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PREPARED DIRECT TESTIMONY 

OF RANDALL G. ROSE 

ON BEHALF OF SOUTHERN CALIFORNIA GAS COMPANY 

I. Purwse 

This testimony presents Southern California Gas Company's (SCG's) estimated 

tax expense for Test Year (TY) 2008, and explains how those estimates were derived. 

SCG incurs three categories of taxes: (1) payroll taxes, (2) ad valorem (i.e., property) 

taxes, and (3) income taxes. In addition, SCG incurs franchise fees, which it includes in 

its tax expense estimates. A summary table for each category of tax expense is presented 

at the end of each section. 

To the extent that the California Public Utilities Commission (CPUC) adopts 

levels of operations and maintenance (O&M) expense, labor, or capital that are different 

than what has been proposed by SCG, taxes would be re-calculated to reflect the impact 

of the changes. 

11. Payroll Taxes 

A. Introduction 

The purpose of this section is to provide an estimate of SCG's 2008 payroll tax 

expenses and to describe the methodology used to develop SCG's estimate. 

B. Discussion 

Payroll taxes were estimated by applying a tax rate on TY 2008 O&M and capital 

labor covered under this filing up to a maximum wage base. Payroll taxes are paid by 

both the employee and the employer. The following discussions relate to the employer's 

payroll tax liability. 

Federal Insurance Contributions Act (FICA). FICA taxes, also referred to as 

social security taxes, are composed of two pieces: (1) the Old-Age, Survivors, and 

Disability Insurance (OASDI) and (2) the Hospital Insurance (Medicare). For 2005, the 

OASDI tax rate was 6.2% of wages up to a maximum wage base of $90,000. The 

Medicare tax rate was 1.45% of wages with no maximum wage base. The OASDI and 

Medicare tax rates are not expected to change through 2008. However, the OASDI wage 
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base will be $94,200 in 2006, $98,400 in 2007, and is expected to increase to $102,600 in 

2008. The OASDI wage base increase is built into the composite rate that is used to 

calculate the estimated employer's payroll tax for 2008. 

Federal Unemployment Tax Act (FUTA). The 2005 W T A  tax rate was 0.8% on 

wages up to $7,000. The FUTA tax rate and wage base are not expected to change 

through 2008. 

California State Unemployment Insurance (SUI). The SUI is composed of two 

pieces: (1) the Unemployment Insurance (UI) and (2) the California Employment 

Training (CET) Tax. The 2005 UI tax rate was 2.4% on wages up to $7,000. The CET 

tax rate was an additional 0.1% on wages up to $7,000. The UI and CET tax rates and 

wage bases are not expected to change through 2008. 

Methodology Used to Estimate Tax Expense 

Payroll taxes are a function of taxable wages and applicable tax rates. A 

companywide composite tax rate was computed based on total payroll taxes divided by 

total payroll. This rate was escalated based on the expected OASDI wage base increases 

as discussed above. The composite payroll tax rate for each year was applied to labor 

dollars applicable to this filing to determine the employer's payroll tax expense. 

C. Summary of Estimated Payroll Taxes 

The summary reflects the amount of payroll taxes on all non-capitalized wages 

applicable to this filing. 

Table SCG-RGR-1: Summary of Estimated Payroll Taxes (Thousands of nominal $) 

Line Acct. 2005 2006 2007 2008 

No. No. Recorded Estimated Estimated Test Year 

1 408 24,562 29,478 32,7 16 36,467 

D. Results 

The increase in payroll taxes from 2005 to 2008 is the result of staffing level 

changes presented by other witnesses in their direct testimony, the impact of labor cost 

escalation on those changes, and the increase in the composite payroll tax rate resulting 

from the OASDI wage base increase as discussed above. 
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111. Ad Valorem Taxes 

A. Introduction 

The purpose of this section is to provide an estimate of SCG's ad valorem taxes 

that will be incurred during TY 2008 and to describe the methodology used to develop the 

estimate. 

B. Discussion 

Ad valorem taxes are a function of the assessed value of property and a tax rate 

applied to that value. Property owned and used by public utilities as of January 1 (the lien 

date) each year is re-assessed to its full market value by the California State Board of 

Equalization (SBE). By definition, ad valorem taxes are based on the value of the 

property being taxed. Appraisers have developed various generally accepted indicators of 

value that are correlated to yield an estimation of the market value of the property being 

assessed. The primary indicator of value for regulated public utility property is the 

Historical Cost Less Depreciation (HCLD) indicator. A secondary indicator is the 

Capitalized Earnings Ability (CEA). 

HCLD is the primary indicator of value for closely rate-regulated property because 

it approximates rate base. HCLD is equal to the estimated cost of property which is 

subject to assessment by the SBE less the accumulated depreciation taken on the property. 

Historical cost consists of the original cost of plant balances on the January 1 lien date 

plus construction work-in-progress, materials and supplies on hand to operate the plant, 

and non-current (cushion) gas stored underground. Adjustments are made to add the 

value of possessory interests held by the utility on government-owned property and to 

deduct non-taxable licensed motor vehicles, leasehold improvements, business 

inventories, and other property not subject to ad valorem taxes. Finally, the HCLD 

indicator is adjusted by deducting the accumulated deferred federal income taxes on 

taxable property. 

The CEA, or the income approach to value, is designed to recognize the concept 

that the value of business property is closely related to its ability to generate income. The 

CEA indicator is used when the property being appraised is purchased in anticipation of 

receiving income (i.e., rental property), and the actual future income stream can be 
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reliably forecast or a hypothetical income stream can be estimated by comparison to other 

similar properties. CEA is the preferred approach for the appraisal of properties when 

reliable sales data are not available or the cost approach does not yield reliable results. 

CEA is a secondary indicator of value for public utility property because the income of 

public utility property is limited by regulation, and comparison to the income stream from 

similar properties is limited. 

SCG has filed its property statement with the SBE for the 2006 lien date. This 

property statement forms the basis of the appraisal to set the value of SCG's property for 

the 2006-2007 fiscal year. In correlating the value indicators from information provided 

in the property statement, the SBE applied a weighting of 75% to the HCLD indicator and 

25% to the CEA indicator to arrive at the total valuation of SCG's unitary property.1 

Added to the unitary value of SCG's property is the value of SCG's non-unitary 

poperty2 In estimating taxes for ratemaking purposes, an adjustment was made to 

exclude the ad valorem taxes resulting from the assessment of non-utility property since it 

is not included as an operating expense. 

The SBE has followed the same assessment methodology for several years; 

consequently, SCG followed this methodology to estimate the assessed value of SCG's 

unitary property and the resulting ad valorem tax expense estimate for TY 2008. 

The tax rate used to estimate ad valorem taxes is the sum of the basic statewide 

tax rate of 1% plus an additional 0.2263% rate component assessed by local jurisdictions 

as allowed under Proposition 13. The increase in rates from 2005 to 2008 represents the 

historical increase in local tax rates. Tax expense for TY 2008 is comprised of the second 

installment payment from the prior fiscal year plus the first installment payment for the 

current fiscal year. 

// 

' Unitary property is property owned or used by a utility that the SBE has determined is used in SCG's 
operating business. 
* Non-unitary property is property owned or used by the utility that the SBE has determined is not used in 
SCG's operating business. 
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C. Summary of Estimated Ad Valorem Tax Expenses 

Table SCG-RGR-2 
Southern California Gas Company 

Summary of Estimated Ad Valorem Tax Expenses 
(Thousands of nominal $) 

Plant in Service 
Reserve for Depreciation 
Net Plant 
Reserve for Deferred Income Taxes 
Adj us trnent for Income Approach 
Assessed Value - Non-Unitary 
Assessed Value before adjustment 
Adjustment due to tax appeal 
Net Assessed Value 
Ad Valorem Tax Rate 
Ad Valorem Tax - Fiscal Year 
Other Adjustments 
Ad Valorem Tax - Fiscal Year-Operating 

Line 
No. 

I 14 Ad Valorem Tax - Calendar Year* 3 1,876 32,896 34,350 36,740 

11 "112 of the current fiscal year ad valorem tax plus 112 of the prior fiscal 

Description 

year ad valorem tax 

SCG # 192499 

2005 
Recorded 

Application: December 2006 

2006 
Estimated 

2007 
Estimated 

2008 
Test Year 



D. Results 

The changes from 2005 to 2008 are the result of changes in plant and depreciation 

balances presented by other witnesses in their direct testimony and the expected increase 

in the tax rate for local assessments as discussed above. 

[V. Income Taxes 

A. Introduction 

The purpose of this section is to provide an estimate of SCG's income tax expense 

For TY 2008 and to describe the assumptions and methodology used to calculate income 

tax expense. 

B. Discussion of Income Tax Expense 

Methodology 

SCG operating income is subject to federal income tax and the California 

Corporation Franchise Tax (CCFT). The calculation of ratemaking income taxes is 

dependent upon federal and state tax laws, prior CPUC decisions with general 

applicability to all utilities, and decisions specific to SCG. 

Consistent with Decision (D.) 84-05-036, Order Instituting Investigation (011) 24, 

the income tax estimates contained in this section are based on SCG's stand-alone taxes, 

not on an allocation of Sempra Energy's consolidated tax expense. 

The estimates contained in this section were calculated using current federal and 

state tax laws enacted through June 30,2006. SCG has not attempted to forecast future 

:hanges in tax law. 

SCG has utilized current federal and state statutory tax rates (35% and 8.84% 

respectively) in developing its estimate of federal and state income tax expense. 

State income tax expense has been computed by reducing operating income by 

~perating expenses, including property taxes and payroll taxes, and making certain 

permanent and flow through tax adjustments for differences in the book and state tax 

treatment on items of income and expense (Schedule M adjustments) as explained in 
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more detail later in this section. Consistent with CPUC policy, flow through accounting 

has been utilized in estimating state tax expenses3 

Federal income tax expense has been computed by reducing operating income by 

operating expenses (including property taxes, payroll taxes, and prior year state taxes) and 

making tax adjustments for differences in the federal tax return versus the book treatment 

on items of income and expense (Schedule M adjustments) as explained in more detail 

later in this section. 

Where required, SCG has followed the normalization rules contained in Internal 

Revenue Code (IRC) Section 168 and Treasury Regulation (Reg.) Section 1.167(1)- 1 in 

computing federal income tax expense.4 Accordingly, federal tax depreciation on post- 

1980 vintage assets has been "normalized" by using a book life and method to calculate 

depreciation. Consistent with CPUC policy, where normalization is not required, SCG 

has flowed through tax deductions. For example, tax depreciation on pre-198 1 vintage 

assets has been flowed through as an adjustment to federal tax expense as required by 

Tax expense based on income has been reduced by the amortization of Investment 

Tax Credits (ITC) generated by SCG in prior years in accordance with SCG's election 

under applicable tax law to ratably flow through the ITC over the book life of the 

property that generated the ITC. This application conforms to the treatment mandated by 

~.88-01-061.~ 

SCG's federal income tax expense has been reduced by the amortization of excess 

deferred taxes utilizing the Average Rate Assumption Method (ARAM) as required by 

Internal Revenue Service (IRS) normalization rules and mandated by ~.88-01-061 .7 

The Tax Reform Act of 1986 (TRA 86) adopted rules regarding capitalization of 

construction period interest for long-lived assets that have an extended construction 

Flow-through accounting treats temporary differences between recognition of expenses for book purposes 
and their tax return treatment as current adjustments to the revenue requirement. 
' Normalized tax accounting follows the book treatment for items of income and expense in the revenue 
requirement calculation. 

7 CPUC 2d 332. 
27 CPUC 2d 3 10. 
Id. 
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period. These rules were codified in IRC Section 263A. For book and ratemaking 

purposes, construction period interest is capitalized through an allowance for funds used 

during construction (AFUDC). While similar in concept, there are specific differences 

between the book and tax treatment of construction period interest. As it has in prior rate 

cases, for tax purposes, SCG follows the rules in IRC Section 263A in this filing with 

respect to the treatment of construction period interest. 

SCG used the statutory federal tax rate of 35% and the statutory state tax rate of 

8.84% in developing the net-to-gross multiplier used to gross up tax expense to a revenue 

requirement. 

Schedule M Items and Other Specific Tax Deductions 

As discussed above, SCG made several adjustments to income in the form of 

book-to-tax adjustments (i.e., Schedule Ms). In addition, there are other types of 

deductions permitted under the IRC that have been incorporated into the computation of 

SCG's tax expense, as discussed below. 

Synchronized Interest Adiustment. This adjustment represents the interest 

expense on debt used to finance rate base. The deduction is computed using rate base and 

the authorized weighted-average cost of long-term debt. The CCFT interest deduction is 

based on rate base net of deferred ITC as ITC is not allowed for CCFT purposes. 

Preferred Dividend Deduction. IRC Section 247 allows a deduction for dividends 

paid on preferred stock issued prior to October 1, 1942. A deduction is also allowed for 

dividends on preferred stock issued after October 1, 1942 if the preferred stock replaced 

other preferred stock or bonds issued before October 1, 1942. This is a permanent 

difference between the book and tax treatment. A portion of SCG's preferred stock 

dividends qualify for deduction under IRC Section 247. SCG has flowed through this 

deduction in the calculation of tax expense. 

Fiscal Year/CaZendar Year Proverhi Tar Adiustment. An adjustment is made to 

add back calendar-year property tax expense per books and deduct fiscal-year property 

tax expense as allowed by federal and state tax law. SCG has flowed through the fiscal 

year tax expense as a deduction in calculating tax expense. 
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Prior Year CCFT. Federal law allows a deduction for state income taxes paid. In 

California, this is the CCFT. However, for ratemaking purposes, D.89- 1 1-058* specifies 

that the allowable deduction is the prior years' CPUC-adopted CCFT, not the current year 

CCFT. Since there is, as yet, no CPUC-adopted CCFT, SCG has used the prior year's 

(forecasted 2007) CCFT estimate in calculating federal tax expense for TY 2008. 

Internallv-Developed Sofhvare. For financial accounting purposes, software 

expenses are capitalized and amortized over the appropriate service lives. For tax 

purposes, a current year deduction is allowed for internally-developed software under IRC 

Section 174. SCG has flowed through the deduction for internally-developed software 

expenditures. Un-modified, or "canned," software must be capitalized and amortized 

under IRC Section 167(f).~ SCG has normalized the deduction for capitalized software. 

Non-Deductible Meals. Federal and state tax laws limit the deduction for meals 

and entertainment to 50% of the actual costs incurred. Consequently, SCG must add to 

taxable income 508 of meals and entertainment expense deducted for financial reporting 

purposes. 

Federal Tar Depreciation. Federal tax depreciation on post- 1980 vintage 

property is governed by the normalization rules described earlier. Differences between 

book and tax depreciation resulting from the different methods and lives used to compute 

book and tax depreciation are normalized. Federal tax depreciation on pre- 198 1 vintage 

property is flowed through as a deduction in the computation of federal taxable income as 

are differences in book and tax depreciation related to the basis of depreciable property. 

State Tar Depreciation. California did not adopt the federal accelerated 

depreciation methods and lives or the normalization requirements enacted by the 

Economic Recovery Tax Act of 198 1 (ERTA) and TRA 86. Accordingly, there is no 

requirement to normalize state tax depreciation; therefore, SCG flows through the state 

tax depreciation in excess of the book amount. SCG's state tax depreciation is calculated 

using the Asset Depreciation Range Method (ADR) prescribed by the IRS prior to 1981, 

33 CPUC 2d 495. 
9 IRC Section 167(f) required capitalization of un-modified software purchased after August 10, 1993. 
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