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This action for refund of property taxes and for declaratory relief was brought by
an owner-operator of an independent electric power plant, plaintiff and appellant EIk
Hills Power, LLC (EIk Hills), against defendant California State Board of Equalization
(the Board), and the County of Kern (the County, where the plant is located), for taxes

paid from 2004 to 2008. As a state assessee, Elk Hills sued the defendants under

California Revenue and Taxation Code section 5148, subdivision (a).1 Elk Hills's major
claim of entitlement to refunds relates to the application of section 110, which provides
definitions and guidelines for determining the "full cash value” or "fair market value" of
assessed property, including, as relevant here, the treatment of intangible rights relating
to "the uses and purposes to which the property is adapted and for which it is capable of
being used,” and relating to “the enforceable restrictions upon those uses and purposes."
(8 110, subd. (a).)

Specifically, in order to construct and operate its independent electric power plant
(the power plant), EIk Hills purchased and applied certain emission reduction credits

(ERCs), pursuant to Health and Safety Code section 40709, with the approval of

1 All statutory references are to the Revenue and Taxation Code unless otherwise
indicated. It is not disputed that this independent, wholesale or merchant electric
generation facility is a power plant subject to California Constitution, article XI1I, section
19's unit taxation, not to the tax limits imposed by Proposition 13 on real property.
(Independent Energy Producers Assn., Inc. v. State Bd. of Equalization (2004) 125
Cal.App.4th 425, 451.)



regulatory authorities. Such credits are part of a statutory scheme allowing the issuing,
applying, deploying, trading, banking, and/or refunding of interchangeable air pollution
ERCs, among regulatory authorities and power plant operators (also known as "emissions
sources"), to enable a plant owner to suitably operate its power plant, in terms of its
selection of the available technology and compliance with regulatory limits on pollution.
(Health & Saf. Code, 88 40709-40913; for regulations implementing 8 40709, see Cal.
Code Regs., tit. 17, 8§ 91500 et seq.)

According to Health and Safety Code section 40709, subdivision (b), this ERC
system "is not intended to recognize any preexisting right to emit air contaminants, but to
provide a mechanism for [regulatory] districts to recognize the existence of reductions of
air contaminants that can be used as offsets, and to provide greater certainty that the
offsets shall be available for emitting industries." (Ibid.) Once this power plant went into
operation, it began to utilize Elk Hills's deployed ERCs, and it will continue to do so
while it operates at its current level, to continue its compliance with state emissions
requirements. (Pub. Resources Code, 8 25000 et seq., the Warren-Alquist State Energy
Resources Conservation and Development Act.)

Beginning in 2004, when the Board assessed Elk Hills's power plant on a unitary
basis, it utilized two valuation approaches, a replacement cost approach and an income
analysis. (ITT World Communications, Inc. v. City and County of San Francisco (1985)
37 Cal.3d 859 (ITT).) With respect to each approach, it considered the value added to the
power plant by the ERCs, in their nature as intangible rights that contributed to the

productivity and value of the power plant property. (8 110, subd. (e) ["Taxable property
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may be assessed and valued by assuming the presence of intangible assets or rights
necessary to put the taxable property to beneficial or productive use."].)

On appeal, Elk Hills contends the trial court misinterpreted section 110, when
granting the Board's motion for summary judgment and denying the cross-motion of Elk
Hills. In applying section 110, the trial court drew certain conclusions from the
undisputed facts to determine that (1) when Elk Hills purchased and applied the ERCs for
construction and operation of its power plant, the ERCs represented intangible rights that

relate directly to the power plant real property, and therefore section 110, subdivision (f)

applied;2 (2) since those ERCs are not transferable while the plant is operating in
accordance with the way it was built, the ERCs were necessary to lawfully operate the
power plant in accordance with state emissions requirements (8 110, subd. (e)). Using
those conclusions, the trial court relied on section 110, subdivisions (e) and (f), to rule in
favor of the Board: "The ERC's rights apply directly to the power plant's real property
because they were necessary to construct the power plant"”; thus, the Board "properly
included these rights in its replacement cost approach and was not required to subtract
such rights from its income analysis."

On appeal, Elk Hills points out that this is a matter of first impression with respect

to the character of ERCs as intangible rights. It renews the arguments made to the trial

2 Section 110, subdivision (f) provides: "For purposes of determining the 'full cash
value' or ‘fair market value' of real property, intangible attributes of real property shall be
reflected in the value of the real property. These intangible attributes of real property
include zoning, location, and other attributes that relate directly to the real property
involved." As we next explain, subdivisions (d) and (e) section 110 are also integral to
our analysis.



court, that under the parties' stipulated facts and a proper construction of section 110,
when all its subdivisions are read together and harmonized, the Board should be found to
have illegally imposed extra annual taxes directly upon the valuable intangible ERC
assets (worth around $10 million), or alternatively, failed to deduct their value as
required, thereby imposing on Elk Hills an extra tax burden of around $300,000 in all, for
the subject five years. (8 110, subd. (d)(2).)

To support its claims, Elk Hills relies on basic canons of statutory construction and
on the authorities interpreting the character of intangible rights, and argues the ERCs
were impermissibly separately assessed under the terms of section 110, subdivision (d):
"Except as provided in subdivision (e), for purposes of determining the 'full cash value' or
‘fair market value' of any taxable property, all of the following shall apply: [1] (1) The
value of intangible assets and rights relating to the going concern value of a business
using taxable property shall not enhance or be reflected in the value of the taxable
property. [1] (2) If the principle of unit valuation is used to value properties that are
operated as a unit and the unit includes intangible assets and rights, then the fair market
value of the taxable property contained within the unit shall be determined by removing
from the value of the unit the fair market value of the intangible assets and rights
contained within the unit . . .." (ltalics added.)

In response, the Board, joined by the County (together the Board), contends that a
proper determination of the statutorily defined character of ERCs as intangible rights
leads to a conclusion that the governing provision is section 110, subdivision (e) (an

express exception to § 110, subd. (d)), such that under section 110, subdivision (e), this
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power plant must be "assessed and valued by assuming the presence of intangible assets
or rights necessary to put the taxable property to beneficial or productive use.” (lbid.)
According to the Board, these ERCs are intangible assets "that cannot be separately taxed
as property,"” but that may be reflected in the valuation of taxable property, because
assessing authorities may take into consideration those earnings derived from the unit that
"depend upon the possession of intangible rights and privileges that are not themselves
regarded as a separate class of taxable property.” (Roehm v. Orange County (1948) 32
Cal.2d 280, 285-286 (Roehm).)

The Board is correct. Its unitary taxation determinations properly assessed the
power plant "as a going concern.” (ITT, supra, 37 Cal.3d 859, 864; original italics.) The
Board's worksheets in the record that contained site-specific adjustments for the ERCs, as
relied on by Elk Hills, do not demonstrate the Board impermissibly assessed and taxed
the value of the ERCs as a single asset, even though the tax forms filed by Elk Hills listed
a value for the asset. Instead, the Board legitimately took into account the value added by
the ERCs, as contributing to the value and earnings of the property as a whole. Based on
the undisputed facts presented here, we limit our decision to an interpretation of section
110, subdivision (e), and need not reach issues concerning subdivision (f) of that section.
Under section 110, subdivision (e), the power plant was correctly "assessed and valued
by assuming the presence of intangible assets or rights necessary to put the taxable
property to beneficial or productive use," because without the presence of the deployed
ERCs, the power plant cannot operate and function as intended, to make energy and

money. We affirm.



FACTUAL AND PROCEDURAL BACKGROUND
A. Emission Reduction Credits; Assessments; Complaint

In the early 2000's, Elk Hills, as the owner-operator of an independent wholesale

electric power company, built the plant in Kern County, California.3 In compliance with
emission regulations of the San Joaquin Air Pollution Control District (the District), Elk
Hills purchased about $10 million worth of ERCs, and used them to obtain the necessary
permits and certifications for the power plant, completed in 2003, to commence
operations. Beginning in 2004, Elk Hills filed tax returns that included the Board Form
BOE-529-1 (Form 529-1), reporting the cost of the ERCs as $10,701,575.

In 2004 and continuing into 2005, the Board utilized one of the three general
methods of valuation for property assessment of the plant. This was the replacement cost
approach for analyzing valuation, in light of the cost of replacing the property with a
substitute property, less accrued depreciation (the replacement cost approach). (See
Watson Cogeneration Co. v. County of Los Angeles (2002) 98 Cal.App.4th 1066, 1071
(Watson).)

From 2006 to 2008, the Board continued to use the replacement cost approach (in

part, as next explained), and it also added an alternative valuation method, an income

3 Sempra Energy, which owns a one-half interest in Elk Hills, is not a named
defendant in this case. During the new trial motion, counsel for Elk Hills discussed
whether the trial court might wish to recuse itself, based upon activity in a prior case
involving Sempra Energy, but it was determined there was no need for any recusal, and
no issues about that are raised on appeal.



approach utilizing a "capitalized earning ability" or CEA factor (the income approach).4
The Board gave this income approach less weight than the replacement cost approach
(i.e., the income approach represented 20 percent of the analysis in 2006, and 30 percent
in 2007-2008).

In reaching its valuation conclusions, the Board's assessor's worksheets listed a
"site-specific adjustment” for each year that referred to the ERCs as part of the
calculation of replacement cost estimates. The parties do not dispute that the site-specific
adjustment was applied per megawatt to reach the value of the ERCs, as part of the
Board's analysis of statewide information from regulatory authorities, to factor in a
replacement amount for the ERCs. The power plant generates at least 500 megawatts,

and the assessor's notes also take into account figures on depreciation and remaining

economic life, among other relevant considerations.®

After amendments, in February 2009, Elk Hills's operative complaint for tax
refunds under section 5148, subdivision (a), was filed in San Diego as the proper venue,
due to the location of an office of the Attorney General here. Elk Hills set forth the lien

date unitary assessed values for each of the five years' assessments that were challenged,

4 A capitalized earnings approach is usually used to determine the unitary value of
public utility property, "because market data are practically nonexistent: public utilities
are rarely bought and sold.” (ITT, supra, 37 Cal.3d 859, 864, fn. 3.)

5 To the extent Elk Hills appears to challenge the Board's choices of valuation
methods, the Board defends its primary approach, the replacement cost method, as a
discretionary choice well founded in the facts. (De Luz Homes, Inc. v. County of San
Diego (1955) 45 Cal.2d 546, 564.) Elk Hills responds that it has no quarrel with the use
of the approaches, but rather the manner in which they were carried out. (Cal. Code
Regs., tit. 18, 88 3, 6, 8.) We examine that contention in part IV, post.
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ranging from around $293 million through $335 million, and alleged that these were

excessive because the Board had assessed the intangible ERCs in an illegal manner. The

Board and County answered the complaint and case management proceedings followed.
B. Cross-Motions for Summary Judgment

The parties prepared cross-motions for summary judgment, arguing questions of
law for interpretation of the definitions provided in section 110 and section 212. In Elk
Hills's motion, it argued the ERCs qualify as intangible assets that are exempt from
taxation, under section 110 and section 212, subdivision (c), providing: "Intangible
assets and rights are exempt from taxation and, except as otherwise provided in the
following sentence, the value of intangible assets and rights shall not enhance or be
reflected in the value of taxable property. Taxable property may be assessed and valued
by assuming the presence of intangible assets or rights necessary to put the taxable
property to beneficial or productive use.” (Italics added.)

In support of its motion, Elk Hills provided an original and supplemental
declarations by James Asay, its tax manager. Also in support, Elk Hills provided a
declaration by its vice president, Joseph Rowley, who described the process through
which Elk Hills obtained governmental approvals for the plant, by purchasing and
deploying the ERCs for almost $11 million. The surrendered ERC certificates do not
have a face value. Elk Hills did not dispute that it could not operate the plant as designed
without applying the ERCs, under applicable regulation.

In general, each declaration from Elk Hills describes the assessment process and

the respective understandings of how the ERCs were treated as intangible assets, as
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supported by documents prepared during the process and newly prepared interpretive
analyses. The declarations incorporate numerous exhibits, including annual tax forms
reporting the cost of acquiring the ERCs (over $10 million), excerpts from the Board's
manuals and guidelines, and a supporting legal memorandum on behalf of a Board
member. According to Elk Hills, in preparing the unitary valuation of the plant, using the
two different valuation methods, the Board failed to recognize that the value of all
relevant governmental permits were already bundled in, and it impermissibly treated the
ERCs' value separately. The refunds sought amounted to somewhere between $226,000
to $300,000.

In the Board's motion for summary judgment, it sought to defend its assessments
as appropriate under well accepted unitary valuation methods and principles. In support
of its motion, the Board provided original and supplemental declarations by its principal
property appraiser Donald Jackson, who described the valuation methods and
considerations his staff used in calculating the unitary value of the plant. They included
in the valuation the typical costs associated with possessing many types of permits
necessary to the facilities' construction and operation, including not only ERCs but also
building permits and waste discharge permits. Other costs were capitalized to such
permits, including filing fees, engineering fees, environmental fees, attorney fees, and so
forth (soft costs). The staff did not expressly consider actual or booked ERC costs, as
those were reported on Elk Hills's tax forms (to be further described in the discussion

portion of this opinion). Normally, ERCs are issued to sources of emissions, and they
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can be banked to offset an operator's future emission overloads, or a power plant operator
can sell the ERCs to other sources. (Health & Saf. Code, § 40709 et seq.)

The Board provided a declaration from David Warner, director of the permit
services department for the District, about the necessity for District-issued ERCs, if a
power plant operator cannot otherwise comply with emission control regulations. To
construct the plant, EIk Hills supplied the "best available control technology"” (BACT) to
reduce emissions, but it nevertheless was also required to purchase ERCs at market rates,
to allow it to use its technology at 500 megawatt production levels and to offset future
emissions.

Elk Hills was therefore required to surrender (or "deploy") five of the certificates
for ERCs it had purchased, from other emission sources, to enable its technology to
produce power at the permitted levels. These covered excess pollutants such as nitrogen
oxides, volatile organic compounds, and sulfur oxides.

Judicial notice was sought and granted of legislative history materials for section
110 and section 212, subdivision (c), to support the Board's position that ERCs must be
considered in determining the fair market value of power plants, through assuming the
presence of the ERCs as intangible assets or rights that are necessary to put the taxable
property to beneficial or productive use, and allowing them to be reflected in the fair
market value determination.

An extensive opposition and reply process then took place, in which each party

filed supplemental and responsive separate statements, containing more documentation of
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the plant approval process and the five years of assessments. The County joined in the
position taken by the Board.
C. Oral Argument and Rulings

At the outset, the trial court observed that there appeared to be some remaining
factual dispute about how the assessments were actually carried out, i.e., whether the
ERCs were separately assessed, or whether their presence was assumed as part of the
replacement value calculation, and later in the income approach. In response, Elk Hills
argued that the "Site Specific Adjustments: ERC" displayed on Board worksheets
showed how separate valuation and separate taxes must have been imposed on the ERCs.
Elk Hills also contended that its tax forms, Form 529-1, provided evidence that the ERCs
cost over $10 million, which was value that could be removed, but a portion of that value
was apparently impermissibly taxed, when the Board's worksheets referred to the "site-
specific adjustments” for the ERCs, of amounts ranging from $5,400-$20,000.

The Board's position, on the other hand, was that under either valuation method,
the ERCs were necessary to the beneficial and productive use of the plant, requiring that
the unit valuation assumed there was value they contributed or added, such that no
separate assessments of the intangibles were made. The ERCs amounted to costs
necessary for the use of the property that could not be removed from the assessment. The
ERCs were related to the particular property involved, which the regulatory authorities
had evaluated in terms of its weather conditions, inversion layers, and other factors that

affected how much pollution could be tolerated there.
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At oral argument, the parties did not address section 110, subdivision (f) until the
latter part of the hearing. Ultimately, the trial court ruled there were no triable issues of
material fact and summary judgment must be granted for the Board, while the cross-
motion by Elk Hills was denied. The order made the following key findings:

"1. The Emission Reduction Credits (ERCs) purchased and applied by [Elk
Hills/EHP] for its power plant provide[s] intangible rights that relate directly to the power
plant real property. The closest case is Mitsui Fudosan v. County of [Los Angeles] (1990)
219 Cal.App.3d 525 [dealing with intangible transferable development rights].

"2. The ERCs were purchased and used by [EIk Hills/EHP] to build its power
plant in compliance with the San Joaquin Air Pollution Control District's emission
requirements. The ERCs in question, while purchased and tradable at one point, were
purchased and applied to build the power plant. Furthermore, such ERCs are not
transferable while the plant is operating in accordance with the way it was built. The
ERCs were necessary to lawfully operate the power plant in accordance with state
emissions requirements.

"3. The ERCs' rights apply directly to the power plant's real property because they
were necessary to construct the power plant; thus, they fall within Revenue and Taxation
Code section 110, subdivision (). Therefore, the Board of Equalization properly
included these rights in its replacement cost approach and was not required to subtract
such rights from its income analysis.” Declaratory relief was denied.

Elk Hills brought a motion for new trial, which was denied. Mainly, Elk Hills

unmeritoriously argued that when oral argument was held on the merits, the trial court
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had frankly admitted to having some difficulty in deciding the case, and that factor
somehow justified an assumption that “there was a doubt or ambiguity in the construction
of Section 110 and, therefore, the case should be resolved in favor of the taxpayer." (See
California Motor Transp. Co. v. State Board of Equalization (1947) 31 Cal.2d 217, 223-
224 (California Motor Transp.) [statutes levying taxes will be construed, in doubtful or
ambiguous cases, in favor of the taxpayer rather than the government entity].)

In response to Elk Hills's new trial arguments, the trial court candidly admitted
that it had struggled with the interpretation of section 110, but even applying the statutory
construction rule that was cited (California Motor Transp., supra, 31 Cal.2d 217), the
court adhered to its original ruling, based upon its understanding of case authority for
characterization of intangible assets for taxation purposes, which allowed the ERCs value
to be included in the unitary valuation. The Board's motion for summary judgment was
granted and judgment was entered in favor of the Board and the County. Elk Hills
appeals.

DISCUSSION

After setting forth basic rules of review, we frame the issues presented for
interpretation of section 110, with reference to its subdivisions upon which the parties
rely. We then set forth unitary tax principles and the rules regarding the tax treatment of
intangible assets. To properly characterize the intangible rights represented by the ERCs,
we refer to the highlights of the separate statutory schemes that created ERCs. We can
then determine the appropriate nature of the rights and privileges that ERCs represent, for

tax purposes.
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I
APPLICABLE STANDARDS

We review de novo the trial court's decision to grant the Board summary judgment
on stipulated and undisputed facts. (Shamsian v. Atlantic Richfield Co. (2003) 107
Cal.App.4th 967, 975.) Because the court was presented with purely legal questions, its
statement of decision is not binding on us, and we are free to draw our own conclusions
of law from the stipulated and undisputed facts. (Sea World, Inc. v. County of San Diego
(1994) 27 Cal.App.4th 1390, 1397; Independent Energy Producers Assn., Inc. v. State
Bd. of Equalization, supra, 125 Cal.App.4th 425, 436.)

Likewise, since the primary issue presented at trial and on appeal, statutory
Interpretation, is a question of law, we independently review the issue. (Yamaha Corp. of
America v. State Bd. of Equalization (1998) 19 Cal.4th 1, 7-8 (Yamaha l).) " "The
ultimate interpretation of a statute is an exercise of the judicial power . . . conferred upon
the courts by the Constitution and, in the absence of a constitutional provision, cannot be

exercised by any other body.'" (Id. at p. 7, citing Bodinson Mfg. Co. v. California
Employment Commission (1941) 17 Cal.2d 321, 326.)

When construing a statute, the courts will strive to harmonize and give effect to
both constitutional and statutory provisions and will uphold the legislative act unless it
clearly conflicts with a state constitutional provision. (Professional Engineers in
California Government v. Wilson (1998) 61 Cal.App.4th 1013, 1025.) Where there are

several sets of statutes relating to the same subject, they must be harmonized and given

effect if possible. (Id. at p. 1021; Mejia v. Reed (2003) 31 Cal.4th 657, 663.)
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"In construing statutes, we must determine and effectuate legislative intent."
(Woods v. Young (1991) 53 Cal.3d 315, 323.) " 'To ascertain intent, we look first to the

words of the statutes' [citation], 'giving them their usual and ordinary meaning' " unless
otherwise clearly intended or indicated. (Lennane v. Franchise Tax Bd. (1994) 9 Cal.4th
263, 268 (Lennane); Standard Oil Co. v. State Board of Equalization (1974) 39
Cal.App.3d 765, 768 (Standard Oil).) "If there is no ambiguity in the language of the
statute, 'then the Legislature is presumed to have meant what it said, and the plain

meaning of the language governs.'™ (Lennane, supra, at p. 268.)

If, however, there is ambiguity in the statutory language, we resort to extrinsic
sources to determine legislative intent, including the ostensible legislative object to be
achieved and the legislative history. (Freedom Newspapers, Inc. v. Orange County
Employees Retirement System (1993) 6 Cal.4th 821, 828; Jones v. Lodge at Torrey Pines
Partnership (2008) 42 Cal.4th 1158, 1163.) Guidance from an administrative agency's

interpretative rulings may be given an appropriate degree of judicial deference.

(Yamaha I, supra, 19 Cal.4th at pp. 7-8.)6

6 At this point, we note that Elk Hills has attached to its briefs excerpts from the
Board's unitary valuation methods manual, and from the 1998 assessor's handbook. Also,
Elk Hills attached to its brief a 2005 opinion letter by counsel for the Board discussing
the status of ERCs within the valuation methods used for state assessed utility plants.
These materials were presented to the trial court, and objections were sustained to the
opinion letter, because it was informal in nature and contradicted by a later legal opinion
adopted by the Board. Pending appeal, Elk Hills requested judicial notice of the manual
and handbook, which was denied as they are already in the record. We are aware that
assessors' handbooks have been relied upon by the courts and have been accorded great
weight in the interpretation of valuation questions. (Watson, supra, 98 Cal.App.4th 1066,
1068.) However, none of those administrative materials materially assists us in deciding
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At this point, we address the initial argument made by Elk Hills that generally,
statutes levying taxes will be construed, in doubtful or ambiguous cases, in favor of the
taxpayer rather than the government entity. (California Motor Transp., supra, 31 Cal.2d
217, 223-224.) On the other hand, statutes providing an exemption from tax are
reasonably, but strictly, construed against the taxpayer. (Standard Oil Co., supra, 39
Cal.App.3d 765, 769-770.) An exemption will not be inferred from doubtful statutory

language, and " ' "settled principles of statutory construction require that any doubt be
resolved against the right to the exemption. .. ." ' [Citation.]™ (lbid.)

In fact, ElIk Hills does not claim ambiguity of section 110 per se, instead arguing
only its subdivision (d)(2) may control. The Board characterizes that argument as
seeking an exemption from taxation of ERCs, and also an exemption for any value they
might add to taxable property. Section 110 is not itself a levying nor an exemption
provision, but instead, it appears in property tax law in the chapter for construction and
defining terms to be used in that body of law. (Rev. & Tax Code, Div. I, Property

Taxation, General Provisions, pt. 1, ch. 1, Construction.) Our purpose is to construe

section 110 in its definitional sense, for defining fair market value of, in this case, state

assessed property.”

this matter, which should appropriately be viewed as presenting pure questions of law as
applied to undisputed facts. We also denied a request to file an amicus brief by an
interested organization, California Taxpayers Association.

7 There is no contention that the definitions set forth in section 110, subdivisions (b)
or (c) relate to this case, since they refer to the purchase of property. Elk Hills built the
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We accordingly reject any argument by Elk Hills that the statements by the trial
court in rendering its rulings, that this was a difficult case, somehow mean that the
taxpayer must prevail, merely applying the canons of statutory construction. Tax
litigation is inherently complex, and the trial court was merely making a well justified
observation, with which we agree. In any case, it is well accepted that we must review
the correctness of the ruling, and not the reasoning of the trial court. (D'Amico v. Board
of Medical Examiners (1994) 11 Cal.3d 1, 19.) The proper approach is to construe the
statute according to the above rules, without unnecessary preconceptions, and then apply
its provisions to the undisputed facts in the record.

1
INTERPRETATION OF SECTIONS 110 AND 212

Our task is to apply the statutory definitions set forth in sections 110 and 212 in
the present context of unitary taxation of the power plant. "Unit taxation prevents real
but intangible value from escaping assessment and taxation by treating public utility
property as a whole, undifferentiated into separate assets (land, buildings, vehicles, etc.)
or even separate kinds of assets (realty or personalty)." (ITT, supra, 37 Cal.3d 859, 863.)

In defining "full cash value™ or "fair market value™ in section 110, subdivision (a),
the Legislature refers to the basic qualities of a bona fide sale of property on the open
market, where the parties are not under undue pressure to sell, "and both the buyer and

the seller have knowledge of all of the uses and purposes to which the property is adapted

plant and has operated it since 2004, and the record does not indicate it is likely to be sold
at any particular time.
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and for which it is capable of being used, and of the enforceable restrictions upon those
uses and purposes.” (8§ 110, subd. (a); italics added.) Obviously, a power plant is subject
to numerous such governmental restrictions, both at ground level and in the air, where
pollutants are emitted. Obtaining permits for operation at certain emission levels is
required so that the power plant technology can operate at its optimal level.

According to Elk Hills, section 110, subdivision (d)(2), must govern its
assessment, so that with respect to the replacement cost approach, ERC values
(intangibles) cannot be included for the plant's value. Then, with respect to the income
indicator approach, ERC values would be removed, excluded, or deducted from the
plant's value. As support in the record, Elk Hills relies on its Form 529-1, estimating the
cost of its ERCs at over $10 million. It also relies on the Board's assessor's worksheets
that show there is a "site-specific adjustment” for ERCs, in the replacement cost
calculation, for most of the tax years (2005-2008).

Before evaluating those claims, we note that it is significant that section 110,
subdivision (d)(2), the subdivision ElIk Hills relies upon, begins: "Except as provided in
subdivision (e), for purposes of determining the 'full cash value' or 'fair market value' of
any taxable property, all of the following shall apply[.]" (Italics added.) Because section
110, subdivision (d) operates only as not otherwise provided in subdivision (e), it is
important to read all the subdivisions together.

In section 110, subdivision (d)(1), the enumerated criteria are: "The value of
intangible assets and rights relating to the going concern value of a business using taxable

property shall not enhance or be reflected in the value of the taxable property."
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Apparently, any real property taxation question may fall within that subsection.
However, its subdivision (d)(2) then specifically refers, as here, to a unitary valuation
case: "If the principle of unit valuation is used to value properties that are operated as a
unit and the unit includes intangible assets and rights, then the fair market value of the
taxable property contained within the unit shall be determined by removing from the
value of the unit the fair market value of the intangible assets and rights contained within
the unit." (ltalics added; we need not consider its subdivision (d)(3), relating to
concessions or franchises, which are not involved here.)

Section 110, subdivision (e), states in full: "Taxable property may be assessed and
valued by assuming the presence of intangible assets or rights necessary to put the
taxable property to beneficial or productive use." (ltalics added.) We think that
determining whether this "necessary" criteria is present, with respect to intangible assets
relating to a given taxable property, will be the critical factor for determining whether
section 110, subdivision (d) or subdivision (e) will govern the treatment of the intangible
assets.

Before turning to the meaning of section 110, subdivision (f), as cited by the trial

court,8 we first seek to reconcile the interaction of its subdivisions (d) and (e), in the case

of a unitary valuation matter, like this one. According to Elk Hills, section 110,

8 Section 110, subdivision (f) states: "For purposes of determining the full cash
value' or fair market value' of real property, intangible attributes of real property shall be
reflected in the value of the real property. These intangible attributes of real property
include zoning, location, and other attributes that relate directly to the real property
involved." (Italics added.)
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subdivision (d)(2) stands alone in a unit valuation case and must require "the fair market
value of the taxable property contained within the unit" to be determined by removing
from that value "the fair market value of the intangible assets and rights contained within
the unit." This would be some level of return upon its reported $10 million-plus value of
the ERC assets, yearly, or a total of about $300,000 over the five years.

To the contrary, the Board argues that in a unitary valuation case, it is not correct
to read section 110, subdivision (d)(2) without first referring to section 110,
subdivision (e), which overrides it as the principal component of the section's definitions.
Section 110, subdivision (e) therefore requires that since the power plant cannot operate
at a "beneficial or productive™ level without its permits, including the ERCs, then the
plant should be assessed and valued "by assuming the presence of intangible assets or
rights necessary to put the taxable property to beneficial or productive use," which allows
the ERCs to be valued within the power plant operating context, even if not separately.
(Italics added; see ITT, supra, 37 Cal.3d 859, 863 [public utility property is valued "as a
whole, undifferentiated into separate assets (land, buildings, vehicles, etc.) or even
separate kinds of assets (realty or personalty)].") "Necessary" operating permits are part
of the greater whole, even with regard to their value.

Likewise, section 212, subdivision (c), contains "necessity" language very similar
to section 110, subdivision (e): "Intangible assets and rights are exempt from taxation
and, except as otherwise provided in the following sentence, the value of intangible assets
and rights shall not enhance or be reflected in the value of taxable property. Taxable

property may be assessed and valued by assuming the presence of intangible assets or
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rights necessary to put the taxable property to beneficial or productive use." (8 212,
subd. (c); italics added.)

On a preliminary basis, we disagree with Elk Hills that the initial clause of section
110, subdivision (d) may be disregarded (i.e., that referring to § 110, subd. (e)). Nor can
the two subdivisions both be implemented here. Instead, whether for unitary or other
property taxation, section 110, subdivision (e) must govern in those cases where it is
critical for the assessor to consider how the taxable property is "put to beneficial or
productive use," and when such beneficial or productive use requires the presence of
intangible assets or rights as "necessary." In such a case, the appraiser for the assessor
may assume their presence in valuing the property. Here, this would mean taking into
account the value added to the plant by the existence of the applied ERCs, when
assessing the plant as a ""going concern," i.e., while it is producing power and emitting
pollutants as allowed by the ERCs. (See ITT, supra, 37 Cal.3d 859, 863-864.)

Although the trial court expressly relied upon section 110, subdivision (f), we

must review the actual decision and not the reasoning of the trial court.9 It might be

observed that it is unclear whether the terms of section 110, subdivision (f), specifying
real property, may be squarely applicable to unitary valuation, which includes both real
and personal property. (See ITT, supra, 37 Cal.3d 859, 863-864.) It is a most abstract

question if ERCs, as intangibles, expressly qualify as "attributes of real property,"” such as

9 The trial court's first paragraph in the ruling was that the ERCs purchased and
applied by Elk Hills for its power plant provide intangible rights that "relate directly" to
the power plant real property. That language is found in section 110, subdivision (f), but
it is not dispositive here, when the section is read as a whole.
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zoning or location, or are other "attributes that relate directly to the real property
involved,"” since ERCs allow some level of pollution to be emitted, but mainly in the
airspace above the real property. It is not necessary for us to engage in such an academic
exercise and we decline to base our decision upon section 110, subdivision (f).

We now turn to the particular nature of the ERCs to test the above hypothesis on
the sole applicability of section 110, subdivision (e), under a necessity analysis. How
much of a separate, intangible, alienable character is retained by the ERCs, when they
have been applied to property for which they are "necessary" for the ongoing highest and
best use of the property? Stated another way, under section 110, subdivision (a), is the
value represented by the ERCs a component of the unitary value, in light of the
enforceable restrictions upon the use of the property as a power plant?

i
RELATED STATUTORY SCHEMES
A. Features of Unitary Taxation of Power Plant

California Constitution, article XIII, section 2 is the general provision for property
taxation "of all forms of tangible personal property . . ., and any legal or equitable
interest therein not exempt under any other provision of this article. . . ." It is undisputed
that California Constitution, article XI11, section 19 governs, authorizing the Board to
annually assess certain property, including "companies transmitting or selling gas or
electricity. This property shall be subject to taxation to the same extent and in the same

manner as other property.” (lbid.)
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"The Board is charged with the ad valorem unit taxation of public utility property
by article XIII, section 19 of the California Constitution.” (GTE Sprint Communications
Corp. v. County of Alameda (1994) 26 Cal.App.4th 992, 1001-1002 (GTE Sprint).) Itis
well understood that unit taxation of public utility property is necessary "to ascertain and
reach with the taxing power the entire real value of such property.” (ITT, supra, 37
Cal.3d 859, 863.) " '[P]Jublic utility property cannot be regarded as merely land,
buildings, and other assets. Rather, its value depends on the interrelation and operation
of the entire utility as a unit. Many of the separate assets would be practically valueless
without the rest of the system.' " (lbid.)

Thus, in reading together the relevant constitutional and statutory provisions in
ITT, the Supreme Court concluded "that unit taxation is properly characterized not as the
taxation of real property or personal property or even a combination of both, but rather as
the taxation of property as a going concern. First, what the Board assesses is the value of
the public utility property as a going concern; it considers the earnings of the property as
a whole, and does not consider, less still assess, the value of any single real or personal
asset. Second, what the Board allocates to the local taxing authority is, again, a share of
the value of the public utility property as a going concern...." (ITT, supra, 37 Cal.3d
859, 864-865; original italics.)

To value utility property as a going concern, "the Board must appraise it at its full
value when put to its beneficial and productive use.” (GTE Sprint, supra, 26 Cal.App.4th

992, 1002, citing ITT, supra, 37 Cal.3d at p. 862; also see 8 723 ['"The board may use the
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principle of unit valuation in valuing properties of an assessee that are operated as a unit
in a primary function of the assessee."].)

We are aware that the same "going concern” language used by the Supreme Court
in ITT, supra, 37 Cal.3d 859, 863-864, a unitary valuation case, also appears in section
110, subdivision (d)(1), regarding the valuation of a business using taxable property and
also using intangible assets (but not necessarily in a unitary valuation case). However,
the going concern language does not appear in the subdivision relied upon by Elk Hills,
section 110, subdivision (d)(2), which is limited to unitary valuation cases. Nor does
section 110, subdivision (e¢) mention it. For our purposes, the going concern concept
applied to utility operations, as explained by the Supreme Court, is the most useful. For a
particular kind of intangible asset (the "necessary" kind), we believe section 110,
subdivision (e) should be used for evaluating this operating power plant.

B. Tax Treatment of Intangible Assets

In carrying out the functions of the power plant, Elk Hills is subject to numerous
form of governmental regulation, including permit requirements of varying types. Many
governmental permits or licenses are classic examples of intangible assets, some of them
necessary to the business and some of them optional or readily transferable. Roehm,
supra, 32 Cal.2d 280, 285-286, stands for the basic proposition that intangible assets that
are not specified in the statutory definitions of assets subject to taxation are exempt from
property assessment, in particular, liquor licenses. However, the court also made clear
that intangible asset values "that cannot be separately taxed as property may be reflected

in the valuation of taxable property. Thus, in determining the value of property,
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assessing authorities may take into consideration earnings derived therefrom, which may
depend upon the possession of intangible rights and privileges that are not themselves
regarded as a separate class of taxable property.” (Id. at p. 286.)

In Watson, supra, 98 Cal.App.4th 1066, the court provides a short course in the

lore of intangible assets. Under section 212, subdivision (c), " 'the value of intangible
assets and rights shall not enhance or be reflected in the value of taxable property." But
subdivision (c) also provides that ‘[ T]axable property may be assessed and valued by
assuming the presence of intangible assets or rights necessary to put the taxable property
to beneficial or productive use." (See also 8§ 110, subds. (d) & (e).) [1] In accordance
with this exemption, California decisions have held that assets such as copyrights, liquor
licenses, airport car rental concessions, ballpark food concessions, and cable television
franchises are intangible rights which cannot be directly subjected to property tax
assessment. [Citations.] But while ‘intangible property is exempted from direct property
taxation, the courts in this state have repeatedly held that the value of such intangible
property may be included in the valuation of otherwise taxable tangible property.’
[Citations.]" (Watson, supra, at pp. 1069-1070.)

In GTE Sprint, supra, 26 Cal.App.4th 992, the court applied established rules that
intangible asset values may be treated as enhancing the value of the tangible property, but
nevertheless, where it is possible to identify and value certain intangible assets and
estimate their separate income expectancies, then the Board must exclude their values

when assessing the tangible property for taxation. (Id. at pp. 1002-1007.) On that record,

the court found certain nontaxable intangible assets were inexplicably deemed by the
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assessor, without analysis, to be subsumed in the fair market value of the property, such
that no effort was made to remove the value of the following nontaxable, intangible
assets: "the Sprint trade name; customer base; assembled workforce; favorable
broadband leases of transmission capacity from other carriers; favorable property leases;
advertising agency relationships; favorable debt financing contracts; inventory of
advertising materials; and the benefit of avoiding significant start-up costs by purchasing
a going concern, which Sprint identified as goodwill and other intangible assets." (Id. at
pp. 998, 1004-1008.)

In GTE Sprint, supra, 26 Cal.App.4th 992, 1002-1007, the court ruled that the
assessor had used an erroneously absolutist approach, by failing to make any effort to
identify and value any nontaxable item, for purposes of deducting them from the
allocated unit value. Although the intangible assets were valuable and enhanced the unit
value, some of them also had independent value, apart from any possessory interest in the
unit. (See Shubat v. Sutter County Assessment Appeals Bd. (1993) 13 Cal.App.4th 794,
802-804.) In Shubat, the court reasoned: " 'While we agree intangible values may be
reflected in the value of a possessory interest, it does not follow such values are
subsumed as a matter of law."" (ld. at p. 804, cited in GTE Sprint, supra, 26 Cal.App.4th
at pp. 1005-1006; original italics.)

Thus, an assessor cannot merely pay lip service to the concept of exempting
intangible assets from taxation. If there is substantial evidence showing the presence and
separate value of such intangible assets, the intangibles must be excluded from

assessment. (GTE Sprint, supra, 26 Cal.App.4th 992, 1005-1008.) An assessor cannot
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merely characterize all intangibles as providing "enhancement value™ of the unit, if the

evidence is otherwise. This would thwart meaningful judicial review. (Id. at p. 1008.)10
Thus, in GTE Sprint, the court required reassessment, because "the Board's
appraisers are required by law to identify and value intangible assets, if any, and exclude
these values from the appraisal of the taxpayer's property. The Board's own appraisers
admitted that they did not attempt to identify any intangible assets, but instead ignored

the detailed evidence produced by Sprint, which identified and separately valued
numerous intangible assets. It is this indifference by the Board and its appraisers, in the
face of opposing, credible testimony from Sprint of the existence of separate intangible
assets, which we find to be error." (GTE Sprint, supra, 26 Cal.App.4th 992, 999.)

It is not enough for the taxpayer to speculate that the Board relied on
impermissible factors. (Los Angeles SMSA Ltd. Partnership v. State Bd. of Equalization
(1992) 11 Cal.App.4th 768, 777-778 (LA SMSA).) Nor may the taxpayer provide only
circumstantial evidence to establish that the assessor improperly utilized or included for
valuation the intangible assets (such as permits and related business enterprise).
(American Sheds, Inc. v. County of Los Angeles (1998) 66 Cal.App.4th 384, 395

(American Sheds).) The taxpayer must produce persuasive evidence of separate

10 It is undisputed that both sections 110 and 212 were amended in 1995, to
implement the principles of GTE Sprint, supra, 26 Cal.App.4th 992. The section 110
amendment added subdivisions (d), (e) and (f). (Stats. 1995, ch. 498, § 5, pp. 3831-
3832.) The section 212 amendment designated the existing paragraphs as subdivisions
(a) and (b), and added subdivision (c), relating to intangible assets and rights. (Stats.
1995, ch. 498, § 6, p. 3832.)
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treatment of the intangibles, to show abuse of discretion or lack of evidence in support of
the assessments.

In American Sheds, supra, 66 Cal.App.4th 384, it was held that the assessor could
properly determine the value of a landfill property, by taking into consideration its
earnings, some of which directly depended " ‘upon the possession of intangible rights and
privileges that are not themselves regarded as a separate class of taxable property.'
[Citation.]" (Id. at p. 392; italics omitted.) Those intangible rights and privileges were
"an assortment of governmental permits authorizing the landfill operation, principally the
operating permit issued by the county's department of health services and waste discharge
requirements issued by the regional water quality board.” (ld. at p. 388.) Although
certain intangibles associated with the realty, such as zoning, permits, and licenses, are
not real property and may not be taxed as such, if those intangibles nevertheless affect the
real property's value, "for example by enabling its profitable use, they may properly
contribute to an assessment of fair market value." (Id. at p. 392.) An assessor "should
consider the intangibles insofar as they contributed to the property's beneficial use,” and
in doing so, the assessor may "impute an amount of income derivable by reason of the
intangible right to do business.” (ld. at p. 393, citing County of Stanislaus v. Assessment
Appeals Board (1989) 213 Cal.App.3d 1445, 1455-1456 (Stanislaus).)

As a practical matter, the assessment may recognize the impact of the presence of
intangible rights upon the beneficial use of the property, with respect to valuing the

amount of income it could yield; it is only forbidden to subsume in the unit value any

29



separate intangible income, and hence value, that should have been attributed to
nontaxable intangibles. (American Sheds, supra, 66 Cal.App.4th 384, 396.)

In Mitsui Fudosan v. County of Los Angeles, supra, 219 Cal.App.3d 525, 528-530,
the question was whether intangible transferable development rights (air space) should be
considered as adding assessable property value to undeveloped land. The court
determined that such rights amounted to an interest in real property, giving rise to a
taxable event when they were transferred, and to a conclusion that they allowed a higher
and better use of the property and should therefore be considered in valuation.

C. Background and Context of ERC Statutory Scheme

Considering the above descriptions of the nature of different intangible assets and
rights, the characterization of the ERCs for unitary tax purposes must take into account
the nature and character of ERCs, which the trial court correctly observed are intended to
provide incentives to power plant operators to improve air quality. "Most of the
California statutes governing air quality are set forth in Division 26 of the Health and
Safety Code (Health & [Saf. Code, 8 ]39000 et seq.). The statutes coordinate state,
regional, and local air pollution control by establishing ‘air basins' based on similar
meteorological and geographical conditions. [Citations.] They create a State Air
Resources Board [citations], and Regional Air Pollution Control Districts combining the
smaller districts in each air basin [citations] . ... [{] Air quality districts must develop
plans and regulations to achieve and maintain ambient air quality standards. [Citations.]"

(12 Witkin, Summary of Cal. Law (10th ed. 2005) Real Property, § 898, p. 1082.)
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The statutory scheme creating ERCs is part of the Health and Safety Code,
Division 26, Air Resources, whose legislative declaration of intent is found in Health and
Safety Code section 39001: "The Legislature, therefore, declares that this public interest
shall be safeguarded by an intensive, coordinated state, regional, and local effort to
protect and enhance the ambient air quality of the state. Since air pollution knows no
political boundaries, the Legislature declares that a regional approach to the problem
should be encouraged whenever possible and, to this end, the state is divided into air
basins. The state should provide incentives for such regional strategies, respecting, when
necessary, existing political boundaries." To carry out this goal, Health and Safety Code
section 40000 places upon local and regional authorities, including this air pollution
control district, "the primary responsibility for control of air pollution from all sources
[other than emissions from motor vehicles, which generally are the responsibility of the
state board]." Thus, the District has the authority (exercised here) to adopt rules and
regulations that, e.g.,"(a) Require the use of best available control technology for new and
modified sources, and the use of best available retrofit control technology for existing
sources. . .." (Health & Saf. Code, § 40601.)

Pursuant to Health and Safety Code section 40700, air pollution control districts
have the general powers and duties of a corporate and political body, or a public agency.
One such duty is to administer ERC usage, under Health and Safety Code section 40709,
subdivision (a), through "a system by which all reductions in the emission of air
contaminants that are to be used to offset certain future increases in the emission of air

contaminants shall be banked prior to use to offset future increases in emissions. The
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system shall provide that only those reductions in the emission of air contaminants that
are not otherwise required by any federal, state, or district law, rule, order, permit, or
regulation shall be registered, certified, or otherwise approved by the district air pollution
control officer before they may be banked and used to offset future increases in the
emission of air contaminants." (Health & Saf. Code, § 40709.) Under Health and Safety
Code section 40709, subdivision (b), this ERC system "is not intended to recognize any
preexisting right to emit air contaminants, but to provide a mechanism for districts to
recognize the existence of reductions of air contaminants that can be used as offsets, and
to provide greater certainty that the offsets shall be available for emitting industries."
(Ibid.; for regulations for implementing Health & Saf. Code, § 40709 to allow
interchangeable air pollution ERCs, see Cal. Code of Regs., tit. 17, § 91500 et seq.)

Under Health and Safety Code section 40710, it is clarified that ERC certificates
"evidencing ownership of approved reductions issued by a district shall not constitute
Instruments, securities, or any other form of property.” Section 212, subdivision (b)
provides that money kept on hand for normal use in a business is not subject to property
tax. Although Elk Hills claims ERCs are tradeable like money or currency, we do not see
how these ERCs may be so characterized, because of the extremely restricted market in
which they may be traded and their highly specialized function.

The use of ERCs, as part of the certification process for approval of a power plant
site, is provided for in Public Resources Code, Division 15, Energy Conservation and
Development, Chapter 6, Power Facility and Site Certification, section 25500 et seq.

Under Public Resources Code sections 25200 and 25500, the Energy Resources
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Conservation and Development Commission, commonly known as the California Energy

Commission (the Commission), has the power (among others), to certify sites for new

power plants.11 As part of its written decision under Public Resources Code section
25523, on power facility and site certification, the Commission shall include such items
as "(a) Specific provisions relating to the manner in which the proposed facility is to be
designed, sited, and operated in order to protect environmental quality and assure public
health and safety."

As most relevant here, under Public Resources Code section 25523, subdivision
(d)(2), findings by the Commission are required about the conformity of the proposed site
and related facilities with certain standards, i.e., "public safety standards and the
applicable air and water quality standards, and with other applicable local, regional, state,
and federal standards, ordinances, or laws." (Ibid.) Specifically, under Public Resources
Code section 25523, subdivision (d)(2), "The commission may not find that the proposed
facility conforms with applicable air quality standards pursuant to paragraph (1) unless
the applicable air pollution control district or air quality management district certifies . . .
that complete emissions offsets for the proposed facility have been identified and will be
obtained by the applicant within the time required by the district's rules, [and] [t]he

commission shall require as a condition of certification that the applicant obtain any

11 The Commission is an arm of the California Natural Resources Agency, an
environmental agency that administers various environmental statutes, and provides for
research and development of mitigation measures for power plants. (Pub. Res. Code,
88 1et. seq., 801 & 25404.)
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required emission offsets within the time required by the applicable district rules . . . prior
to the commencement of the operation of the proposed facility.” (Italics added.)

In light of the various restrictions imposed on power plants by these related bodies
of law, we next apply accepted principles for tax treatment of intangible assets to this
record.

v
APPLICATION: TAX TREATMENT OF ERCS

The controlling and dispositive portion of the ruling is: "The ERCs were
purchased and used by [Elk Hills/EHP] to build its power plant in compliance with the
[District's] emission requirements. The ERCs in question, while purchased and tradable
at one point, were purchased and applied to build the power plant. Furthermore, such
ERCs are not transferable while the plant is operating in accordance with the way it was
built. The ERCs were necessary to lawfully operate the power plant in accordance with
state emissions requirements.” Further, although the court cited to section 110,
subdivision (f), in its reasoning, its next related findings may logically stand alone: "The
ERCs rights apply directly to the power plant's real property because they were necessary
to construct the power plant . ... Therefore, the Board . . . properly included these rights
In its replacement cost approach and was not required to subtract such rights from its
income analysis." (lItalics added.)

To evaluate those legal conclusions, we first consider what the record shows on
how the valuation methods were applied. We then turn to the policies promoted by the

various statutes involved.
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A. Valuation Methods

The same interpretive problems are presented on each of the valuation methods
used by the Board. We believe Elk Hills has made only a very weak showing of how the
assessments were actually performed, by providing its original and supplemental
declarations by James Asay, its tax manager. These mainly consist of his own analyses
of valuation, utilizing the Board's templates.

In the Board worksheets provided, entitled "Replacement Cost New
Characteristics, Combined Cycle Gas Turbine Plant; Base Load and Peaker Plants,"” a line
item for site-specific adjustments for ERCs was provided, and for the years 2007 and
2008, the total plant cost was set forth, as it excluded ERCs and land soft costs. Asay's
interpretation of the Board's worksheets is that the "site-specific adjustment” attributable
to ERCs was a cost increment improperly utilized in calculating replacement cost
indicator of value. He explains that the site-specific adjustment for the ERCs was
multiplied by the number of megawatts generated by the power plant, to calculate the
Board's ERC cost additive. As exhibits, he attached his own table showing the Board's
valuation, and his revisions to remove the value he said was attributable to the ERCs.
Likewise, he provided three exhibits that he prepared, to show his own calculations of
income that was imputed to intangible assets, which represented a percentage of the book
value of the intangible assets ($10 million plus), under a capitalized earnings approach.
He also relied on Board valuation manual excerpts in doing so.

Elk Hills next relied on their annual tax forms reporting the cost of acquiring the

ERCs (over $10 million). The certificates surrendered do not have a face value.
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However, that value was subjected to the above treatment, as performed by Asay. Elk
Hills's record cites consist of his declaration, references to it in the separate statement,
and Board worksheets that can be interpreted either way.

From that showing, we conclude that as the taxpayer, Elk Hills is mainly
speculating that the Board relied on impermissible factors. (LA SMSA, supra, 11
Cal.App.4th 768, 777-778.) The Forms 529-1 are essentially circumstantial evidence for
establishing that the assessor improperly utilized or included for valuation the costs or
income from the intangible assets. (American Sheds, supra, 66 Cal.App.4th 384, 395.)
Even if we accept that Asay is an experienced tax manager, his opinions, about how the
Board must have erred by valuing ERCs separately to provide an inaccurate ERC cost
additive, are not necessarily persuasive.

The Board's position, on the other hand, is that the procedure used by Asay is
incorrect, because the Board's valuation was not based on the value or cost of the ERCs
as reported by Elk Hills. Instead, as principal property appraiser, Donald Jackson's
declaration states that the Board did not use the booked costs that EIk Hills reported in its
property statements, to value the plant. Nor did the Board attempt to appraise or estimate
the value of the ERCs alone, particularly the banked ERCs. Rather, Jackson states that in
calculating replacement cost value, including both soft and hard costs, the Board utilized
a standardized estimate of ERC acquisition costs that would be necessary to obtain the
necessary building and operating permits for a new plant. This standardized approach is
used to estimate on a statewide basis the costs normally necessary to obtain such permits.

Also, the 2004 soft cost estimate was larger than 2005-2008, because of startup costs.
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Next, Jackson explained how the replacement costs of applied ERCs are
determined for all electric generation facilities, on a statewide basis, to include in the
replacement cost value indicators. The Board uses an ERC factor applied to the rated
capacity of each facility, as stated in megawatts of power produced. "The ERC factor is
determined based upon information gathered from the state assessees' property statements
filed with the Board and on information gathered from the California Energy
Commission." A new replacement cost value indicator is calculated each year as of the
lien date, for staff to update the then-current estimated costs of the ERCs that must be
acquired and applied, in utilizing the replacement value methodology. In particular, the
Board did not use a deduction for any applied ERCs in the income indicator method, but
did so for the replacement cost indicator method.

As exhibits, Jackson attached five yearly appraisal data reports for Elk Hills, to
show the Board's determination of the unitary value of the plant. Jackson's exhibits
included the same template used by Elk Hills's tax manager Asay, but he shows a zero
value for "income imputed to intangible assets,” whereas ElIk Hills, in Asay's tables,
created an entry for that figure. Jackson's exhibits also show the ERC site-specific
adjustments for certain years, and they exclude the ERC costs from the total plant cost
estimate.

Unlike in GTE Sprint, supra, 26 Cal.App.4th 992, 1001-1003, this record does not
show a refusal by the Board to address the taxpayer's evidence of separate values of
intangible assets. Instead, the Board made site-specific adjustments for the ERCs, based

on its formula, and the record does not demonstrate why those adjustments were
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improper. Nor does the face of Form 529-1 provided by Elk Hills, showing the cost of
the ERCs, prove that the Board impermissibly failed to exclude such separate value from
the plant's fair market value. Likewise, EIk Hills did not demonstrate that the income
indicator of value was improperly utilized, with respect to the ERCs.

We examine the parties' respective showings with reference to the term
"necessary," as found in section 110, subdivision (e). Under Public Resources Code
section 25523, subdivision (d)(2), no power plant facility site may be approved unless the
operator conforms with applicable air quality standards, or alternatively, obtains
certification "that complete emissions offsets for the proposed facility have been
identified and will be obtained by the applicant within the time required by the district's
rules,” prior to the commencement of the operation of the power plant. (Ibid.) This
supports a conclusion that the assessor is allowed to "consider the intangibles insofar as
they contributed to the property's beneficial use," and in doing so, the assessor may
"Impute an amount of income derivable by reason of the intangible right to do business."
(American Sheds, supra, 66 Cal.App.4th 384, 393, citing Stanislaus, supra, 213
Cal.App.3d 1445, 1455-1456.) Since the valuable ERCs were necessary to the ongoing
productive use of the property, they were properly considered here, under section 110,
subdivision (e).

B. Statutory Policies

Here, as in LA SMSA, supra, 11 Cal.App.4th 768, 776, "the crux of the problem™ is

that Elk Hills cannot demonstrate that the Board misinterpreted the actual or booked ERC

costs that were reported by Elk Hills, by impermissibly attributing income and value to

38



them, or incorrectly imposing the tax directly on their value. Instead, those intangible
assets were deemed to add to the value of taxable tangible property, because no earnings

would be possible without them, due to the regulatory requirement of such " ‘possession
of intangible rights and privileges that are not themselves regarded as a separate class of
taxable property.' ™ (lbid., citing Roehm, supra, 32 Cal.2d 280, 285; see also Michael
Todd Co. v. County of Los Angeles (1962) 57 Cal.2d 684, 693-694 [film valued with
copyright].)

As a policy matter, we find it most unlikely the Legislature intended by its
creation of the ERCs' statutory scheme, or by amending the statutes regarding the
treatment of intangibles, essentially to provide a unitary tax deduction or tax credit for
those power plant operators that cannot operate a plant at state accepted levels of
admissions, but that instead must obtain ERCs through purchase or trade, to enable them
to commence and continue operations at a higher level of emissions. Although ERCs are
originally a valuable intangible asset, once they have been surrendered to the regulatory
agencies to enable the plant to operate, they do not retain a fair market value apart from
the taxable property, that may be removed from the fair market value of the unitary
property, within the meaning of section 110, subdivision (d)(2). We decide only the case
before us under section 110, subdivision (e), and we do not consider any facts not
presented here, such as if nonapplied or nondeployed ERCs remain in the possession of
an emission source, such as a power plant operator that has taxable property.

Moreover, although section 110, subdivision (d)(1) can forbid valuing taxable

property by reflecting the value of the intangible assets that relate to it as a ""going
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concern™ business, that subdivision (d)(1) will not apply to a situation otherwise
expressly provided for in its subdivision (e). Specifically, where the presence of
intangible assets is "necessary" for the property to be put to beneficial or productive use,
then the unitary valuation may assume the presence of such necessary assets. (8§ 110,
subd. (e).) This kind of power plant is subject to particular forms of regulation, these
ERCs are properly deemed "necessary" for its beneficial and productive use, and
therefore the ERC contribution to the value of the plant is a permissible consideration in
the overall valuation determination. There is no basis to remove the value of the ERCs
from the value of the unit, where the unit cannot legally operate without them.

In construing all these related statutory provisions, our task is to select the
construction that comports most closely with the Legislature's apparent intent, with a
view toward promoting rather than defeating the statutes' general purpose, and avoiding
any construction that would lead to unreasonable, impractical, or arbitrary results. (See
Mejia v. Reed, supra, 31 Cal.4th at p. 663; Copley Press, Inc. v. Superior Court (2006) 39
Cal.4th 1272, 1291 [where more than one statutory construction is arguably possible,
courts favor the construction that leads to reasonable results consistent with the apparent
legislative purpose].) Section 110, subdivision (e) allows the assessor to assume the
presence of the ERCs that are necessary to operate the taxable property productively, and
to value the fair market value of the property accordingly. We need not rely upon the

provisions of section 110, subdivision (f) for that result.
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DISPOSITION

The judgment is affirmed. Respondents are awarded costs on appeal.

HUFFMAN, Acting P. J.

WE CONCUR:

HALLER, J.

O'ROURKE, J.
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