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I. STATEMENT OF QUALIFICATIONS

WOULD YOU STATE YOUR NAME AND ADDRESS?
My name is Mitchell I. Serota and my business address is 5215 Old Orchard Rd.,

Suite 750, Skokie, IL 60077.

WHAT IS YOUR PRESENT OCCUPATION?
I am President and founder of Mitchell 1. Serota & Associates, Inc., a consulting

actuarial firm. I am a subcontractor to NovaRest, Inc.

WHAT IS YOUR REGULATORY EXPERIENCE?
I have prepared and presented testimony in the rate proceedings involving Public

Service Electric & Gas Company, BPU Docket No. GR09050422.

WHAT OTHER PROFESSIONAL EXPERIENCE HAVE YOU HAD?

Currently, I am one of 24 actuaries nationwide on the Pension Committee of the
American Academy of Actuaries. The committee addresses actuarial issues
affecting public and private pension plans, while monitoring federal tax, PBGC, and
other ERISA-related developments. It consults with Congress and relevant
regulatory agencies on the effect of regulation on employer pensions and retirement
security, and comments on pending legislation and regulations. I am a Member of

the American Academy of Actuaries and a Fellow both of the Society of Actuaries
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and the Conference of Actuaries in Public Practice. I am an Enrolled Actuary under

ERISA.

Prior to the establishment of Serota & Associates in 1988, I was Vice President of
Alexander & Alexander Consulting Group and Vice President of Johnson &
Higgins, Inc., both international consulting actuarial firms. As a Consulting
Actuary, my responsibilities have included meeting with clients, understanding their
Human Resource needs and their financial goals, and tailoring employee benefits
programs to fit their specific circumstances. I also perform pension valuations for
United States corporations with domestic or foreign pension plans; analyze and
immunize investment portfolios, research markets for asset management; analyze
self-funded group medical and long-term disability programs; value liabilities for

post-retirement medical plans; train and supervise employees.

WHAT IS YOUR EDUCATIONAL BACKGROUND?

I earned a Ph. D. from the University of Chicago, Department of History (1976). 1
also received a Master of Arts from the University of Chicago Division of Social
Sciences (1972). In addition, I hold two Bachelors of Science from the
Massachusetts Institute of Technology, one in Mathematics (1971), the other in
Humanities and Science (1971). I am a Visiting Professor of History at Carthage

College in Kenosha, Wisconsin.
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II. SCOPE AND PURPOSE OF TESTIMONY

WHAT IS THE SCOPE AND PURPOSE OF THIS TESTIMONY?

I was engaged by the New Jersey Department of the Public Advocate, Division of
Rate Counsel (“Rate Counsel”) to conduct a review and analysis and present
testimony regarding the Pension Costs proposed by Rockland Electric Company

(“RECO” or “the Company”) as part of its electric base rate filing.

The purpose of this testimony is to present to the New Jersey Board of Public
Utilities (“BPU” or “the Board”) Rate Counsel’s recommended position regarding

an appropriate level for the expense of the Company’s Pension and OPEB Plans.

In developing this testimony, I have reviewed RECO’s filings, supporting
testimonies and exhibits, and responses to initial and follow-up data requests issued

by Rate Counsel and the BPU Staff with regard to Pension Expense.

WAS THIS TESTIMONY PREPARED BY YOU OR UNDER YOUR
DIRECT SUPERVISION?

Yes, this testimony was prepared by me.
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III. PENSION EXPENSE

WHAT IS YOUR UNDERSTANDING AS TO THE AMOUNT OF PENSION
EXPENSE THAT RECO IS ASKING TO INCORPORATE INTO ITS BASE
RATE DETERMINATION?

RECO is requesting that base rates incorporate $6,504,000 for the 2010 test year.
This figure was set at 74.3% of the Operations and Maintenance portion of the 2010
Pension Expense. The comparable figure for the 2009 test year is $6,852,000."
Both figures have been derived from the 2009 Pension Expense and the 2010

Pension Expense of $37,866,400 and $35,917,300 respectively.

DO YOU AGREE WITH THE AMOUNT THAT HAS BEEN REQUESTED?
IF NOT, WHAT IS YOUR ALTERNATIVE?

I believe the Pension Expense for the company’s qualified pension plan has been
forecast at too high a level. I believe the Pension Expense, for purposes of setting
rates, should be reduced by $2,463,800 for 2009 and by $1,823,900 for 2010.
Please refer to the testimony of Dave Peterson for the effect of this reduction upon

the rates for RECO.

WHAT IS PENSION EXPENSE AND HOW IS IT DETERMINED?
The following explanation offers a basic summary of the computations that the Plan

actuary performs each year. There is much more intricacy involved at each level of

! Exhibit P-2, Schedule 6; 12 + 0 Update, prepared January 29, 2010
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the process than I describe, but the following description is offered as an overview
to the process.
Pension Expense is an amount that is put in the corporate books to indicate the cost
of maintaining a pension plan according to Generally Accepted Accounting
Principles (“GAAP”) and the Financial Accounting Standards Board (“FASB”)
Statements 35, 87, 88, 132 and 158.
Under the accounting standard in FASB Statement 87 (as modified by FASB
Statement 158), the actuary must use what is known as the “Projected Unit Credit
actuarial method” for determining the liability of the pension plan. This liability is
referred to as the Projected Benefit Obligation (“PBO”). It represents the actuarial
Present Value of Future Benefits based on service and pay earned through the date
of the determination. The liability is a theoretical measurement of how much the
retirement benefit for the plan participants would be if the Plan sponsor (RECO)
had funded those retirement benefits evenly over their expected working lifetimes.
The Present Value is calculated using a discount rate which mimics the prevailing
long-term corporate bond rate and is generally regarded to be a rate with low risk.
Under the FASB Statement 87 standard, the discount rate is established annually by
the auditor and the CFO of the corporation with the advice of the actuary.
The PBO is then compared to the Fair Market Value of Assets to reveal the Funded
Status of the Plan.
Annual Pension Expense, which is ultimately the figure that drives the rates, is also

part of the FASB Statement 87 process. The Pension Expense comprises four
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essential components that vary each year: Service Cost, Interest Cost on the PBO,
Expected Return on Investment, and Amortization of Gains and Losses.
Service Cost is the cost of pension benefits earned by active employee-participants
during the year. This figure is driven by the age, service and salaries of the
participants. The Interest Cost on the PBO is basically the PBO liability multiplied
by the discount rate. The Expected Return on Investment is basically the Fair
Market Value of Assets multiplied by an actuarial assumption of how much those
assets will return during the year. This component serves to reduce the Pension
Expense.
Gains and Losses represent the difference between what the actuary’s assumptions
predicted at the beginning of the year and what the actual results were at the end of
the year. When the total losses over time exceed 10% of the PBO, a portion of that
excess is added to Pension Expense. Similarly, if total gains exceed 10%, a portion
of that excess serves to reduce Pension Expense. Some of the gains and losses can
be attributed to hiring practices of the corporate plan sponsor.  These
“demographic” gains and losses are not being examined in this report.
What is of interest in the present case is the instance when the actuarial assumption
for Expected Return on Investment overstates the return on investment in a given
year. In such instance, a “loss” emerges which then increases the following year’s

Pension Expense.
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WHAT IS YOUR BASIS FOR REDUCING THE AMOUNT OF PENSION
EXPENSE FOR RATE PURPOSES?

Several times each year, representatives from Consolidated Edison’s Treasury and
Legal Departments meet to discuss the performance and direction of assets in the
Retirement Plan Trusts that they oversee. These meeting are internally called
Named Fiduciary Meetings. 1 believe the attendees at the Named Fiduciaries
Meetings accepted risk on behalf of the Consolidated Edison Retirement Plan Trust
that resulted in poor performance during 2007 and 2008. Although their decisions
may have been based on good faith, actuarial losses, as described in the previous
section, nevertheless materialized. It is my contention that the ratepayers should not
be required to subsidize the losses associated with the investments in the Pension
Trust. My goal in this testimony is to ascertain RECO’s Pension Expense if the
assets had been invested in a risk-less environment. The calculations supporting this

figure are presented later in this testimony.

HOW HAVE THE ASSETS BEEN INVESTED?

In January 2008, the Named Fiduciaries were continuing a policy of investing 65%
in Equity (47% in domestic; 18% in international), 27% in Fixed Income and 8% in
Real Estate.” The generic asset allocation in the investment industry is 60% equity
and 40% bonds. The RECO investment philosophy and portfolio return do not

stray far from the norm, all things being equal.

? RCR-PEN-12, January 2008, page 18.
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Even before the downturn, the results of the portfolio were not encouraging. Both
on a 3-year basis and a 5-year basis, the returns on investment were less than the
50" percentile, while the risk, as measured by standard deviation, was greater than
the 50" percentile for both time spans.’

The almost 36% downturn in the equity market during 2008 certainly had a severe
effect on the asset performance of the RECO Pension Trust. Domestic equity lost

38.77%, while International Equity lost 34.06%.*

DIDN’T MANY PENSION PLAN TRUSTS ACROSS THE NATION
SUFFER THE SAME DEGREE OF LOSS IN THEIR ASSETS?

Absolutely. The issue is not so much the drop in asset value as the attempt by
RECO to have the ratepayers subsidize the loss of asset value in the Pension Trust.
Inclusion of the investment loss in Pension Expense is an attempt by RECO to have
a portion of its Pension Trust bailed out or subsidized by the ratepayers. The
ratepayers themselves, who also might have suffered large losses in the equity
market, have no comparable source of income to bail themselves out: they must re-
build their assets as best they can. My recommendation to the Board is that RECO
be treated in the identical fashion to any other investor, and not be accorded the
special treatment of having the ratepayers subsidize their asset losses. To accept the
level of Pension Expense being requested by RECO would retroactively validate a

perverse incentive: when they gambled and succeeded, there was no rate reduction;

3 Ibid.. p. 19.
* RCR-PEN-11, p.2.
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now that they have lost, they are asking the ratepayers to recoup their losses.” It is

more suitable for the losses to be sustained by the stockholders of RECO than the

ratepayers.

HOW DO THESE LOSSES AFFECT THE PENSION EXPENSE?

As described above, when the actuary calculates Pension Expense every year, she
calculates the Expected Return on Assets. To the extent that the Expected Return
on Assets exceeds the Actual Return, an “actuarial loss” develops. This loss is

recognized over a period of time, in RECO’s case, ten years. The Pension Expense

is thus increased by approximately one-tenth of the actuarial loss.

The Corporation’s actuary does not recognize the entire actuarial loss on assets in
one year, but rather smoothes the fluctuations in asset results over five years. This
mitigates the effect on the Pension Expense significantly. The actuary calculated
the investment loss of 2008 to be $133.0 million. The smoothing process
recognizes 20%, or $26.6 million each year over five years for purposes of setting
pension expense. Thus, the Pension Expense for 2009 rose only by about $5.6

million over the 2008 level.® If it were not for the smoothing process, the Pension

Expense would have risen about five times as much.

Q. WHATIS YOUR PROPOSED TREATMENT OF PENSION EXPENSE?

A. I believe the Pension Expense forecast for RECO should be separated into

> Paraphrase of Nobel Laureate in Economics Joseph E. Stiglitz, “Harsh lessons we may need to learn
again”, China Daily, 2009-12-31.
® The Pension Expense in 2008 was $32.24 million; in 2009 it was $37.87 million.
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two segments for purposes of developing base rates. The “legitimate segment” of
Pension Expense should be based on all factors unrelated to investment risk. The
second portion, which should be discarded for purposes of ratemaking, is the part
related directly to the risk of the assets in the portfolio.
To put a monetary value on the risk of the assets, [ compare the actuary’s expected
return on asset assumption, 8.5%, to the discount rate, which is supposed to be
indicative of high-grade bonds. For the 2008 Pension Expense, the actuary used

6.0%; for 2009, 5.75%.

HOW DID YOU ARRIVE AT THE FIGURE OF $2,463,800?

In the attached spreadsheet, I have examined the components of Pension Expense
for the qualified plan to establish and reconfirm the figures offered as Pension
Expense for 2009.

Of primary significance, the actuarial valuation reports presented a line item
showing the loss of assets for the plan. For 2008, the loss in asset value, net of all
other considerations, amounted to $101.5 million. In contrast, the Pension Expense
had built in an assumption that the assets would gain $30.7 million. The difference
between the two figures, $132.2 million is considered an actuarial loss due to
assets.” This actuarial loss is first smoothed over five years, then amortized over
ten years. It increases the Pension Expense of the Corporation by $2.7 million per

year.

7 We are subtracting the difference between the expected gain and the actual gain. Because the actual gain
was a loss, in this case we are looking at subtracting a negative number. Consider that if I expect to receive
$3 and wind up losing $8 instead, my position is $11 worse than what I expected it to be.

10
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The assumption that the assets would gain $30.7 million was based on the
assumption that the assets would return 8.50%. This assumption presumes a degree
of risk relative to the rate by which liabilities were discounted, 6.00%. My
contention is that to calculate the risk factor of the portfolio, the rate of return
should be comparable to the long-term rate of investment grade corporate bonds,
which forms the basis for the discount rate. Therefore, I calculated the Pension
Expense assuming that the return on assets would mimic the liability discount rate.®
Instead of a $30.7 million gain, this resulted in a $21.7 million gain. The actuarial
loss due to assets would then be mitigated somewhat to $123.2 million. When
smoothed, then amortized as above, the increased Pension Expense due to the risk

level of the assets is $2.464 million for 2009.

To be fair, the assets did rebound somewhat in 2010. The Corporation and its
stockholders deserve the credit for the gain in assets above and beyond
expectations. In a parallel manner, I compared the return on investments, $53.5
million, to the expected return based on the discount rate of 5.75%. The actuarial
gain on assets using this methodology is $32.0 million. When smoothed and
amortized, the Pension Expense is reduced by $640,000. I then combine the
actuarial loss from 2008 with the actuarial gain from 2009 to arrive at the risk

portion of 2009 expense as $1.824 million.

¥ The FAS87 discount rate is 5.75% for 2009, and 5.95% for 2010 and beyond. The discount rate is used to
determine the PBO, Service Cost and all related components. The higher the discount rate, the lower the
liabilities and costs.

11
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To reiterate, I believe the Pension Expense, for purposes of setting rates, should be
reduced by $2,463,800 for 2009 and by $1,823,900 for 2010. These figures form

the basis of the proposed reduction found in Mr. Peterson’s testimony.

DO YOU HAVE ANY COMMENTARY REGARDING THE EXPENSE FOR
THE OPEB PLAN?

I reserve the right to supplement my testimony regarding the OPEB plan.

DR. SEROTA, DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, it does.

12
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Rockland Electric

Pension
Expense

from Buck
documentation

Pension

Status

from Buck
documentation

Assets/PBO

Orange and Rockland figures 2007 report, Q4 2007 report, Q1 2008 report, Q4
Section IV-B Table 2 Sections IV-B, V, VI

2006 2007 2008
Service Cost S 9,517,914 $ 9,443,027 $ 10,038,309
Interest Cost S 27,386,297 $ 29,162,601 $ 30,506,873
Return on Assets S (27,544,353) $ (30,664,591)
Amortization
Prior Service Cost S 1,207,148 $ 1,207,148
(Gain)/Loss S 5,311,683 $ 20,692,542 $ 21,153,200
Net Periodic Pension Cost (NPPC) S 34,766,732 S 32,960,965 $ 32,240,939

NPPC recognized on 12 +0
percent of total Orange and Rockland

PBO S (492,669,475) S (499,091,198) $ (521,969,545)
Fair value of Assets S 293,948,224 S 339,782,007 $ 368,151,689

Funded Status S (198,721,251) $ (159,309,191) $ (153,817,856)
Unrecog (g)/! S 119,904,357 S 115,620,170

Unrecog past service cost S 10,868,532 $ 9,661,384

(Accrued) Benefit Cost S (28,536,302) $ (28,536,302)
Additional Unrecognized G/(L) from one year to the next (financial and demographic) $ (138,746,570)
Funding Percentage PBO 59.66% 68.08% 70.53%
Discount rate 6.00% 6.00%
Cash Balance crediting rate 5.50% 5.20%
Return on assets 8.50% 8.50%
Cash contribution S 34,766,732 S 32,960,965 S 32,240,939

Return on investments S 37,627,910 $ 23,190,141 $ (101,544,685)
Expected Return per Buck S 27,544,353 S 30,664,591

Actuarial Gain(Loss) on Plan Assets S (4,354,212) $ (132,209,276)
Remaining Service for Pension 10
Annual Amortization of gain/(loss) in Pension Expense S (13,220,928)
Expected Return per prevailing discount rate $ 19,443,073 $ 21,645,594

Actuarial Gain(Loss) on Plan Assets (value of risk) $ 3,747,068 $ (123,190,279)
Remaining Service for Pension 10
Proposed Reduction in Expense if there were no smoothing $ (12,319,028)
Smoothing percentage used by Buck 20%
Proposed Smoothed actuarial gain /(loss) to account for risk $ (24,638,056)
Remaining Service for Pension 10
Proposed reduction of Pension Expense to account for risk $ (2,463,806)

Accumulated for 2010

2009 report
Table 2
2009
$ 10,701,849
$ 31,482,218
$ (31,801,249)
$ 1,207,148
$ 26,276,393
$ 37,866,359
9227000
24.4%

RV RV Vo R VR VR

(562,208,020)
270,850,742
(291,357,278)
254,366,740
8,454,236
(28,536,302)

56,294,876
48.18%

5.75%
4.90%
8.50%

37,866,359

53,509,606
31,801,249
21,708,357
10
2,170,836

21,512,610
31,996,996

10
3,199,700

20%
6,399,399
10
639,940

(1,823,866)

RV RV Vo R VR VR

1/25/2010
2010

11,020,300
33,438,400
(34,250,700)

1,565,600
24,143,600

35,917,200
8758000
24.4%

(568,115,389)
329,492,283
(238,623,106)
198,071,864
12,014,940
(28,536,302)

17,211,564
58.00%

6.05%
4.70%
8.50%

35,917,300

v vV n

$

$

2011

11,098,400
34,226,300
(35,557,500)

1,565,600
25,625,600

36,958,400

(582,024,600)
362,178,700
(219,845,900)
180,860,300
10,449,300
(28,536,300)

21,498,900
62.23%

6.05%
4.70%
8.50%

36,958,400

$
$
$

$
$

$

RV RV Vo VR VR

$

2012

11,003,300
34,874,600
(36,638,300)

1,565,600
26,939,300

37,744,500

(593,532,300)
396,750,900
(196,781,400)
159,361,400

8,837,000
(28,583,000)

25,919,100
66.85%

6.05%
4.70%
8.50%

59,854,800

v vV n

2013

10,594,500
35,462,200
(39,529,200)

1,274,600
26,097,000

33,899,100

(604,038,700)
456,852,300
(147,186,400)
133,442,300
7,318,000
(6,426,100)

25,659,400
75.63%

6.05%
4.70%
8.50%

31,533,100

RV RV Vo VR VR

2014

10,562,500
35,991,300
(42,188,400)

1,144,400
22,890,000

28,399,800

(613,505,400)
490,887,000
(122,618,400)
107,782,900
6,043,500
(8,792,000)

80.01%

6.05%
4.70%
8.50%



