Application: 09-10-xxx
Exhibit No.:
Witness: Randall Rose

Application of San Diego Gas & Electric
Company (U 902 E) for Approval Pursuant to
Public Utilities Code Section 851 to Lease
Transfer Capability Rights to Citizens Energy
Corporation

234333

DIRECT TESTIMONY OF
RANDALL ROSE

SAN DIEGO GAS & ELECTRIC COMPANY

BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA
October 9, 2009

-
S0%




10

11

12

13

14

15

16

17

18

19

20

21

22

23

I. SUMMARY AND PURPOSE OF TESTIMONY

The purpose of my testimony is to explain how the Development and
Coordination Agreement, dated May 11, 2009, between San Diego Gas & Electric
Company (“SDG&E”) and Citizens Energy Corporation (“Citizens”) has special tax
implications due to the fact that the agreement has been characterized as a lease
agreement. Under general tax principles, an amount received by a taxpayer as gross
income must be taken into account in the year payment is received. However, when a
lease agreement calls for prepaid rent, Internal Revenue Code Section 467 (“IRC §467”)
requires the lessor and lessee to report the rents for tax purposes as they accrue and to
take into account time value of money principles. Under a formula specified in IRC §467
and the related regulations, rental revenues and expenses are accounted for tax purposes
on an accrual basis and the taxable income and expenses are treated in a reciprocal
manner by the parties. SDG&E and Citizens agreed to structure the transaction as an IRC
§467 lease in order to obtain more certainty about the tax treatment that both parties
desired and to spread the income and expense items for tax purposes over the life of the
agreement.
II. PRE-PAID RENT

Citizens will pay SDGE an amount equal to all of the acquisition costs for the
property subject to its leasehold interest up front as “prepaid rent.” SDG&E will
amortize the prepaid rent into taxable income ratably over the 30-year lease term based
on a rent schedule calculated under IRC §467 rules. Another requirement of IRC §467 is
to treat the prepaid rent as a loan from the lessee to the lessor. Accordingly, to the extent

the unamortized prepaid rent exceeds the cumulative rental payments due at the end of
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each rental accrual period, the excess is deemed to be the outstanding loan balance. IRC
§467 requires SDG&E and Citizens to establish a schedule showing the taxable interest
income to be recognized by Citizens and the deductible interest expense to be recognized
by SDG&E for each period. The loan bears interest at 110% of the “applicable federal
rate,” as defined in IRC §467. The applicable rate is the long-term interest rate published
by the U.S. Treasury Department.

The IRC §467 treatment does not change the total taxable income or expense to
be recognized by SDG&E or Citizens compared to recognizing the prepaid rent as
taxable upon receipt by SDG&E and deductible upon payment by Citizens, but it does
change how the items of income and expense are labeled for tax purposes and the timing
of their recognition. Each year, SDG&E’s net taxable income will be equal to the sum of
its rental income and interest expense, while Citizens will recognize the reciprocal rental
expense and interest income on its tax return. As a result, the net rental income less
interest expense recognized by SDG&E over the 30-year life of the agreement will
exactly equal Citizens’ prepaid rent. Accordingly, over the 30-year life of the lease,
SDG&E and Citizens will have complementary tax treatment.

The following example illustrates this complementary tax treatment: assume
Citizens makes an up-front payment to SDG&E equal to all the construction costs of the
segment of the Sunrise Powerlink it will lease from SDG&E. SDG&E and Citizens
would calculate the accrued rental income to be recognized each period using present
value principles outlined in the regulations under IRC §467. Interest on the outstanding
balance of the “IRC §467 loan” would also be calculated for each period. Over the life of

the agreement, the net difference between the rental income less interest expense
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recognized for tax purposes by SDG&E would equal the prepaid rent. Similarly, the net
difference between the interest income less rent expense attributed to Citizens would also
be equal to the prepaid rent. A calculation of the IRC §467 rents and interest based on
the $83 million of projected construction costs for the portion of the Sunrise Powerlink
leased to Citizens is shown in Appendix 1 to this testimony.'
III. DEFERRED TAXES

The accumulated deferred federal and state income taxes resulting from the
difference between federal tax depreciation computed using the Modified Accelerated
Cost Recovery System (“MACRS”) specified in IRC §168 and state tax depreciation
computed using the Asset Depreciation Range (“ADR”) system used by California versus
normalized tax depreciation computed using the same life, method, and salvage
assumption used to compute book depreciation have been included as an adjustment to
rate base by SDG&E for purposes of establishing a baseline revenue requirement. For a
more detailed discussion of rate base, see the testimony of SDG&E witness Michael
Calabrese. Citizens also will adjust rate base for accumulated deferred federal and state
income taxes based on the timing difference between the book and tax recognition of the
lease amortization expense.
IV.  PROPERTY TAX TREATMENT

The California State Board of Equalization (“SBE”) values utility property on a
unitary basis as an entire operating system rather than valuing each individual component
individually. It then allocates the system value among the affected counties according to
a formula required by statute. However, beginning in 2007, property tax revenues

generated by construction of new electric transmission property with a nameplate value

"IRC §467 Rent Schedule, Appendix A
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of 200,000 volts or greater is allocated entirely to the county in which the newly
constructed property is located.”> Accordingly, since the property subject to the
agreement between SDG&E and Citizens is located wholly within Imperial County, that
county will receive the entire share of new property tax revenue created by the
assessment of Citizens’ transmission capacity leasehold interest. The county
auditor/controller then allocates property tax revenue among all the tax jurisdictions
within the county based on a formula established after Proposition 13. The agreement
between SDG&E and Citizens will have no impact on the allocation of property tax
revenues to Imperial County or to the various tax jurisdictions within the county.

This concludes my direct testimony.

? California Revenue and Taxation Code §100.95.
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V. QUALIFICATIONS

My name is Randall G. Rose. I am employed by Sempra Energy as a Tax
Director for Sempra Energy utilities. My business address is 101 Ash Street, HQ-07, San
Diego, California 92101.

My current responsibilities include managing federal and state income tax
compliance, reviewing tax accounting for the utilities, and preparing income tax
calculations for regulatory filings.

I received a Bachelor’s degree in Business Administration with an emphasis in
Accounting from San Diego State University. I am a Certified Public Accountant
(“CPA”), licensed in the State of California.

I have been employed by SDG&E and Sempra Energy since 1994. In addition to
my current position as Director of Income Tax, I have served as Director of Tax
Accounting and Regulatory Taxes, Manager of State Income Taxes, and Manager of
Property and Sales Tax for SDG&E and Sempra Energy.

Prior to joining SDG&E, I served as a senior tax advisor to the elected member of
the California State Board of Equalization from the 3™ District. In that function, I
advised the board member on tax appeals cases and utility ad valorem tax assessments
that came before the State Board of Equalization for administrative ruling.

I have previously testified before this Commission as an expert witness.
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