

x 1.1025

154

Page 14
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HEALTH CARE CLAIMS DEVELOPMENT (Continued)

o Administrative Cost

Total 1991 Administrative
Cost

Average Covered Retirees

1991 Average Administrative
Cost Per Retiree

Trend (2 Years at 3.5% Per
Year)

1993 Administrative Costs
Per Retiree

3415AAV.008/02 07/93

Medical

$4,494,273

+ 28,546

$ 157

x 1.0712

$ 168

_Dental

$754,183

+ 29,770

$ 25

x 1.0712

$ 27

Page 15
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ACTUARIAL ASSUMPTIONS

Demographic Assumptions

+ Mortality Table

- Active See Table A.
I - Retiree See Table B.
- Dependent 1983 Group Annuity Mortality
Table.
! e Withdrawal See Table C.*
' e Disability See Table D.
* Retirement Age See Table E.*
' e Plan Participation All employees assumed to elect
coverage.
' ¢ Dependent Coverage
- New Retirees
I -- Male 80%.
l -- Female 60%.
- Current Retirees Based on current coverage
elected.

A wife 1is assumed to be three
years younger than her
husband.

e Spouse Age

¢ HMO Participation Cost of HNO participation is
assumed to be identical to

indemnity plans.

¢ Calculation Date January 1, 1993.

*These tables represent a sample of the entire set of
assumptions.

3415AAV.008/02 07/93 Page 16 Hewitt Associates



ACTUARIAL ASSUMPTIONS (Continued)

Demographic Assumptions (Continued)

*+ Employee Data

- Retirees The 1992 census data was
valued as of January 1, 1992
and projected forward to
January 1, 1993 assuming no
actuarial gain or loss.

- Actives The 1992 census data, reduced
for all terminations through
October of 1992, which daid not
result in postretirement
benefit eligibility, was
valued at January 1, 1993.
Temporary employees who have
less than 5 years of service d
are sxcluded from the i
calculation. The annual base i
pay for the life insurance i
benefit was based on 1992 pay
projected to 1993 at 4%.

WA - AT

aw o ane

VN

ot n e ot et deras oo
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ACTUARIAL ASSUNMPTIONS (Continued)

Economic Assumptions

+ Discount Rate

+ Expectaed Rate of

Return On Plan Assets

(After-Tax)
- Health Care
~ Life Insurance
e Salary Growth
e Medical Cost Growth

« Dental Cost Growth

e Administrative Cost
Growth

¢« AT&T Reimbursement

3415AAV.008/02 07/93

8.5%.

9.0%.
a‘s*.
4.0%.

Medical trend rate (see Table
r)‘

See Table F.

3.5%.

For all retirees with a
Pension Effective Date prior
to January 2, 1984,
postretirement medical and
dental costs are reimbursed
based on a constant factor
currently equal to 11.11% of
total costs.

Page 18 Hewitt Associates



Present

TABLE A

PROBABILITY OF PRERETIREMENT MORTALITY

Age Male Female
15 .0011 .0003
16 .0011 .0003
17 .0011 .0003
18 .0011 .0003
19 .0010 .0003
20 .0010 .0003
21 .0008 .0003
22 .0009 .0004
a3 .0008 .0004
24 .0008 .0004
25 .0008 .0004
26 .0008 .0004
27 .0008 .0004
28 .0007 .0005
29 .0007 .0005
30 .0007 .0006
31 .0007 .0005
32 .0007 .0007
33 .0007 .0007
34 .0008 .0008
35 .0008 .0008
36 .0009 .0008
37 .0011 .0009
38 .0012 .0009
39 -0013 .0010

3415AAV.008/02 07/93

Present

Age

40
41
42
43
44

45
46
47
48
49

50
51
52
53
54

55
56
57
58
59

60
61
62
63
64

65
66
67
68
69

Male Female
.0015 .0010
.0016 .0011
.0018 .0012
.0021 .0013
.0024 .0015
.0027 .0017
.0030 .0019
.0034 .0021
.0038 .0022
.0041 .0024
.0045 .0025
.0050 .0026
.0055 .0027
.0061 .0030
.0068 .0033
.0075 .0037
.0083 .0040
.0092 .0044
.0102 .0049
.0111 .0053
.0121 .0058
.0133 .0063
.0143 .0068
.0154 .0074
-0168 .0080
.0177 .0086
.0190 .0093
.0202 .0101
.0215 .0110
.0228 .0119
Page 19
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TABLE B

PROBABILITY OF POSTRETIREMENT MORTALITY

Present Present
Age Male Female Age Male Female
30-45 .0313 .0218 75 .0463 .0281
46 .0265 .0180 76 .0504 .0311 ,
47 .0222 .0148 77 .0547 .0344 3
48 .0185 .0120 78 .0592 .0381 i
49 .0153 .0097 79 .0641 .0422 !
[
50 .0129 .0080 80 .0694 .0467 .
51 .0110 .0067 81 .0754 .0518 i
52 .0097 .0059 82 .0821 .0574 ;
53 .0090 .0055 83 .0899 .0638 :
54 .0087 .0054 84 .0986 .0709
55 .0087 .0055 85 .1082 .0786 ’
56 .0090 .0058 86 .1188 .0869 :
57 .0095 .0063 87 .1307 .0958 ;
58 .0101 .0067 88 .1435 .1052 .
59 .0108 .0072 89 .1574 .1155 :
60 .0116 .0077 90 .1726 .1269
61 .0125 .0082 91 .1887 .1398 :
62 .0135 .0087 92 .2059 .1547 ;
63 .0146 .0092 93 .2242 .1718 :
64 .0158 .0098 94 .2432 .1921 .
65 .0172 .0105 95 .2663 .2131 :
66 .0188 .0114 96 .2916 .2364 ;
67 .0206 .0125 97 .3184 .2623 i
68 .0228 .0138 98 .3478 .2910
69 .0253 .0152 $9 .3800 .3229
70 .0281 .0169 100 .4151 .3582
71 .0312 .0187 101 .4535 .3974
72 .0347 .0208 102 .4954 .4409
73 .0384 .0230 103 .5408 .4884
74 .0423 .0254 104 .5905 .5411
105 . 6447 .5994
106 .7038 .6640
107 .7684 .7356 ;
108 .8389 .8149 '
109 .9159 .9027
110 1.0000 1.0000
3415AAV.008/02 07/93 Page 20 . Hewitt%&*‘ates :




Entry
Age

15
20
25
30
35
40
45
50
55

Entry
Age

15
20
25
30
35
40
45
50
55

TABLE

PROBABILITY OF WITHDRAWAL

MALE PARTICIPANTS

Service
o 5 0 _I5 __40_ 25

.1870 .0280 .0112 .0080 .0049 .0050
.1851 .0252 .0110 .0079 .0060 .0042
.1573 .0180 .0099 .0060 .0042
.1340 .0199 .0090 .0062 .0033
.1189 .0150 .0062 .0043
.1131 .0182 .0073 .0038
.1134 .0143 .0038 .0007
.1126 .0089 .0018
.1042 .0108

FEMALE PARTICIPANTS

Sexvice
[0) 5 10 15 40 5
.2077 .0657 .0436 .0243 .0148 .0116
.1937 .0636 .0373 .0218 .0146 .0090
.1636 .0463 .0238 .0166 .0130
.1343 .0348 .0186 .0160 .0107
.1108 . 0256 .0160 .0117
.0926 .0230 .0137 .0075
.0811 .0197 .0145 .0106
.0788 .0176 .0156
.0747 .0316
07/93 Paaa 21 - *.-i_
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Present

Age

29
30
31
32
33

34
35
36
37
38

Male

.0003
.0003
.0003
.0003
.0003

.0003
.0003
.0003
.0003
.0003

.0004
.0005
.0007
.0007
.0008

TABLE D

PROBABILITY OF DISABILITY

Pragent
Fema{g __Age
.0011 44
.0011 45
.0012 46
.0012 47
.0013 48
.0014 49
.0014 50
.0015 51
.0015 52
.0017 53
.0021 54
.0024 55
.0027 56
.0032 57
.0035 58
59
60
61
62
63
64

RATL LVBRAAYV. 008202 07/93

Mals Famale
.0009 .0039
.0011 .0043
.0013 .0048
.0017 .0052
.0022 .0057
.0027 .0062
.0032 .0068
.0038 .0075
.0043 .0080
.0051 .0086
.0064 .0082
.0087 .0098
.0112 .0102
.0139 .0110
.0171 .0117
.0202 .0125
.0233 .0137
.0262 .0150
.0308 .0167
.0356 .0188
.0411 .0217
Paca 29




TABLE E

PROBABILITY OF RETIREMENT

MALE PARTICIPANTS

Bntry Service

Age 5 70 15 30 K1 10 5 50

15 .018 .027 .058 .116 .300

20 .020 .053 .108 .300 1.000

25 .015 .039 .088 .300  1.000

30 .026  .070  .300 1.000 ;
35 .042 .056 .300 1.000 :
40 .065 .300 1.000 4
45 .300 1.000 ‘
50 .300 1.000

55 1.000

FEMALE PARTICIPANTS

Intry Service
\ge 15 20 5 30 35 L {] 15 50
18 .051 .071 .116 .155 300
20 . 055 -104 -143 .300 1.000
25 . 051 .087 .126 .300 1.000
30 .085% .116 .300 1.000
35 -10% -110 -.300 1.000
40 .126 .300 1.000
45 .300 1.000
50 .300 1.000
55 1.000

"
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TABLE F

Employer Cost Growth

Net Medical Net
Trend Inflation Dental

Year Rate Rate Trend Rate

1993 16.0% 8.0% 5.0%

1994 14.0 8.0 4.5

1995 13.0 8.0 4.0

1996 12.0 7.0 3.5

1997 11.0 6.0 3.5

1998 10.5 5.5 3.5

1999 10.0 5.0 3.5

2000 9.5 4.5 3.5

2001 9.0 4.0 3.5

2002 8.5 3.5 3.5

2003 8.0 3.5 3.5

2004 7.5 3.5 3.5

2005 7.0 3.5 3.5 .

2006 6.5 3.5 3.5 i

2007 6.0 3.5 3.5 ¢

2008+ 5.5 3.5 3.5 3
t

S B amant e ks AR e L
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A

OVERVIEW OF FAS 106

Background

In December 1990, the Financial Accounting Standards Board
finalized the accounting rules for postretirement benefits
other than pensions in Statement of Financial Accounting
Standards No. 106 ("FAS 106"). These rules, generally
effective for the first fiscal year beginning after

December 15, 1992, require employers to charge the cost of
postretirement benefits (most notably postretirement medical
benefits) against income over the working lifetimes of
employees. This is in sharp contrast to the current practice
of expensing postretirement benefit costs only when the related
benefits are paid, which is after employees retire.

The new expense calculation considers expected future medical
costs, not just the cost of benefits today. It also includes an
accrual for all active employees, valuing the benefits they are
anticipated to receive in retirement based on the likelihood that
they will stay employed until eligible for postretirement

benefits.

The combined effect of projecting medical cost increases and
including the active work force produces a much larger expense
chan that determined under the current practice of expensing
only current claims of current retirees.

Scope of FAS 106

FAS 106 applies to all postretirement benefits other than
pensions, including:

* Health care benefits--medical and dental,

Life insurance cutside of pension plan, and

Other welfare benefits--day care, legal services, housing
subsidies, tuition assistance, etc.

The statement applies to any arrangement that is in substance a
postretirement benefit plan. It can be written or unwritten.

Substantive Plan

The accounting for postretirement benefits is based upon the
substantive plan, which is the plan as understood by the
employer and employees. Generally, it is the written plan, but
an employer’s cost sharing policies as evidenced by past
ractice or communication to employees may differ from the
written plan.

e
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OVERVIEW OF FAS 106 (Continued)

FAS 106 Terminology

EXPECTED FUTURE BENEFITS CASH FLOW

EXPECTED POSTRETIREMENT OISCQUNT

BENEFTT OBLIGATION (EPBO)

ACCUMULATED POSTRETIREMENT FUTURE *‘G
BENEFIT OBLIGATION {(APBO) SERWVICE COST . -~

ASSETS AND UNRECOGNIZED FUTURE
RESERVES APBO SERVICE COST

¢ The Expected Postretirement Benefit Obligation (EPBO) is the
actuarial present value of all postretirement benefits
expected to be paid to each employee and his/her coversd
dependents in the future. The calculation considers the
probability that the employee will remain with the Company
until retirement, the expected retirement age, and the
anticipated level of medical claims at that time.

The EPBO is not used directly in the expense calculation nor
is it disclosed. It is, however, a good measure of total

exposura.
* The Accumulated Postretirement Benefit Obligation (APRO) is

the portion of the EPBO that 1s attributed to employee
service rendered prior to the valuation date:

-~ For retired employees and actives who have reached their
Full Eligibility Date, the APBO equals the EPBO.

-- For active employees not yet eligible for full benefits,
the APBO equals a pro rata portion of the EPRO based on
years of service worked prior to the valuation date to
those expected to be worked at the Full Eligibility Date.

The APBO is used in the accounting calculations to establish
the plan’s funded status and to develop postretirement

benefit expense.

* The Transition Obligation is the unfunded and unreserved
'~ portion of the APBO as of the date of initial application of

the accounting standards.
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OVERVIEW orlgigr}gﬁ (Continued)

The Prior Service Cost is the increase or decrease in the
APBO due to a plan amendment subsequent to initial
application of the accounting standards. The Unrecogmized
Prior Service Cost is the portion of the Prior Service Cost
that has not been recognized as a part of annual expense.

The Service Cost is one-year’s pro rata share of the EPBO
for current active employees. There is no Service Cost for
retirees or active employees who have already met the
eligibility conditions for full benefits.

The Discount Rate is the interest rate saelected as of the

measurement date to determine the Dresent value of future cash
outflow of postretirement payments. FASB suggests that
amployers should look to rates of return on high-quality,
fixed-income investments currently available whose cash flows
match the timing and amount of expected benefit payments.

The Full Eligibility Date is the date at which an employee has
rendered all service necessary to receive all of the benefits
expected to be received by that employee.

The Attribution Period iz the period to which EPBO is
assigned.” It begins at hire date and ends at the employee’s

Full Eligibility Date.

Components of Expense

The components of expense ("net periodic postretirement benefit
cost" using FAS 106 terminology) are:

The Service Cost is the portion of the EPBO attributed to
employee service Auring the fiscal pericd {(again, attributing
costs to full eligibility instead of over the whole service

period).

The Interest Cost accounts for the increase in the APBO due to
the passage of time. It is calculated as interest on the

APBO, less interest on expected benefit payments.

The Expected Return on Plan Assets accounts for the dxpcctnd
earnings on certalin plan assets set aside to provide benefits

under these plans.

e
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OVERVIEW OF FAS 106 (Continued)

The Transition Obligation is amortized on a straight-line
basis over the average remaining service period of active plan
participants, or 20 years if greater. Alternatively, an
employer can choose to recognize the transition obligation
immediately in the net income of the compliance vear as the
effect of a change in accounting principle. Note that a
single method of transition must be used for all
postretirement plans. Also, any phase-in recognition may not

be less than pay-as-you-go accounting.

* The Prior Service Cost, if any, is generally amortized over
the remaining service to full eligibility of each plan
participant active on the date of the amendment.

* Any Unrecognized Gain or Loss exceeding 10% of the APBO is
subject to amortization. The minimum amortization is the
excess divided by the average remaining service period of

active plan participants.
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OVERVIEW OF FAS 106 (Continued)

Using the components above, the annual expense under FAS 106
agquals:

(a) Service Cost; plus
(b) Interest Cost; minus
(c) Expected Return on Plan Assets, if any; plus

(d) Amortization (or one-time charge) of Transition Obligation;
plus
(e) Amortization of Prior Service Cost, if any; plus

(f) ReqQuired Amortization of (Gains) or Losses.
In the initial year of compliance, (e) and (f) will be zaro.

Disclosure

The disclosure required by FAS 106 is Qquite extensive.
It includes:

* Description of substantive plan(s).

e Components of expense.

* Reconciliation of plan’s funded status.

* Assumed health care cost trend rate ("inflation").

* Economic assumptions used to develop costs.

* Effect of a one percentage point increase in inflation on:

~-- Tha aggregate of the service and interest cost components
of expense, and

- APBOQ

e Description of plan assets.

¢ Amount of gain or loss due to settlements/curtailments.

¢ Cost of providing special termination benefits.
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Introduction

In order to assist in responding to the FCC’s recent Order Designating Issues for Investigation,
the United States Telephone Association (“USTA") has asked us to provide a summary of our
prior analysis of the impact of SFAS 106 on GNP-P! and to provide an opinion as to the extent
to which that analysis should still be considered valid now that three years have passed since

the original study was issued and SFAS 106 has now been adopted by all companies for

whom it was required.
As discussed in this material, we believe that the actual impact of SFAS 106 on GNP-Pl was not
materially different than that estimated in our original analysis. Further, we believe that the

actual portion of the Price Cap LEC's additional cost due to the adoption of FAS 106 in 1993
that recovered through the GNP-PI was not materially different than that reported in our

original analysis.

The rest of this material reviews our prior analysis and discusses this conclusion in more
detail.
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Determination of Impact of SFAS 106 on GNP-PI

In our original study (“Analysis of Impact of FAS 106 Costs on GNP-PI”) issued in February
1992, we provided an analysis of what percentage of the additional costs incurred by Local
Exchange Carriers subject to Federal Price Cap regulations (hereinafter referred to as “Price
Cap LECs”) as a resuit of the Financial Accounting Standards Board’s Statement No. 106
(SFAS 106) would be reflected in the GNP Price Index (GNP-PI) and what percentage would

not be so reflected.

That study found that ultimately the increase in GNP-PI caused by SFAS 106 (0.0124%) would
provide for recovery of only 0.7% of the additional costs incurred by Price Cap LECs. This
result was produced by performing both an actuarial analysis and a macroeconomic analysis.
The actuarial and macroeconomic analyses were performed in a very conservative manner to
ensure that we did not understate the effect of SFAS 106 on the GNP-PI.

in addition to developing this basic result, the study included a sensitivity analysis to test the
robustness of the result. That sensitivity analysis lent further support to our finding that any
resulting increase in the GNP-P| would allow the Price Cap LEC’s to recover only a very small

fraction of their additional costs due to SFAS 106.

Subsequent to the submission of the study, we were asked by the FCC staff to extend our
analysis in two waysg, First, we were asked to develop a “best estimate” determination of the
impact of SFAS 106 on the GNP-PI; secondly, we were asked to extend our sensitivity analysis
to include every possible combination of parameter values regardless of how unreascnable or
internally inconsistent those combinations might be. We performed the additional analysis
and reported the results in a supplemental report issued in March 1993. In that report, we
found that on a “best estimate” basis, only 0.3% of the Price Cap LEC’s additiona! costs due to
SFAS 106 would be recovered as a result of increases in the GNP-Pl. As might be expected,
for some of the parameter combinations examined in the extended sensitivity analysis, the
percentage of additional SFAS 106 costs recovered through the GNP-Pl was higher than in the
original sensitivity analysis. However, even these higher vaiues indicated that only a small
fraction of additional SFAS 106 costs would be recovered through the GNP-PI. Moreover,
these higher values resulted only from extremely unlikely combinations of parameter values.
For example, the ten highest values were obtained only with a price elasticity of demand equal
to 3.0, and with a direct impact of SFAS 106 on labor costs in sector 2 of 4.5%. As discussed
in the March 1993 Supplemental Report, price elasticities of demand in sectors 1 and 2 are
almost surely less than 1.0, and our baseline value of 1.5 for this elasticity was chosen to guard
against understating the impact of SFAS 106 on the GNP-PI; a value of 3.0 for this elasticity is
too high to be taken seriously. Also the value of 4.5% for the direct impact of SFAS 106 on
labor costs in sector 2 is almost double the best estimate of 2.5% and is less plausible than the

baseline estimate of 3.0%.

$:/09903/98 ret/neuwip/rS731.wpd
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We want to emphasize that the original study was done in a very conservative manner and the
baseline result of that study (0.7% of the Price Cap LEC’s additional costs recovered through
GNP-Pl increases) is more than twice the value produced under a “best estimate” approach.
Pages 34-38 of the original study provide a detailed discussion of the conservative nature of
the analysis, including a discussion of tha rationale behind the choice of each actuarial and

macroeconomic parameter utilized in the study.

Additional Macroeconomic Effect of SFAS 106

Above and beyond the GNP-PI effect reported above, when the original study was done, our
macroeconomic model indicated that, in response to the impact of SFAS 106, the wage rate in
the national economy will, over time, reduce in relative terms by 0.93% (i.e., relative to what it
would have been in the absence of SFAS 106). To the extent that a Price Cap LEC could also
benefit from a relative reduction in its wage rate, this would help offset its increase in costs
due to SFAS 106. If a Price Cap LEC’s were able to achieve the full reduction of 0.93%, it
would finance 14.5% of its additional SFAS 106 costs. As discussed in our repor, this wage
rate reduction reflects the ultimate effect of SFAS 106 after all macroeconomic variables have
adjusted to their new equilibrium levels. This macroeconomic adjustment is unlikely to be
completed within a year, and may indeed take a few years to complete. Thus, during 1993, the
fraction of additional SFAS 106 costs financed by a relative reduction in wages is likely to be

less than 14.5% — perhaps substantially less.

Thus, even after complete macroeconomic adjustment has taken place, the combined effect
of the impact of SFAS 106 on the GNP-PI and on the wage rate would still leave 84.8% (i.e.,
100% minus 0.7% minus 14.5%) of the Price Cap LEC’s additional SFAS 106 costs
unrecovered. The original study also included sensitivity analysis on how much of the Price
Cap LEC's additional costs could potentially be recovered through the combination of
increases in GNP-PI and this wage rate effect. That analysis lent additional support to our
finding that 15.2% was a reasonable estimate of the fraction of additional costs that would be

recovered through the combination of both sources.

Again, in response to the FCC staff requests, the analysis of the impact of the combination of
GNP-Pl increases and potential wage rate reductions was extended to produce a8 “best
estimate” impact and a sensitivity analysis incorporating ail combinations of actuarial and
macroeconomic parameters. On a best estimate basis, we determined that 12.7% of the Price
Cap LEC’s additional costs would be recovered through the combination of GNP-P! increases
and wage rate reductions; the additional sensitivity analysis again confirmed our finding that
most of the Price Cap LEC's additional costs would not be recovered through the GNP-PI and

other macroeconomic effects.

S:/09903/96ret/neuwip/r5731 wpd
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Purpose of Sensitivity Analysis

As noted above, our original report (February 1992) contained a sensitivity analysis. At the
request of the FCC staff our March 1993 Supplemental Report contained additional sensitivity
analysis {while this sensitivity analysis broadened the range of parameter values considered,
many of these additional combinations of parameters were, as explained below, implausible.)
In order to interpret and apply the results of these sensitivity analyses, it is important to keep in
mind the purpose of these analyses and the conservative philosophy underlying their
implementation. We have already discussed that our conservative approach produced a
baseline calculation of the impact of SFAS 106 on GNP-P! that is larger than a caiculation
based on our best estimates. The comprehensive sensitivity analysis provides an additicnal
degree of comfort that the baseline resuits are, in fact, conservative.

The primary goal of the sensitivity analysis was to explore the robustness of our findings and
to illustrate the quantitative impact on our findings of various changes in the numerical values
of the inputs. The ranges of values used in the sensitivity analysis were not intended to
represent the ranges of plausible parameter values. Instead, our conservative approach led
us to choose ranges of values so wide they include all plausible values, and then some. To
guard against the risk of omitting some plausible values, we intentionally used ranges of
values so wide they include implausible values as well. As a consequence, some of the
extreme values of the calculated effect of SFAS 106 on the GNP-PI simply reflect implausible

values for inputs,

As discussed earlier, our March 1993 Supplemental Report contains a best estimate of the
impact of SFAS 106, as well as a conservative baseline estimate, and a comprehensive
sensitivity analysis. Our best estimate (p. 14) is that only 0.3% of the increase in the Price Cap
LECs’ costs due to SFAS 106 are recovered through the GNP-PI. This finding illustrates that
our baseline calculation of 0.7% is indeed conservative. The comprehensive sensitivity
analysis, which included input values that are clearly implausible, produced some resuits for
the impact on GNP-P! that are considerably larger. The sensitivity analysis considered three
different values of each of four different inputs to the macroeconomic model, two different
values of one input, and four different values of one input,’ and computed results using all 648

(= 3x 3 x3x3x2 x4) combinations of these values.

Finally, note that using two or more implausible values together heightens the degree of
implausibility. For example, suppose there is only a one in a hundred chance that the price
elasticity of demand is as high as 3.0 and there is only one in a hundred chance that the direct
impact of SFAS 106 on labor cost in sector 2 is as high as 4.5%. Then there is only one chance
in 10,000 that both vaiues together are appropriate. To reiterate, our sensitivity analysis ’

! Three values of the direct impact of SFAS 106 on labor costs in sector 2, 3 valuas of labor share in totai cost in sector 1;
3 values of labor share in total cost in sactor 2; 3 values of the fraction of labor employed in sector 2; 2 values of the

prica elasticity of demand; 4 values of the labor supply elasticity
$:/09903/95ret/nauwip/r5731 . wpd
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presents the results for all combinations of parameter values, including many combinations
too implausible to merit any attention.

Validity of Original Study

Based on the discussion above, it is clear that our original study was done in a conservative
manner, most likely overestimating the impact of SFAS 106 on the GNP-P!. [n addition,
comprehensive sensitivity analysis was performed to confirm the robustness of the result
against the possibility of error in estimating one or more of the economic or actuarial

parameters used in the study.

Three years have passed since the original study was issued. During that time, ali companies
providing postretirement welfare benefits adopted SFAS 106. Based on what we now know,
we believe our estimate of the impact of SFAS 106 on the GNP-PI? and of the percentage
recovery of the Price Cap LEC's additional costs incurred by their adoption of SFAS 106 is still
reasonable. Furthermore, the conservatism inherent in our original study gives us confidence
that the actual recovery of additional SFAS 106 costs through the GNP-P| when SFAS 106
became mandatorily effective in 1993 was not materially greater than the 0.7% in our baseline

results.
Respectfully submitted,

Peter J. Neuwirth, F.S.A., M.A.AA.

vy Bz

Andrew B. Abel, Ph.D.

Since our original report was issued, the measure used in the FCC's price cap methodology was changed from GNP-Pt
to GDP-PI. This change wouid have no impact on the results of our study. Not only does the formal mathematical
model ignore any distinction between GNP-P{ and GOP-P, the actual data {prasented in Table I} show only 8 minuscule

difference between these two measures of the overall price level.

Table 1: GDP-P1 and GNP-PI
pricaindex | 1988 1989 1990 1991 1992 1993
GDP-PI 104.0 108.6 1136 1181 121.8 125.5
GNP-Pt 104.0 108.6 113.6 118.1 121.8 125.4

Source: Survey of Current Business, August 1984. GDP-PI is from Table 7.1, p. 32, line 5, prica index, fixed 1987
waeights; GNP-P! is from Table 7.3, p. 40, line 5, price index, fixed 1987 weights.

S:/09903/95 revneuwip/r5731.wpd

Towers Perrin




UNITED STATES
TELEPHONE ASSOCIATION

Analysis of Impact of
FAS 106 Costs on GNP-PI

Jj

! February, 1982




UNITED STATES TELEPHONE ASSOCIATION
Analysis of Impact of SFAS 106 Costs on GNP-PI

February 18, 1992

win



BACKGROUND

Godwins has been engaged by the United States Telephone Association to perform
an analysis of the impact of SFAS 106 on the GNP-PI. In particular. Godwins was
asked to determine the extent to which the price cap mechanism utilized by the
FCC will reflect the impact of SFAS 106 and will enable Local Exchange Carriers

to recover their increase in total operating costs incurred due to their adoption

of the new accounting standard.

This report describes the results of that analysis and provides detailed
documencation of the data, methods, and assumptions utilized in the study.

Respectfully submitted,

Peter J. Neuwirth, F.S.A., M.A.A.A.

i 2 it/

Andrew B. Abel, Ph.D.
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I. EXECUTIVE SUMMARY

The purpose of this study is to datermins vhat parcentage of the additional costs
incurred by Local Exchange Carriers subject to Fedsral Price Cap regulations
(hereinafter referred to as "Price Cap LECs") as & result of the Financial
Accounting Standards Board's Statement No. 106 (SFAS 106) will be reflected in

the GNP Price Index (GNP-PI) and what percentage will not be so reflescted.

This study finds that ultimately the increase in GNP-PI caused by SFAS 106
(.0124%) will provids for recovery of 0.7% of the additional costs incurred by
Price Cap LECs. Other macroeconomic factors, principally an eventual adjustment
of the national wvage rate, account for recovery of an additional 14.58 of the
additional costs incurred by Price Cap LECs, leaving 84.8% of these additional

costs unrecoversd.

This study is presented in two stages: an Actuarial Analysis followed by a
Macroeconomic Analysis. The Actuarial Analysis uses demographic, econoaic and
bensfit program dats collectsd from sach Price Cap LEC to construct a composite
company (hereinaftar refarred to as "TELCO®) vhich reflects the characteristics
of the industry as a whole. This analysis finds that the impact of SFAS 106 on
the costs of the average employer in the economy is only 28.38 of the
corresponding impact on TELCO. The Macrosconomic Analysis which analyzes the
impact of SFAS 106 on the economy as a vhole finds that only 2.3% of the averags
employer’'s additional costs resulting from SFAS 106 is passed through to the GNP-

PI.

The table on the following page summarizes hov the ksy results of the study are
combined to darive the unrecovered proportion of the Price Cap LECs’ SFAS 106

costs.




Effects of SYAS 106 om TELCO’s Costs

(A) Impact on national average costs relative to TELCO's costs 28.3%
(from the Actuarial Analysis)

(B) Propertion of incresse in national average costs passed

through te GNP-PI
(from the Macroeconomic Analysis)

2.3%

(C) Proportion of TELCO's SFAS 106 cost increase reflected

in GNP-P1
(item (A) x item (B))

0.7%

(D) Proportion of TELCO's SFAS 106 cost increase offset by
other mscroeconomic adjustments, including the reduction

of the wage rats
(from the Macroeconomic Analysis)

14,58

(E) Proportion of TELCO’s SFAS 106 cost increase unrecoversd 84.8%
(1008 - izem (C) - item (D)) .

Actuarial Analysis

Even if one wers to take a conservative approach and assume that all SFAS 106
costs were passed through directly and completely to price increases and thus
into the GNP-PI, 1008 of sach Price Cap LEC's SFAS 106 costs would be reflected

in the GNP-PI, only if the following wers trus:

y The bensfits provided by the Price Cap LEC to its employees wvers at the
same level as those provided to all other employees in the sconomy.

¢ The benefits provided by the Price Cap LEC gave rise to the same relative
increase in total costs as for other employers when SFAS 106 is applied.




Bacause neither of the above statements is trus, the percentage of each Price Cap
LEC’'s SFAS 106 costs that will be reflected in the GNP-PI is far less than 100%.
Indeed, ve have determined that ignoring macroeconomic affects, only 28.3% of the
additional costs incurred by the average Price Cap LEC dus to SFAS 106 would bas
reflectead in the GNP-PI. This result was dsrived by the following steps:

* By utilizing demographic, sconomic, and benefit program data collected from
sach Price Cap LEC we constructed a composite company (hereinafter referred
to as "TELCO®") which reflects the characteristics of the industry as a

vhols.

* By utilizing a data base of plan provisions for retires medical plans
sponsored by 830 private sector employers (covering 19 million employess)
and our Benefit Lsvel Indicator ("BLI") methodology, we datermined how
TELCO's program comparsd to a "national average® benafit progras.

. Ue adjusted this comparative bensfit analysis to reflect specific factors
that would cause similar benefit programs to gensrate different levels of
SFAS 106 cost. In particular, we adjusted for:

- differences in demography (averags age, service, stec.)

- differences in vithdrawal and retiremant patterns

- differences in the nmumber and impact of current retiress

. differences in the extent of current pre-funding of benefits conducted

by TELCO and that of others.

. We then took account of the very large group of workers in the national
economy who ars not covered by any post-retirement program or ars covered
by a program that is not affescted by the FASB's rules. Their employers
will, by definition, incur no SFAS 106 cost for thea.




e We made two final adjustments to the comparative analysis due to economic

factors. In particular, we:

made an adjustment for differences betwsen per unit labor costs for

TELCO and for other employers, and

- made an adjustment for differences in the percentage of total ourput
represented by labor costs for TELCO and for other employers.

Putting together all of these factors, we find that the impact of SFAS 106 on the
costs of the average employer in the economy (including employers that do not
offer post-retirement health benefits and/or are not affected by FASB’'s rules)
is only 28.3% of the corresponding impsct on TELCO. In addition, the Actuarial
Analysis finds chat SFAS 106 directly increases labor costs by 3% for the average
exployer offering post-retirement health benefits covered by SFAS 106. This 3%
figure is an important input to ths Macroeconomic Analysis.

The purpose of the Macroeconomic Analysis is to determine the extent to which the
additional costs resulting from SFAS 106 would be passed through to an increase
in GNP-PI. The Macroeconomic Analysis utilizes a macroeconomic model developed
for Godwins by Professor Andrev Abel of the Wharton School of the University of
Pennsylvania to address this question. The Macrosconomic Analysizs finds that
only 2.3% of direct SFAS 106 costs of the average employer in the economy are
passed through to the GNP-PI. In addition, as a result of SFAS 106 the averags
vage rate in the economy would be 0.93% lower than it would have been in the

absence of SFAS 106.
Effeccs of SFAS 106 on TEICO‘s Costa

As noted, the ultimate purpose of the study is to determine the extent to which
GNP-PI reflects the additional costs incurred by the average Price Cap LEC
(1.e. TELCO) as a result of SFAS 106. The table shown on page 2 summarizes our
findings. Item (A) summar{zes the Actuarial Analysis which finds that costs of

b



the average company in the economy incresase by only 28.3% as much as TELCO's
costs increase as a result of SFAS 106. Becauss only 2.3% of the average
increase in costs is passed through to the GNP-PI (item (B)), only 0.7%
(1tam (C), 2.3% x 28.38) of TELCO's additional costs resulting from SFAS 106 ara
reflected {n GNP-PI. Thus, it would appear that 99.3% of TELCO's additional
costs are left unrecovered. However, the Macroeconomic Analysis finds that the
national wvage rate wvould sventually be 0.93% lower than it would have been in the
sbsence of SFAS 106. If TELCO wvers able to benefit from a similar reduction in
its wage rate, such s reduction would recover an additional 14.58 of TELCO's
direct SFAS 106 costs (item (D)). Taking account of the 0.7% recovery due to
GNP-P1 and the eventual 14.5% recovery dus to the adjustment of the wage rate
leaves 84.8% of TELCO's direct SFAS 106 costs unrescoversd (item (I)).




II. DEVELOPMENT AND SUMMARY OF RESULTS

We wish to establish vhat percentage of the average Price Cap LEC's SFAS 106
costs will be reflectad in the GNP-PI and hence what percentage will not be s0

reflected.

We begin with an actuarial analysis vhich proceeds in two steps. The first step
in the actuarial analysis is to construct a composite company vhich accurately
reflects ths characteristics and benefit plans of the average Price Cap LEC. The
second step is to determine the impact of SFAS 106 on this composits company
relative to the impact of SFAS 106 on other employers in the GNP on the
assunption that all sdditional costs ars passed on completely into the GNP-PI.
Following the actuarial analysis is s macroeconomic analysis to datermine the
extent to vhich the additional costs will, in fact, translate into higher prices
and, therefore, affect the GNP-PI.

Construction of Composite Company (*TELLCO®)

Actuarial, benefit, economic and damographic data were collected on eleven Price
Cap LECs. Dats included was for total Telephone Operations consistent with
amounts included on the 1990 ARMIS 43-02 for each Company. These data wers then
combined, treating each Price Cap LEC as if it were a division of the larger
combined company. The characteristics of this composits company ("TELCO®) ares

as follows:

Number of Active employses 613,193
Number of Retired employees: 294,482
1990 Averags compensation per employee: $38,533
1990 Total Revenue (in millions): $82,512.9
1990 Total Value Added (in millions): $61,338.4
Average Per Capita Claims Cost: $3.075
Average Age of Actives: 41.6
Average Sarvice of Actives: 16.6
-6-
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Impact of SFAS 106 op the Aversage Price Cep LEC Relative to its Impsct on All
Explovers in the GNP

There are 95.8 million private sector employees and 18.6 million public sector
employees in ‘GNP’, all of whoa (and their dependents) may incur medical charges
in retirement. Public sector employers, however, will not record SFAS 106

expense even where the entity sponsors a post-retirement madical plan (public

sector employers are not subject to FASB rules).

Of che private sector employees, 30.7 million are eligible to have a proporcion
of their charges in retirement met by their exployer’s medical plan (and which
plan is subject to SFAS 106), the actual proportion depending on the detailed
provisions of their employer's plan(s). It is this anticipated employer cost for
those employees that is reflected in SFAS 106 costs. The propertion of the
charges met is an effactive measure of the overall level of benefic provided by
a given plan. We will refer to it as the Benefit Lavel Indicator ("BLI"). Ve
must establish the average proportion of covered employees’ charges that will be

met collectively by their employers - the GNP BLI.

Separately we will calculate the average proportion of charges met by the average

Price Cap LEC - the TELCO BLI.

All other factors being equal (which they are not), the percentage of TELCO's
SFAS 106 costs that would be reflected in the GNP-PI would be represented by the

following ratio:

Benefit Level Indicator for the

BLI Ratio = GNP BLI =~ v
TELCO BLI Benefit Lavel Indicator for TELCO

However, this ratioc requires a number of adjustments:

¢ Adjuscment for differences in demography which will affect the SFAS 106
impact of a given program (Demographic Adjustment).
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Adjustment for the differing impact on SFAS 106 costs of current retirees
at TELCO compared with other employers (Current Retiree Adjustment) .

Adjustment for any differencas in the extent to which TELCO is pre-funding

icts post-retirement benefits compared to other employers (Pre-Funding

Adjustment).

Adjustment for employees not covered by post-retirement medical programs or
covered by programs for which SFAS 106 will not apply (Non-Covered

Eaployess Adjustmant).

Adjustmant for differsnces between per unitc labor costs for TELCO and for
other employers (Per Unit Labor Cost Adjuscment).

Adjuscaent for differences in the percentage of total output representad by
labor costs for TELCO and for other anplaycza {Labor Cost Percentage

Adjustaent).

Utilizing the-data, methods, and assumptions described in Section III, we have

determined the following values:

(1)

(2)

(3)

(4)

(5)

(6)

(7)

GNP BLI = .2568

TELCO BLI = .4390

BLI Ratio = .2568 + .4390 =« _583%0
Demographic Adjustment « . 5438
Current Retiree Adjustment = .9287
Pre-Funding Adjustment = 1.313

Non-Covered Employees Adjustment = 2684



(8) Per Unit Labor Cost Adjusctment = 1 3062

(9) Labor Cost Percentage Adjustment = 2.0832

(10) SFAS 106 Cost Increass Ratio = BLI Ratfo x (4) x (5) x (6) x (7) x
(8) x (9) = .2833

The SFAS 106 Cost Increase Ratic can be interpreted as meaning that, at most,
only 28.3% of the additional cost incurred by TELCO due to SFAS 106 will find its
vay into the GNP-PI because the average eaployer in the GNP will experience only

28.3% of the cost increasse that will hit TELCO.

mew“

Increase in the GNP-PI

The effect of SFAS 106 on the GNP-PI is calculated using a macroeconomic model
that has two sectors. In sector 1 employers do not offer post-retirement healrh
benefits, and in sector 2 employers do offer post-retirement health benefits.
The macroeconomic model treats the introduction of SFAS 106 as a direct increase
in the cost of labor facing employers in sector 2. The baseline calculations
using the wmodel calculate the {impact of SFAS 106 on the GNP-PI using the

following information:

(1) sector 2 accounts for 32% of private sector employment;

(2) labor costs account for 648 of total costs in sector 1 and in sector 2; and
(3) SFAS 106 directly increases labor costs by 3% in sector 2.

Based on these inputs, numerical solution of the macroeconcmic model indicates

that SFAS 106 will increase the private sector price index by 0.0138%.
To put this result in perspective ve calculate a back-of-the-envelope estimate

of the effect of SFAS 106 on the private sector price index as follows: a 3%
increase in labor costs raises total costs and prices in sector 2 by 1.92% (648




share of labor costs in total costs x 3% increass in labor costs) and thus raises
the private ssctor price index by 0.614% (1.92% increase in price in sector 2 x
0.32 share of sector 2 in private sector GNP). Thus, if all direct costs were
completely passed through in prices, and {f thers were no change in the amocunt
of labor employed and output produced by each employer, the private sector price
index would increase by 0.614%. However, taking account of the impact of labor
costs on the demand for labor, and the impact of price changss on the demand for
goods, cthe macroeconomic model finds that the private sector price index
increases by only 0.0138%. We defins the "passthrough coefficient" as the
increase in the price index according to the macroeconomic modsl divided by the
back-of-the-envelope price increase. In the baseline calculation, the
passthrough coefficient is 0.0225 (0.0138% + 0.6148). The passthrough
coefficient can be thought of as the percentage of national SFAS 106 costs that

will‘actuully be reflected in the private sector price index.

The GNP-PI covers prices of goverrment sector production as well as prices of
privace sector production, with the government sector accounting for 10.68% of GNP
and the private sector accounting for 89.4% of GNP. Because SFAS 106 doss not
apply to the government sector, the government component of the GNP-PI will not
be affected by SFAS 106. Therefore the increase in':ho GNP-PI equals 89.48 of
the increase in the private sector price index. This facter of 89 4% appliss
both to the back-of-the-envelope price increase and to the price increase
calculated by the macroeconomic model. Thus, the back-of-the-envelope increase
in che GNP-PI {s 0.549% (0.894 x 0.614%) and the increase i{n the GNP-PI according
to the macroeconomic model is 0.0124% (0.894 x 0.0138%). The passthrough
coefficient is 0.0225 (0.0124% + 0.549%) which is identical to the passthrough

coefficient for the private sector price index.

Resulcing Impact of SPAS 106 on TELCO Relative to its Overall Impsct om the

GRP-PI

As noted above, the average smployer in the GNP will experience only 28.3% of the
cost increase that TELCO vwill experience dus to SFAS 106. Furthermore, we have
seen that only 2.3% of the cost increase experienced by all employers in cthe GNP
will be passed through to the GNP-PI. From the intsraction of these factors we

ém’m'm‘__———

-10-




are able to conclude that only 0.7% of TELCO's SFAS 106 costs will be reflected
in the GNP-PI and that 99.3% of these additional costs will not be reflected in

this price index.

Additional Macroeconomic Effect of SFAS 106

In addition to the result reported above cur macroeconomic model indicares thac,
in response to the impact of SFAS 106, the wage rate in the national economy

will, over time, reduce in relative terms by 0.93% (i.e., relative to what it

would have been in the absence of SFAS 106). To the extent that TELCO could also

benefit from a relative reduction in its wage rate this would help to offset its

increase in costs dus to SFAS 106. If TELCO wers able to achieve the full

reduction of 0.93% this would finance 14.5% of its additional SFAS 106 costs.
As noted, this wage rate reduction reflects the ultimate effect of SFAS 106 and

would not necessarily fully occur in 1993 when SFAS 106 becomes effeccive.

Thus the combined effect of the impact of SFAS 106 on the GNP-PI and on the wvags
rate would still leave 84.8% of TELCO's additional SFAS 106 costs unrecovered.

-11- ,
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I1I. DETAILED DESCRIPTION OF ANALYSIS

Impact of SFAS 106 on the Average Price Cqp LEC Relative to its Izpact om All

Emplovers {n the GNP

This section of our report is a re-iteration of Section II but with considerably

more detail.

As noted earlier, eleven Price Cap LECs submitted data for this study. Each fira
informed us of its number of active employees and their average ages and sverage
service, and of the nuaber of its rectirses covered by employer subsidized Medical
Plans. We were also provided detailed descriptions of the Medical Plans for
Retired Employees and of the results of actuarial studies of the impact of SFAS

106 on expensing for these Plans.

Our data included s distribution by quinquenial age and service cells for 125,000
active employees, and we used the shape of this distribution for the valuations
needed for this report. The distribution was shifted as required, to fit the
known average age and average service for all of the Price Cap LECs. A census
was constructed from the adjusted distribution, which census represents the

typical Price Cap LEC,

A Benefit Lavel Indicator was determined for each Plan. As noted earlier, this
Benefit Lavel Indicator measures the rela:1v§ value of individual plans. The
methodology for calculating the Benefit Lavel Indicator for a given retires
wedical plan is discussed in detail beginning on page 12. The Indicators vere
averaged and a Plan with the average Benefit Lavel Indicator was used for this
study. As expected, the actuarial assumptions used for the calculation of the
impact of SFAS 106 differed from study to study.

-12-
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The discount rate was a single number for all but 1 of the 1l Price Cap LECs (an
equivalent uniform rate was proffered for the one exception) and the discount
rate for the composite firm, TELCO, was ctaken as the average of the individual
rates, weighted by number of active employees. Simple averages could not be used
for turnover assumptions or retirement decrements because such rates are one or
two dimensional arrays. Therefore TELCO turnover was derived by doing valustions
of a standard Plan using each firm’'s turnover rates, the TELCO census, and a
standard retirement age. The cturnover table for TELCO was taken from a
collection of standard turnover tables used for Pension Valuations, and was
selected as that table which when used with the TELCO censue, standard Plan and
standard retirement age gave the bestc agreement as to the SFAS 106 liabilities
as determined by the aggregation of individual firm’s actuarial studies.

The composite retirement age assumption for TELCO was derived by setting a
pattern for each firm, which pattern gave the same avarage ratirement age for an
employss attaining age 55, ignoring mortality, as given by the retirement age
assumptions used for the actuarial scudies. These patterns had one free
paraneter (the level rate to be applied for ages 55 to 61), and the composits
pattern was that pattern with the average value of the free parameter. TELCO's
trend rates vere derived using an analysis similar to that used for dotcrnining
TELCO's retirement rates. We used an ultimate trend rate equal to the avarage
of ultimate trends rates used in the actuarisl studies. We then determined a
value for an initial trend rate for each Price Cap LEC such that a declining
pattern of trend rates beginning with that initial trend rate and grading down
to the average ultimate trend rate gave the same present value for a 30-year
stream of projected claims payments as would be obtained by using the actual
trend rates assumed in that Price Cap LEC's actuarial study. The composite trend
assumption for TELCO was the pattern associated with the average initial trend
rate grading down to the previously determined average ultimate trend rate.
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Calculaciop of GNP BLI and TELCO BLI

We define the Benefit Level Indicator ("BLI") to mean the pctccn:ngc of total
medical claims incurred by an employer's retirees that will be reimbursed by the
employer’'s benefit program. This definition spplies only to the plan for which
the employer’'s active employees may become eligible and the BLIs are based only
on current levels of medical costs snd Medicare reimbursement. We consider only
current levels because the SFAS 106 requirement to value the "substantive" plan
suggests that it is reasonable to assume that plan provisions (e.g., deductiblas,
out-of-pocket maximums, etc.) will generally be projected (either explicitly or
implicitly) to stay consistent with aggregate cost levels. In general, the
liability for current retirees is already being expensed on a pay-as-you-go basis
and is a function of prior plan provisions. As noted sarlier, the impact of
current retirees on SFAS 106 costs is caken account of in the Current Retirse

Adjustment.

Thus, in order to calculate the BLI of a given employer’'s post-retirement medical
plan one needs the plan provisions and an anticipated frequency distribution of
medical charges broken down by type of charge and size of charge.

The calculation itself is very detailed, but relatively straight forward. For
each Cype and size of annual clais pre- and post-65 {e.g., hospltal charges
between $5,000 and $6,000 incurred before age 65), the plan’s provisions ({.s.,
deductible, coinsurance, etc.) are applied and a plan reimbursement amount is
calculated, allowing for any integration with Medicare benefits.

After all plan reimbursement amounts are calculated, the frequency distribution
is applied to calculats an overall averags reimbursesent ratio compared to total
medical charges. This ratio i{s then adjusted for the amount of raquired retirae
contributions called for by the plan. The result is the net BLI. Because of the
significant differences batween plan provisions that apply to retirees pre- and
post-65 (Medicare integration, contribution levels, etc.), two BLIs ars
calculated, pre- and post-65. Thess two BLIs are then veightsd to generate an

oversll BLI for the employer.
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As noted above, the calculation of an employer’s BLI requires both a data base
of employer plan provisions and a detailed medical claims distribution. With
respect to plan provisions, we have utilized a data bass of over 1,000 eaployers
which includes 830 employers who sponsor post-rstirement medical programs. For
each of these employers, we have detailed plan provisions which include for pre-
and posc-65 coverage for each type of medical charge (surgery, hospital,

physicians, drugs, etec.):

* Eligibility requireoents

° Deductible

° Coinsurance

° OQut-of-pocket maximums

* Plan reimbursement maximums (annual and lifetime)

* Required contributions for amployee and dependent coverage

* Type of Medicare Integration

The data bass includes only limited information on dental coverage and no
information on post-retirsment life insurance. The datsa base itself is comprised
mostly of large employers with over 1,000 enployees and {s distribuced throughout
all six of the major induscry categories outlined by the General Accounting
Office in its recent survey of the prasvalence of post-retirsment medical
programs. In total, the data bass covers approximately 19 million of the
estinated 38 million employees wvho work for employers vho sponsor post-retirement
medical programs. A summary of the data base appears in Appendix A.

With respect to the distribution of medical claims, we utilized a discribution
based on the actual 1990 experience of 39,436 retirees (pre- and post-65) covered
by employer sponsored post-retirement medical plans administered by one large
national insurance company. The data includes detailed breakdowns of claim
amounts by size and type of claim. It covers plans throughout the United States
and, to our knowledge, does not havs any geographic or industry bias.

To derive GNP-BLI, Benefit Level Indicators were calculated for each employer in

the data base, then a comparison vas made betveen our data base of large employer
plans and the employers whe make up the GNP. In making that comparison, we
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utilized information from the United States General Accounting Office March 1990
Report on "Extant of Companies Retiree Health Coverage", including unpublished
supporting dats obtained directly from the GAO staff. In particular, average
BLIs by industry (weighted by number of employees) were determined from our daca
base. These average BLIs were then veighted by the percentages of covered
employees working in each major industry as determined by the GAO survey. These
weighted values were then averaged to come up with BLIs for the GNP for pre-65
and post-65 coverage separately. The pre- and post-65 BLIs were then weighted,
based on the avarage demographics and retirement experience of the national

workforce, to produce GNP-BLI.

TELCO in total sponsors 18 post-retirement medical programs (i.e. one or mors for
each of the Price Cap LECs). The same BLI calculation process described above
was utilized to determine the pre- and post-65 Benefit Lavel Indicacors for eaﬁh
of the 18 employee groups. These 18 sets of BLIs were then combined on an
employee weighted basis to derive pre- and post-65 BLIs for TELCO as a whols.
The pre- and post-65 BLIs were then weighted and combined on the basis of
national average demographics and retirement patterns to produce TELCO BLI. The
numerical derivation of GNP BLI and TELCO BLI is outlined below.

Calculation of Benefit lavel Indicator faor Averszs Emolever im ONP
2 EEmmma e D B LA T Y L R TANCAL YRR TERT A o

1. Calculate pre- and post-65 BLIs by industry from dats base.

Induscry Ere-65 BLI  Post-65 BLI
Mining & Manufacturing, ecc. .7232 .2340
Construccion .7758 .0604
Transporcacion/Utilities .7974 .2643
Retail .4730 .0603
Finance/Insurance .6721 .1926
Consumer Services 5771 L1267
-16-




2. Calculate industry weighced average BLIs using induscry weightings from GAO
study. (See Appendix A for industry weightings from GAO study)

Induscry Weighted Average BLI Pre-65 - .6898
Posc-65 - .2008

3. Calculate GNP BLI based on national demographics (retirement age = 63).
(See Appendix B for methodology for determination of pre- and post-65

weightings)

GNP BLI = .2568

Calculacion of Renefic level Indicator for TELCO

1. Calculate pre- and post-65 BLIs for each plan sponsored by TELCO:

Weighted Average Benefit Level Indicators for TELCO

Pre-65 - .8295
Pogt-65 - .3885

2. Calculate TELCO BLI based on naticnal dcaogtiphia::

TELCO BLI = .4390

Calculacion of Demographic Adiustment

Even if the Benefit Level indicators of the GNP were equal to that of the average
Price Cap LEC (i.e. if GNP BLI were equal to TELCO BLI), they would not
necessarily gensrats the same anticipated retiree claim cost per active smployes.
If TELCO employees exhibit differant turnover than other smployess in the GNP,
a different percentage of TELCO's saployees will reach retirement. This will
result in a different retiree claim cost per active employee. As can be seen
from Appendix A, TELCO will in fact utilize lower rates of turnover than those




used by other eaployers in decermining SFAS 106 costs. Because of this an
adjustment of .7788 (Turnover rate adjustment) will need to be applied to the BLI

ratio.

Furcthermore each §1 of TELCO anticipated claim cost will not translate intoc the
same amount of SFAS 106 cost as will each $1 of anticipated retiree claim cost
in the GNP. This will be due to two types of demographic differences between

TELCO and the GNP. In particular:

° TELCO employses are older and have more past sarvice than those in the CNP.

° TELCO employees tend to retire at earlier ages than is true throughout the

nactional economy.

The extent of these differences is illuscrated in Appendix A, and will give rise
to the following additional adjustments to the BLI ratioc:

Adjuscment due to age and past service differences = .8528 (age/service

ad jusrcment)
Ad justment due to earlier retiremencs among TELCO employees = .8188 (recirement

racte adjuscment)

The total demographic adjustment is derived as (turnover race adjuscment) x

(age/service adjustment) x (retirement race adjustment):

Demographic Adjustmenc = .7788 x .8528 x .8188 = .5438
The specific methods and assumptions utilized in the derivation of the above
adjuscaent are described in Appendix B. In developing this as well as all future

adjustnents methodology was eaployed to ensure that no "double counting® of

effects occurred.
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Calculation of Current Retiree Adjuscpmenc

Because a significant portion of SFAS 106 costs will arise due to the
amortization of the liability for current ratirees we must allow for the
possibilicy that the relative SFAS 106 cost impact of these current retirees will
be different for TELCO than for the GNP. In order to address this, we calculated
and compared the average current retiree benefit cost per active employee for
TELCO and for the GNP (using for the GNP only the 30.7 million active employees

who generate SFAS 106 costs).

For TELCO the average claim cost per current retiree is $3,075 while for the GNP
it is $1,802. Furthermore the ratio of current retirses to active employees at
TELCO is .4802 compared with .1726 for the GNP. Thus the ratic of current
retiree cost per active employee of the GNP to that of TELCO is (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If the BLI ratio after applying Demographic Adjustment was also .2106 then no
further adjustment would be required. However, the BLI ratio after the
Demographic Adjustment is .3181 (.5850 x .5438). Current retirees at TELCO
represent 21.09% of the increase in costs due to SFAS 106 and active eaployess

represent the other 78.91%. Taking this into account, we calculate:

Current Retiree Adjustment = .7891 + (.2109 x .2106 + .3181) = .9287.

Calculacion of Pre-funding Adjuscment

Thus far we have assumed that the increase in labor costs due to SFAS 106 for
both the GNP and TELCO will equal expense calculated under SFAS 106 minus claim
cost for current retirees (i.s. current "pay as you go" cost). If, however,
either TELCO or employers in the GNP have been funding and/or accruing expense
for post-retirement medical benefits in excess of "pay as you go" cost, then an
adjustaent must be made. In fact several of the Price Cap LECs have accumulated
and are continuing to accumulate assets in trust to pay future post-retirement
medical benefits. Therefore the increase in TELCO's labor costs due to SFAS 106
will be less than it would be had no pre-funding taken place. By making the
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conservative assumption that no similar accumulation of assets is taking place
in the GNP, we calculate an adjustment equal to the increase in TELCO's labor
cost if ne pre-funding was taking place divided by the increase in TELCO's labor
cost taking into account both accumulated assets and ongoing annual pre-funding

contributions. Specifically the adjustment was determined as:

(1991 TELCO SFAS 106 Cost assuming no prior funding - 1991 projected claims
payment) + (1991 TELCO SFAS 106 Cost racegnizing prior funding - 1991
projected claims payment + additional 1991 funding costs).

Therefore, expressing all amounts in Smillions:

Pre-funding Adjustment « (2,858.4-905.5) + (2,693.1-1,205.8) - 1.313

Calcylation of Nop-Covered Eaplovees Adjustment

Thus far, ve have developed a BLI ratio and a set of adjustments that relate to
those employees who generate SFAS 106 costs. We must still adjust this ratio to
reflect the fact that while TELCO extends its post-retirement medical progranms
to its entire workforce, there are employers in the GNP who provide benefits to
only a portion of their workforce and many enployers who do not provide any post-
retirement medical benefits at all. Finally, ve must allow for public sector
employees, none of whom generates SFAS 106 costs. In fact, the Non-Coversd
Employse Adjustment is simply the percentage of all employees in the GNP who
could become eligible for post-retirement medical benefits prograns sponsored by
their employers which are subject to SFAS 106.

As can be seen in Appendix A, the US Ganeral Accounting Office performed a
detailed survey in 1990 to determine the extent of post-retirement medical
coverage provided by US employers in the private ssctor. The study concluded
that of the 95.8 million private sector employees, 38.5 million work for
employers who provide post-retirement medical benefits, but only 30.7 millfon of
these 38.5 million employees could actually become eligible for benefits affected
by SFAS 106, with the remaining 7.8 aillion being ineligible because they work

for non-covered subsidiaries, work in non-covered Jjob classes, or are covered by
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multi-employer plans which are not subject to SFAS 106. Since government
entities are also not subject to SFAS 106 (but are part of GNP), we must adjust
for all public sector employees who number 18.6 million. Thus we calculate:

Non-Covered Employees Adjuscment = 30.7 + (95.8 + 18.6) = .2684

Calculation of Per Unit Labor Cogt Adiustment

Adjustments made thus far have taken account of the fact that eaployers with the
sane Benefit Level Indicator may have different SFAS 106 coscts pPer esmployee.
However, even if SFAS 106 costs per eaployee were the same, labor costs per
employee may not be and thus the relative impact of SFAS 106 on per unit labor

costs may not be the same.

In fact, the labor costs per employss are significantly higher at TELCO than for
other employers in the GNP. This i{s due, in part, to demographic differences but
is also dus to the different mix of skilled and unskilled workers at TELCO
comparsd to the average mix {n the GNP. As shown in Appendix A, TELCO's total
annual compensation per employse is $38,533 aa compared to the national averags
of $29,500. Therefore, to reflect the fact that sach $1 of 'per employss SFAS 106
cost will represent a smaller portion of total labor costs for TELCO than for the

GNP, we calculates,

Per Unit Labor Cost Adjustment = 38,533 + 29,500 = 1.3062

Calculation of Labor Cost Percentage Adiustment

Even after applying the Per Unit Labor Cost Adjustment we must address the
possibility that the percentage of output represented by labor costs may differ
between TELCO and the GNP. If this is so, then even if SFAS 106 had the same
percentage impact on the labor costs of both TELCO and the GNP, there would be
a difference in its impact on the total costs of each. Unlike the explicit
nature of the calculation of the other Adjustments, the Labor Cost Percentage
Adjustment has to be calculated implicitly as explained below.




For the economy as a whole output is synonymous with value added (which is total
revenue minus the cost of purchased inputs) and labor coscs represent 64.27% of
total output. For TELCO output consists of the cost of goods plus value added:
the cost of goods is 25.7% of output and value added is 74.3% of output. Labor
costs at TELCO are $23,623.7M and represent 38.5% of value added.

The impact of SFAS 106 on TELCO's costs is both direct and indirect. The direct
impact is the increase in TELCO's own labor costs: the indirect impact is the
effect on the labor costs of TELCO's suppliers which is passed on in the prices

they charge TELCO for goods.

Before calculating Labor Cost Percentage Adjustment we calculate the
Adjusted BLI Ratio « BLI Ratio x all Adjustments
- .5850 x .5438 x .9287 x 1.313 x .2684 x 1.13062

- 21360

This Adjusted BLI Ratio can be interpretsd as nsaning that for every parcentage
SFAS 106 incresses TELCO‘s own labor costs it will increase the

point by which
labor costs of the average company in the GNP by 13.608% of a percentage point.

On the assuaptions that TELCO's suppliers are like the average company in the GNP
and chat all additional costs will be passed through completely into prices (and
into the GNP-FI) an increase of one percentags point in TELCO's own labor costs

will increase TELCO's overall costs:

- by 1% of 38.5% of 74.3% of output ~ .2861% of output
in respect of its own labor costs, and
(1.e., 18 of the percenc of output represented
by TELCO’s labor costs)

- by .1360% of 64.27% of 25.7% of output = _.0225% of output
in respect of its suppliers’ prices
(1.e.. by .1360% of the percent of output
represenced by TELCO's suppliers’ labor coscs)

- for a total of . 3083% of ocutput
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The corresponding increase in the GNP-PI will be
.1360% of 64.27% of output =_.0874% of output

Thus che GNP-PI would reflect only .0874 + 3085 or 28.33% of the additionsl
costs incurred by TELCO due to SFAS 106. The Labor Cost Percentage Adjustment

has increased the factor of .1360 to a factor of .2833 thus:

Labor Cosc Percentage Adjusctment = .2833 + .1360 = 2.0831
an _Increase in the GNP-PI
In this section we describe the results obtained from 4 nacroeconomic nqdcl

developed to calculate the impact of SFAS 106 on the GNP-PI.

Motivacion for the Macroeconomic Model

The macroeconomic model we use sllows us to calculate the impact of SFAS 106 on
prices in all sectors as well as the effact on the overall GNP-PI. We can get
a simple view of how the price level is affected, as well as an appreciacion of
the need for a macrosconomic model, by first considering & "back-of-the-envelope*
calculation of cthe effects of SFAS 106 on the price lavel. To maka the
interpretation of the calculstion as simple as possible, suppose that in the
absence of SFAS 106 the GNP-PI would remain constant over time; that is, the rats
of inflation would be zero. Later we will consider the more realistic scenario
in which there is ongoing inflation in the absence of SFAS 106.

The back-of-tha-envelope calculation involves two steps:
(1) the percentage increass in the Price of goods in a given sector equals the
percentage increase in the cost of a unit of labor multiplied by the share

of labor cost in total costs in that ssctor; and

(2) che percentage increase in che overall price index is calculated as the

veighted average of the price increases in each sector.
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As an example suppose that the economy is divided into two sectors. One sector,
accounting for 68% of GNP pays no post-retirement health benefits and its coscs
per unit of labor are not directly affected by SFAS 106. In the second sactor,
which accounts for 32% of GNP, SFAS 106 directly increases the cost per unit of
labor by 3%, and labor costs account for 64% of total costs. According to the
back-of-che-envelope calculation, total costs and prices will increase by 1.92%
(64% of 3%) in the second sector, and the overall price index will increase by
.616% (328 of 1.92%). However, as we discuss below, this calculation overstatas

the effect on the overall price level.

Why does the back-of-the-envelope calculation overstate the size of the increase
in the overall price level? The introduction of SFAS 106 will increase the cost
of labor for employers who offer post-retirement health benefits and this
increase in cost will lead to & variety of market adjustments. Although the full
scope of market adjustments and their interactions can be complex (as detailed
in Appendix C) we can get a simple view of the effects by first examining the

effects in the labor market.

Because SFAS 106 increases the labor costs of eaployers wvho offer post-retirement
health benefits, these employers will demand a smaller amount of labor at any
given level of the wage rate. This reduction in the demand for labor will reduce
the wage rate (not including post-retirement health benefits) facing all
employers. The reduction in the wvage rate will reduce labor costs of employers
who do not offer post-retirement health benefits. Labor costs of employers who
do pay post-retirement health bensfits will increase by less than the direct
impact of SFAS 106 on labor costs captured in che bnck-of-thc-cnvcloyc
calculation. With competition forcing prices to stay in line with costs, prices
will fall in the sector that does not offer post-retirement health benefits and
prices will rise by less than in the back-of-the-envelope calculation for
eaployers who offer post-retirement health benefits. With prices rising in one

sector and prices falling in the other sector, the overall price level may change
by only a small amount.

-24-

egdm'n:—



Although the overall price level may change very little, the relative price of
goods in the twe sectors may change substantially to reflect the change in the
relative labor costs arising from the differential impact of SFAS 106 on
employers who offer post-retirement health benafits and enployers who do not
offer chese benefits. 1In addition to effects we have already discussed, changes
in labor costs arising from SFAS 106 will affect the mix of capital and labor
used by employers in diffarent sectors, and resulcing changes in the prices of
goods will shift demand away from the sector with an increased price toward the
sector with a decreased price. The shift in demand will cause a reallocation of
resources from one sector to the other. All of these additional adjustments are
captured by the macroeconomic model which is used to get a quantitative measure

of the impact of SFAS 106 on the prices of goods in sach sector as vell as on the

GNP-PI.

Now let's consider the more realistic scenario in which there is ongoing
inflacion before the introduction of SFAS 106. Over the long run, the price
level is very strongly related to the level of the money supply, and the rate of
inflation is very strongly related to the growth rate of the money supply. Wich
ongoing money growth there will be ongoing inflation, and the question is how

much SFAS 106 affects the price level sompared to the value it woyuld have reached
in the absence of SFAS 106. The basic results ve presented above still hold, but

with a slight re-interpretation: Whenever ve said that a price increases, we now

mean that it increases Hmmhm_imu_m_.mm

absence of SFAS 106: whenever we said that a price or wage decreasez, we mean

that it decreases UWMMM&AMM

2FAS_106. Thus, for example, if we find that in the absence of ongoing
inflation, SFAS 106 would reduce the vwage by 2%, then in the presence of ongoing
inflation of S8 per year, the vage would rise by 3% over the course of the Year,
so that it ends up 2% below the value it would have attained in the absence of
SFAS 106 (1f the effects of SFAS 106 were fully reslized within one year). Thus,
when we report that SFAS 106 causes some prices and wages to fall, we mean only
that cthese prices and vages are lower than they would have bean without SFAS 106
-- not necessarily that ve will observe actual declines in these prices and vages
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between one date and soms later date. This focus on the effect of SFAS 106 on

prices and vages Ielative co values they would have reached is the correc: focus

for analyzing the question at hand: What is the impacc of SFAS 106 on the GNP-
pI?

We have explained that SFAS 106 will cause some prices to rise and other prices
to fall relative to their values in the absence of SFAS 106. To get a

quantitative measure of this effect we use a mathematical macroeconomic model.

Modeling Scrategy

To study the quantitative impact of SFAS 106 on the GNP-PI we use a sathemstical
macrosconomic model that incorporates production costs for various goods and
national demands for these goods. The impact of SFAS 106 i{s modeled as s direct
increase in the cost of labor of employers who offer post-retirement health
benefits, and the solution of the modsl indicates the ultimate effects on the
prices of various goods and on ths privace sector price index. The model is best
vieved as a long-run model that fully incorporatas the effacts of SFAS 106.

Before constructing a macro model to study the price impact of SFAS 106, it is
helpful to list & set of desirable criteris for a macro wodel that can be used
to analyze this question. First, the model should be a multi-sector modsl
because SFAS 106 will have different direct impacts on different sectors., 1In
particular, SFAS 106 will directly increase the cost of labor of ezployers who
offer post-retirement health benefits (which ve treat as sector 2), but will have
no direct impact on employers vho do not offer posct-ratirement heaith benefits

(which we trest as ssctor 1).

Second, the model should explain how the costs of production are related to the
cost of labor and other imputs. At the same time, the modal should allow for the
possibility that capital may be substituted for labor when lsbor bscomes more
expensive as it doas {n the SFAS 106 sector, and the modsl should also allow for
the possibility that labor may be substituted for capical vhen labor becomes less
expensive as it does in che sector that does not offer post-retirement health

benefits.




Third, the modal should provide a specification of the aggregate demand for goods
related to the overall price index as well as the demands for the different goods
produced in the different sectors. Combining the demand structure with the cost
structure will permit calculation of the impact of cost changes in each sector

on quantities, and more importantly, on prices. Then the price index can be

computed.

Fourth, the model should be tractable so that numerical solutions can be computed

and readily interpreted.

Fifth, the model should be internally consistent and based on sound economic

foundations.

The criteria listed above for an appropriate model guide our choice of a model.
To that end, wa have developed a macroeconoaic model that draws heavily on the
model presented in an article published by two prominent macroeconomists --
Olivier Blanchard of M.I.T. and Nobuhiro Kiyotaki of the University of Wisconsin
- in the Septeaber 1987 American Fconomic Revisw. This article presencs a
multi-sector macroeconomic model that explicitly accounts for production and cost
conditions as well as aggregate demand. Although the model is economically
sophisticated and requires some mathematical manipulation to solve, the basic
structure is quite tractable. Finally, the model has the advantage of being
based on sound economic principles and is internally consistent.

The precise mathematical structure of our adaptation of the Blanchard-Kiyotaki
@modél is presenced in Appendix C. Here ve will simply describe the three major
components of the model:

(1) the damand for goods;

(2) the production functions;

(3) the supply of labor.




(1) The demand for goods. The model is a two-sector model, which means that
there are two types of goods. If the relative prices of che goods are held
constant, the demand for goods is proportional to the overall level of aggregate
demand which depends on the money supply and the overall price level. Changes
in the relative price of the rtwo goods shift demand avay from the good with the
increased relacive price tovard the good with the decreased relative price. The

degree to which demand is shifted {s measured by the price elasticity of demand,

which is an input to the model.

(2) The production functions. Each type of good is produced using capital and
labor. The amount of output that can be produced with any given combination of
capital and labor is decermined by a Cobb-Douglas production function. The Cobb-
Douglas production function is one of the most widely used production functions
in economics. Its most important characteristic is that for a competizive
company, the share of labor cost in total cost is constant, ragardless of ths
wage rate or the amount of output produced. In applying the model to the United
States we specify particular Cobb-Douglas production functions that match the

share of labor cost in total cost in the U.S. sconomy.

(3) The supply of labor. We have already pointed oﬁ: that the introduction of
SFAS 106 will reduce the demand for labor bj firms offering post-retirement
healch beneficts, and as a consequence, will reduce the wage rate relative to the
level that would have prevailed in the absence of SFAS 106. The magnitude of the
effect on the wvage rate depends on the response of labor supply to the change in
labor demand. The modsl characterizes the supply of labor in terms of the
elasticity of labor supply with respect to the wage rate which measures the
percentage fall in the amount of labor supplied resulting from a 1% fall in the

wage rate.
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To get quantitative results froa the model, wa must provide certain inpucs to the
model. Using these inputs, the mathematical macroeconomic model is solved
nunerically using a FORTRAN program written specifically for this model. In our

baseline calculation we use the following values for the major inputs to the

model:
Baseline Parameters
price elasticity of the demand for goods: 1.50
share of labor costs in total cost in sector 1: 0.64
share of labor costs in total cost in sector 2: 0.64
initial fraction of labor employed in sector 2: 0.32
direct impact of SFAS 106 on labor costs in sector 2: 0.03
labor supply elasticicy 0.00

The price elasticity of demand of 1.5 is probably too high, but it was chosen
because experimentation with the model indicated that the impact of SFAS 106 on
the GNP-PI incresses vhen the price slasticity of demand increases. Thus, using
a8 value of 1.5 most likely overstates the impact on the GNP-PI.

The shars of labor cost in total cost in each sector was set equal to 0.64 to
match the actual share of labor cost in toctal GNP in the United Staces.

The value of 0.32 for the fraction of labor ezployed in sector 2 was chosen to
match the fraction of U.S. private sector employees covered by SFAS 106. The
m&crosconomic model is intendad as & model of the private sector, so the share
of private sector employment covered by SFAS 106 is used for the fraction of
employment in sector 2.

The value of 3% for the direct impact of SFAS 106 on labor costs is indicative
of the impact of SFAS 106 on those employers who provids post-retirement medical
benefits and was chosen to maintain consistency between TELCO SFAS 106 costs and
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those assumed for all other eaployers who will incur SFAS 106 costs.
Specifically cthis value wvas developed by multiplying TELCO's increase in labor
costs due to SFAS 106 by all of cthe adjustments exceapt for the Non-Covered

Employees Adjustment and the Labor Cost Percentage Adjustmenc.

Finally, the value of the labor supply elasticity is set equal to zero.
Empirical studies of labor supply (summarized in Chapters 1 and 2 of the Handbook

of Labor Ecomomics. North-Holland, 1986) ctypically find that in response to a
permanent reduction in the vage rate men will tend to increase their labor supply

and women tend to resduce their labor supply. That {3z, thess studiss typically
find a negative labor supply elasticity for men and a positive labor supply
elascticity for women. The model uses a value of the aggregace labor supply
elasticity, which measures the response of aggregate labor supply (men plus
vomen) to changes in the vage rate. The aggregate labor supply elasticity is an
average of the negative labor supply elasticity of men and the positive labor
supply elasticicy of women. It is typically found to be close to Zero, or sven
slighcly negative (survey of uncompensated vage elasticities summarized in
Table 3.5 of Mark R. Killingswerth, L _Supply, Cambridge University Press,
1983). Because the impact of SFAS 106 on the GNP-PI is larger for higher labor
supply elasticities, we set the labor supply elasticity equal to zero rather than
slightly negative to guard against understating the impact on the GNP-PI.

Using the values listed above in our baseline calculation leads to an increase
of 0.0138% in the private sector price index. For comparison, the back-of-the-
envelope calculation for this case leads to an increase of 0.614% in the price
index. It is useful to define the "passcthrough coefficient” as the increass in
the price index according to the model divided by the back-of-the-envelope price
increase. In this case the passthrough coefficient is 0.0225 (0.0138% + 0.614y),
which indicates that the increase in the private sector price index is only
0.0225 times as large as indicated by the back-of-the-envelope calculation.

Sectors 1 and 2 together comprise the private sector. The macroeconomic model
treacs the government sector as an independant sector vith employment and output
decermined independently of the private sector. The sffect of SFAS 106 on the
GNP-PI equals the share of goverrment sector value added in GNP (10.6%)
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multiplied by the impact on government sector prices plus the share of private
sector value added in GNP (89.4%) amultiplied by the increase in private sector
prices. Because the government is not subject to SFAS 106, the impact on
government sector prices is zero. Therefore, the impact on the GNP-PI is 89.4%
of the impact on the private sector price index. Thus the back-of-the-envelope
calculation yields a 0.549% (0.894 x 0.614%) increase in the GNP-PI, and che
baseline calculation indicates that the GNP-PI will increase by only 0.0124%
(0.894 x 0.0138%). The passcthrough coefficient for the GNP-PI is 0.0225 which
is identical to the passthrough coefficient for the private sector price index.

The conclusion from the baseline calculation is very strong: The impact of

Te calculate the resulting relacive impact of SFAS 106 on the GNP-PI compared to
TELCO, we return to the calculation of the Lsbor Cost Percentage Adjustment.
This was based on the assumption that all additional costs will be passed through
completely into prices (and into the GNP-PI) and we must now change cthatr
assumption to reflect the output of our macroeconomic model.

The model indicates that the GNP-PI will increase by 0.0124%,

Looking first only at the direct effact of SFAS 106 on TELCO, we find that the
increase in TELCO's direct labor costs is 6.295¢. Thus TELCO's costs will

increase:

- by 6.295% of 38.5% of 74.3% of output - 1.8027% of output
(i.e., by 6.2958% of the percent of output
represenced by TELCO’s labor costs)

Thus the GNP-PI would reflect only 0.0124 + 1.8027 or 0.69% of the additional
direct costs incurred by TELCO dus to SFAS 106.




Addicional Macroeconomic Effects of SFAS 106

In addition to the result reported above our macroeconomic model indicates that,
in response to the impact of SFAS 106, the wage rate in the national economy
could eventually fall in relative terms by 0.926% ({.e., relative to what it
would have been in the absence of SFAS 106) To the extent that TELCO could also
benefit from a relative reduction in ics wage, this could halp cb offser the
increase in its costs due to SFAS 106. If TELCO were able to achieve the full
reduction of 0.926% the effect may be calculated as explained below.

SFAS 106 increases TELCO's diresct labor costs by 6.295%

1f the national wage rate is, in fact, reduced
TELCO's direct labor costs are reduced by .926%

The net increase in TELCO's direct labor costs is 5.369%

Thus TELCO's overall costs would increase

- by 5.369% of 38.5% of 74.3 of ourput - 1.5375% of output
in respect of its own labor costs,
(i.e., by 5.369% of the percent of output
represented by TELLO's labor costs) |

- by 0.0124% of 25.7% of output - 00323 of output
in respect of its suppliers’ prices
(i.e., by .0124% of the purchased inputs
used by TELCO)

- for a total increase of - Auné068 of output

.32




Thus if TELCO could benefit from a relative vage reduction of .926%, its overall
costs would increase by 1.5406% of output insctead of the 1.8027% of output
calculated earlier. This indicates that macroeconomic effects, including a
possible reduction in TELCO's wage rate could finance a percentage of {ts

additional SFAS 106 cost, calculated to be
(1.8027 - 1.5406) + 1. 8027 = 14.53%
Thus the combined effect of the impact of SFAS 106 on the GNP-PI (0.7%) and on

other macroeconomic variables including the vage rate (14.58) would still leave
84.8% of TELCO's additional SFAS 106 costs unrecovered.




IV. SENSITIVITY OF RESULTS

While we have attempted to calculate the results outlined previously in as
accurate a manner as possible, it should be obvious that many of the results are
subject to variability due to either the uncertainty of the underlying data or
the need to make some assumptions about future or unknown factors. In this
section we discuss the sensitivity of each of the previously derived values and

of the aggregate result to reasonable variation in underlying data and/or

assumptions.

The BLI Methodology

Inicial Calculacion of GNP BLI and TELCO BLI: In calculating GNP BLI and TELCO
BLI there were two areas of uncertainty that we analyzed. With respect to the
calculation of GNP BLI we utilized average BLIs by industry and then utilized
industry weightings derived from the GAO survey to derive a final GNP BLI. Had
we, instead, utilized an aggregate employee wveighted average based on our data
base only we would have derived GNP BLI as .2613 instead of .2568. This would
have resulted in increasing the relative impact of SFAS 106 on GNP compared to

e -

TELCO from 28.3% te 28.7%. Uith respect to the calculation of TELCO BLI, the
greatest area of uncertaincy arose in deciding hov to weight the various plans
sponsored by each Price Cap LEC. Ve decided to veight them based on employes
counts. We believe this was a conservative approach because in our data base
only one set of plan provisions is maintained for each eaployer. If we assume
that vhere an employer has more than one plan it is the more generous plan vhich
is reported in the data base, then it would be appropriate to utilize oply the
more generous plans in calculating the TELCO BLI. If we had taken this approach
it would have reduced the relative impact of SFAS 106 on GNP compared to TELCO
from 28.3% to 27.7%.

Demographic Adjuscmenc - We adjusted for the fact that TELCO will utilize lower
rates of turnover than those used by other employers in determining SFAS 106
costs. It is hard to argue that the same pre-retirement withdrawal assumption
should be made because TELCO's demographics are themsslves the result of lower
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turnover rates actually experienced by TELCO. However, if we were to assume the
same withdraval patterns for both TELCO and GNP (while retaining the different
demographics), the relative impact of SFAS 106 on GNP compared to TELCO would

increase from 28.3% to 34.6%.

The adjustment due to age and past service differences relies on demographic data
provided by the separate Price Cap LECs and averaged into a single composite
TELCO census having an average age of 41.6 with average past service of 16.6
years. If we were to reduce the age and service to 40.6 and 15.6 respectively,
the relative impact of SFAS 106 on GNP compared to TELCO would incresse from

28.3% to 29.7%.

A degree of uncertainty is also present in our sdjustaent due to earlier
recirement among TELCO employees. This uncertainty arises in the determination
of a national average retirement age assumption. We believe our use of age 63
was a conservative assumption in that the limitsed daca on the subject
(Gerontologist Vol. 28, No. 4) seems to indicate a national average retirement
age betveen €3.5 and 64. Furthermore, if as expected, employers in the GNP tend
to be aggressive (i.e., optimistic) in setting assumptions for accruing post-
retirement liability, it might seem reasonable to ut{lize an age 64 assuaption.
If an age 64 assumption had been used the relative impact of SFAS 106 on GNP
compared to TELCO would have been reduced from 28.3% to 25.6%.

Current Retiree Adjustment - The calculation of this adjustment {s predicated on
an average claim rate per retiree for the GNP of $1,802 and a ratio of retirses
to coversd actives of .1726. The claim rate was derived by taking the 1990 rate
of $1,514 as reported in the Hewitt Associates Survey of Retiree Medical Benefits
and increasing it by 19% for medical trend inflation. The ratio of retiress to
covered actives was derived from the GAO study. While we believe 19% to be a
realistic assumption for medical inflation, we recognize that the national
average could actually have increased by more. If we assume a 25% increass in
the average claim, to §1,892, and further assume that the actual ratio of
retirees to actives has increased to .2 (froam .1726) the relative impact of SFAS
106 on GNP compared to TELCO would increasas from 28.3% to 29.2%.
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Also, inherent in this Adjustment is the assumption that the demography of the
current TELCO retiree is identical to that of the GNP. In fact, this too i{s a
conservative assumption because TELCO employees ganerally retire at younger ages
than the national average and thus the liabilities for TELCO will tend to be
higher on this account than for the retirees in the national economy. If,
however, we were to assume that recirees at TELCO were somewhat elder than those
in the GNP and hence generated SFAS 106 cost per $1 of retiree claim cost that
was 10% less chan that for che GNP, the relative impact of SFAS 106 on GNP
compared to TELCO would only increase from 28.3% to 28.8s.

Pre-funding Adjuscment - This adjustment looked at the effect of TELCO's sxisting
pre-funding of post retirement medical benefits as compared with no pre-funding.
By doing this we made the conservative assumption that there is no pre-funding
in the GNP. If we assume thers is pre-funding in the GNP to the extent :hnc
assets equal to one years claims have accumulated, and that annual contributions
to such funds amount to claims plus 10%, the relative impact of SFAS 106 on GNP
compared to TELCO would reduce from 28.38% to 26.2%.

Non-covered Employees Adjustment - This adjustment comes from the GAO survey
which determined that 30.7 million privata sector employees in the U.S. may
eventually qualify to receive benefits under cheir employsr’'s post-rectirement
medical plan. According to the GAO this ostima:; is subject to some sampling
error and could be as high as 37.5 million or as lov as 23.9 million. At the
extremes chis would cause the relative impact of SFAS 106 on GNP compared to

TELCO to vary from 22.4% to 34.1% as compared to our determination of 28.3%.

Per Unit Labor Cost Adjustment - In calculating Per Unit Labor Cost Adjustument,
allocated compensation and headcount wers used. Ko sensitivity analysis was
performed on this Adjustment because of the validity of the data used and the

straightforward nature of the calculation

Labor Cost Percencage Adjustment - In calculating the Labor Cost Percentage
Adjuscment we assumed that TELCO's suppliers were like the average company in the
GNP. In particular we assumed that their labor costs vere 64.27% of output and

that cheir increase in labor costs was 13.608 of the corrssponding increase for

-36- ,
Wm—




TELCO. Had we assumed that they had no increase in labor costs due to SFAS 106
the relative impact of SFAS 106 on GNP compared with TELCO would have been 30.6%
instead of 28.3%; had we assumed they would experience the sames incrsase due to

SFAS 106 as TELCO the relative impact would have been 19.3% inscead of 28 . 3%,

The Macrosconomic Model

How robust is the conclusion drawn from the macroeconomic model in Section III?
To answer this question we have examined the effect of varying each of the

baseline parameters that constitute the major inputs to the model.

We indicated sarlier that we believe the price elasticicy of demand of 1.5 is
probably too high and thus guards againsc understating the effect on the GNP-PI.
Nonetheless we will show the effect of increasing the value of this parameter to

3.

For the sconomy as a whole labor costs are 648 of output and our baseline
calculations assume that the same {s true i{n each of the two sectors of our
macroaconomic model. To test sensitivity we will show the resulcs if, in each
sector in turn, labor costs wers as low as 50% of output or as high as 78% of

output.

We used & fraction of labor employed in sector 2 of 0.32. This was based on the
same numbers from the GAO survey as wvers used for the Non-Covered Employees
Adjustment (30.7 million out of 95.8 million private sector employees). As
indicated on page 36 the GAO calculated that due to possible sampling srror the
figures of 30.7 millfon could be as high as 37.5 m{llion (39.1% of 95.8 million)
or as lov as 23.9 million (24.9% of 95.8 million). We will show the effect of
using fractions of labor eaployed in sector 2 of 0.24 and 0.40.




As noted earlier, the direct impact of SFAS 106 on labor costs in ssctor 2 vas
takan to be +3%. The corresponding impact on TELCO labor costs is +6.3% and the
baseline value of 3% is derived using the Adjustment factors in Section II as

6.3 x (3) x (4) x (5) x (6) x (8)
w 6.3 x 5850 x .5438 x 9287 x 1.313 x 1.3062

- 18

There is thus an appropriats consistency in the baseline valus used for this
parameter. Nonetheless we will show the results of varying this value over a
wide range (from 2% to 5%) while keeping ths TELCO value constant at 6.3%.

Finally ve will examine the sensitivity of our results to variations in the value
used for labor supply elasticity. Ve believe, by secting the labor supply
elasticity equal to zero rather than slightly negative, that alrsady we have
guarded against understating the impact on the GNP-PI. Nonetheless we will show
the effect of using positive values of 0.1, 0.2, and 0.3 for the labor supply

elasticicy.

The table that follows shows the results obtained by changing sach of the 6
baseline parameters, one at & time. In sach of the rows of the table, the values
of 5 of the 6 inputs to the model are the same as in the basaline calculation
listed above. The inmput shown in the table is the one input that is changed from

the basaline calculation.
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Price
Labor
Labor
Labor
Labor

Sensitivity Analysis

elasticity of demand = 3

share
share
share
share

Fraction of

Fraction of
Direct impact on labor costs in sector 2 =

in ctotal cost,
in total cost,
in total cost,
in cotal cost,
labor employed
labor employed

sector 1 = 0.50
sector 1 = 0.78
sector 2 =« 0.50
seactor 2 = 0.78

in sector 2 = 0.

in sector 2 « 0.

Direct impact on labor costs in sector 2 =
Labor supply elasticity = 0.1
Labor supply elasticity « 0.2
Labor supply elasticity ~ 0.3

2
40
+2%
+5%

Price Index

OOOOOOOOOOOO

Effect
on GNP

.0227%
.0099%
.0145s
.0103s
.01410
.0104%
L0137y
.0056%
.0336s
.06428
.1136%
.1579%

Passthrough
Coefficient

.04l
.021
.023
.020
.024
.025
.020
.015.
.037
J117
.205
.287

OOOOOOOOOOOO



The Overall Results

We have concluded that the overall impact of SFAS 106 on the GNP-PI will reflect
only 0.7% of the SFAS 106 costs incurred by TELCO. Separately we have calculated
that if TELCO were able to benefit from the same relative reduction in its wage
rate as will be experienced in the economy as a whole this would finance a
further 14.5% of its additional SFAS 106 costs. This would leave 84.8% of
TELCO's additional SFAS 106 costs to be met from other sources. We now show the
sensitivity of the overall rasults to the interaction of the variability of the
BLI Methodology and the variabilicy of the inputs to the Macroeconomic Medel.

The baseline inputs to the model include the assumption that the direct impact
of SFAS 106 on labor costs in sector 2 {s +3%. We have shown the effect on the
model of reducing this figure to +2% or increasing it to +5% with other inputs
remaining unchanged. The value of 3% (meore precisely 3.18%) corresponds to a
SFAS 106 Cost Increase Ratio of 28.3% (page 9). The values of 2% and 5%
correspond to Cost Increase Ratios of 17.8% and 44.5% respectively: we believe
this range adequatsly encompasses the likely variations in this ratioc. To
demonstrate the interactive effact of possible variability we have produced three
sets of results, one for each of the values 2%, 3% and 5%. The following
schedule shows for each of these values the results if each of the other inputs
is set at the bassline values followed by the results if each of the other inputs

is varied alone as indicated.
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Qcher Factors

In performing this analysis there were two factors that simply could not be
quantified due to lack of any relevant data. First of all as can be seen fronm
Appendix A, our data base from which the GNP BLI was calculated included almost
no employees working for employers with fewer than 500 employees. We believe
that this tends to overstate the GNP BLI, because such limited data as exists
suggests that the saaller the employer cthe less generous the benefits, but we
cannot make a definitive statement to that effect. Secondly our analysis only
incorporated the impact of SFAS 106 with respect to employer sponsorsd post-
recirement medical plans. SFAS 106 alsc applies to Life and Dental plans as wall
as certain other miscellanecus benefits (e.g., subsidized telephone rates for
retirees). As noted, there is simply no accessible dats on the prsvalence and
magnitude of these plans in the GNP. We can, however, make two relevant

observations:

¢ In general, post-retirement medical plans genarate far graarer SFAS 106

cost than post-retirement life, dental and other plans.

* If an employer does not sponsor a post-retirement medical plan it is almost
certain that it does not provide any other post-retirement benefit coverage

(other than pension).

Based on the above and the fact that only 26.8% of employees nationally will get
post-recirement medical benefits subject to SFAS 106, we conclude that the
inclusion of Life, Dental, and other non-pension benefits in the analysis had
such data been available would not have had a material i{mpact on the results.




Conclusion

Remembering that at each stage of our calculation process we have sought, when -
faced with a choice, to adopt a conservative stance and reviewing the results of
this sensitivity analysis, we feel confident that our conclusions Tepresent a

reasonably accurate reflection of what is likely to happen in practice.
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V. APPENDIX A - SUMMARY OF DATA

The tables, charts, and graphs on the following pages sumsarize the data utilized

in this analysis. Included are the following:
° Summary of Godwins Company Data Base.
° Summary of BLI calculations.

° Comparison of TELCO and the GNP with respect to Demographic, Economic, and

Actuarial factors.

° Summary of GAO findings on National Prevalence of Post-Retirement Medical

Plans.
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study

Comparison of TELCO Demographic and Economic Structures

and Actuarial Basis to National Averages

D hi
IELCO Employers in GNP
Total Active Employses 613,193 114,400,000'
Active Employess covered by Retires
Medical Plans subject to SFAS 106 613,193 30,700,000
Retirees covered by Medical Plans 294,482 5,300,000'
Average Age of Actives 41.6 38.2°
Average Service of Actives 16.6 8.5
Economic
Compensation Per Employes $38,533 $29,500*
Average Claim per Retires $3,078 $1,802°
Labor Cost as &8 % of Valus Added 38.5%° 64.3%*
Value Added 2s a % of Output 74.3%¢ 100%
Accumulated VEBA ssssts $1,258.8 millica N/A
Annual VEBA coantributions in excess
of clams 300.3 million N/A
Actuarial
Pre-Retiremeat Turnover T-2' T
Retirement Age Table’ 63'
1991 SFAS 106 expense $2,693.1 millioo N/A

Source - U.S. Gensral Accomting Offics
Source - U.S. Dept. of Labor, lw-u!'l..lhotSm
Sourcs - U

Sourcs - 1990 Hewitt Associstes Survey of Retires Medical Bensfits brought forward 1o 1991 with 19% trend

Source - 1990 ARMIS 43-02's for Prics Cap LECs

See tables oo page 48 for more detail

Source - Midpoint of Standard Tables used in generally sccepted Actuarial Practice
. Source - The Gerontologist Vol. 28 No. 4

R
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study

TELCO Retirement Rates
Age Rate of Retirement
55-61 9.54%
62 25.00%
63 10.00%
64 10.00%
65 67.00%
66-65 10.00%
70 100.00%
v v L] L]
Probabili f R ining in Service Until Age 55
TELCO GNP
Table Id I2 I4 Iu
Current Age
30 .743 .505 250 013
35 873 .650 363 047
40 958 .81 510 .141
45 998 .935 687 344
50 1.000 992 7 684
Notes
1. Standard Tables in use range from T-1 (most conservative) through T-11 (least conservative). T-6 repressnts mid-point
of range.

2. TELCO utilizes customized assumption most closely spproximated by T-2.

3. Supporting evidencs forlow mdnuofmuTELCOuhnvewmonﬂwmpmbeubyﬁnmghﬂ
average age and past service of TELCO empioyees relstive to average age and service of national working population.

émfm’m-—
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study
Summary of Data on National Prevalence of
Post-Retirement Medical Benefit Plans
(Source = United States General Accounting Office)

Covered Employees* by Industry

‘ % Total Empioyess % of Covered
Industrv Total Empiovess Covered Emplovess Who Are Covered Emplovees in Indust
Agnculture, Mining,
Manufacture & Wholesale 26,729,660 11,602,872 43.4% 30.17%
Trade
Construction 4,592,367 562891 12.3% 1.46%
Transporution & Utilities 11,674,827 8,853,209 75.8% C 1.02%
Retail Trade 15,717,209 3,962,734 25.2% 10.31%
Finance & Insurance 28,210,193 10,431,800 37.0% 27.13%
Consumer Services 8,895,653 3,040,556 34.2% 7.91%
I
‘rouL 95,819,909 38,454,062 40.1% 100.00%
Covered Employees®* by Company Size
% of Covered
% Total Employess Employess by
Compsny Size Total Empiovess Covered Emplovess Who Are Covered Comoanv Size
1-24 Employees 13,384,195 556,209 4.2% 1.45%
25-99 Employees 12,713,231 1,663,938 13.1% 433%
100-499 Employess 19,631,184 3,847,903 19.6% 10.00%
500+ Employees 50,081,299 32,386,012 64.7% 84.22%
TOTAL 95,819,909 30.454.062 0.1% 100.00%

*Coversd Employess mesns empioyess who work for companies which spoasor post-retirement medicai plans. The GAO estimates that
oaly 30.7 millioa of the 38.5 millioa coversd employsss sctually could potsatially qualify 1o receive coverags from company spocsored
~lans. The remaining 7.8 million employess repressnt those working for non-coversd groups within the company (e.g. a subsidiary
“hich does not participate in the company's plan) or employess who are covered by multi-smployer pians which are not subject to SFAS

106.
~ épdnm: —
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APPENDIX B - METHODS AND ASSUMPTIONS

Below is a description of the key mathods and assumptions used for the derivation
of the Demographic Adjustment as well as the basic BLI calculations. The methods

and assumptions utilized in developing the other Adjustments are sufficiently

documented in Section III.

Demographic Adjustment

The three adjustments making up the Demographic Adjustment were developed by
calculating and comparing SFAS 106 costs for sample populations incorporating the
GNP and TELCO demographic characteristics based on the age and sarvice
disctribution of GNP and TELCO employees respectively. The calculations ut{lized
pre- and post-65 per capita claim amounts that bear ths same relationships to
each other as do the pre- and post-65 BLIs for GNP and TELCO. All assumptions

other than withdrawal, and retirement age (already discussed) vere as follows:

discount rate - 8.13%
trend rate = 10.08% in 1991 decreasing gradually to 5.56% for the year

2006 and later
retirement eligibiliey = 35
amortization period for transition obligation <« 20 years

percent married = 65%

BLI Calculacions

The calculation of individual plan Benefit Level Indicators used the following

data and methods.

A data base of annual claia amount distributions was used, based on the
experience of 39,436 retirees who participate in esployer sponsored post-
recirement medical prograams administered by a large natiocnal insurancs company.
For pre- and post-635 claimsants, frequency waigﬁts, monetary weights, hospital/

gdm'm—._-



drug/other ratios and Medicare reimbursements by type were developed. This data
base has 35 claim ranges with average claim amounts in each range frem $15 to

$48,753.

The calculations also used our data base of the posc-retirement medical plan
provisions for 830 private sector employers. For both comprehensive and base

plus plans the following data items were available;

° hospital room and board, either as days coversd or a percentage
° surgical coverage

° “in-patisnt physician coverage

¢ out-patient physician coverage

° diagnostic coverage

¢ prescription drug coverage, either psrcentage or flat dollar co-pay
: major medical deductibles

° major medical co-pay parcentags

¢ out-of-pocket maximums

. annual/lifetine maximums

* Medicare integration method (i.e., carve-out, supplement or coordination of

benefits)

¢ participant and dependent contribution rates

These provisions are available separataly for pre- and post-65 claimants.

.51-
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A particular plan’'s gross BLI was computed by determining how much the plan would
reimburse at esach claim amount in the distribution data base. The reimbursement
amount was determined separately for each type of charge; e.g., hospital, drug,
etc. Medicars reimbursement was taken into account explicitly for each type of
charge based on the form of Medicare integration in the plan. Each reimbursement
was then divided by the corresponding claim to obtain a reimbursement ratio.

These ratios were then weighted by the claim amount weights in the distribucion

to determine the gross BLI.

Per retiree contribution rates were then compared to per retiree claim amounts,
and that ratio was used as an offset to the gross BLI to determine the final nec

pre- and post-65 BLIs for each company in the data base.

After average pre- and post-65 BLIs had been determined for GNP and TELCO (see
Section III page 11 for methodology), pre- and post-65 weightings were calculated
as the percenctages of total SFAS 106 cost associated with pre- and post-65
claims, determined using the same methodology as for the Demographic Adjustment.
These were then applied to the pre- and post-65 BLIs to develop GNP BLI and TELCO

BLI.

illusctration, suppose a comprsheansive plan pays 80% after a $200
deductible, subject to an out-of-pocket maximum of $1,500. After 65, Medicars
integration is ’'Supplement’. Participants contribute $10 per month.

In the $4,000 - $5,000 claim range, for example, wa find the average claim to be
$4,479. Since this is a comprehensive plan, we derive the pre-65 reimbursement
utilizing the total claim asount, that is (4,479 - 200) times 808, or $3,423.
The out-of-pocket maximum has not been met. Therefore, the pre-65 reimbursemsent
ratio in the charge range is 0.7642. The ratios for all ranges are averaged
using weights given by the distribution tabla to determine the gross pre-65 BLI.

The post-65 reimbursement recognizes Medicare integration, in this example the
nethod is Medicare Supplement. Ve determine the breakdown of charges to be
$1,776 for hospital, $567 for prescription drugs, and $2,136 for all other
charges. Total Mesdicare reimbursement is $2,047 (calculated explicitly from

&dﬁu__
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Medicare provisions) and is immediately taken out; in this case $1,177 from
hospital, $870 from other medical charges and nothing from drug charges. The
plan provisions are then applied to the balance of $2,432, giving a plan
reimbursement of $1,786 ((2,432 - 200) times 808). This produces a posz-65
reimbursement ratio of 0.3987 for this claim range. As with the pre-65 case the
ratios for all ranges are then averaged using weights given by the distribution

table to determine the gross postc-65 BLI.

The gross BLIs are then adjusted to reflect participant contributions. Our
example here might produce gross BLIs of 0.85 pre-65 and 0.32 post-65. The
participant contribution of $10 per month translates into a rsduction in the
gross BLIs of 0.03 pre-65 and 0.04 post-65, giving final BLIs of 0.82 and 0.28

respectively.

NYASZ #»157




Appendix C-1

Appandix C

Part I: Derivation of the Model

I. Households

All households are assumed to be identical and obtain utility froa money
and leisure as wall as each of the m produced goods. Each household
solves the following maximization problem

(Al) U* = max  (CTQu/PYL"7 . (gNTtLyL/my
(civHvN)

subject to ths consctraint that

where
(A3) C = (Siaici("l)/')’/("l)

and C; is the consumption of produced good i, P; is the nominal price of
produced good i, M is the amount of monsy held at the end of the period,
N is the amount of labor supplied, I is the total nominal valus of
resources available to the household, C is the bundle of consumption
goods defined by the aggregator function in (A3), and P {s a price index
defined in (A4). (Note that the price index P in (A4) is not the fixed-
weight GNP price index. The solution of the model produces prices for
each of the m goods vhich can then be combined to calculats the
appropriate fixed-weight GNP price index.) The parametsrs of the
utility function are vy, which equals the share of the houseshold’s
nominal expenditurs on produced goods rather than on money balances; ¢,
vhich is the slasticity of substitution between the consumption of any
pair of goods; a‘ {=1,...,m, vhich indicace the weight of each goed
in the housshold's u:ility function; 5, which {s the elasticity of labor
supply; and ¢ vhich characterizes the degrae of disutilicy of labor.

The utility function in equation (Al) is additively separable bestween
(Cg M) and K. This separability allows us to solve the household's
nsxinizntion problem in two stages. First, ve will maximize utility
with raspect to Ci and M, and then we vill chooss the utility-maximizing
level of labor supply N. Choosing C; and M to maximize the utilicy
function in (Al) subject to the constraint in (A2) yields the folloving

first-ordar condicions:

(AS) ayCq M/ 0ycT-141/0 g py 1oy o p,

(A6)  (1-7)CT(M/P)"T/P = 4

vhere 4 is the Lagrange multiplier on the constraint (A2).

— édwu___




Appendix C-.2

Combining the first-ordsr conditions (AS) and (A6) yialds

(A7) aici'l/‘vc(l")/au - (1-1)By

Multiplying both sides of (A7) by C; and then summing over all { yields
(A8) Iy PyCy = (v/(1-7)) M

Substituting (A8) into (A2) yields

(A9) M= (l-y)1

Substituting (A9) inte (A7), summing over all i, and using che
definition of the price index in (A4) yields

(Al0) PC = v1

Substituting (A9) into (A7) and then using (Al0) yields the demand for
good { '

(A1) ¢ = al (2 /0y y1/p
Substituting (A9) inco (All) yields
(A12) C; = a,* (B /P) ¥ (4/(1-7))M/P

Having solved for the optimal values of C; and M, we now solve for the
optimal value of labor supply N. First, substitute the optimal values

of C; (eq. All) and M (sq. A9) inte the utility functionm im (Al) to

obcain\ ;

A

(A13) U* = max (77(1-7)17c1/p) - (oNT*1)1/n,y
N

subject to I = wN + rK* + M + x, vhere r is the (present value of) post-
retiresent health benefits to be received by the household.

The first-order condition for labor supply N is

(Al) 77 (L- 17wy = ((nel)/m) (9)/7

which can be solved to obtain N* the optimal amount of labor supplied
(AlS) N* « »(w/P)"

vhere v ® [77(1-9)}"Tn/(n+1) 174!
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Appendix C-3

II. Firms

Each of the a goods is produced by competitive firms with Cobb-Douglas
production functions. The total production of good 1, ¥y, is given by
the production function

(AL6) Y, = AN PR 1P i=1...m

The firms are assumed to be competitive and thus take the nominal price
of their output, Py, the nominal rental price of capital, r, and the
nominal price of labor, D;w, as fixed. Note that the nominal price of
labor consists of two parts: w reflects the nominal wage rats excluding
the cost of post-retirement health benefits covered by FAS 106. The
factor D; reflects the impact on the cost per unit of labor of post-
retirement health benefits coversd by FAS 106. For firms that do not
offer post-retirement health benefits, Dy = 1. For firms that offer
such benefits, Dy > 1. Competitive firms chooss Ni and K; to maximize

(AL7) P.AN PR ITPY L owDN - kg i=1,...,n

The first-order conditions for labor and capital are

(Al8) P Y /N, = wDy i=1,....m

{Al9) (1~ﬁl)?1Y1/21 -r {i=1,...,n

Given the nominal vage v and the FAS 106 factor Dy, (Al8) determines the

anount of labor demanded in sector i{; given the rental price of
capital, (Al9) detsrmines the amount of capital demanded in sector {.

III. Market Equilibrium

Equilibrium in the factor markets requires that the aggregats amount of -
labor demanded equal the supply of labor and the aggregates amount of
capital demanded equal the supply of capital:

(A20) T, N, = K*

(A21) T, Ky = K*

The amount of money demanded equals the amount initially held by
consumers

(A22) M = M*

The amount of good { produced must equal the amount of good | demanded,
so that using (Al2) we obtain

(A23) ¥y = at(py/P) (4 /(17) /P

- 56 -

Gvin ——



Appendix C-4

The nominal valus of production must equal the nominal value of total
factor paymsents, including the (presenct value of che) cost of post-
retiremant health benafics,

(A2b) ziini - rK* + wEiDiNi

The nominal value of total resources nvailnblo to the household, I,
equals the initial holding of money N* plus capital income rK*, wage
income, WI;N;, and the present valus of post retirement healcth benefits

X - "zi(bi i)“i so that
The solution to the medsl consists of the equilibrium conditions (A20) -
(A25), the production functions (Al6), the labor demand equations (AlS8),

the capital demand equations (Al9), and cthe definition of the price
index (A4).
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Appendix C-S

Part I1: Calibration of the modal

The modal is calibrated so that in the absence of FAS 106 it yields an
allocation of labor across ssctors that matches the actual allocation of
labor across sectors. It is also calibrated such that in the absence of

FAS 106, all nominal prices are esqual to ons.
Inputs to the calibration procedure:

n, the alasticity of labor supply

¢, the alasticity of substitution betwsen the consumption of any two
goods

v. the share of nominal expenditure devoted to producsd goods

No*, the initial total amount of labor to be allocated across ssctors
K*, the fixed total asount of capital to be allocatsd across ssctors
py. the share of labor in total cost in sector {

D,, the FAS 106 cost factor in sector { (equal to 1 in the absence of
rks 106)

ini =- ﬁifﬂ*. the fraction of labor employed in sscter i

In the initial calibration, all nominal prices are set equal to ona
(B1) Py =1, i=1,...,m
(B2) P=1

The amount of labor initially used in each sector follagl directly from
the fraction of the labor foiec employed in sector i, s, and the ctotal
asount of labor employed, N,

(33) Ny = oN W' i=1,...,m
Define -Y1 - ’171/:1’1Y to be the shars of sector {’'s output P Yi in
total output I,P,Y,. Té-nvuling ths labor desand :qua:ion (Al8) and the

fact that the total amount of labor employed is N, . it can be shown
that

(34) 8Y, = (Dy8%, /00172 (D68 /00) t=1,....n

Using the capital demand equation (Al9) and che fact that the total
amount of capital used is K, it can be shown that

(BS) Ky = [(1-p)8Ty/Z (1-p)s7] K" 1=1,....8

Normalizs ‘1 = 1 so that the production function in the first sector is

- 58 - ,



Appendix C-6

(36) Y, = N Pk, 1P

Using Y, from (Bé), the nominal wage and the nominal rental price of
capital can be determined from the first-order conditions (Al8) and

(Al9) fer sector 1 to obtain

(B7) w = p1Y1P1/(D1Ny)

(B8) r = (l-p9)Y1P1/¥y

Now calculate v in the labor supply curve (eq. AlS5) as

(39) » = N *(B/w)"

To calibrate A, 1 = 2,...,a, substitute the production function (Al6)
inco the first-ordsr condition for labor (Al8) and set P; =1 (eq. B1)

to obtain
(B10) Ay = (Dyw/py) (N;/R)D"P t=2,...,0

Nov set all prices equal to 1 in the squilibrium condition (A23), and
use (A22) to obtain
(Bll) Yy = a

Summing (Bll) over all i we obrain

(B12) EI,¥y = (v/(l-y)M" Iya

Now observe that with P = P; = 1 for all {, equation (A4) implies chat
(313) e’ - 1

Substituting (B13) inte (B1l2) and rearranging yields

(Bl4) M* = ((1-7)/7) E4Yy

Finally, substituting (Bl4) into (Bll) and recalling that when Pi =P =
1, 8%y = Y,/ZY;, we obtain

815) a? =s¥, 1.1, . .2
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INTRODUCTION

Earlier this year, Godwins submitted a report to the United States Telephone
Association (USTA) analyzing the impact of SFAS 106 on the GNP-PI, and, in
particular, the extent to which the GNP-PI will reflect the increase in costs
experienced by the Price Cap LECs as a result of adopting the new accounting
standard. This report was placed on the record with the FCC in Bell Atlantic’'s
Tariff Transmittal filed on February 28, 1992 (Transmittal No. 497) and was also
included in U.S .West's Tariff Transmicttal filed on April 3, 1992 (Transmittal No.

246).

In their filings with the FCC, several organizations took exception to the
findings of that report. In particular, AT&T, MCI and the Ad Hoc
Telecommunications Users Committes raised several objections with regard to
various aspects of the study. The USTA has asked Godwins to provide a datailed

response to sach of those objections.

The purpose of this Supplemental Report is to provide the USTA with those

responses. We have organized our responses into three sections, corresponding

to the three different types of cbjections raised.

While the objections raised were numerous, this material will demonstrate that
none of the objections raised should cause the Commission to have any doubts
regarding the soundness of the study, or the validity of the resulcs.

Respectfully Submitted,

A7 A

Peter J. Neuwirth, F.S.A., M A A A,

i 2

Andrev B. Abel, Ph.D.
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SECTION I

RESPONSE TO OBJECTIONS REGARDING OVERALL STUDY

A. Dafinition of Doyble Count

There wers two objections raised with respect to the manner in which we defined
the potential sources of double counting and what sort of analysis would be
required to eliminate any double counting in determining the portion of the LECs’

SFAS 106 costs that should qualify for exogenous tresatment.

AT&T Contention - "The LEC’'s have failed to demonstrate that the Commission's

(Pages 6 and 7)

third criteria i{s met. To the contrary, the LECs’' requests for
axogenous treatment appear to reflect certain OPEB costs that
will be reflected in the GNP-PI ... The double count occurs
bscause (1) the GNP-PI component of the PCI will increass as
all firms with OPEB lisbilities reflect those costs through
higher prices, and (i{i) the SFAS 106 accrual calculation
includes the present value of future inflation. If the SFAS
106 accrual i{s afforded exogenous treatment, the amount of the
accrual vill be increased automatically in future periods due
to growth in inflation expressed by the CNP-PI component of
PCI.»*  Therefore, if inflation is included in both the
exogsnous cost componant and CNP.PI, an LEC would bs
compensated twice. Although the LECs recognize this problem,
no carrier has met its burden of showing that it has
effectively removed this double count."”

AT&T's dascription of what it considers the source of
potential double counting in the LECs’' request for exogenous
treatment for increased costs dus to SFAS 106 demonstrates
soms confusion as to both the double count problem and the
Godwins Report. Essentially AT&T suggests that double
counting may arise from two separate sources:

(1) Increases in the PCI dus to increases in the GNP-PI
caused by "firms with OPEB liabilicies reflect(ing) those

costs through higher prices.*
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(2) Automatic incraases in the exogenously treated portion of
SFAS 106 accrual "due to growth in inflation expressed by
the GNP-PI coaponent of PCI."

The first source of potential double count, while a valid
concern, i{s precisely the factor that the Godwins Report
directly and thoroughly addresses. The first paragraph of page
1 of the Godwins Report explicitly states this as the primary
objective of the study. As will be seen in the responses to
specific criticisms of the Godwins Report, no respondent has
raised any issue vhich, upon scrutiny, casts doubt on any of
the basic findings of the study. Therefors, the Commission
should accept the Report’'s conclusions that (a) this source of
double count accounts for 0.7%¢ of the incresse in costs
attributable to SFAS 106, (b) another 14.5% of the incresase
vill be recovered through a reduction in the national wage
rate, and (c) the remaining 84.8% of such increase in costs
wvill remain unrecovered unless exogenous treatment is granted

on this amount.

The second aileged source of double counting simply doesn’'t
exist, and {s the result of confusion over exactly what the
LECs are requesting. While it is true cthat the SFAS 106
expense calculation includes the present value of future
inflation, and that the oxpiuu calculated under SFAS 106 can
be expected to increase sach year st somathing close to the

rate of inflation, SFAS 106 expsnse is not what the LECs are

Raquasting exogenous cCreatment .on. It is the jncrease in
expense dus to the SFAS 106 gccounting change that should be
afforded exogenous treatment. This is an absolutely critical

distinction vhich {s missed by AT&T. Retiree medicsl plans
vere sponsored by firms before and after SFAS 106 wvas issued.
It is only the accounting for those plans that has changed,
and {t {s the increase in costs associated with this change in

accounting that must be svaluated.
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MCI Contentiom - "1f one were to include SFAS 106 costs through exogenous

(Page 30) treatment, the revenues resulting from the increase in the
price cap index to account for these costs would also
increase each ysar by the GNP-PI, as adjusted for the
productivity factor. The problem 1is that SFAS 106 costs
have already been adjusted for future inflation...Therefore,
the impact of medical care cost inflation has already been
counted. As such the amount offered by the LEC's has been
inflaced to reflect future medical costs. To include these
costs again within the price cap formula through exogenous
treatment, and treat them by the full amount of GNP-P1 which
has wedical inflation embedded as well is tantamount to
double counting the medical care inflation rate.”

Rasponse - This contention 1is virtually identical to the second
"source” of double counting outlinad by AT&T on page 7 of
its filing with the Commission. Rather than repeat our
response to that contention, we would just point out that,
like ATST, MCI seems to have failed to grasp the point that
the LECs are not asking for exogenous treatment on the SFAS
106 expense, rather they are asking for exogenous treatuent
on that portion of the increase Iin expense due to the
mandated accounting change, which will not already be

reflected in GNP-PI {ncreases gcgused by that accounting
shange -
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B. Avoidance of Double Count

Two respondents suggested "better"” ways of determining the extent of the double
count problem, and therefore "better” ways of determining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AI&T Contentiom - ®....The Commission should require the LEC’'s to use an

(pp. 13 - 14) alternative that is both & simpler and more reliadle means
for correcting the double count. AT&T suggests that the
appropriate method for removing the double count between the
SFAS 106 accrual and the GNP-PI term in the price cap
formula is to remove the impact of expected changes in GNP-
PI1 from the SFAS 106 accrual. This can be accomplished in
a straightforvard manner by requiring the LEC’s to subtract
the expected rate of change of GNP-Pl1 from the health care
inflation component in the SFAS 106 accrual. The Commission
should specify the changes in GNP-PI over the SFAS 106
forescast period. Current sstimates is (sic) that GNP-PI
will incresase approximately 4% over the long term."

Raiponie - That AT&T should suggest such an illogical and erroneous
"solution® to the doubls count problem is indicative of a
failure to understand the true source of any potential
double counting. As discussed earlier, potential double
counting i{s not related to the fact that SFAS 106 costs are
calculated by discounting future medical inflation back to
the present. As discussed on page 2 of this material,
double counting will only arise to the extent that the
incressed costs companies will bear, as a rasult of the
change in accounting method required by SFAS 106, will also

cause an increase in GNP-PI,

The fact that the AT&T "solution® does not address the true
source of potential double counting is illustrated in the
following sexample, where the AT&T solution is shown to
produce an identical exogenous adjustment in two factuslly
different circumstances, wvhere logic would dictate different

exogenous adjustments ba applied.

-4-
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In cthe second footnote on page 13 of its filing, AT&T
estinates that 1its “"solution® of allowing exogenous
treatment for SFAS 106 accruals, calculated using a medical
trend rate 4% lower than the actual rate used by the LECs
for their financial statements, amight result 1in
approximately 55% of a given LEC’'s actual SFAS 106 accrual
being afforded exogenous treatment. Now let us consider two
hypothetical scenarios:

(1) Every U.S. firm, LECs and non-LECs alike, have
identical demographic makeups and provide identical
retiree medical benefits. Thus, in this case,
presumably every U.S. firm would experience the same
increase in labor costs dus to SFAS 106. In addition,
undar this scenario, it is assumed that all labor cost
increases associated with SFAS 106 are completely
reflected in the GNP-PI, as companies raise their

prices to recover those costs.

(2) The LECs are the gnly firms subject to SFAS 106, and/or
the additional costs dus to the adoption of SFAS 106
costs are never reflected in the GNP-PI,

In the firsc scenario, {t is obvious that the increased
labor costs dus to SFAS 106 experienced by the LECs would be
fully and completely reflected in the GNP-PI (the Godwins
Raport, of course, demonstrates that this hypothetical
situation does not exist), and thus no exogenous adjustment
would be required. In fact, in this hypothetical scenario,
providing any exogenous adjustment would result in a
complete double count. Yet in this circu-stahcc. the AT&T
approach of allowing recovery of SFAS 106 costs, calculated
using a lower trend rate (medical inflation minus 4%),
would, as noted above, result in allowing exogenous

treatment on 55% of SFAS 106 accruals.

.5.
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(Page 31)

Conversely, under the sscond scenario, the LECs should
receive an exogenous sdjustment equal to 1008 of ctheir
increased costs due to SFAS 106, because the double count
problem simply wouldn't exist. Yet in this circumstance as
vell, the AT&T approach would allow an exogenous adjustment
for the same 55% of SFAS 106 accruals as before. This is
clearly an {llogical result.

One can therefore see that AT&T's suggested approach to the
double count does not address the specific factors that
affect the extent of double count, {.s.:

- Differences in plans betwsen the LECs and non-LECs

- Differences between the LECs and non-LECs vhich will give
rise to different SFAS 106 costs (e.g., demographic
differences).

- Proportion of increased aggregate labor costs due to SFAS
106, that in fact is reflected in GNP-PI.

As noted, it is precisely these critical factors datailed
above that ars addressed completely and comprehensivaly in
the Godwins Report.

*If the Commission does dacide to afford these LECs exogenous
treatwment for SFAS 106 costs, this doubla counting must be
sliminated. This can be accomplished either cthrough the
removal of medical care inflation from the GNP-PI or through
the removal of medical cars inflation from the SFAS 106

accruals.”

While this "solution” differs slightly from AT&T's suggssted
"solution” (pages 13-14 of its filing) in that MCI focuses
on the medical care inflation component of GNP-PI,
conceptually {t is very similar, and suffers from the sane
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fundamental flaws as the AT&T suggestion. As with AT&T, the
MCI suggestion simply doesn’t address the source of any
potential double count. The double count does not arise
from the discount of future inflation, but enly from the
differential impact of SFAS 106 on the LECs relative to
others, and the extent to which the price cap index will
allow the LECs to recover some of those add{cional costs, as
the macroeconomic effects of the introduction of SFAS 106
are reflected i{n the economy as a whole. As with the AT&T
solution, the MCI solution produces the same cxoginous
adjustment, whether in reality there {s no double counting
(no non-LEC firm incurs SFAS 106 costs), or complete double
counting (all firms, including LECs, experience identical
increases in costs dus to SFAS 106, and the GNP-PI fully
reflects those increased costs). This is clearly an

illogical rassult.

.7-
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SECTION II

RESPONSE TO OBJECTIONS REGARDING ACTUARIAL ARALYSIS

A. Mathodology

There wvare three objcctionj raised with respect to the basic methodology employed
in the actuarial analysis undertaken by Godwins.

AT&T Contention - "... the study is flawed because the government sector is

(pp. 11 -12) not included. Although SFAS 106 does not affect the
accounting practices of the government, growth in retirement
health care costs for the government sector of the economy
will affect the growth in GNP-PI because GNP-PI includes
govarnment SFAS 106-like OPEB expense... If OPEB-reslated
expenses of the government were included in the analyses,
the GNP-PI would be higher, and this would have the effact
of reducing the amount of the LEC’s SFAS 106 expense
potentially eligible for sxogenous recovery.®

Rasponss - ATS&T's contention that the exclusion of the government
sector from the analysis results in an overstatement of the
amount of the LECs’ SFAS 106 expense eligible for exogenous
treatment is completely invalid, because it is based on a
aisscatement of fact. The statement that "the GNP-PI
includes government SFAS 106-1like OPEB expense” is gzimply
¥xong. Government entities are not subject to SFAS 106, nor
are they required by the Government Accounting Standards
Board (GASB) to account for retiree medical benefits on
anything other than a “pay-as-you-go® basis. It must be
emphasized that the critical issue is pot what effect will
the increase {n the "pay-as-you-go" costs of retires medical
plans have on GNP-PI. (The GNP-PI will increass due to
{ncreases in "pay-as-you-go" costs, regardless of whether
SFAS 106 ever becomes effective.) Rather, the critical
question is vhat effect will there be on GNP-PI, dus to the

requirement that
As AT&T
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itself concedes, government sector employers are not
required to change their accounting for retires medical
Plans, and ctherefore the fact that many governmental
entities sponsor such plans is not relevant to the analysis.
As & result, the Godwins Report considered the government
sector (see page 21 of the study), and correctly excluded it
from the covered population for the calculation of the
increass in labor costs experienced by firms subject to SFAS
106.

. "The USTA study uses data from only one insurance company to
(Pags 26) arrive at the cost of medical claims for the calculation of
the nationwide Benefit Level Indicator.”

Reaponse - The infarred intent of the MCI comment i{s to suggest that
Godvwins used "data from only one insurance company" to come
up with per capita claim costs, which were then used to
derive aggregate SFAS 106 costs for the U.S5. as a whole.
MCI has clearly failed to appreciats the validity of the
data, and the limited use to which the insurance company
claims data was put. In particular,

(1) The insurance company used is, by any measure, one of
the five largest Life and Health insurance carriers in
the United States.

(2) The data collected was for gross madical claims, not

amounts reimbursed by company plans.

(3) The data vas sufficiently extensive to ensure that no
statistical fluctuations (i.e., sampling errors) would
materially affect the rasults.
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(4) The data was used to form s frequency and amount

distribution, against vhich actual plan provisions of

the LECs and the companies in the Godwins database were

applied, to evaluate the zalative benefit levels of the

TELCO plans compared to cthose provided by other
employers.

(5) Changes in the underlying distributions derived from
the insurance company data would ot have had any
significant effects on the ultimate result. This is
because the ksy results of the Godwins study wvars
related to the raptig of the GNP-BLI to TELCO-BLI, and
net to the absolute value of either.

Ad Hoc Contention - "Finally, the Godwins Report ignores the usual uncertainty

(ETI) that ls associated with survey results measured by calculated

(Page 21) standard errors. As wve discussed, Godwins utilized data
from a survey of 830 employers who sponsor post-retirement
plans and 170 employers vho do not. It is & well sccepted
fact that data from surveys are subject to uncertainty which
is usually seasured by the standard error.”® However, these
standard errors are never taken into account in the
calculation of the Benefit Lsvel Indicators (BLIs). Thus
the data shown in the table on page 28 of the Godwins Report
assumes that the standard deviation is zero. This is
obviously incorrect. Furthermorse, there i{s no information
as to the variance or the standard deviation of the sample
data so that the sensitivity of the resuits can be analyzed.
Combined with the fatal errors discussed above, this shows
a report which vas designed to come to a particular
conclusion favorable to the LEC’'s."

Rasponse - The "standard error" for the calculation of the average
Benefit Lasvel Indicactors was not shown' because in this
case, the effect of the "standard esrror" wvas dsemed to be

1 Ad Hoc references page 28 of the Godwins Report. We assume that they are referring to the able
shown on psge 16 of the report since thers is no table nor any data sppearing on page 28 of the
Godwins Report.

-10-
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immaterial. The reason it is immaterial i{s that the Codwins
data {s not a "survey" in the traditional sense of the word

(l.e., a snall sample from & large universe); racher, it is
a data base comprising companies that employ approximacely
one-half of all emplovees who work for companies cthat
Rrovide postC-retirementc medical benefits.

However, in the interest of completeness, ve have included
in Appendix A the calculation of the variance and standard
devistion, which are i{nherent in the calculation of the
average BLIs used in the Report. As can be seen from the
exhibits, the standard deviation for the average pre-65 BLI
is .015, while the scandard deviation for the post-65 BLI {s
& mers .008. Had the average BLIs been one standard
deviation higher than the valuss actually used for hoth the
pre-65 and the post-65 BLI, the relative impact of SFAS 106
on GNP compared to TELCO would have increased from 28.3% to
29.1%. Given that the sensitivity analysis of the overall
result utilized =z range for thiz valus of 17.8% to 44, .58, it
is quite clesr that the effect of the “standard error”
referred te by ETI ie immaterial.
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B. Actuarial Assumotions

There was ons objection raised regarding the reasonableness of the assumptions
utilized in determining the ratio of GNP-BLI to TELCO-BLI.

- “Vichin che USTA study, in its flawed attempt to estimace

(Page 28) relative benefit ratio levelis, the consultant utilizes

FN 35 ‘ turnover rates that are markedly lower than the average
curnover rate. This results in inflated escimates of the
OPEB liability. Like most of the assumptions used by USTA,
the grounds for this are unsupported. USTA remarks that it
chose this estimate because of the historical patterns of
longer service life and higher average age for TELCO
employees versus other employees. Unfortunately, the study
does not indicate wvhat time frame was used for this
comparison, or vhether the experience of the last few years,
with the large amount of downsizing exhibited by the TELCO
firms, has been included.*

Raaponss - There appear to be two contentions mads in MCI's comment.
Firsc, cthat the GCodwins study did not use the "average
turnover rate" for TELCO and second, that even i{f the
average rate, based on "historical pattarns of lén;ct
service life and higher average age” were used, such
turnover rates would still be too low because of “the large
amount of downsizing exhibited by the TELCO firms."

Vith respect to the first. contention, the turnover rates
used for TELCO (T-2) ara the average of the rates used by
the LECs in their most recent actuarial studies (generally
1990 or 1991). Vith respect to the second contention,
downsizing through Early Retirement programs should not have
ANy impact on assumed turnover rates becauss such turnover
rates are only utilized for projecting future pra-retiremsent
withdravals. This should be cbvious since an individual is
no longer subject to the turnover ratss once that individual

becomes eligible for retirement.

Further, MCI seems toc have sisinterpreted the statesent made

-12-
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in the Godwins Report (>p¢5. 48-FN 1) that,

"Supporting evidence for low incidence of turmover at
TELCO relative to national average can be seen by the
higher average age and past service of TELCO employses
relative to average age and service of nacional working
population.”

The point here is not that there have been "historical
patterns of longer service life and higher average age for
TELCO employees,® but rather that the gurrent age/service
characteristics of TELCO (age = 41.6 / service = 16.6, as of
1/1/91) provide evidence of low turnover rates (i.s. loy
Surnover races in the past produced the current demographic
saksup of the group). Racent downsizing could not have
contributed to producing these age/service characteristics
because recent staff reductions among the LECs were ot
asccomplished through layoffs among the younger short-service
employees prior to 1991.

While the above concept is well known among professional
actuaries, we have performed some additional analysis and
provided & more detailed explanation below, which should
saks our point somevhat clsarer.

The average age and service of an employee group is not a
simple function of withdrawal rates, but higher withdraval
will generally push down averagses.’

The fact thet the sverage sge of & population will incresss if mortality rates are reduced is obvious.
It can siso be shown that s similer effect occurs ia s company's “population’. Aa empicyes group
has exits from desth, retiresment, aad terminstion, which exits correspond (0 mortality in the gesersl
population. Populsticn growth, bpMdbhdbwdccﬂmmm@-
dqudwmmm»b&hhhﬂﬂw.
Since the calculstions for TELCO wers bassd on very large empioyes groups, the varisbions in
growth of firms cannot hide the effect of withdrawals.

-13-
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Calculations were performed to test the hypothesis that the
*Te / T;" choice of withdrawval tables was consistent with the
observed differentials between average age and average
service of TELCO compared to the nation as a whole. With
hire age and retirement age as parameters for calculating
the average age and average service of stationary
populations resulting from T,, T,, and T, based upon all
retirements at & given retirement age and all hires at a
given hire age, the table in Appendix B clearly indicates
differences that are not only consistent with the results
shown in the Godwins Report, but in fact suggest that the
differences in turnover rates between TELCO and the rest of
the U.S. working population may be even greater than T-2

versus T-6.

For example, {f one were to look at a company that hires new
employees at an average age of 27, that experiences turnover
rates equal to T-2, and retirements at ags 62 (a situation
not unlike TELCO), one would find that after chis company
matures it can expect to have an employee population with an
average age of 41.54, and an average past service of 14.54
years. If, inscead, turnover rates equal to T-6 wvere
applied, the average age and service of the population would
be 38.80 and 11.80, respectively. This theoretical
difference, between populations subject to T-6 and T-2, is
actually less than the observed differences in age/service
characteristics between TELCO and the non-TELCO firms (see
page 47 of the Godwins Report). While TELCO and the rest of
the GNP have different retirement patterns, it can be seen
from the table that diffesrences in averags retirement ages

have only a minor {mpact on the basic result.

Finally, it should be noted that the sensitivity analysis
performed by Godwins is mors than sufficient to allov for
any potent{al understatement of TELCO’s turnover rates. On
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pages 34 and 35 of the Godwins Report, it {s shown that even
if the same turnover rates were used for both TELCO and the
rest of the working population, the relative impact of SFAS
106 on GNP, compared to TELCO, would only increase from
28.3% to 34.6%. As noted on page 40 of the Godwins Reporc,
overall results ares shown using values for this relative
impact, ranging from 17.8% to 44.S5%,
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C. Agcuracy and Relisbilicy of Results

There were two objections raised with respect to the overall accuracy and
reliabilicy of the Godwins findings that labor costs of non-LEC firms sponsoring
retiree medical plans will increase 3.19% as & result of SFAS 106.

AI&T Contention - "The results of the Godwins Study depend on the calculation

(pp. 9 - 10) that the adoption of SFAS 106 will incresase labor costs by
38 for firms incurring OPEB expenses. The 3% estimate {s
derived using numerous factors, each subject to error as
noted in Godwins' section on sensitivity of results (pp. 34-
43). The cumulative impact of reasonable variations in each
factor renders the 3% estimate suspect.”

Response - It is precisely the sensitivity analysis referred to by AT&T
that gives us great confidence in the robustness of the
bottom line result. In the