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DIRECT TESTIMONY

OF

CHARLES R. HYNEMAN 

THE EMPIRE DISTRICT ELECTRIC COMPANY

CASE NO. ER-2002-424

Q.
Please state your name and business address.

A.
Charles R. Hyneman, 3675 Noland Road, Suite 110, Independence, Missouri 64055.

Q.
By whom are you employed and in what capacity?

A.
I am a Regulatory Auditor with the Missouri Public Service Commission (Commission).

Q.
Please describe your educational background and work experience.

A.
I graduated from Indiana State University in May 1985 with a Bachelor of Science degree in Accounting.  I earned a Masters of Business Administration degree from the University of Missouri-Columbia in December of 1988.  I am a Certified Public Accountant holding certification in the state of Missouri.

In May 1985 I was commissioned as an officer in the United States Air Force.  I left the Air Force in December 1992 and joined the Commission in April of 1993.

 Q.
Have you previously filed testimony before the Commission?

A.
Yes.  See Schedule 1 for a list of cases in which I have filed testimony before the Commission.

Q. Have you made an investigation or study of the books and records of The Empire District Electric Company (Empire, EDE or Company) in Case No. ER-2002-424?

A. Yes, in conjunction with other members of the Commission Staff (Staff).

Q. Please describe your areas of responsibility in Case No. ER-2002-424.

A. I am responsible for miscellaneous revenue adjustments, pensions expense, prepaid pension asset, other postretirement benefits expense (OPEB) and bad debt expense.

Q.
With reference to Case No. ER-2002-424, what Accounting adjustments are you sponsoring in this case?

A.
I am sponsoring the following Income Statement adjustments:

Revenues:


S-1.2, S-1.5, S-1.6, S-1.9 and S-4.1

Bad Debts:


S-70.1

Pension Expense:

S-85.6


OPEB Expense

S-85.7


Franchise Tax Expense:
S-1.5 and S-95.4

Q.
In addition to these income statement adjustments, are you sponsoring any components of rate base, as reflected in Accounting Schedule 2, Rate Base?

A.
Yes.  I am sponsoring the rate base component prepaid pension asset.

Q. Please define the test year and updated test year used in this case.

A. The test year is the 12 months ended December 31, 2001.  This test year was updated for known and measurable changes through June 30, 2002 (updated test year).

REVENUES

Q. Please explain adjustment S-1.6.

A. Adjustment S-1.6 annualizes revenues to reflect customer growth for residential service, commercial service, small heating service, total electric buildings and general power service rate classes during the updated test year.  The customer growth adjustment annualizes revenues to reflect the revenues that would have been received had the updated test year-ending level of customers been served by the Company for the entire year.  The average number of customers in each month of the test year was adjusted to the June 30, 2002 level.  The differences between the June 30, 2002 level of customers and the average number of customers actually billed in each month were multiplied by the average weather-adjusted kilowatt-hours (KWH) per customer in that month.  The change in KWH each month was multiplied by the average adjusted cost per KWH each month to obtain the revenue adjustment.  Refer to Schedule 2 of the direct testimony of Staff witness Janice Pyatte regarding the customer growth adjustments by rate classes.

Q. As for adjustment S-1.6, do the Staff’s monthly customer levels reflect any customer movement between rate classes that took place during the test year?

A. Yes.  This adjustment includes a reclassification of certain customers during the update period of December 31, 2001, through June 30, 2002.

Q. Please explain adjustment S-1.2.

A. This adjustment eliminates unbilled revenues which were recorded on the Company’s books during the test year.  The Staff’s annualization of revenues reflects a full year of revenues at the June 30, 2002 customer level making it necessary to eliminate the impact of unbilled revenue recorded during the test year.

Q. Please explain adjustment S-1.9.

A. This adjustment removes test year interim energy charge revenue from the Staff’s revenue requirement calculation.  These revenues were removed because they are subject to refund and are not part of permanent rates.

Q. Please explain adjustment S-4.1.

A. This adjustment removes revenues received from the Southwest Power Pool in December 2001 relating to an upgrade of transmission facilities.  These funds were received by Empire as reimbursement for construction costs.  The Staff believes these funds should be treated as an offset to construction work in progress and not operating revenue.

Q. Please explain adjustments S-1.5 and S-95.4.

A. Adjustment S-1.5 removes Empire’s per books Missouri municipal franchise taxes recorded as revenue in the test year. The Staff’s annualized and normalized revenues are based on tariffs that do not include municipal franchise taxes.  To be consistent with the tariffs, the Staff also removed, in Adjustment S-95.4, the same test year level of franchise taxes recorded as an expense in the Taxes Other Than Income Taxes account.  The Company collects the franchise taxes from its customers and then pays these amounts to the various municipalities.  There is no impact on earnings from the collection and remittance of franchise taxes, and the revenue requirement in this case is determined without any consideration of franchise taxes.

SALE OF EMISSION CREDITS

Q. Is there any other item you would like to comment on?

A. Yes.  The Staff has included in Accounting Schedule 9, Income Statement, under the category of Revenues a line item that reflects a gain on sale of emission credits.  The Clean Air Act Amendments (CAA) of 1990 capped the total tons of sulfur dioxide emissions at 8.9 million tons annually in the United States.  In order for a new facility to have allowances to emit sulfur dioxide, they must be purchased from a party that has allowances available for sale.  The auction system implemented under the CAA allows the Environmental Protection Agency (EPA) to hold a percentage of each company’s allowances and to offer those to the highest bidder at an auction each year.  The proceeds from the auction are then returned to the companies on a pro rata basis.  The Staff has included this gain on the sale of Empire’s emission credits as revenue.

Q. Is this treatment consistent with the Staff’s treatment of emission credits in previous Empire cases?

A. Yes.  This treatment of allowing the gains to flow to customers is also consistent with the way emission credits have been treated in previous rate cases involving other utilities regulated by the Commission.

BAD DEBT EXPENSE

Q.
Please explain adjustment S-70.1.

A.
Adjustment S-70.1 adjusts bad debt expense to reflect a three-year average of actual bad debt write‑offs.  An analysis performed by the Staff indicated that Empire’s bad debt writeoffs have increased significantly over the last few years.  To reflect this increase in an annualized level, the Staff is proposing a three-year average of actual writeoffs as opposed to a more typical five-year average. The Staff averaged the actual writeoffs for 2000, 2001 and the first six months of 2002 times two and subtracted this amount from Empire’s per book bad debt accrual.

PENSION EXPENSE-FAS 87 AND OPEB EXPENSE-FAS 106

Q. What level of pension expense is Staff proposing in this case?

A. The Staff is proposing that Empire change its method of calculating pension expense from the Statement of Financial Accounting Standards (FAS) 87 method which, for the past several years has resulted in a significant pension credit (negative expense), to a minimum funding method designed to ensure the pension fund is adequate to meet current and future pension obligations.  This method is referred to as the Employee Retirement Income Security Act minimum (ERISA minimum) method.

Q. Has the Staff proposed this change in prior rate cases?

A. Yes.  The Staff proposed this change in the method of calculating pension expense in the most recent rate cases involving AmerenUE Case No. EC-2002-1 and Laclede Gas Company, Case No. GR-2002-356.

Q. Please explain FAS 87 and FAS 106.

A. FAS 87, Employers’ Accounting for Pensions, and FAS 106, Employers’ Accounting for Postretirement Benefit Other than Pension (OPEB), are the Financial Accounting Standards Board (FASB) approved accrual accounting methods for financial statement recognition of annual pension cost and OPEB over the service life of employees.  Use of FAS 87 and FAS 106 accrual accounting methods is required under generally accepted accounting principles (GAAP) for financial reporting purposes.  The assumptions, methods and estimates used in the calculation of FAS 87 pension expense and FAS 106 OPEB expense are similar in most respects.

Q. How is Empire currently accounting for pension expenses under FAS 87?

A. For ratemaking purposes, Empire has implemented the Staff’s current methodology of using the fair market value of assets, averaging unrecognized gains/losses over five years and then amortizing this average balance over five years for purposes of determining pension expense under FAS 87 and OPEB under FAS 106.  Empire stipulated to this method for pension and OPEB expense accounting in Case No. ER‑2001‑299 and has been using this method since that time.  


The components included in the calculation of Empire’s pension plan for 2001 as determined by Empire’s actuary, Watson Wyatt & Company, are described below: 

Component
Amount

Description
Service Cost
 $2,172,379
Present value of the benefits earned by employees during 2001.

Interest Cost
 $5,604,231
Interest expense on the pension liability due to passage of time.

Expected Return on Plan Assets
($8,672,012)
A reduction to pension expense based on the expected return on pension fund assets during the year.

Amortization of Transition Asset
($   491,155)
On the date Empire adopted FAS 87, net assets of the existing pension plan exceeded the net liability.  The amount of this net asset is amortized as a reduction to pension expense over the average remaining service period of employees expected to receive benefits under the plan.

Amortization of Prior Service Cost
 $    519,431
Amendments to the pension plan have been made that increase future benefits.  This increase to the pension liability is amortized as an increase to pension expense over the expected number of years of employee service.

Amortization of Gains/Losses
($3,499,121)
Amortization of net (gain)/loss balance resulting from: (1) pension plan assumption changes; (2) differences in actual returns on pension plan asset from expected returns; and (3) actual experience different from projected.

Net Pension Expense
($4,366,247)


A significant portion of Empire’s 2001 pension credit of $4,366,247 is capitalized to construction work-in-progress and will eventually be included in plant in service.  The net amount of the pension credit charged to expense accounts relating to Empire’s electric operations in 2001 is $2,921,363.  The components for FAS 106 are similar to those of FAS 87. 

Historical Ratemaking Treatment-Pension and OPEB Costs

Q. Is the Commission required under Missouri law to adopt FAS 106 for determining OPEB expense for ratemaking purposes?

A. Yes.  The Commission is required by Section 386.315, RSMo, passed in 1994, to allow rate recovery of OPEB expense as calculated under FAS 106.  Under this statute, the Commission must adopt the FAS 106 method for ratemaking purposes as long as the assumptions used by the utility are considered reasonable, and the amounts collected in rates are placed in an external fund.

Q. Is the Commission required under Missouri law to adopt FAS 87 for determining pension expense for ratemaking purposes?

A. No.  However, since adoption of Section 386.315 in 1994, the Staff has taken the position that consistent treatment of retirement costs requires the use of FAS 87 for determining pension expense for ratemaking purposes.

Q. What was the Staff’s method for calculating pension and OPEB costs in the determination of cost of service prior to adoption of Section 386.315 requiring the use of FAS 106 for determining OPEB expense?

A. Prior to the Missouri law requiring the adoption of FAS 106, rates were set on a “pay as you go” or “cash” basis for both pension and OPEB costs.  The ERISA minimum contribution was used for pension expense.  The utility’s actual paid medical claims to retirees was used for OPEB expense prior to FAS 106.  

Q.
What is the purpose of ERISA’s pension funding requirements?

A.
The ERISA funding requirements are intended to ensure that defined benefit pension plans in the United States are adequately funded.  This required funding amount is referred to as the minimum ERISA contribution. Pursuant to the Internal Revenue Code, a maximum contribution is also calculated which sets a limit on the amount of tax deductible contributions an employer may make to its pension fund during the plan year.  Pursuant to ERISA regulations, the minimum ERISA contribution may not go below zero.

Q. Did the Commission approve the Staff’s recommendations in prior cases for using the ERISA minimum contribution for the pension expense?

A.
Yes.  Prior to implementing FAS 106 and FAS 87, the Commission adopted the Staff’s recommendation for use of the ERISA minimum contribution as the proper pension method for determining the level of expense for setting rates.  The Commission’s Report And Order in Case No. ER‑93‑41, St. Joseph Light and Power Company, states:

The Commission finds that the appropriate method for accounting for pension expense and for funding pension expense is a funding cash contribution method, which results in a $0 cost in this case for which no actuarial evidence supports the need for any contribution above the ERISA minimum.  This method is consistent with the Commission’s decision on FAS 106 in this case and with other Commission cases, and over the long term will ensure that the pension liability of the company will be in compliance with federal guidelines.

FAS 87 Volatility

Q. Please define the term “annual volatility” and explain how it relates to setting rates for a regulated utility.

A. The Staff defines annual volatility as the degree to which revenues and expenses are subject to significant annual increases or decreases that are beyond the control of management.  The example below lists hypothetical amounts for maintenance expense for a five-year period and illustrates why volatility of revenues and expenses must be “normalized” for ratemaking purposes:

Year

  Expense
1997

$5,000,000

1998

$4,000,000

1999

$7,000,000

2000


$5,500,000

2001

$6,500,000

Five-Year Average
$5,600,000

Using this example, a normalized level of maintenance expense for the company would be $5,600,000 annually.  However, in any one year, the actual maintenance expense varies significantly from the normalized level.  If rates were set on the actual maintenance expense for a test year 1999, the company would over-recover its expense by an average of $1,400,000.  On the other hand, if rates were set on the actual expense for test year 1998, the company would under-recover its maintenance expense by an average of $1,600,000.  Expense amounts that are subject to significant annual volatility must be normalized for ratemaking purposes in order to minimize the under- or over-recovery of the expenses included in a utility company’s cost of service.  The Staff’s rate recommendation for the costs in this hypothetical example would typically be normalized using a five-year average amount of $5,600,000 for ratemaking purposes.

Q. How does the volatility issue relate to a utility company’s pension expense calculated under FAS 87?

A. There are two components in the calculation of FAS 87 pension expense that are subject to significant annual volatility.  These two components for Empire, which are described above, are:

1)
The expected return on pension plan assets, and

2)
The amortization of unrecognized (gains)/losses.

Q. Since the Staff first recommended the adoption of FAS 87 for determining pension expense for setting rates, have there been considerable differences of opinion between the Staff and utility companies regarding the proper assumptions to be used in calculating pension cost under FAS 87?

A. Yes.  The methodology used in calculating pension cost under FAS 87 has been debated and tried in numerous cases involving the major electric, gas, water and telecommunications utility companies in Missouri.

Q. What are the primary issues between the Staff and utility companies regarding the assumptions used in calculating pension cost under FAS 87?

A. There have been two primary issues:


1)
The Staff has opposed the use of assumptions and estimates in the calculation of FAS 87 pension expense that do not accurately reflect the funded status of the pension plan.  


2)
The volatility associated with calculating annual pension costs under FAS 87 can be extreme and inappropriate for setting utility rates.  The primary argument used by the utility companies in challenging the Staff’s prior method for calculating FAS 87 pension expense (by amortizing the current year gain/loss balance over five years) has been that it results in excessive annual volatility and, therefore, is inappropriate for rate setting.  The Staff has attempted to address this issue in the past by using a five-year rolling average of the unrecognized gain/loss to smooth out the volatility that has occurred from one year to the next.

Q.
How does the funded status of the pension plan impact pension expense calculated under FAS 87?

A.
One of the assumptions employed in calculating the pension cost under FAS 87 is the expected rate of return on the financial assets (stocks, bonds, etc.) in the pension plan trust.  The expected rate of return represents the annual income expected from investing the existing pension funds in debt and equity securities.  Annual differences between the expected rate of return and the actual return earned are often so significant that the unrecognized net gain/loss balance experiences considerable annual fluctuation (volatility).  Gains and losses are defined as changes in the value of pension plan assets/ pension liability from experience different from that projected or from changes in actuarial assumptions.  Amortization of a net gain results in a decrease in pension expense, while amortization of a net loss results in an increase in pension expense.  The unrecognized gain or loss balance is made up of:  (1) asset gains and losses, and (2) liability gains and losses.

Annual pension expense under FAS 87 will be a positive expense when the annual earned returns from investing the funded assets are less than the annual costs, which are primarily the service and interest costs related to additional benefits earned by employees and the annual interest on the accumulated benefit obligation.  In dealing with this issue in cases involving major utility companies in Missouri, the differences between the expected return on pension plan assets and the actual return earned on those assets is responsible for most of the unrecognized net gain/loss balance.  Unlike the ERISA minimum method of calculating pension expense, FAS 87 can result in recognition of a negative pension expense.  The ERISA minimum contribution amount will never be less than $0.

Since the unrecognized net gain/loss balance is amortized in calculating pension and OPEB expense under FAS 87 and FAS 106, significant volatility in the balance subject to amortization has an undesirable impact on the calculation of annual pension and OPEB expense for ratemaking purposes.  Prior to the significant devaluation of the stock market in 2001 and 2002, most pension funds of Missouri’s largest utility companies, like Empire, were so well funded that pension expense under FAS 87 was a negative expense throughout the 1990’s.  This occurred because the annual returns earned on the pension fund assets exceeded the additional annual costs recognized for the additional benefits earned and accrued interest on the accumulated benefit obligation.

Q. What other factors can have a significant impact on pension expense under FAS 87 and on annual volatility in year-to-year results?

A.
As discussed in my previous answer, significant differences often occur between “expected” annual return on pension plan assets used in the calculation of the expense and the actual return amount.  The expected rate of return assumption discussed in my last answer is an estimate based on an assumed long-range (20 to 30 years) return estimated by the Company’s actuary.

For the last ten years, Empire’s actuary used an expected rate of return of 9.0%.  Significant differences can and do occur between actual annual returns and the expected rate of return with a long-term planning horizon.  The differences between expected return and actual return result in a gain when the actual return exceeds expected return.  The difference results in a loss when actual return is less than expected return. Changes in other assumptions used in the calculation of pension expense, for example, the discount rate and interest rate, will also result in a gain or loss under FAS 87.

The appropriate “time frame” to be used in recognizing gains and losses under FAS 87 has been a significant issue between the Staff and major utility companies since FAS 87 was adopted for setting utility rates.  The rules for calculating pension expense under FAS 87 provide for considerable flexibility in selecting the appropriate time period (amortization period) over which to recognize the gain or loss balance in expense.  The Staff’s original method was to amortize the gain or loss balance over five years.  The Staff later modified this approach to a method that amortizes a five-year rolling average of the unrecognized net gain/loss balance over a five-year period.  Reflecting gains and losses in pension expense on a more timely basis under the Staff’s method has more accurately reflected the over-funded status of utility pension funds during the 1990’s.

Q. Does the Staff still consider its current method for calculating FAS 87 to be appropriate for setting rates for a regulated utility in the current environment?

A. No.  As described above, the Staff’s current method is to amortize a five-year average of the unrecognized net gain/loss balance over five years.  The five-year average balance has helped reduce annual volatility in FAS 87 pension calculations used in setting rates.  However, the recent devaluation of the stock market in 2001 and 2002 has had a significant impact on the market value of pension fund assets, resulting in a significant increase in volatility in the FAS 87 results.  Because the FAS 87 method of calculating pension expense does not adequately address the volatility caused by wide swings in the financial markets, the Staff is recommending a return to using the ERISA minimum contribution for determining the amount of pension expense used in setting rates.

Q. Have you prepared an analysis of Empire’s FAS 87 pension expense in recent years that demonstrates the concern for excessive volatility?

A. Yes.  A volatility analysis of Empire’s FAS 87 pension expense for the years 1998 through 2002 is reflected below:


      FAS 87


 Annual

Year
Pension Expense
Volatility
Volatility

1997
$ (   725,199)

1998
$ (2,239,850)

$ 1,514651
209%

1999
$ (4,390,811)
$ 2,150,961
  96%

2000
$ (7,780,497)
$ 3,389,686
  77%

2001
$ (4,366,247)
$ 3,414,250
  44%

2002
$ (3,409,900)
$    956,347
  22%


Average Volatility
$ 2,285,179
  90%

Volatility that averages 90% annually in a significant expense area is unacceptable for setting rates.  Empire’s ERISA minimum contribution has been $0 over the same time period resulting in zero volatility. 

Q. What additional benefit does the ERISA contribution method have over FAS 87 for determining pension expense in setting rates?

A. When gains and losses are reflected on a timely basis in calculating FAS 87 pension expense, a negative pension expense can result for well-funded plans.  Empire’s historical experience, as shown above, reflects that result.  However, a negative cash flow impact occurs for the utility company when a negative expense for FAS 87 is used in setting rates.  Since federal law prohibits taking any excess funds out of the pension fund, the recognition of the negative expense in setting rates requires the utility company to acquire funds from another source, like short-term loans, to replace the reduction in cash recovered through rates.  A negative pension expense under FAS 87 is supposed to represent a short-term timing difference between pension expense recognized for financial reporting and rates and the amount of cash required to fund the plan.  However, when a negative expense amount becomes an ongoing recurring result, it no longer makes sense from a regulatory rate-setting perspective.

The calculation of the ERISA minimum contribution eliminates the possibility of a negative pension expense result because the contribution is never less than zero.

Q.
If the Commission were to reject the Staff’s proposed ERISA minimum method of calculating pension expense and decide to retain some form of the FAS 87 method, is the Staff recommending changes to its current method of calculating FAS 87 pension expense?

A.
Yes.  The recent devaluation of the stock market has had such an extreme impact on FAS 87 calculations that additional smoothing mechanisms would be necessary as follows:

1)
The Market-Related Value method for valuing the pension fund assets in calculating the Expected Rate of Return assumption should be adopted for both FAS 87 and FAS 106. Paragraph 30 of FAS 87 describes market-related value of plan assets as either fair value or a calculated value that recognizes changes in fair value in a systematic and rational manner over not more than five years.  This change will help mitigate the extreme volatility in the market value of the pension fund assets experienced in recent years.

2)
The Staff no longer considers a negative pension expense under FAS 87 to be appropriate for setting rates.  While this result is not unreasonable on a short-term basis, most utilities have recognized a negative pension expense consecutively for several years. This result is not reasonable on a continuing basis.  To eliminate this from occurring, the Staff is proposing to limit the gain recognition to an amount that will not allow FAS 87 expense to go below zero. 

3)
If the FAS 87 result is still negative after reflecting the second smoothing mechanism above, then the Expected Rate of Return assumption should be limited to an amount that will not allow FAS 87 expense to go below zero.

Q. Please describe adjustments S-85.6.

A. This adjustment adjusts Empire’s test year negative pension expense calculated under FAS 87 to an ERISA minimum contribution of zero.

Q. Is the Staff proposing any changes to the method of calculating FAS 106 costs for OPEB expense?

A. Yes.  The market-related value assumption described above is also appropriate in the calculation of FAS 106 OPEB expense.  The Staff’s annualization of Empire’s FAS 106 expense incorporates this method.  In addition, the Staff is continuing to calculate the amortization of gains and losses using five-year average of unrecognized gain/loss amortized over five-years.  Empire adopted this methodology for both FAS 87 pension expense and FAS 106 OPEB expense in its last rate case, Case No. ER-2001-299.

Q. What is the basis for the Staff’s recommendation to use a five-year amortization of the average unrecognized net gain/loss balance?

A. The Staff bases its recommendation for using a five-year amortization of gains and losses for determining FAS 106 expense on four factors:


1)
Since the funding of OPEB costs did not begin until the mid 1990’s, the funded status is such that the annual investment return on funded assets will not offset the current service cost and interest on the projected liability.  OPEB costs have not created a negative expense or prepaid OPEB asset.


2)
Timely recognition of actual results and assumption changes is necessary for accurate OPEB expense for ratemaking purposes.  The Staff considers five years to be a reasonable time period to meet this goal.


3)
In the Omnibus Budget Reconciliation Act of 1987, the federal government reduced the amortization period for asset gains and losses from fifteen years to five years for pension funding requirements.  Section 412(b)(2)(B) of the Internal Revenue Code requires that gains and/or losses from pension plan assets be amortized over a five-year period.  A five-year amortization treats asset gains and losses for FAS 87 and for funding requirements under ERISA/Internal Revenue Service (IRS) Regulations on a consistent basis.


4)
Use of a five-year amortization period is consistent with the Commission’s long-standing policy of amortizing abnormal, significant, expenses/losses over five years for ratemaking purposes.

Q. Please describe adjustment S-85.7.

A. Adjustment S-85.7 adjusts Empire’s test year level of OPEB expense to reflect the Staff’s methodology for the amortization of a five-year average unrecognized gain/loss balance and the change to using the market-related value of assets for calculating the earnings on the OPEB fund.

PREPAID PENSION ASSET

Q.
Please explain the term “prepaid pension asset” as it applies to pension cost under FAS 87.

A.
A prepaid pension asset is established when the cash contributions to the pension fund exceed the pension cost recorded on the income statement under FAS 87.  The prepaid pension asset is increased in years when the cash contributions to the fund exceed the FAS 87 expense on the income statement and is reduced in years when the pension cost under FAS 87 exceeds the cash contribution to the pension fund.  

Q.
Explain how the Staff calculated Empire’s prepaid pension asset included in Accounting Schedule 2, Rate Base.

A.
Empire’s prepaid pension asset on its books and records at June 30, 2002, represents the accumulated difference between FAS 87 pension cost and cash contributions to the pension fund since 1987, when Empire adopted FAS 87 for financial reporting purposes.  However, FAS 87 was not used for ratemaking purposes for Empire prior to August 15, 1994, the effective date of rates in Case No. ER-94-174.  The prepaid pension asset included in rate base includes only the accumulated difference between FAS 87 pension costs and the cash contributions to the pension fund for the period August 15, 1994 through the end of the updated test year in this case, June 30, 2002.

Q.
For purposes of this case, how is the prepaid pension asset treated, given the Staff’s position on pension expense?

A. Since the Staff has adopted the ERISA minimum method for pension expense, the prepaid pension asset included in the Staff’s rate base will continue at the current amount.  This asset will be included in rate base in any future Empire rate/complaint case at the current amount.

Q.
Please summarize the Staff’s revised position on the appropriate amount of pension expense to include in utility rates in general and for Empire in this case.

A.
As a result of the significant impact that wide swings in the financial markets has had on FAS 87 pension expense for Empire and other utilities in Missouri, the Staff has changed its position on pension cost from FAS 87 to the ERISA minimum contribution method.  In this case, Empire’s test year pension cost has been adjusted to reflect a $0 pension cost consistent with its 2002 ERISA minimum contribution.

Upon review and analysis, the Staff concluded that, in the current environment, its previous method for calculating pension cost under FAS 87 results in excessive volatility for ratemaking purposes.  The Staff’s change in position to the ERISA minimum contribution for determining pension cost for ratemaking purposes is intended to address the volatility issue and eliminate the possibility of a “negative” pension cost for Empire and other Missouri utilities which can, and has, occurred on a consistent basis under FAS 87 calculations for the last several years.

An examination of Empire’s FAS 87 results since 1997 shown above clearly shows that this method of calculating pension expense is subject to excessive annual volatility to a level unacceptable for setting rates.  On the other hand, the ERISA minimum contribution method which has been $0 for several years is a much more stable method for determining pension cost for a regulated utility.

Q.
Does this conclude your direct testimony?

A. Yes, it does.

Charles R. Hyneman

Schedule of Testimony Filings

	Case No.
	Company

	TR-93-181
	United Telephone Company of Missouri

	ER-94-163
	St. Joseph Light & Power Company

	HR-94-177
	St. Joseph Light & Power Company

	GR-95-160
	United Cities Gas Company

	EM-96-149
	Union Electric Merger with CIPSCO, Inc.

	GR-96-285
	Missouri Gas Energy

	GR-97-272
	Associated Natural Gas Company

	ER-97-394
	UtiliCorp United, Inc.

	GR-98-140
	Missouri Gas Energy

	EM-97-515
	Western Resources, Inc. Acquisition of Kansas City Power & Light Co.

	GM-2000-312
	Atmos Energy Corporation Acquisition of Associated Natural Gas Company

	EM-2000-292
	UtiliCorp United Inc. Acquisition of St. Joseph Light & Power Company

	GO-99-258
	Missouri Gas Energy

	EM-2000-369
	UtiliCorp United Inc. Acquisition of Empire District Electric Company

	GR-2001-292
	Missouri Gas Energy

	ER-2001-672
	UtiliCorp United, Inc. d/b/a Missouri Public Service

	GO-2002-175 


	Aquila, Inc. d/b/a Aquila-MPS












Page 21

