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OPINION AND JUDGMENT
BACKGROUND

This case involves the assessment of certain real and personal property located in the City of Midland, Midland County, Michigan as of December 31, 1996 and December 31, 1997, and the taxable value of the property for 1997, 1998, 1999 and 2000.  Michael B. Shapiro, and Steven P. Schneider, attorneys at law, represented Petitioner.  Francis J. Keating, and Mark A. Westrate, attorneys at law, represented Respondent.  Both parties presented witnesses.  Approximately 750 exhibits were admitted, with sufficient documents to fill twelve banker boxes.  Both parties filed post-hearing briefs and responses.  This is a very complex valuation issue involving the largest cogeneration plant in the United States.  The tax dollars at issue for 1997 and 1998 are $60,000,000
.  

Complex valuation disclosures submitted by both parties contained appendices that contained the information provided by parties other than the main appraisers.  Petitioner’s report was authored by John Goodman (Goodman).  Arthur Schoenwald authored Respondent’s main appraisal report.  In addition, Respondent submitted a valuation disclosure co-authored by Glen C. Walker (Walker) and George E. Sansoucy (Sansoucy).  The Tribunal notes Goodman and Walker are certified appraisers; in addition, Goodman is a professional engineer and holds an ASA designation. 

The Tribunal finds that, based on the unrefuted testimony, exhibits, and evidence presented by both parties, the value of the Gas Turbine Generators (GTGs) comprising 90% of the value of the MCV Facility declined by 30%.  This fact was consistent throughout the entire trial.

STATEMENT OF FACTS

The subject property is comprised of four real parcels: 14-27-50-500, 14-33-10-100, 14-34-10-100, and 14-35-50-100; and two personal parcels: 19-13-09-500 and 29-13-09-600.  Parcel 19-13-09-500 contains both traditional personal property and assets that would be considered real property if not on leased land.  The property’s assessed and taxable values are as follows:

	Year
	Parcel No.
	Assessed Value
	City's Taxable Value on roll

	1997
	19-13-09-500
	$550,967,900
	$550,967,900

	
	29-13-09-600
	$671,300
	$671,300

	
	14-27-50-500
	$495,700
	$495,700

	
	14-33-10-100
	$535,100
	$535,100

	
	14-34-10-100
	$1,308,900
	$1,308,900

	
	14-35-50-100
	$168,200
	$168,200

	Total
	
	$554,147,100
	$554,147,100

	
	
	
	

	1998
	19-13-09-500
	$553,184,600
	$553,184,600

	
	29-13-09-600
	$668,800
	$668,800

	
	14-27-50-500
	$495,700
	$495,700

	
	14-33-10-100
	$535,100
	$535,100

	
	14-34-10-100
	$1,308,900
	$1,308,900

	
	14-35-50-100
	$168,200
	$168,200

	Total
	
	$556,361,300
	$556,361,300

	
	
	
	

	1999
	19-13-09-500
	$561,447,700
	$561,447,700

	
	29-13-09-600
	$668,800
	$668,800

	
	14-27-50-500
	$495,700
	$495,700

	
	14-33-10-100
	$535,100
	$535,100

	
	14-34-10-100
	$1,308,900
	$1,308,900

	
	14-35-50-100
	$168,200
	$168,200

	Total
	
	$564,624,400
	$564,624,400

	Year
	Parcel No.
	Assessed Value
	City’s Taxable on roll

	2000
	19-13-09-500
	$562,070,200
	$562,070,200

	
	29-13-09-600
	$512,700
	$512,700

	
	14-27-50-500
	$495,700
	$495,700

	
	14-33-10-100
	$535,100
	$535,100

	
	14-34-10-100
	$1,308,900
	$1,308,900

	
	14-35-50-100
	$168,200
	$168,200

	Total
	
	$565,090,800
	$565,090,800


Petitioner’s and Respondent’s initial contentions of assessed value (AV) and taxable value (TV) for the years in contention are:

	Year
	Parcel No.
	Petitioner's AV
	Resp AV
	P's TV
	R's TV

	1997
	19-13-09-500
	$146,256,000
	$565,432,000
	$146,256,000
	$565,432,000

	
	29-13-09-600
	$175,507
	$671,300
	$175,507
	$671,300

	
	14-27-50-500
	$344,789
	$509,500
	$344,789
	$509,500

	
	14-33-10-100
	$372,170
	$550,000
	$372,170
	$550,000

	
	14-34-10-100
	$910,183
	$1,345,500
	$910,183
	$1,345,500

	
	14-35-50-100
	$116,848
	$172,900
	$116,848
	$172,900

	Total
	
	$148,175,497
	$568,681,200
	$148,175,497
	$568,681,200

	
	
	
	
	
	

	1998
	19-13-09-500
	$153,793,963
	$581,986,800
	$153,793,963
	$581,986,800

	
	29-13-09-600
	$180,246
	$668,800
	$180,246
	$668,800

	
	14-27-50-500
	$354,098
	$523,200
	$354,098
	$523,200

	
	14-33-10-100
	$382,219
	$564,800
	$382,219
	$564,800

	
	14-34-10-100
	$934,768
	$1,381,800
	$934,768
	$1,381,800

	
	14-35-50-100
	$120,003
	$177,500
	$120,003
	$177,500

	Total
	
	$155,765,297
	$585,302,900
	$155,765,297
	$585,302,900

	
	
	
	
	
	

	1999
	19-13-09-500
	$166,180,021
	$598,976,900
	$166,180,021
	$598,976,900

	
	29-13-09-600
	$183,130
	$668,800
	$183,130
	$668,800

	
	14-27-50-500
	$359,764
	$531,500
	$359,764
	$531,500

	
	14-33-10-100
	$388,334
	$573,800
	$388,334
	$573,800

	
	14-34-10-100
	$949,725
	$1,403,900
	$949,725
	$1,403,900

	
	14-35-50-100
	$121,923
	$180,300
	$121,923
	$180,300

	Total
	
	$168,182,897
	$602,335,200
	$168,182,897
	$602,335,200

	
	
	
	
	
	

	2000
	19-13-09-500
	$181,462,175
	$610,130,600
	$181,462,175
	$610,130,600

	
	29-13-09-600
	$186,609
	$512,700
	$186,609
	$512,700

	
	14-27-50-500
	$366,599
	$541,500
	$366,599
	$541,500

	
	14-33-10-100
	$395,712
	$584,700
	$395,712
	$584,700

	
	14-34-10-100
	$967,769
	$1,430,500
	$967,769
	$1,430,500

	
	14-35-50-100
	$124,239
	$183,700
	$124,239
	$183,700

	Total
	
	$183,503,103
	$613,383,700
	$183,503,103
	$613,383,700


INTRODUCTION

The Tribunal finds that Petitioner’s witness Goodman in R-1118 (the California Watson appraisal) succinctly and on point explains the cogeneration business as: 

The subject property is operated in a cogeneration business.  In a typical cogeneration facility a fossil fuel is burned providing heat energy that is converted into both electric power for sale to an electric utility and electric power and steam that is sold to an adjacent unrelated business (host) for use in a manufacturing process.  Watson converts the energy in natural gas into electricity by burning it in gas turbines that drive electric generators.  The heat from the gas burn is then forwarded to a heat recovery steam generator (HRSG) to generate steam that is used to produce electricity for use in steam turbines and to generate steam for use in industrial processes….

The cogeneration industry is a direct outgrowth of the Public Utility Regulatory Policies Act of 1978 (PURPA).  PURPA was passed in response to the unstable energy climate of the late 1970’s.  Its goal was to promote conservation of electric energy.  Additionally, PURPA created a new class of nonutility generators, small power producers and qualified cogenerators, from which utilities are required to buy power.  PURPA was designed to encourage the efficient use of fossil fuels in electric power production through cogenerators and the use of renewable resources through small power producers.  Both cogenerators and small power producers qualified under PURPA must have no more than 50 percent of their equity interest held by an electric utility.  For a nonutility to be classified as a cogenerator under PURPA, it must produce electric energy and another form of useful thermal energy through the sequential use of energy.  It must further meet certain ownership, operating, and efficiency criteria established by the Federal Energy Regulatory Commission (FERC).

The key provision of PURPA required electric utilities to interconnect with and purchase power from any facility meeting the criteria for a qualifying facility (QF).  It further required that the utility pay for that power at the utility’s own incremental or avoided cost of production.  This provision created, by fiat, a market in which QFs could, unilaterally, sell electricity to utilities.  To further ease the burden on nonutility companies wishing to enter the electric generating market, Congress exempted most QFs from rate and accounting regulation by FERC and from State rate, financial, and organizations regulation imposed on utilities. In passing PURPA, Congress ensured that QFs had a guaranteed market for their power at a price equal to the avoided cost of the utilities that purchased their power.

ISSUES

Petitioner challenges the true cash value, assessed value, and taxable values for 1997 and 1998.  In addition, taxable value only is challenged for 1999 and 2000.  Petitioner believes the subject property suffers extensive functional and economic obsolescence due to modern technology, the decrease in true cash value for the gas turbine engines, and the increased efficiency.  Petitioner has a power purchase agreement that is an intangible asset and not taxable.  Petitioner’s brief, p. 8, f. 11, states, “The MCV PPA [power purchase agreement] is not an intangible factor that affects the true cash value of tangible property, such as location, zoning, and current market conditions.  The MCV PPA is a contract, a readily identifiable intangible asset subject to its own transfer of assignment.”  Petitioner introduced several operating scenarios and claims the most efficient, economical operating method that would bring the highest amount of profit is not the current combined-cycle cogeneration facility, but a simple-cycle peaker plant producing energy on demand (at peak hours) when the market price of electricity exceeds incremental costs of electricity.  The optimal operation as a peaker plant maximizes cash flow and would run approximately 30 days a year in the summer, when prices are higher.  Subject property runs 365 days a year to achieve maximum efficiency and comply with some of the requirements of the PPA.  Petitioner has an appraisal with addenda.  The author or representative of each addendum came forth and testified on their specific section of the report.  Appraiser Goodman put the information together from the addenda to result in a true cash value of subject property.

Petitioner argues that the value of the facility should be $277,000,000 as of December 31, 1996, and $444,000,000 as of December 31, 1997.  Petitioner states that the Tribunal should set the level of assessment at 49.738% for tax year 1997, and 49.682% for tax year 1998.  Taxable value is determined using the losses and additions based upon the personal property statement details submitted to the City and the Tribunal.  Petitioner requests costs.

Petitioner argues the PPA is not taxable because it is intangible personal property, which is specifically excluded in Article 9, Section 3, of the Michigan Constitution.  Petitioner puts forth arguments that the PPA was not negotiated, not an arms-length transaction, not approved by any regulatory agency, and is subject to whatever terms agreed upon by the parties.

Petitioner states that appraiser Goodman valued only the real and tangible personal property, and excluded the PPA, SEPA, SPA and gas contracts.  Goodman used replacement cost; both parties used the same physical depreciation.  The income approach is based on forecasted market prices for electricity energy and capacity, and natural gas prices.  The PPA is at above market rates.  Neither party found comparable sales that provided a solid basis for a sales comparison approach.  

Petitioner requests the Tribunal to (i) adopt Goodman’s true cash value, (ii) order the assessments for tax year 1997 and 1998 to be based on such true cash values multiplied by the average levels of assessment described, (iii) order the taxable values of such property for each tax year at issue to be revised consistent with the above described assessments, statutory limitations and the additions/losses set forth in Petitioner’s Exhibit 46a, and (iv) award costs.

Respondent states the facility is undervalued by its assessor and puts forth an appraisal indicating an increase in true cash value.  Respondent’s main valuation witness Schoenwald valued the property, and included the influence of the contracts.  Respondent presented an alternative appraisal authored by Sansoucy and Walker, which used traditional valuation methodology and techniques. The difference between the Schoenwald and the Sancoucy/Walker appraisals is Respondent’s belief that the PPA adds value to the existing property.  

Respondents took exception to the “as of date” of Petitioner’s witness Crean’s cost estimate.  Crean estimated an overnight construction cost.  Respondent contends construction would have to be commenced by 24 months prior to the 12/31/96 tax date.  Using that theory, the GCT used would not have been commercially available.

Respondent argues that MCV (i) generates a net cash flow in excess of $300,000,000 annually; (ii) in prior proceedings before other Tribunals, and in representations made to the IRS under the penalties of perjury, Petitioner represented that the tangible property was purchased for $2.3 billion; (iii) the expert Petitioner offered to prop up its “absurd” claim was forced to utilize a valuation method that completely ignores value influencers that he acknowledged were relevant in the Watson Cogeneration Facility appraisal, and (iv) when applying Michigan law regarding value influencers, the only valuation evidence in this record was that offered by Respondent through the reports and testimony of Schoenwald.

Energy and Appraisal Acronyms & Definitions

Avoided Costs 
FERC rules state that the theoretical “avoided cost” concept is built on the cost that the utility would have to pay for capacity, but for that which they were able to obtain from the QF over the life of the existing agreement.

BTU 


British thermal unit of measurement of heat energy.

Bus bar Costs 
The costs necessary to bring power to the transmission grid.

B/V 


Black and Veatch Engineering. 

CC 
Combined cycle; a facility that generates electricity, both from a gas turbine and a steam turbine.

Capacity Factor 
A measurement of power plant performance that is defined as the ratio of actual plant electrical generation to design for maximum electrical generation capability.

CAPM
Capital Asset Pricing Model develops the equity return requirements by starting with the rate for long-term government bonds and adjusting to reflect the additional risk resulting from equity investment.  This considers both market and specific industry risks. (AUS Consultants Appraisal [AUS], p. 20.)

CERA 
Cambridge Energy Research Associates.  CERA forecasted wholesale prices for natural gas and electric capacity and energy. (Petitioner’s valuation disclosure appendix D.)

COR 
Cost of replacement of the productive capacity of property using modern materials design and technology at market prices as of the date of the appraisal.  Equivalent service number of KWH of energy that can be produced within a fixed period of time.  (AUS Consultants appraisal, p. 14.)

CCGT 
Combined cycle gas turbine that burns fuel and creates hot gases that run through a turbine. It then captures the heat from the exhaust gas in the HRSGs, which produce steam.  That steam is run thru the steam turbine that also produces electricity.  The fuel is burned once and produces electricity in two cycles.  (Transcript [hereafter TR], Vol 12a, p. 52.)

CTG 
Combustion Turbine Generator. A device that compresses ambient air, combusts a fuel (typically natural gas or fuel oil) to heat the ambient air, and then expands the combustion gases through a turbine section back to ambient pressure to produce electrical power.

DLN 
Dry Low Nitrogen Oxides Combustion.  A system of emissions control for Nitrogen Oxides, which is often supplied with current combustion turbine technology.

ECAR 
East Central Area Reliability Coordination Agreement of power systems.  See also NARC and MAIN.

EIA 


Energy Information Administration, federal information.

EPA 


Energy Policies Act of 1992.

EPC 
Engineering, Procurement and Construction contract.  A type of contract in which the contractor is wholly responsible for engineering of the power station, procurement of the materials, and construction of the station.

EPRI 


Electric Power Research Institute.

Excess Construction Costs 


The difference between replacement cost new and cost of reproduction for the depreciation.

EWG 
Exempt Wholesale Generator.  A category of unregulated generators pursuant to EPA of 1992.  This generator differs from a QF because 1) there is no requirement to satisfy cogeneration, 2) there are no ownership limitations; it could be 100% utility owned, and 3) electric utilities are not required to purchase the power at an “avoided cost.”

FERC 

Federal Energy Regulatory Commission.

FPA 


Federal Power Act of 1935.

GTG 


Gas turbine generator.

Heat Rate 
The ratio of thermal or chemical energy input to a power plant to the electrical energy generated by the power plant in units of BTU/KWH.

HRSG 
Heat Recovery Steam Generator.  The steam generator that uses the exhaust combustion gases from the combustion turbine generator to produce steam that is forwarded to the steam turbine. 

IOU

Investor owned utility.

IPP


Independent power producer.

ISO 
International Standard Organization.  ISO conditions are based on site design conditions taking into consideration the specific altitude of the plant, design temperature, and humidity of the facility.

KW 
Kilowatt. A unit of measurement of electrical capacity; also see MW.

KWH 
Kilowatt hour.  The amount of energy that can be produced within an hour.

MAIN 


Mid America Interconnected Network.

MECS
Michigan Electric Coordinated System (also see control area).  Generally the Consumers and Detroit Edison Company systems.

Merchant Plant 
An unregulated independent power-producing plant envisioned by the 1992 EPA that would sell power on the open market to the regulated power industry.

MW


Megawatt.  1,000 kilowatts.

Nameplate capacity  The amount of MW the generating facility is capable of generating.

NARC 

North American Reliability Council.

Non-regulated affiliate 


Some regulated utilities have established non-regulated affiliates that can have ownership in cogeneration facilities.

NUG 


Non-utility generator.

PPA 
Power purchase agreement.  The agreement that Utility (Consumers) has with a QF to purchase power at the “avoided costs.” 

Peakers 
Low capital cost, high production cost (usually combustion fired) power producers, which provide capacity on peak user hours.

Power Marketer 
A person licensed by FERC to broker sales of wholesale power between the parties.

PURPA 

Public utilities regulation policies act of 1978.

QF 
Qualified facility.  FERC approves a cogeneration facility as a QF based upon ownership structure, efficiency, and ability to generate two types of energy using one fuel.  In MCV’s instance, natural gas is used to produce electricity and steam simultaneously.  QF’s are exempt from the Federal Power Act (FPA) and certain state laws regarding rates, financial, and organizational regulations.  QF’s are entitled, but not required, to sell electrical capacity and related energy to public utilities (such as Consumers) at such utilities’ “avoided costs.”  A QF could also operate as an EWG under the EPA.

Reserve Margins 
The difference between the average capacity and the average demand.

SC 
Simple cycle.  A facility that only has electricity generated by gas turbines.

SCR 
Selective catalytic reduction.  A type of pollution control.

SEPA 1987
Steam and Electric Purchase Agreement between MCV and Dow for sale of electricity and steam for 25 years and 15 years.  

SPA 
1995 15-year Steam Purchase Agreement between MCV and Dow Corning Corporation.

Stranded Costs 
Those costs that cannot be passed along to the rate base of a regulated utility.

Topping Plant
Cogeneration by extracting steam from the electrical generating cycle.  MCV is a topping plant.

Unbundling 
The process of giving open access to transmission lines available to other power producers at equitable rates.  Enabled by EPA 1992.

WACC 
Weighted average cost of capital (AUS, p. 20).

Wheeling 
The use of transmission lines owned by another to transport power from an IPP through a grid to a consumer.

HISTORY 

In 1973, Consumers Power Company, now Consumers Energy Company (Consumers), began constructing a nuclear power plant on the subject site.  The nuclear facility was to produce approximately 1,357 megawatts using two large steam turbines.  The nuclear facility contracted with the adjacent Dow Chemical Company to supply steam.  The nuclear plant was abandoned in 1984.  Petitioner MCV, a limited partnership, was formed in 1987 to convert the abandoned nuclear power plant into a natural gas-fired cogeneration facility to produce both electricity and steam using a single fuel source. The plant was converted into a gas-fired cogeneration plant and started commercial operations in 1990.  Consumers leased the tangible real property to MCV, CMS Midland, and MEC Development Corporation in December 1987 in a long-term, triple-net lease.  As of December 31, 1996, the subject property included the following:

12 Gas Turbine Engines (GTs) capable of producing approximately 1,045 MW (gross) under ISO Design Ambient Conditions being 59 degrees Fahrenheit, 60% relative humidity and 14.7 psia; 

12 Heat Recovery Steam Generators (HRSGs) capable of producing steam using heat from the GT’s exhaust, Unit 1 steam turbine that is capable of producing 355 MW gross from steam generated from the HRSGs; 

Unit 2 steam turbine, which serves as a backup to Unit 1 and is capable of producing 325 MW from steam generated by HRSGs;

Pollution control assets (exempt from ad valorem taxation); 

Electrical and steam distribution lines between subject site and the Dow Chemical Company (DOW), and various associated equipment, tangible personal property, buildings and land.

MCV is located on approximately 1,268 acres leased from Consumers, which includes an 880-acre cooling pond. The natural gas-fired cogeneration facility was constructed to contribute to the electric demands of Consumers and the general demand in the MECS control area
.  MECS is a small portion of a larger electric planning region known as ECAR, which includes utilities serving customers in Michigan, Ohio, Kentucky, and portions of Pennsylvania and West Virginia.  

The land is assessed on four separate tax parcels: 14-33-10-100 is 320.33 acres, 14-27-50-500 is 328.42 acres, 14-34-10-100 is 503.3 acres, and 14-35-50-100 is 119.13 acres.  The site is leased from Consumers for $600,000 per year for 35 years, concurrent with MCV PPA.  MCV is a limited partnership that operates the MCV facility.  

The cogeneration plant is designed to burn natural gas for the purpose of producing both electricity and saleable steam.  With the combined cycle technology, the gas fuel generates electricity in two cycles.  The direct cycle natural gas is heated within the twelve combustion chambers, and the hot exhaust from each passes directly through one of the twelve gas combustion turbines (CT), causing rotation of the twelve HRSGs, to produce electricity.  The exhaust gases from the CT then pass into the indirect cycle by heating water into steam, which is collected and piped through the single steam turbine, causing it also to rotate and produce additional electricity.    The steam cycle is designed to generate more steam than necessary to operate the steam-electric turbine.  The excess steam is piped directly to Dow and Dow Corning.  

The 12 combustion turbines are ABB Model GT-11 and have a nominal rating of 87.1 MW.  Their combined capacity is 1,045 MW and is the first cycle of the electrical generation capability of MCV.  The second cycle of 355 MW is provided by the additional generation using the 12 HRSGs.  The HRSGs produce superheated steam from the combustion turbines’ exhaust.  The production of steam begins with the chemically treated water being circulated through pipes in the HRSGs.  Baffles in the HRSGs direct the hot exhaust gases from the CT’s to the proximity where the water pipes are so that the exhaust gases heat the water to produce steam.  The cooled exhaust gas is discharged into the atmosphere, and the steam is conveyed via aboveground piping to one of the steam turbines in a separate building east of the HRSGs.

Six of the HRSGs contain supplementary “duct burners,” which may be fired to produce additional heat.  Operating the duct burners lowers the system’s overall efficiency, but is more efficient than starting a combustion turbine when a low volume of steam is required by Dow.

Steam from the HRSGs is piped in to operate the steam turbine engine referred to as generator no. 1.  Electric power from the steam turbine is stepped up to 345,000 volts at the Turbine Building and transferred by wires to the switchyard where it is combined with the output of stepped up combustion turbine generation power before being transferred to the Consumers substation.  

The Federal Energy Regulatory Commission certified MCV as a QF because of its physical and operating characteristics and ownership structure under PURPA.  PURPA was conceived and enacted under President Carter.  It is designed to promote creative energy solutions and use of renewable resources from producers other than traditional electric utilities.  The goal of the National Energy Act and PURPA was to create a national energy policy that would lower the country’s dependence on fossil fuel and foreign oil. The essence of PURPA was to mandate that a regulated public utility serving an area in which a QF is located or can be reached through a transmission grid, must purchase the power generated by the facility at its “avoided costs.”   The Federal Energy Regulatory Committee (FERC) adopted the regulations that implement PURPA.  

Prior to the enactment of PURPA, the cogenerators faced three major obstacles.  First, a utility was not required to purchase the electrical output at an appropriate rate.  Second, the utilities could charge high rates for back-up service to cogenerators.  Third, a cogenerator or small power producer that provided electricity to a utility’s grid ran the risk of being considered an electric utility and thus being subjected to State and Federal regulations as an electric utility.  Sections 201 and 210 of PURPA removed the obstacles.

A QF is a cogeneration facility that utilizes either renewable energy resources or is capable of producing more than one type of energy from one fuel.  PURPA also has an ownership requirement that the QF be not more than 50% owned by a public utility, and requires that the QF meet efficiency requirements.  

As a designated QF, the facility is exempt from most of the provisions of the Federal Power Act of 1935, as well as certain state regulations regarding utility rates and financial organization.  The owner of a QF is entitled, but is not required, to sell electric capacity and related energy to a public utility (such as Consumers) at the utility’s “incremental cost of alternative electric energy” or “avoided costs.”  The “avoided costs” is determined at the option of the QF.  The “avoided costs” can be determined at the time of delivery or at the time an obligation is incurred, such as PPA.  The electric companies purchasing capacity and energy from a QF are required to pay rates that are just and reasonable to the ratepayers of the utility.

The “avoided costs” negotiated between CMS and MCV for the long-term purchase of electricity were determined by reference to a hypothetical coal-fired “proxy” plant.  In this instance, the utility’s investment in the plant is absorbed into the base rate and used to set rates.  MCV, in a 1990 sale-leaseback transaction, paid $2.4 billion for the abandoned nuclear assets, and additional capital of $800 million was needed to convert to the gas fired cogeneration facility.  

Respondent introduced the issue of whether the MCV PPA is an intangible asset and whether, as an intangible asset, the value of the MCV PPA is subject to or excluded from general property taxation under Michigan law.  The income approach used by witness Schoenwald forecasted revenues based on the above-market rates for electricity provided for under the MCV PPA.  The income approach used by Goodman and Sansoucy used current market rates expected as of the valuation dates at issue.  Petitioner believes the MCV PPA is severable from the tangible assets and is capable of being sold independent of the tangible assets.   

Consumers and MCV renegotiated the 1985 35-year power purchase agreement known as MCV PPA. The MCV PPA did not have nor did it need approval from MPSC, FERC, or the Securities and Exchange Commission.  The MVC PPA was not negotiated under current contemporary conditions, was not an arms-length transaction, and was not approved by any regulatory agency.  The MCV PPA currently provides for prices in excess of the market price for electric capacity and energy.

As of December 31, 1996, the principal types of entities owning electric power generation plants and operating in the wholesale power market were investor-owned electric utilities, independent power producers, municipal electric utilities (which may form public power agencies to pool generating resources), and electric cooperatives.  Investor-owned electric utilities, municipal electric utilities, and electric cooperatives could own interests in QFs and EWGs.  FERC has jurisdiction over the transmission of electric energy in interstate commerce and the sale of electric energy at wholesale in interstate commerce.  The Michigan Public Service Commission (MPSC) sets the rates for the services that are within their jurisdiction: intrastate transmission and distribution of electricity, and retail sales of electric energy.

MCV can operate as a QF as long as it retains the ownership and operating criteria required by PURPA, because it produces both electricity and thermal energy from a single fuel source.  MCV could also operate as an EWG without producing steam and use the natural gas to produce only electricity and sell it on the wholesale market.  The facility could also be incorporated into a regulated electric utility. 

The Environmental Protection Act (EPA) of 1992 impacted the wholesale market because it recognized that EWGs were an unregulated generator.  The EWG exemption applies to newly constructed and converted existing facilities that are used for the generation of energy either for wholesale sales or lease to public utility companies.  The EWGs differ from QFs because they are not required to satisfy any of the cogeneration or renewable fuels limitations, there are no ownership limitations (they are allowed to be 100% utility owned), and electric utilities are not required to purchase their power.  

Petitioner presented a valuation disclosure from AUS Consultants (AUS) authored by John C. Goodman, PE, ASA.  Petitioner believes the true cash value of subject property is $296,000,000 for 1996 and $467,000,000 for 1997.  It is important to note that the appraisal contains appendices A through H.  The appendices are a very integral part of the appraisal, and each expert testified as to their specific area of expertise.  The following lists the experts and data that each contributed to the report:

Appendix A 

Black and Veatch (B/V).  B/V provided the reproduction cost of the existing MCV and the cost of replacement for a functionally modern Combined Cycle Gas Turbine (CCGT) facility with the same productive capacity as MCV.

March 10, 1998 letter that addressed permitting costs, insurance during construction, and construction services cost.

January 12, 1998 letter that addressed fuel and electricity consumed during testing and start-up of the facility.

Time-line distribution of capital expenditures needed for the construction of the reproduction and replacement models.

Letters written in 2001 that gave offsite costs for steam and electric transmission connections specifications and costs that would be incurred in converting the Facility to permit operation in a simple-cycle mode.

Appendix B

William E. Boring, MAI (Boring).  Boring provided an appraisal of the land occupied by MCV, and some non-operating property including an office building, warehouse, guardhouse, storage, shop buildings, and five acres of land.

Appendix C

Stout-Risius-Ross (SRR) appraised the tangible personal property including the office equipment, machinery and equipment, mobile equipment, and office furniture.

Appendix D

Cambridge Energy Research Associates (CERA). Dr. Lawrence Makovich testified as to his forecast of the future wholesale prices for electric capacity and energy in the Midwest through 2025.  Edward Kelly testified to his forecast of the future average cost of gas delivered to the Midland area through 2025 considering various operating scenarios for electricity produced by MCV.

Appendix E

Cummings & Barnard, Inc. (C&B) is the consulting engineer responsible for the annual inspection reports for the combustion turbines at MCV for 1996 and 1997.  This report addresses the actual physical condition, any conditions that may have caused outages, preventative maintenance schedule, and any modifications or upgrades planned to ensure that MCV’s capacity is maintained at the CT’s design levels.

Appendix F

MCV provided records of historical operating hours for each of the gas turbines and dates of C-inspections for each gas turbine, which are required every 24,000 equivalent operating hours.

Studies of economic operating scenarios using CERA gas and electricity price forecasts, resulting in forecasts of net cash flows before consideration of property taxes, federal income taxes, and Michigan single business tax.

The capital costs of improvement projects for gas and steam turbines made after December 31, 1996.

Appendix G

AUS Consultants.  In addition to processing the data supplied by other consultants, experts, and appraisers, AUS developed a discount rate using data extracted from financial publications including Stocks, Bonds, Bills, and Inflation, published by Ibbotson Associates, ValueLine Investment Survey, and Moody’s Credit Services.  

AUS also measured the depreciation benefit defined as the income tax benefit to the buyer of the facility caused by taking tax depreciation on the difference between the cost of the replacement facility and the purchase price of the subject.  This method for calculating depreciation benefit is an article from the July 1993 issue of The Appraisal Journal, authored by Michael B. Shapiro and Donald J. Hartman.  

Respondent initially put forth two valuation disclosures. The first report is authored by George E. Sansoucy, PE, and Glenn C. Walker, certified appraiser.  It indicated that the value of the subject property for 1997 is $1,206,700,000 and for 1998 is $1,255,000,000.  Arthur A. Schoenwald, DBA, authored Respondent’s main report and purports a $2,099,800,000 value for 1997 and $2,002,380,000 for 1998.  

The Sansoucy and Walker report contain appendices A through G as follows:

Appendix A contains photographs of subject property.

Appendix B is the confidential plant layout.

Appendix C is MCV Bill of Sale facility and assets description as of June 13, 1990.

Appendix D is the 1996 and 1997 fixed assets detail reports.

Appendix E is a 1996 and 1997 summary of MCV’s booked cost new.

Appendix F is the property description and contributory value of land, interest appraised, purpose of the report, zoning regulations for the City of Midland, and location maps.

Appendix G is the work papers and cost analysis, including:

The Handy-Whitman Index of Public Utility Construction Costs, Bulletin No. 151.

Calculations of 1996 and 1997 values of office equipment, machinery and equipment, furniture, fixtures, vehicles and mobile equipment.

Notes from May 25-27, 2000 site inspection.

Sample calculation of PPA, FEP, and VEP.

Conference memorandum from ASME Gas Turbine and Aero engine Technical Conference, June 7, 1999.

The Schoenwald report contains the following Tables in Appendix A:








1997


1998

Cost Valuation



1,889,272,000
1,820,703,000

Stock and Debt Market Price Valuation
2,331,470,000
2,228,563,000

Income Valuation



2,103,490,000
1,927,900,000

Income Valuation



1,272,170,000
1,780,550,000

Partner Economics Valuation

2,538,200,000
2,382,600,000

Partner Economics Valuation

2,510,660,000
2,366,100,000

Property Valuation



2,200,000,000
2,100,000,000


Allocation for City of Midland


98.05%

98.08%

City of Midland Value before Exemptions 2,157,100,000
2,059,680,000

Exemptions




      57,300,000
7,300,000

City of Midland Value after Exemptions 
2,099,000,000
2,002,380,000

 Respondent stated in its Prehearing Brief that Schoenwald is the primary appraiser and that the Sansoucy-Walker report is limited.  “This report should not be considered an opinion of the value of subject property for ad valorem tax purposes unless there is a determination made that the actual revenue projected by the Partnership cannot be considered.  The fact that we have valued the subject property in this manner should not be interpreted as an acceptance of the idea that these anticipated, and very substantial, income projections should not control determination of true cash value for ad valorem tax purposes.”  Respondent’s Prehearing Brief, p. 16.

The Tribunal cannot do justice to the depth of testimony given by the experts in this matter.  The contentions are not intended to be all-inclusive, but have been summarized as briefly as is possible without losing the context in which they were given.

PETITIONER’S CONTENTIONS 

Petitioner’s valuation disclosure was an appraisal by AUS containing appendices authored by other experts.  Both parties were requested to present their case in a logical sequence from the beginning to the end.  Petitioner started with the cost estimator back-up information and logically proceeded with putting together the pieces of a puzzle that ended with appraiser Goodman utilizing the data and reaching a value conclusion for subject property.

Witness William R. Crean

Petitioner’s first witness was William R. Crean, Professional Engineer for Black and Veatch.  B/V is an international engineering firm that designs services of power plants related to the power industry, including infrastructure, water and waste.  Crean is a cost estimator for fixed-price contracts to construct power plants and the systems in power plants.  Crean’s experience includes electric generating plants with natural gas-fired combustion generators. Crean prepared a replacement cost and a reproduction cost for MCV.  The cost estimate was done separately as of December 31, 1996, and December 31, 1997.  A reasonable estimate of construction time is approximately thirty (30) months. 

The first part of the report develops the “greenfield” replacement facility utilizing proven contemporary technology, and takes into account operating conditions.  Crean, with a team of other engineers at Black and Veatch, developed the cost estimate as of each tax date using an EPC (Engineering Procurement Contract) for overnight costs.  

The replacement facility is also a natural gas-fired combined cycle producing a net plant output of 1,418 MW.  The replacement facility was a different configuration than MCV’s current configuration.  The design for the power station is termed “two three on ones”:  two power stations, each including three “F” class 171 MW combustion turbines, three HRSGs, and one 230 MW non-reheating steam turbine installed with a heat injection system which consists of one single pressure surface condenser and a cooling tower.  Each turbine is directly connected to its own generator.  No “spare” steam turbine was included.  HRSGs are not enclosed as this system is designed to accommodate exposure.  The exhaust of the steam turbine is directed to a water-cooled condenser. The combustion and steam turbines are enclosed with a plant control room, electrical and chemical lab.  Some miscellaneous building enclosures are included for cycle chemical feed equipment, continuous emissions monitoring system, boiler feed pumps, and condensate polishing system.  The configuration is designed to produce 1,422 MW of electricity with an 89% availability factor (this differs from a capacity factor).  The plant is available to meet 100% demand 100% of the time.  The replacement facility requires 20 acres, but 95 acres were estimated to accommodate any expansion.  

Crean’s team also estimated the cost to operate and maintain the facility, including both fixed and variable costs.  A review of the technology revealed no significant changes in technology from 1997 to 1998 that would have required adjustments for capital costs for variations in the market.  

The reproduction of the facility developed a capital cost estimate in 1996 dollars to reproduce the facility in terms of electricity and steam production capability as well as existing buildings, equivalent design and size based on the appropriate tax dates.  The reproduction used 12 85MW (ABB11N) combustion turbines, 12 HRSGs (50% with and 50% without duct burners), one condensing steam turbine, and a once-through cooling system consisting of a cooling pond.  The second steam turbine is a back up or used as a spare.  The reproduction facility requires 360 acres.  

For his cost and operating expenses, Crean selected an “F” class technology for the combustion turbines.  The “F” class turbines have been installed and used worldwide.  The technology was described as combustion turbines that utilize a higher combustion temperature and compressor pressure ratio, a turbine inlet temperature of 2,150 degrees Fahrenheit.  The machine is 60 Hertz/170 MW with an average ISO output and heat rate of 175,000 kW and 9.100 BTU/KWH.  

Crean did both a replacement and reproduction cost estimate based on a complete Engineer, Procure, and Construct Contract (EPC), including all appropriate engineered equipment costs, construction, startup, engineering, and EPC indirect costs.  Expenses were estimated for the replacement facility that includes both fixed and variable expenses.  The fixed expense category included labor costs to operate and maintain the facility, office supplies, training, safety, labor and benefits, travel, and subcontracts.  Variable expenses are costs for consumables typically utilized, such as water and chemicals.  Fuel consumed is not included in either expense category.  Total variable expenses for the replacement facility are $4,338,000.

Crean identified Ex. P-4 as a drawing indicating the existing building components of MCV.  P-4 is color-coded and identifies the components used in preparation of the replacement cost and those components of the reproduction cost as defined on Ex. P-2, p. A-12.  Those definitions are:

Replacement Facility – For the purposes of this study, a “Greenfield,” natural gas fired, combined cycle power plant with electrical and steam production capability equivalent to the MCV facility.

Reproduction Facility – For the purposes of this study, a natural gas fired, combined cycle power plant equivalent to the MCV facility, not only in terms of electrical and steam production capability, but also in terms of building layout, building sizes, equipment design, and equipment size.

Crean’s testimony was based on the reproduction and replacement cost estimate that was prepared by B/V for MCV.  Ex. P-2.  Based on his inspection of the facility, Crean testified that the capacity of the individual CT’s is approximately 85 MW.  The facility consisted of twelve 85 MW gas turbines that are associated with heat recovery steam generators and a 355 MW steam turbine and a large cooling pond for the cooling of the steam turbine.  Crean testified the combined cycle plant costs more to operate than a simple cycle because there are more components associated with the CC plant, and the costs per KW are higher.  MCV is a cogeneration plant because it is able to produce two useful sources of energy from one single source of fuel.  A CC can also be a co-generation plant, depending upon how the steam source is utilized.  

Crean testified that steam and electricity are produced at MCV using a visual aid to depict how a CT functions.  The CT takes in natural gas and large amounts of air.  The air is compressed.  The gas is introduced.  It is a gas-fuel mixture.  It burns and spins the turbine.  The CT is a direct connection to the generator and, in the process of turning the generator, electricity is produced in simplified matter.

On a CC, the exhaust that comes out of the turbine is approximately one thousand degrees Fahrenheit.  This gas goes into a boiler that is an HRSG.  The HRSG is a series of two banks, which water goes through, and with the transfer of the heat from the gas to the water steam is produced.  The steam then exits out of the HRSG and through a series of pipes and is introduced into the steam turbine.  

The steam turbine has a series of blades. The steam is introduced against these blades.  The steam turbine is directly connected to a generator and with the steam turbine turning and the generator turning, electricity is produced.  

Crean testified that the technology utilized was different than the technology that exists at MCV due to the improvements made in gas turbine technology between the time of construction of MCV and the tax dates at issue.  GTG’s firing temperature was increased and the compression ratio was increased.  This enabled the GTG to produce more power more efficiently.  This is the reason why the replacement cost is less than the reproduction cost.  The modern machinery costs less, fewer steam turbines are needed, and the cost per BTU per KWH is less.  The ability to take a fuel and produce a number of kilowatts has become more efficient.

Crean estimated a reproduction cost of $661,524,074 or $483 KWH for tax year 1997 (as of December 31, 1996) (Ex. P-2, p. A-153), and a replacement cost of $527,016,267 or $371 KWH (Ex. P-2, p. A-42.).  The difference between the reproduction and replacement cost in 1997 is attributed to depreciation.  The reproduction cost for tax year 1998 (as of December 31, 1997) is $634,483,496 or $463 KWH (Ex. P-2, p. A-154) and the replacement cost is $498,636,155 or $351 KWH (Ex. P-2, p. A-43).

Crean testified that the replacement facility with modern technology operates more efficiently and costs less to operate.  The gas turbine units are larger, cost less, and operate more efficiently, resulting in less operating cost.  Crean testified that this finding was consistent with B/V reports.   Ex. R-110 is a February 26, 1996 article from Electric Utility Week, entitled “New Plant Costs Down Up to 50% Due to Competition Technology.”   The article states that gas-fired combined-cycle plants are now being built and installed at prices ranging from $350 to $500 per KW, down from $800 to $900 per KW.  This is due to manufacturers improving turbine technologies and performance, and cutting back on profit margins.  The engineering firms are creating and standardizing packages to simplify plant design, using automated databases.  Engineering firms can cut building schedules in half, which decreases the interest cost on construction loans, allowing plants to generate revenues sooner.  Black and Veatch reports worldwide installed costs for gas-fired combined-cycle plants at $350 to $385 per KW, down 30% to 40% in the last four years.  

Gas Turbine World was utilized by Crean to estimate the type of gas combustion turbines that were available as well as the cost.  For each year in contention Gas Turbine World verified the costs of the turbines.

Crean testified that the only new electrical generating plants being built in the Midwest were some small Peakers.  A Peaker is a simple cycle combustion turbine with a capacity of less than 100 MW.  

The gas turbine technology utilized in the replacement method is commonly referred to as “F” class technology.  Today “G” class technology replaces the “F” class utilized for this report.  The replacement has two steam turbines.  The subject also has two steam turbines, but one was left from the nuclear facility and is used as a back-up.  This is not typical, therefore a back-up was not included in the replacement.  

The subject also has an 880-acre cooling pond.  The replacement facility utilizes cooling towers, decreasing the need for 1,200 acres for the subject to an estimate of 95 acres.  The replacement facility also emits a lower volume of air pollutants due to the technology and the combustors, with the dry, low NOx (nitrogen oxide) combustors, as well as the inclusion of a selective catalytic reduction catalyst (SRC) in the HRSG.  The replacement facility has a lower heat rate and therefore utilizes less natural gas to produce electricity.  There are also fewer machines to run, and fewer personnel are required to operate the machinery.  The replacement also utilizes less demineralized water than the subject plant, which also lowers operating costs.

The GTGs are heavy-duty, industrial type, 3,600 rpm, F-class combustion turbine generators.  They include the following major components:


Compressor section


Dry low NOx combustors


Turbine section


Combustion turbine rotor


Generator 

The GTG weighs over 200 tons and the generators weigh about 170 tons.  Crean described the function and relationship of all of the parts that make up the cogeneration facility.  The GTG has auxiliary systems.  The GTG has its own individual motor controls center and auxiliary electrical gear as well as an individual lubes oil.  The GTG is rotating at 3,600 rpms and is mounted in bearings.  The bearings have to have oil injected into them to keep them from seizing up, thus the need for an individual lube oil system.  

The GTG has a gas fuel system to regulate the gas mixture into it, and its own fire protection system, a compressor wash system.  Each GTG comes with an interconnecting pipe bringing water.  This is for the water wash and NOx control.  

Natural gas comes into the facility from the metering station and is individually piped to each GTG.  A dry low NOx combustor attaches to control the output of the combustion turbine down to 25 parts per million of NOx.  The HRSGs also have the SCR catalysts, which further reduces the NOx to 9 parts per million.  (TR, Vol. 1b, p. 74.)  

Crean describes the HRSGs as boilers that convert water into steam by extracting the heat that is in the flue gas of the combustion turbines.   They consist of modules that are a series of tube banks that allow the gas to flow crosswise against the tube backs. Water is introduced into the tubes, and the process extracts the heat out of the gas flow, which turns into steam.

The HRSGs resemble long rectangular boxes. They are 70 feet tall and 15 feet wide, and from the flange connection to the point of the outlet, the stack is 110 feet long.  There are several high and low-pressure drums or two systems.  They may have duct burners that allow gas to heat up as it is introduced into the HRSGs.  This design allows more heat to be extracted with very little increase in capital costs. In case a power train is taken out of operation, it can operate on five GT, instead of six, and allows the generation of approximately 1,300 MW.  

The steam turbines and the electric generating units are nonreheat condensing type steam turbines with both a low and high-pressure section.  The high-pressure section has very low blades and the low pressure goes out to much larger blades.  The steam is dropped in pressure and temperature as it goes through the steam turbine, to extract more of the energy out of the steam, and the blade gets larger and larger.  (P-2, appendix A).

The steam turbines have condensers located under them.  The primary purpose of the condensers is to take the steam that has been emitted to the steam turbine and condense it back into water.  This is accomplished when the steam flow cascades over a series of tubes, approximately three quarters of an inch in diameter, with cool water flowing through them.  The cooling water is supplied from the cooling tower and in the process of returning the steam flowing over the tubes and the cooling water going through the tubes, the steam is condensed back into water.

The replacement was designed with the flexibility to utilize high-pressure steam from the HRSGs if three of the six GTG were out of operation.  The high-pressure steam flow from the HRSG is combined into a single header and then introduced into the steam turbine and also into one of the intermediate portions.  The immediate pressure steam that comes from the HRSG introduced into the steam turbine and the steam from the high pressure goes into the lower pressure section of the steam turbine and then condenses out.  Three of the GTG then feed the steam to the other steam turbine.  

The electricity generated is transferred from the Facility to the switchyard, and then distributed out onto the transmission grid (the overhead lines that criss-cross Michigan and the United States).  

The raw water supply for the replacement facility is 6,160 gallons per minute (gpm), and comes from the municipal water supply.  The demineralized water requirement is 1,439 gpm.  6,148 gpm of the raw water is mainly utilized in the cooling towers, a small portion is used in potable water for drinking and water wash with ten gpm used in miscellaneous plant drains.  The demineralized water goes through the condensate polisher to clean it up before it goes to the HRSGs.  1,270 gallons of the demineralized water goes off-site as processed steam to the host.

Auxiliary power for the replacement facility refers to the electrical supply below the primary power level.  The lowest power level is 120 to 240 volts and is used for lighting, some small motors, and HVAC.  The middle power level is 480 volts for the larger motors.  4,160 volts of electrical power is the principle power level for operating large motors over 200 horsepower.  

The gross output of the facility is the power generated at the generator leads; the net power is what can be produced out and put onto the transmission grids.  Auxiliary power is the energy produced by MCV for its own use.  That auxiliary power supply is utilized to supply the power to run the motors.  The auxiliary power supply is additional and considered as the plant load capacity.  (TR, Vol 1b, p. 87.)

Several buildings were identified for the replacement cost.  The primary major building houses the gas and steam turbines with separate buildings that contain the warehouse shop and administration, as well as a cycle chemical feed/water treatment building. 

Note:  the reproduction facility replaces the utility of the existing plant.  TR, Vol 5a, p. 107.  

For the replacement facility, Crean considered any significant changes in technology that occurred between the 1997 and 1998 tax years that would justify changes in the replacement facility, that necessitate changes in the capital or operating costs, and overall plant performance.  Crean determined that the only adjustments necessary were caused by variations in the marketplace.

The reproduction cost estimate was developed in a similar manner, a capital cost estimate in current dollars to reproduce the existing facility in electrical and steam capacity, as well as existing building layout, sizes based on a complete engineer, procure and construct contract, which includes the engineered equipment costs, and construction, start-up, engineering, and EPC indirect costs as of both tax years.  Crean testified that the utility was reproduced.  Not all of the existing structures were necessary in the reproduction cost; some of the structures that were not useful were not included.  The amount of cooling water necessary to serve the existing facility is a 300- acre cooling pond, leaving a total land estimate of 360 acres.  

MCV also requested the cost to modify the MCV facility (subject plant) to be able to operate in simple cycle without exhausting the gas from the combustion turbine through the HRSG.  If the gas were to exhaust through the HRSG and not have the steam produced transmitted to the steam turbine, then the steam would have to be exhausted to the atmosphere.  The cost to accomplish to conversion by relocating the HRSG is $38,344,000 in December 1996 dollars…. There has never been this type of conversion in the industry.  The approach is to build the facility with the capability to operate either in simple cycle or combined cycle. P-3, p. A-171.

Witness Goodman relied upon Crean’s replacement and reproduction cost new in the appraisal.

Witness Lawrence Makovich, Ph. D.
Dr. Makovich is the Senior Director for Cambridge Energy Research Associates (CERA) in Cambridge, Massachusetts.  His extensive background includes research and forecasting for electric energy markets, analysis with a specialty in scenario planning, market fundamentals, asset valuation, technology trends, and deregulation strategies.

Makovich has extensive publications in his field, and testified before the United States Congress in 2001.  He was qualified as an expert in economics and the electric power industry, including but not limited to forecasting prices and the analysis of the electric industry history, trends, current structure and performance. TR, Vol. 11a, p 56.

CERA provides unbiased data based upon current modeling using information provided from a variety of sources, including their clients. Makovich uses the Energy Information Administration (EIA) for historical data and uses various sources for current data.

Makovich testified that utility companies do not have to generate their own electricity. Electricity can be purchased on the spot-market, by contractual agreement, or from other utility companies.  Power plants can be regulated or non-regulated.  30% of power generation is not regulated.   Electrical generation was by the utility, this changed in 1970.  PURPA was created to encourage greater energy efficiency, this opened up production (generation) to non-utilities.  FERC Order 888 sets out principles to price electricity and interconnection issues, and Order 889 imposed standards of conduct governing communications between the utility’s transmission and wholesale power functions, to prevent the utility from giving its power marketing arm preferential access to transmission information. FERC Order No. 888 (April 24, 1996) and FERC Order No. 889 (April 24, 1996).  This led to publishing power prices daily in 1996.  The new power market started slowly in 1994, but with an increase in plants, larger industrial, commercial customers, as well as power traders, could participate in the market.  The Energy Policies Act of 1992 (EPA) allowed FERC to license power traders, and the number grew dramatically after FERC Orders No. 888 and No. 889.  In 1994, power marketers traded 6,651,922 MWh of electricity; in 1995, the number increased to 28,115,949 MWh. 

Makovich testified that the PPAs are being renegotiated and bought out. He stated the problems that happen to “avoided cost”
 when 1) supply and demand is in balance and 2) when more power is needed.  The proxy plants that provided avoided costs in the 1980’s led to above market prices in the 1990’s.  Deregulation is moving to the lower costs of bidding on the market or price of electricity.  Many utilities renegotiated or bought out the above-market PPAs.  Edison Electric Research reported 45 buyouts in 1995, and over 100 in the next eighteen months.  Legislation did not require above market prices for the “avoided costs,” therefore, the utilities renegotiated or bought out existing contracts.  

CERA’s Winter 1996 Electric Power Watch discusses how large the market for electricity is within North America.  The actual transmission grids that carry the electricity are not all interconnected; prices are not competitive enough to overcome any tariff due to the transmission and distribution of electricity over a long distance.  Makovich determined that there is not currently a national market for electricity.  

North America’s power is divided into North American Electric Reliability Council’s (NERC) regions and subregions.  MCV’s subregion is MECS control area, which consists mostly of Consumer’s and Detroit Edison.  The East Central Area Reliability Coordination Agreement (ECAR) is the NERC region with Mid-America Interconnected Network (MAIN) area located adjacent to the west.  Makovich testified to the differences in the regions and how capacity and energy prices were influenced.

Makovich testified and provided written documentation to conclude:

The future business environment for a power producer located in Michigan is a competitive wholesale power market rather than a regulated industry environment.

Competitive forces will rationalize electricity production costs.  Consequently, competitive wholesale electric prices will be substantially below existing prices that are based upon preexisting PURPA contracts [PPAs] and cost-based regulated prices of traditional power supply.

Persistent transmission constraints exist that will maintain a regional scope for the relevant competitive wholesale power market for electric producers in Michigan. P-12, p. I-7.

Makovich determined that capacity margins are at a historically low level of 12%.  This is sufficient to trigger the expansion of Midwest generating capacity.  However, the bulk of capacity expansion would consist of upgrades to existing units.  The need for new greenfield capacity investment will not manifest until 2007 when the capacity upgrades have been exhausted.  CERA’s October 1998 article, New Tricks for Old Dogs  (How Capacity Creep is Expanding Electric Supply), by Steven Taub explains in detail how capacity creep or the repowering and upgrading of existing units will influence the market for electricity, especially in a competitive generation market.  One of the goals of capacity creep is the expanded capability to sell energy and capacity into the market.  Modifications to existing power plants may be the cheapest way to obtain additional generating power.  The current installed capacity base has the potential for substantial, cost-effective investments to upgrade capacity.  The “capacity creep” has abundant low-cost capacity expansion possibilities that will suppress the capacity price below the value that reflects new power plant construction costs until 2007.  After that, the value of capacity will be sufficient to warrant development of new power production technologies. P-50.
CERA used a model to estimate future price forecast based on several operating scenarios.  The largest operating expense for the facility is the cost of natural gas.  Witness Kelly prepared the gas portion of the report.

Petitioner’s appraiser relied upon CERA’s forecast for electric capacity and energy costs, as well as for the estimate for future natural gas consumption and cost.

Witness Edward M. Kelly

Witness Kelly is a consultant to the natural gas industry at CERA.  He was admitted as an expert in forecasting prices for natural gas and all aspects of natural gas industry, pricing, storage, infrastructure, transportation, and availability of supply and development as it relates to pricing the cost of services and gas to the consumer.  Kelly was retained to project the delivered cost of natural gas for a 1,300+MW power plant located in Midland, Michigan.  

The majority of natural gas is produced in the gulf coast states, processed and transported to the end user.  When gas is in the ground it may come out in a variety of pressures.  It is gathered and compressed into a pressure that allows it to go into the interstate transmission system.  The gas will go into a grid of 75 to 78 major natural gas pipelines.  When the gas reaches the proper pressure, all of the liquid and impurities are stripped out of it.  It then reaches a regulated BTU content where it can be used.  

Gas, unlike electricity, has the capacity to be stored.  MCV has a contract to store 5 to 8 mbtu [million british thermal unit].  The ability to store gas and use it when it is needed gives it great flexibility.  

Gas can be purchased with firm or interruptible delivery.  Firm delivery guarantees a reserved amount of space on the pipeline and costs more than the interruptible delivery.   

Gas does not have predictable user patterns like electricity.  The supply depends upon production, time of the year, and age of the gas well.  The older wells have less capacity and do expire over time.  The delivery of gas is dependent upon the part of the country it is exported from.  The major eastern hubs are Henry Hub, Louisiana; Eastern Alberta, Canada; or Chicago City gate Hub. Henry Hub is a benchmark for costs, and  Chicago City gate is more of a demand hub, as its gas goes to meet the general demand in the area.

MCV uses 290 mmcf of gas per day.  Kelly estimated a delivered cost of $1.88 to $2.43 mmbtu based on an 85% capacity factor.  The estimated cost per day for fuel burning is $545,200 to $704,700.

The gas and electric capacity and energy estimates were used in the final determination of value by Goodman in his appraisal and influenced Shulman’s forecast modeling for the subject property.

Witness William E. Boring

Boring is an MAI certified appraiser in Michigan and was qualified as a valuation expert.  He valued the 1,221 acres of land.  The 800-acre cooling pond is appraised as though vacant and ready for development pursuant to counsel’s instructions.   The property contains various flood zones and two archeological sites on the land (of National Register significance); however, neither of the conditions was considered in the valuation of the land.   The appraisal also included buildings that are not necessary to the electrical generation business.  The seven buildings include a two-story office, carpenter and mechanic shops, warehouse, storage buildings and a guardhouse.  

Boring used four sales of vacant land ranging in size from 31.48 acres to 156.025 acres to determine the land value of $3,000 per acre, for a total of $3,473,000.  The improvements, including the office and miscellaneous buildings, increase the total true cash value to $5,400,000 for the 1997 tax year.  The 1998 true cash value, according to Mr. Boring, is $5,375,900.

Witness Melvin I. Fineberg

Witness Fineberg was qualified as an expert in the appraisal of personal property.  He has an ASA designation through the American Society of Appraisers, was employed with Marshall and Stevens Incorporated, and provided appraisals as well as managed the department for eleven years.  He founded the present Fineberg Consulting Services in 1994 and consults with Stout-Risius-Ross.

Fineberg physically inspected, inventoried, and assigned an “as is” condition to each asset.  MCV’s fixed asset records and detailed records were reviewed.  Fineberg spent three days inspecting the property.  Fineberg valued 100% of the assets that were present at MCV.  Fineberg’s assignment did not include reconciling his inspection with the fixed asset records.

The only discrepancy Fineberg noted between MCV’s records and the personal property physically present on the premises was $20,000,000 for scaffolding.   Upon inspection, Fineberg found scaffolding in four different locations.  He counted the scaffolding and used an industrial warehousing distributor to arrive at replacement cost.  The cost was $25,000.  It was considered in good condition and as a result was only depreciated 20%.  The $20,000,000 cost was allocated from the acquisition from Consumers in 1990.  

During the physical inventory, Fineberg noted the condition of the asset to determine depreciation.  He did not use an age-life method of depreciation, and therefore did not assign a remaining or useful life to any of the assets.  Fineberg used his judgment based on observations and experience.  The assets were not valued on a replacement cost new basis.  MCV had original costs for the relatively new personal property, which he did use.  Some of the costs were from the used market and incorporated all forms of depreciation.  The sales comparison approach was used for computer equipment, office machines, machine tools, and mobile equipment.  

One of the data sources for retail cost is the Orion blue book.  Six percent tax, four percent freight, and installation costs were included in the values.

Fineberg did not value “spare parts” for the combined cycle generating plant.  The scope of the assignment was not to reconcile the original asset records.  He was able to use the company’s fixed asset records to match up approximately 50 percent of the assets.  He did not determine the useful life of assets in this instance, because the basis of the appraisal was his physical inspection, therefore the physical condition based on observation was more compelling than an age-life formula.

Fineberg determined a value of $1,235,750 as of December 31,1996, and $1,245,680 as of December 31, 1997 for the tangible personal property.  The assets excluded from the personal property appraisal were leased copiers, licensed vehicles, electrical transmission lines, and any asset directly associated with the production of electricity or steam.  

Witness Stephen A. Shulman

Shulman was qualified as an expert witness in modeling, Midland Cogeneration Venture’s financing, forecasting of electrical supply and demand, and MCV’s electrical business.  Shulman joined MCV in 1988 as the manager of economic analysis.  This was before commercial operations commenced in 1990.  Shulman was promoted in 1990 to treasurer and manager of financial analysis, and chief financial officer and treasurer.

In TR, Vol. 42b, Shulman explains in detail how MCV originated, and how it was financed with the sale-leaseback transaction, including the tax benefits to the Owner Trust.  Shulman testified to FERC’s requirements for the qualified facility.  He was able to explain the “avoided cost” calculation.   He also testified to the assignment of the PPA and Consumers Energy’s offer to purchase the PPA.  Shulman explained the PPA, SEPA, SPA, and amendments.  MCV’s 10K’s were introduced through Shulman, as well as partnership budgets, MCV’s presentation for potential purchasers, and the Cummins and Barnard reports. Shulman also testified to the economic benefits based on cost analysis for the 11NM upgrades, backpressure steam turbine, and the mono-block rotor repair.   

MCV is a limited partnership that operates the subject property known as the “MCV facility” or the “Facility” throughout the hearing.  MCV sells energy and capacity under the PPA and otherwise receives payments. TR, Vol 43a, p. 52.  MCV provides steam and electricity for the Dow Chemical Company, and receives payment pursuant to the SEPA.  MCV also provides steam to Dow Corning Corporation and receives payments under the SPA.  “So that all these contractual relationships and business relationships exist with MCV partnership, using the MCV facility.”  TR, Vol 43a, p. 52.

The ownership of the MCV facility was transferred by MCV to a group of owner trusts in connection with a sale and lease-back transaction that took place in 1990.  The purpose of selling the assets was to obtain long-term financing.  The sale and leaseback was the most efficient form of financing at that time.  The owner trusts received the right to receive annual rent payments that have averaged $200,000,000 per year for the term of the lease.  The owner trusts received the operating agreements that MCV had entered into.  “The sale of the improvements did not include the transfer or assignment of the PPA.  That … it had to be covered under a separate set of agreements.  It wasn’t part of the plant, so we had a separate agreement covering that transfer.”  TR, Vol 42b, p. 52.  The transfer of the PPA was significant to the owner trusts because “[t]he owner trusts needed to have access to the PPA, that is, the rights under the PPA, if for any reason the lease transaction were terminated.  They owned the plant, they needed to have the PPA so that they would have a market for the power under the pricing terms in that PPA available to them.”  Id., p. 52.

Shulman testified that the Midland facility was a qualified facility (QF) under PURPA.  That is, the FERC “regulations provide that no more than 50 percent of ownership or the benefits of ownership of a QF can go to a utility.  There is also a requirement for technical standards for both efficiency with which the facility operates as well as the amount of energy that goes for purposes other than electricity; that is, a certain minimal amount must go towards the production of another useful form of output.  In the case of MCV facility, that’s steam.” TR, Vol. 42b, p. 60.  The owner of a QF has a “right” to sell electricity to a utility at that utility’s “avoided cost.”  However, the owner does not have to exercise the right to sell at avoided cost.  An owner may opt to sell electricity on the spot market.  “Avoided cost” is the cost that the purchasing utility would face either by generating the electricity itself or by purchasing it, but for the purchase of the electricity from the qualifying facility.  Avoided cost can be determined by the qualifying facility at the time the obligation is entered into, or at the time the power is delivered.

The contract between the owners of a QF and the purchasing utility to which electricity is sold pursuant to PURPA is a power purchase agreement or PPA.  MCV elected to have the avoided cost determined in 1986.  The method of calculating the avoided cost is to determine what it would cost the purchasing utility to build and operate a coal plant.  The method is described as a proxy plant methodology.  “The cost of the coal plant in 1986 was far higher than the cost of the capacity from a gas-fired combined cycle plant in 1996 in a dollars per KW basis.” TR, Vol. 42b, p. 74.  

Shulman opined that the difference between the PPA price and market price for energy was based upon his involvement with the electric market.  He knew what prices were based upon his discussions with various market participants, and the prices reported.  He was aware of the decreasing trends in construction cost of facilities from the 1980’s to 1996.  The cost of building a new plant would lead to lower market prices.  Plant efficiency in power plants had also been improving.  Consumers came to MCV with a general offer to buy out or buy down the PPA, recognizing that the pricing was above market price and was expected to stay above market price for power.  

Shulman testified that in the mid-1990’s, MPSC had proceedings “associated with deregulation that dealt with the concept of stranded costs; that is, costs that utilities had incurred prior that would be determined to be uneconomic in an unregulated market.  In Michigan, among those high stranded costs were costs associated with above market pricing for capacity and power purchase agreements.  Sometime around that time frame, for example, Consumers Power made a filing that indicated they believed that stranded costs associated with capacity payments for PPAs for the period up to 2007. They made no estimate beyond that, but for the period up to 2007, it was somewhere in excess of a billion and a half dollars.  Most of those PPAs had pricing terms similar to MCV’s, and MCV’s was by far and away the largest of them.”  TR, Vol. 42b, pp. 76, 77.

Shulman states that in the MPSC proceedings utilities filed estimates of market price in 1997 of two and a half cents per kilowatt-hour.  MCV’s contract for capacity and energy was between five and a half and six cents per kilowatt-hour.    MPSC found that the market price for power in 1997 or 1998 was 2.9 cents per kilowatt-hour.  

The owner trusts also obtained tax benefits worth approximately half a billion dollars.  In 1990 an investment tax credit was available under a transitional rule, and a five-year accelerated depreciation was available, but was no longer available in 1996.

Shulman prepared P-32a, which is a competitive, market-based projection of expected annual pre-tax cash flow.  A 1,370 MW power plant was the basis as upgraded to a 1,518 MW power plant (Upgraded Facility).  From the projections, several modes of operation (scenarios) were analyzed, to determine the economically optimal mode.  

Before signing the PPA, MCV purchased and leased a portion of Consumers’ incomplete nuclear plant to be able to sell electricity to Consumers.  MCV was contractually required to acquire the Consumers-owned assets, and construct and operate a cogeneration facility at the nuclear site.  Construction began in the spring of 1988 to convert the abandoned nuclear plant into a gas-fired cogeneration plant. Commercial operation commenced March 1990.  MCV was constructed as and continues to operate as a combined-cycle plant, in which natural gas is burned in combustion turbine generators, providing the primary source of electric production from MCV.  Waste heat from the gas turbines is used to generate steam in the HRSGs, which in turn is fed through a steam turbine providing a secondary source of electric production.  A simple-cycle or peaking plant only generates electricity from gas turbines and the waste heat is not used for steam production and subsequent electricity generation.  Simple-cycle plants cost less to construct.  They also are less efficient.  The simple-cycle plants produce less electricity for a given volume of gas burned. This makes the electricity more costly to produce than electricity from a combined-cycle plant.  

MCV uses some of the steam extracted in the HRSGs for delivery to industrial customers for use in their manufacturing processes, and injection into the gas turbines to reduce the emission of NOx to meet regulatory standards.  The extraction “robs” electric production from the steam turbine; and the injection of steam into a gas turbine boosts its output and efficiency, offsetting some of the detrimental impact of the steam extraction on the electricity production by the steam turbine.

In P-32a, Shulman determined that as of December 31, 1996, improved gas turbine technology applicable to MCV’s gas turbines was available for installation and economically feasible.   Between 1997 and 1999, MCV tested the technology as gas turbines were taken out of service for their scheduled “C” inspections.  MCV also installed a back-pressure steam turbine, to produce additional electricity for the NOx injection steam flow.  The upgrade of the gas turbines and installation of the back-pressure steam turbine improved the performance of the facility for both capacity and efficiency.  

The economically optimal level of operation (dispatch) is a function of how often the market price of electricity exceeds the incremental cost of producing electricity.   Shulman’s analysis considered whether it would be more profitable to operate the facility at some minimal level around the clock in order to produce electricity as a relatively more efficient combined-cycle unit, or to operate only the gas turbines, in simple cycle mode, as peaking units.

Based on the analysis, Shulman determined that the cash flow is maximized when the upgraded facility is operated as a simple-cycle peaker plant.  To verify the conclusion, Shulman used cash flow projections for alternative operating scenarios.  Two analyses were performed to determine if it was more economical to run the plant in combined-cycle or simple-cycle mode.  In the first analysis, dispatch and average market prices were developed for the simple cycle scenarios.  Incremental operating costs were subtracted from the resulting operating revenues to derive a gross operating margin.  

In the second analysis, a similar approach was used for the combined-cycle mode. It was necessary to incorporate the adverse economic impact of the hours that the plant ran when the market price of electricity was below the incremental production cost of electricity in order to keep the steam turbine in operation.  Starting and stopping the steam turbine on a daily basis is technically infeasible.  Four gas turbines are the minimum needed to provide a sufficient flow of steam to keep the steam turbine operating.  This mode is uneconomic because the power produced during the off-peak hours must be sold at a loss into the market and this does not compensate for the lower incremental operating costs associated with combined-cycle production.  

Shulman used a higher average price received by the upgraded facility than the average energy price estimated by the CERA report because the plant only operated during the few high-priced hours.  

Shulman also testified to Appendix E of Petitioner’s appraisal, which was admitted into evidence as R-487 and R-488.  This is the Cummins and Barnard, Inc. annual inspection report for 1996 and 1997.  The purpose of the report is to fulfill a requirement of the 1986 PPA:  that MCV retain an independent consulting engineer to perform an annual inspection of the MCV facility and submit an annual inspection report. 

The purpose of the inspection is to demonstrate that the facility can, in fact, generate and deliver commercial energy to Consumers Power Company at the PPA Contract Capacity.  After a series of annual increases, the ultimate contract capacity of 1,240 MW became effective in 1995; the minimum generation continues at not less than 350 MW.  R-487, p. 1.

Cummins and Barnard, Inc. observed the current physical condition of the facility and the effectiveness of operating and maintenance practices.   The annual inspection report indicates that MCV was operating in compliance as a QF and fulfilling its obligation to the PPA.  

Witness John C. Goodman

Goodman is an accredited senior appraiser in the American Society of Appraisers, and a registered professional engineer.  He has been an appraiser since 1969, and performs appraisals related to services for utility clients.  The appraisals were for fair value rate basis, for regulated utilities, some were original costs, capital recovery studies, or depreciation analysis and allocation of purchase price appraisals. Goodman, over Respondent’s objection, was qualified as an expert witness in the valuation of generating facilities.

Goodman took all of the pieces of the puzzle and put them together; having taken all all of the appendices and relying upon the individual parts in estimating the true cash value of the subject property.  For B&V’s EPC costs, he relied upon the heat rates, maintenance cost, and capital expenditures.  He did not duplicate the cost estimate, but set out the parameters and use of the information and fit it into the final analysis.  

Boring, who is the local appraiser, provided the part that valued the land and the property that was not used in the production of energy.  Fineberg’s report determined the value of the tangible personal property.  Shulman used gas and electric forecasts from CERA in the cash flow projections.  Goodman relied upon Cummings and Barnard’s reports to determine the condition of the facility, the efficiency of the operations and compliance with the PPA.  Shulman’s cash flow analysis and the scenarios developed provided data for Goodman in the discounted cash flow analysis.  Shulman assumed the upgrades were complete.

Goodman relied on appendix F to determine the historical operating hours of the gas turbines, on information developed by Shulman in forecasting pretax cash flows for the five scenarios he developed and testified to, and on the capital cost of improvements for the equipment made after December 31, 1996.  

The subject property is comprised of six separate parcel identification numbers.  However, all of the property influences the operation of the property for each parcel, therefore, the parcels were valued as one unit.

Goodman testified that he did not value the owner trusts or Consumers’ leased fee estate.  He also did not capture the value of the PPA.   The concluded values are not dependent upon who owns the property.

Goodman reviewed the market rates projected by CERA for electricity.  The rates projected by CERA were less than the rates resulting from the PPA.  The PPA had value to MCV because the revenue under the PPA is significantly greater than the revenues that are projected by CERA for market.  

Goodman stated that he has knowledge of PPA buyouts, with the above market prices.  He looked at virtually all of the approximately 100 PPA buyouts that took place through 1997.  He also reviewed Electric Power Week, Edison Electric Institute’s publication, and participated in appraisals of property that had PPAs.  Several exhibits were admitted that contain information relating to the buy-down or buy-outs of PPAs.  These are P-41, P-42, P-43, P-44, and P-45 “Power Purchase Agreement Buy Outs: A Survey of Electric Utility Experience,” Edison Electric Institute (1993, 1994, 1996, and 1997). 

Citizens Power is a FERC licensed power marketer that provides energy trading and contract restructuring for PPAs.  “Citizens Power LLC presentation to Tondu”  (P-84, R-1130, R-1206) contains the completed asset restructuring transactions for ten properties that Citizens bought out.  Goodman testified that many of the PPAs were restructured due to the above market prices that utilities were paying.  Citizens Power restructured some of the agreements to reflect market rates for energy.  The remainder of the agreements were terminated.  

Petitioner’s counsel, during direct examination, questioned Goodman on the PPA.

Mr. Shapiro:
Where there is a buy-down or a purchase of a PPA, which PPA provides for above-market rates, and the electricity is being sold from a specific QF facility, in your opinion, does the market value of the real intangible personal property used to produce electricity sold pursuant to the PPA change?

Goodman:
The value of the tangible asset does not change.

Mr. Shapiro:
Mr. Goodman, how can you tell us that the value of the tangible assets used to produce electricity sold pursuant to a PPA does not change when the owner or operator’s contract to sell electricity at above market rates is terminated?

Goodman:
The tangible assets are only one group of assets within the business enterprise that owns both the tangible assets and the Power Purchase Agreement, which is an intangible asset, The Power Purchase Agreement.  The business enterprise surely is affected by the Power Purchase Agreement, but the tangible assets are not.

And just as an example, in the AES Thames case, I happened to be in court at that..shortly before or after, I don’t remember that time, and it was very telling the asset valuation that I had put on the tangible assets didn’t change one single bit.  Right before the buy-out or buy down, if you recall, of the contract by around 50 percent, the buy-down, the tangible assets were producing electricity, the same amount of electricity, doing everything that they did before the buy-down.  So nothing happened.  The tangible assets are exactly the same.  The price at which they can sell the power changed because the business lost a part of its Power Purchase Agreement.

 TR, Vol. 59b, pp. 84, 85, 86.

 For the income approach, Goodman developed the discount rate, calculated the Single Business Tax, as well as the model to discount the cash flows after having received the level of cash flows from Shulman.

Goodman used B/V’s EPC for the cost approach, and measured the physical depreciation, the method to develop excess operating costs, for external obsolescence. 

The appraisal was revised based upon changes that Kelly made in the gas projections, which influenced Shulman’s cash flow and scenarios.  Goodman also corrected the heat rate and deducted the capital costs to cure in 1997 before Federal Income Tax, which included the B/V revisions and also added a pre-tax discounted cash flow.  The historical income and expenses were useful to predict what will happen in the future.   Goodman did not rely upon the 1986 income based upon the existing above market contract (PPA).  He used market data supplied by CERA to determine the energy and capacity price.  He determined that “the Facility’s tangible assets can be physically and legally operated to produce and sell electric power and steam.  The financial feasibility and maximally productivity (highest value) could be obtained by operation of the assets to produce and sell electricity in a competitive market.”  P-38, p. 10.

The efficiency of electric generating facilities is measured by a factor entitled “heat rate.”  The heat rate is the amount of energy stated in British Thermal Units (BTU) that are required to produce a kilowatt-hour (KWH) electricity.  The lower the heat rate, the more efficient the plant.  R-1118, p. 0660.

Goodman relied on B/V’s reproduction cost new (RCN) based on the capacity and technology of the facility which served as a proxy for the theoretical, but irrelevant, actual reproduction cost of $661,524,074.  The overnight costs adjusted for financing or interest during construction (IDC) $117,639,189, were added for a total reproduction cost of $779,163,263.  An additional cost of $29,470,000 was incurred to permit operation in an SC mode (S-4-96) to equal $813,874,930.  

The $527,016,267 cost of replacement (COR) was developed by B/V as the cost to construct a generating facility with a capacity equal to the subject as of December 31, 1996.  IDC was added to equal $610,843,520.  For S-4-96, Goodman added to the COR an additional $9,000,000 to convert the facility to an SC mode.  The final COR is $621,275,065.  

The difference between RCN and COR is “excess construction cost” and reflects that the current cost to replace the property’s productive capacity is less than the cost to duplicate property that does not reflect modern design and layout.  

Goodman next included the owner’s costs, which were not included in the EPC: $300,000 for permits and environmental costs, $2,100,000 for insurance during construction, $1,500,000 in construction services, $6,000,000 owner’s contingency, $9,973,900 for steam and electric distribution lines to Dow (except S-4-96), and $3,197,387 IDC on owner’s costs, for a total of $23,100,000.  S-4-96 owner’s costs are $12,900,000. 

Goodman next calculated physical depreciation as a percentage. He calculated 6.3% for the gas turbines and 9.7% weighted for the remainder of the facility.  Functional obsolescence was measured in the subject as the difference between the COR and RCN for excess construction costs.  Goodman considered and measured excess operating, maintenance, and fuel costs.  “The present value at the appraisal date of the differential in these costs (the cost of operating subject as opposed to the replacement) quantifies this element of functional obsolescence.”  P-38, p. 29.  

Goodman measured external obsolescence by capitalizing the rent loss.  The “rent loss” at subject is the inability to generate income from the sale of electricity that will support an investment in a new facility.  Goodman states that no new generating plants were under construction in Michigan, verifying that the market prices for electricity in Michigan will not support new investment in generating plants.  Goodman calculated that S-2-96 has $62,000,000 and S-4-96 had $41,000,000 in deductible external obsolescence.  

Goodman did not use market rents in the income approach.  He developed an income approach for a buyer of the facility operating it as a merchant plant in an open and competitive wholesale power market.  

While an income approach cannot be directly calculated solely for the subject tangible assets based on market rents, we will develop an income approach for a buyer of the Facility operating it as a merchant plant in an open and competitive wholesale power market.  This result will, no doubt, exceed the value of the subject tangible assets because it necessarily captures business enterprise value. P-38, p. 13.  

Goodman testified that the discount rate reflects the cost of money and the risk of investment in a merchant plant, and is developed to calculate the present value of net cash flows and determine the present value of the differential in operating costs between the subject and the replacement facility.  He considered the independent power industry to be a relatively leveraged capital structure.  Common equity is 40% and long-term debt is 60%. The development of costs of debt and equity capital is weighted into a weighted average cost of capital (WACC).  The capital asset pricing model (CAPM) is used to develop the equity return requirement.  The after-tax return on equity is concluded to be 15.75%.  The cost of a buyer’s long-term debt is 8.00%.  

WACC is calculated by applying the capital structure weighted for the elements of capital and is concluded to be 11.10%.  

The 11.10% is appropriate to apply to after tax cash flows with taxes calculated considering the tax sheltering effects of debt payment.  In the income approach, we apply a 34% Federal Income Tax rate to a taxable income not adjusted for such tax sheltering.  In the middle of Schedule 1, page 2, we adjust the 11.10% WACC to 9.5%; this rate is applicable to income calculated assuming no tax sheltering of interest payments…. inflation is 3%.   P-38, p. 21.

The income approach used a discounted cash flow.  The revenue and expenses and resulting cash flow for subject was forecasted into the future.  Shulman’s cash flow analysis (Appendix F) was used for the following five scenarios:

S-0-96
CC operation at 85% CF, steam sales

S-1-96
CC operation at 85% CF, steam sales

S-2-96
CC operation calculated to maximize net cash flow, steam sales

S-3-96
CC operation 40% CF, steam sales

S-4-96 
SS operation (no electric production from steam turbine), but steam is generated by HRSGs injected into gas turbine, no steam sales

All of the scenarios utilize the market electric prices forecast by CERA. 

As of December 31, 1996 upgrades to the 11N gas turbines (11NM upgrades) and the back-pressure steam turbine increased both capacity and efficiency. However, Goodman did not include the expenditures in 1997, but did include the increase in capacity and efficiency.  In 1997, the capital cost was a deduction to the cash flow.  S-4-96 includes $46,800,000 for modifications; the other four scenarios include $52,900,000.

Goodman concluded values for subject property as of December 31, 1996 were $277,000,000, and as of December 31, 1997 were $444,000,000.  The difference between the two years is due to 1) the discount rate, 2) CERA changes, 3) 11NM Upgrades, 4) Unit 15, and 5) depreciation for physical, functional and external changes.

Witness Paul L. Hamer

Hamer has been employed by MCV since 1981; his current position is Manager of Electrical Marketing.  His previous positions included responsibility for property tax reporting.  Hamer has additional responsibilities to coordinate resources associated with the property tax appeal.  

The primary responsibility for property tax reporting was to complete the annual personal property statement and to validate the billings, using invoices, to monitor and keep management aware of any pending millage and any expiration of existing millage, and track the introduction of any new assessments.

Hamer prepared P-46 and P-46a using Goodman’s original value conclusions, allocating the value for the separate tax parcels.  He depreciated the personal property assets using the “new” 1999 STC depreciation multipliers, and adjusted for additions and losses. 

In P-46, Hamer included various upgrades, the 11NM upgrades, and back-pressure steam turbine (unit 15), but did not include the Monoblock rotor.  The Personal Property Statement Section B (Machine and Equipment Section), Hamer reports as new; $9,395,719 for 1997, $20,545,129 for 1998, and  $27,511,180 for 1999.  Hamer could not differentiate between the 11MN and the back-pressure steam turbine.  

The Monoblock rotor does not appear as an addition because it was considered a maintenance item, repairing a cracked rotor. The repair was $13,800,000 and added 6 MW to the capacity of MCV.  This procedure was similar to the C-inspections where the gas turbines are taken apart and the hot gas path is checked. Any repair or replacement is not reported as an addition.  Hamer testified that losses to the 1991 original equipment was not allowed by Dryzga, as she stated that they already were given additional obsolescence.  He believed that this was part of an unwritten agreement between MCV and the City.  “The assessor at that time told me that there was an agreement not to allow losses or dispositions on equipment that was in place prior to December 31, 1990, based upon and agreement.”  TR, Vol 83a, pp. 79, 80.   R-130a, footnote 2, refers to the “agreement” because Hamer testified that the Assessor disallowed the disposed of equipment.

Steam turbine 1 was originally designed for the nuclear facility and was manufactured in the 1960s for installation in the 1970s.  The Monoblock rotor that was replaced the original rotor was a newer technology.  The rotor is 13 or 14 feet in diameter.  The largest change is in the blade design.  The steam turbine building has a 200-ton built-in crane designed to move directly over the steam turbine.  The crane was used to do maintenance, remove the housing, and remove the rotor and blades.  The crane was used to remove the old rotor and blades by swinging over the rotor, picking it up and lowering it to a railroad car for disposal.  Hamer testified that the $13,800,000 replacement cost did not increase the value of the (1960 vintage) Steam turbine 1 because it was part of the original equipment from Consumers.  

Hamer’s daily responsibilities include maintaining a base of where demand in market pricing is in the Midwest, the market area in which electricity would be sold.  He also is responsible for maintaining an awareness of excess energy that MCV is capable of producing and keeping track of the cost associated with producing the energy, and matching the two.  There are on-line systems available to provide pricing, which indicates demand in the marketplace.  Bloomberg used to have a system that provided historical information in early 1997.  However, Bloomberg mainly provides monitoring of financial markets as opposed to electricity markets.  Enron was one of the major contributors to electric marketing in the early years (1996-1997).  Enron developed the on-line trading system that was accessible via the Internet for spot trading prices.  Around 1996, FERC issued Order No. 888 that allowed nonutility generators to enter the marketplace due to the deregulation of transmission grids.  In 1997, third party marketers of energy grew with newer marketers such as PanEnergy, Enron, Engage, Tenaska, DTE Energy Trading, Duke, PECO, and AEP.

RESPONDENT’S CONTENTIONS

Respondent filed two valuation disclosures and designated the appraisal by Schoenwald as the main appraisal.  Sansoucy and Walker provided a second appraisal. Both parties were requested to present their case in a logical sequence from the beginning to the end.  Respondent called 20 witnesses; they are as follows (generally in the order they were presented):

Witness Diane Dryzga 

Dryzga was the Level IV assessor for the City of Midland at the time of the initial assessment for MCV, and for the December 31, 1996 and December 31, 1997 tax years at issue.  

Dryzga testified that she did an extraordinary amount of research and reading to determine the best method to value the subject property.  She used a list of fourteen sources, including: MCV’s copies of leases, participation agreement, personal property statements, Les Anderson, State Tax Commission, FERC, PURPA, Reported dollar amount of investment, Handy Whitman Index, Marshall Valuation Services, MPSC in reference to the rate charged and determination of cost of building a new plant versus buying power from MCV, Dallas Utility Analyst, David Tice’s lengthy critique of Consumers’ and MCV’s deal from the October 1989 issue of Barrons Magazine, and a Detroit Free Press article from March 26, 1990.  The major newspapers considered were Wall Street Journal, New York Times, Chicago Tribune, National Real Estate Investor, Forbes, Fortune, and Mortgage Banking.  

CMS is the third largest independent power producer (per David Tice).  Destec Energy Inc., a Dow Chemical Company affiliate, and Mission Energy, an affiliate of Southern California Edison, are the other two producers of independent power.

Dryzga testified that she was aware of the $2.3 billion sale-leaseback transaction.  The Midland Daily News covered the transaction, as well as Steve Lasher, one of the contacts at MCV that she worked with to set the initial assessment.  The initial assessment for 1990 was:


Sale-Leaseback





$2,300,000,000)

Federal Income Tax considerations


    (500,000,000)


Non-assessable items




    (156,217,831)


Basis for future years value to be carried forward
$1,643,282,169

P-100

Dryzga notes that a $15,000,000 loss was disallowed because some of Consumers’ assets (from its books) were already recognized in the assessment as not representative of the true cash value of the property and deducted. Functional obsolescence was already considered, in that some of the assets that were transferred to MCV were not used in the production of energy.  A reduction in the original transferred asset total was considered in calculating functional obsolescence.  The reduction was a $140,000,000 credit.  MCV had reclassified some of the furniture and fixtures to machinery and equipment for their own accounting purposes, not for assessment classification.  

The real and personal property was split 90/10.  Every year Dryzga met with a representative of MCV and manually calculated the value based on information provided.  The first year, MCV worked with Dryzga to properly report the information that was needed for the personal property statements.  Dryzga testified that the personal property statements are not intended for a building on leased land, especially the size and complexity of MCV.  MCV filed attachments with the personal property statements, which included a cover letter outline, the differences and the responsible party to contact.  The initial assessment was calculated as follows:

Total Book Cost Reported:




$1,473,153,304


Physical Depreciation (10%)


    (147,315,330)


Intangible/functional/economic (15%)

    (198,875,696)
True Cash Value of Assessable Property

$1,126,962,278

Dryzga split the $1,126,962,278 90% real and 10% personal property.  The personal property statement manually calculated by Dryzga includes $112,696,200 for original personal property or “base year” and is under the furniture and fixtures asset column.
  The remainder of the personal property statement included the value for property acquired by MCV over the years.  The “base year” property was not listed as individual assets.  The value for the steam turbines was included as part of the original acquisition as indicated in R-1149. 

The Dow boilers were deducted and the school districts were appropriately split between Midland Public Schools and Bullet Creek Public Schools.  There is a similar calculation for each year Dryzga assessed the property.  P-106.

Dryzga testified that if she were valuing subject property for 1997 she would not use a 1990 value and update for additions and losses reported on a personal property statement.  TR, Vol. 88 a, pp. 114, 115.

Dryzga testified that all of the property that was assessable for December 31, 1990, 1996, 1997, 1998 and 1999 was assessed, and to her knowledge there was no omitted property.  TR, Vol. 90b, pp. 109, 110.

Witness Kathleen Paul

Paul is the current Level III assessor for the City of Midland.  Paul started with the City in September 2000.  She did not play any role in establishing the initial assessment for any of the property at issue.  Paul prepared a document that certified the assessed, state equalized, and taxable value for the MCV property at issue in this case.  She did not recall P-100, the 1991 assessment notes of MCV.  She did review documents related to MCV that predated the time that she became the city assessor for Midland.  Whether Paul reviewed the complete records or the records provided to her by the City of Midland is unclear after the testimony.  

Paul testified that she has not personally appraised or assessed any of the property in Midland.  She attempted to take Schoenwald’s values and allocate the value to the specific parcels.  R-185.

Witness Steve Lasher

Lasher is an attorney and initially was vice-president, assistant general counsel and secretary for MCV starting November 1987.  Lasher agreed with Dryzga’s testimony that he provided the substantial documentation for the initial 1991 assessment that was the basis for the subsequent years’ assessments.  He knew that Consumers had a negative history with the City of Midland and wanted to insure that MCV was a separate entity.  Lasher generally recalled how the $2.3 billion sale-leaseback transaction was determined, but was not involved with the initial creation of MCV.

The documents provided to Dryzga included the Sale-leaseback, the economics of the project, financial information, and the personal property statement for 1991.  Lasher was questioned about whether the information contained in the 1990 personal property statement was properly filled out.  Lasher testified that he was more concerned with providing the proper information to Dryzga, as she would determine the value.

Lasher testified that his understanding for reporting personal property was that “a purchase of assets reports the original cost of the seller, not the purchase price of the assets purchased.”  TR, Vol. 98a, p. 13.  Lasher stated that, in each year that he filed personal property statements with Midland, “I furnished a schedule that started with book cost and made various adjustments to that book cost to get to the amount that was reported.”  TR, Vol. 94b, p. 13. 

Plant, property and equipment per

11/30/90 Financial Statements




$2,255,875,000

Less Construction-in-progress




           (517,729) 

Less Personal Property





        (1,280,473)


Less loss on sale of trans. Line to CPCo.


      (15,798,898)

Plus conveyed inventory





         5,399,000

Less MCV IDC and Indirect costs




    (181,873,477)


Less CPC interest during construction



    (433,712,761)

Property value report total





  1,628,090,662

Less A= Property disposed of/not on site



      (41,364,921)

Less B= Property on-site/not used in process


    (492,620,443)


Less C= Assets not in City (pipelines/roads)


      (47,348,403)


Total Property Value





$1,035,326,268

MCV acquired assets from the old nuclear generating facility of Consumers that could not be used in the Cogeneration facility and also equipment such as Steam Turbine 2 (ST 2), which was not used in the process of producing energy.  As of December 31, 1990, ST 2 was not used.  MCV represented to FERC that ST 2 would serve as a back- up unit when ST 1 was down due to forced or scheduled maintenance.  R-1149.

Witness Gary Pasek

Pasek is general counsel for MCV and has been with MCV since May 1995.  He testified that MCV routinely intervened in MPSC proceedings to protect MCV’s rights.  MCV would not have been aware of the other pleadings filed with MPSC.  Pasek testified that he thought the proxy that MPSC used to determine avoided cost was a coal plant for both energy and capacity.

Since the energy charge methodology set forth in MCV’s PPA is fully consistent with the avoided cost principles set forth in PURPA and the FERC rules and is fully consistent with Consumers Power’s avoided cost for energy as recognized in numerous previous decisions of this commission, Consumers is entitled to recover and MCV is entitled to payment of the full energy charge as calculated in the PPA for any energy it delivers to Consumers Power pursuant to the PPA or the terms of the proposed settlement.  TR, Vol. 99a, p. 17.  P-297.

Pasek testified that he believed that MCV was setting forth what it believed the law was, and did not characterize the statement above as advocating on behalf of Consumers.

Respondent questioned if MCV was entitled under its PPA to certain payments from Consumers regardless of what the MPSC did with the remaining 325 MW of MCV power.  Pasek explained that Amendment 3 to the PPA provided that Consumers would waive its regulatory-out rights that are set forth in the PPA through September 2007.  After that date, the regulatory-out rights were no longer subject to waiver.  After 2007 there would have been an issue of Consumers’ recovery and ability to exercise its regulatory-out rights.  There was an agreement between Consumers and MCV that settled when Consumers would dispatch the facility, and waived the regulatory-out rights.

Pasek also signed the personal property statements prepared by MCV, and testified that the mono block rotor that was replaced was removed in pieces.  The new rotor came in one piece and is the low-pressure section of the steam turbine.  The rotor has two parts, a high and low-pressure section.  The low-pressure section is connected, and was the part replaced.  

Witness Karl Tomian

Tomian, Midland’s City Manager for the past ten years, testified to his responsibilities for overseeing the assessor’s office and testified to P-138, which is a February 14, 1997 memo that Tomian wrote to his file.

Tomian’s February 14, 1997 memo referred to the MCV, Dow Corning and Dow Chemical tax appeals. Tomian was aware that both MCV and Dow Chemical intended to file petitions with the Tribunal. The information came from a discussion with Sam McKim, attorney at the beginning of the Dow Corning appeal. Tomian testified that McKim outlined some concepts of tax appeals.  “I don’t understand those and I wanted to memorialize those so he could refer to them in the future.”  TR 99B, Vol 2, p 68.

Respondent argued that P-138 was privileged communications.  However, Tomian broadened the scope of the conversation by putting it into a memo and expanded the voluntary advice that he was given. The actual contents are fairly common knowledge.  The public at large would not have any problem finding the information in any textbook of an appraisal-type nature.  The document did not have any strategy, and it did not contain any facts.  The memo contained general appraisal principles that could be applied to any property. Tomain expanded the advice; therefore, P-138 is not considered a protected document.

Witness Richard J. Polena

Polena is a senior engineer for Consumers Energy Company.  His principle job responsibilities are to provide estimates of future fuel and purchase power expenses for Consumers.  He ran the production cost models that develop the estimate of the future fuel and purchase power costs for the future years in the power supply cost recovery plan.  Consumers was required by MPSC to file an integrated resource plan that included the power supply cost recovery plan forecasting the power needed for the next five years. The last time an integrated resource plan was required was 1995.  The plan estimated the company’s existing and proposed generating capability/capacity in light of anticipated loads from 1996 to 2000.

Consumers utilizes a computer program that is a production-costing program.  It simulates the load expected to be served on the system and matches generation and capacity reserves required to serve the load in an economic manner.  The model would include the variable operating and maintenance expenses in Consumers’ system and costs for emissions.  Fixed costs were part of the modeling, but did not enter into the dispatch decisions as dispatch is based on variable costs. 

Polena testified that Consumers’ target level of reserve was 15%.  This is a change from previous years, due to changes in some of the assumptions for input data, and the availabilities of some of the power plants.  The company’s target reserve margin level is affected by generating unit availability, random outage rates, and the system’s load shape.  As part of the input to the production costing model, all of the generating units have specific random outage rates and associated maintenance schedules that result in an availability for each one of the units.  MCV’s availability was 89.88%.

The Cogentrix and Albion projects were not constructed and the PPAs were terminated.  MCV’s 325 MW of capacity replaced the two projects.  

Consistent with the pricing for the nine fifteen hundred-megawatt MCV block, the capacity charge for this displacement is three point six two cents, which replaces the four point two four cents per kilowatt hour average capacity charge, which the company would have otherwise been paid to Albion.  This displacement saves the PSCT customers sixty four point eight million, sixteen point two million on a present value basis over the thirty-five year term of the original contract. TR, Vol 95a, pp 32, 33.  

A partial purpose of R-590a is to demonstrate the sources of energy that are available to Consumers to replace the Albion and Cogentrix capacity in the event that MPSC does not approve the additional 325 MW of MCV capacity for a pass-through to ratepayers.  Without MCV’s additional capacity, Consumers would have to purchase more expensive short-term capacity.

Witness Robert Fisher

Fisher is the director of fiscal services for the City of Midland.  He was responsible for oversight of the city assessor.  Fisher prepared a taxable value analysis for 1998, 1999, and 2000 for MCV.  

Fisher prepared R-184a, an analysis comparing P-46a with the values on the assessment roll.  R-184a illustrates that in each of the years analyzed additions and losses reported by MCV do not agree with the corresponding numbers from the City’s tax roll.

Fisher testified that the differences occurred because MCV did not include as additions “adjustments” for property added in a previous year.  These are items that Hamer testified were “trailing costs.”  Trailing costs are associated with a prior year’s project that have not been billed or paid for in that year, so they show up as an expense in the subsequent year. TR, Vol. 81a, p. 75.  Fisher also testified that in valuing additions for December 31, 1997 and December 31, 1998, MCV used the new STC depreciation multipliers, while the City used the old depreciation multipliers.

The differences in the value of losses are (i) the use of the new STC depreciation multipliers, (ii) MCV used incorrect multiplier factors for disposed assets because it was one year off on placing the figures on the proper line, (iii) MCV’s December 31, 1998 analysis shows a $2,062 negative adjustment as a loss which the City netted against additions for that year, (iv) MCV also included an annual adjustment to reflect the increase in taxable value attributable to inflation, and the City did not increase taxable value in this manner for December 31, 1997, 1998 or 1999, and (v) MCV used AUS appraisal to derive its beginning taxable value, while the City used the beginning taxable value appearing on the tax rolls.

Witness Steve Hartl

Hartl is a CAD technician with Ayers Associates.  Hartl prepared and created exhibits for Respondent in the form of electronic maps.  No exhibits were admitted through this witness.

Witness David W. Joos

Joos is the current President and Chief Operating Officer of CMS Energy.  Consumers is a wholly owned subsidiary of CMS Energy.  In 1995, he was the Executive Vice President and Chief Operating Officer for Consumers.  He was responsible for all of the electric operations of Consumers Energy, including the power plants and the electric transmission distribution functions, as well as the supporting organizations.

Joos testified in various power supply cost recovery (PSCR) cases before the MPSC in the early and mid-1990s.  Pursuant to an early 1980 law, MPSC conducts PSCR cases for its utilities annually.  These cases have two parts; the first is an initial filing made in the fall of each year forecasting the power supply cost recovery cost for the following year, and the second is a reconciliation proceeding that reconciles the costs from the prior year that begins in March.

Joos testified that Consumers also did planning work and filed various reports with the MPSC called Integrated Resource Plans (IRP).  The plan is an evaluation of the projected loads for the company and the projected resources that would be available in terms of the current power plants, contracts, and a long-term projection of the requirements to meet the load requirements for Consumers. 1995 was the last year that an IRP was required to be filed with the MPSC.  

Joos testified the IRP referenced that Consumers had a contract for capacity and energy from MCV.  In the PPA for 1,240 MW that the company was obligated for, however, MPSC had only allowed for 915 MW of capacity to be reflected in the PSCR at that time.  Consumers determined that it would be impractical to construct a new facility to meet the increased demand in the near term.  The 325 MW was considered “overhang,” that is, capacity has not been approved for recovery from taxpayers.  

Consumers bought out PPA contracts for more expensive capacity from Michigan Cogeneration Partners and Albion Renewable Energy.  MCV’s 325 MW was less expensive, reliable, and was substituted.  There were no combustion turbine peaker plants before 1999 because construction lead time would prevent them from being available for service as of the 1995 IRP. 

Joos also inquired as to the validity of some of the numbers in the IRP.  He was aware that the capital cost numbers were significantly higher than the market in 1995.  The cost of construction of new units had gone down fairly significantly, at least in terms of peaking and gas combined cycle units. TR, Vol. 100a, pp. 33, 34. 

Joos testified that the 325 MW was based on a settlement.  Consumers would voluntarily move forward with an open access program on a limited basis in exchange for the consideration of approval of the 325 MW and the settlement of a ratemaking case that was in process.  MPSC ruled that in the settlement case it was reasonable to allow for the recovery of costs.

Joos explained the PPA contract with MCV was to emulate a base load facility to determine “avoided costs.”  A gas combined cycle unit would typically not be a base load unit because its fuel costs tend to be higher than nuclear or coal plants or other base load options.  However, MCV’s contract was designed to emulate a coal plant.  The cost to Consumers to dispatch MCV is based on Consumers’ cost associated with operating a coal plant.   

Joos testified that the MCV PPA is a liability to Consumers.  The “avoided cost” was determined in the 1980s, the contract rates under the PPA are substantially above market now and are forecast to be in the future to the point where it creates a significant amount of stranded cost for Consumers in an open access environment.  TR, Vol. 100b, p. 45.

Witness Jerry Lee Jones

Jones is a licensed professional surveyor and is employed with Ayers Associates as the survey department manager.  R-212 is a drawing of a portion of MCV’s main parcel.  P-123a is also a drawing of some of MCV located within and outside of the City of Midland. 

Witness Kent Keller

Keller was the interim equalization director for Midland County until December 31, 2001.  Keller testified to the various equalization documents submitted for the years under contention.  He testified that the industrial real L-4018, a two-year sales study, indicates an estimate of 50% level of assessment, whereas the actual level of assessment estimated was 49.7%.  R-187.  Keller testified that he did not know what properties were included, or the number of sales. 

Keller testified that the personal property was not audited, just reviewed for the sales study.  

Keller testified that an equalization study was done in every unit except in the City of Midland due to the complexity of the industrial properties and the lack of staff.  There was no attempt to determine an average level of assessment based upon any industrial sales within the City of Midland for the years in contention.  The actual calculations result in less than a 50% level of assessment.  

Witness William Keyser

Keyser works for Consumers as an operations planning superintendent of the electric sourcing and trading department.  His responsibilities are a day-to-day plan for operating the power system for several days.  He is an electrical engineer.  He worked at the jointly controlled system, Michigan Electric Coordinated Systems (MECS).  Consumers and Detroit Edison jointly controlled electric generation and transmission facilities for both systems until 2001.  At that point, the facility separated into a transmission function and a transmission section.  The controllers tried to match the generation to serve the load, not for Consumers or Detroit separately, but for Michigan combined, to optimize the operation of both systems and minimize customer rates.  

Keyser was also the dispatch witness for Consumers in PSCR hearings.  He explained why the MECS system operated the way it did, and how Consumers would meet the future supply needs short-term.  R-1170, p. 60, contains long-term purchase agreements wherein Consumers is paying less for some PPAs and more for some PPAs than the MCV PPA that was entered into in the late 1980s.  Keyser testified and explained the differences in the types of net interchange purchases that could be made: short term, non-displacement, and tertiary.

Keyser testified that AES was estimated to be less than 1% of the market, indicating to Respondent that, contrary to Dr. Makovich’s contention, the market was not “robust.” 

Witness Robert McCue

McCue is the maintenance manager for MCV.  His duties include managing the maintenance department and maintaining the facility.  He was trained by Brown Boveri Corporation to maintain the facility.  His first priority is to insure that the plant is available to make electricity and steam.

McCue verified that Steam Turbine 1 is a 1960 vintage and is not capable of being cycled up and down for use as a peaking plant.  From a cold start it would take three to seven days to be operational.  Steam Turbine 2 is built in the same manner, and is only used when Steam Turbine 1 is going to be out of service for thirty days.  Steam Turbine 1 had a minimum level of output for operation at 375 MW.  When the steam turbine is brought down to a low load, it has a very low steam flow through the low pressure section and high windage losses and overheating in the last stage buckets that causes the turbine to trip.  A windage loss occurs when there is inadequate steam flow when the last stage buckets are spinning in a vacuum, and steam is needed to flow over the blades for a cooling medium to remove the heat.  

McCue testified that the value of the back-pressure steam turbine (Unit 15) was to let down steam for deNOx pressure.  MCV replaced a valve that was used to let down steam from the main steam header down to deNOx header pressure. The back-pressure steam turbine replaced that value and also supplied some electricity.  Unit 15 receives steam from all of the HRSGs.  The exhaust of the steam turbine uses its own pressure to capture the energy lost when the pressure drops.  At full capacity it added approximately 13 MW of capacity.

Witness William P. Walsh

Walsh holds a certified real estate appraiser license in Michigan.  His appraisal of MCV’s land is contained in R-611a, Appendix F.  He testified that he did not read any part of the Sansoucy-Walker appraisal.  He testified that Witness Hartl from Ayers Associates gave him the total acreage owned by MCV of 1,295.76 acres located within the City of Midland.  

Walsh determined that no equally desirable substitute sites were found within the relevant market area.  “The subject site is the equivalent of a major industrial site within a full service industrial subdivision in a modern, midwestern city.”  R-611f, p. 8.  Walsh states in the report that the site cannot be valued by comparison with recent sales of similar size, which range in value from $300 to $5,000 an acre.  The sales of smaller industrial properties were also considered non-comparable with values ranging from $18,000 to $30,000 per acre.  

Walsh looks at an alternative test based on the contribution of land to the total development.  A normal 10% to 20% land contribution standard would indicate that subject property would be valued at $100,000,000 to $200,000,000.  Based on a land residual approach (that capitalized actual earnings in excess of a reasonable return on the value of the improvements), the value would be higher.  Walsh determined this was not appropriate for subject property.

Walsh states that the contribution of land has been estimated by the $600,000 land lease payment to Consumers.  “It is undeniable that this lease payment does not reflect the actual contribution of this site.” R-611f, p. 9.  The value is estimated by direct capitalization of $600,000 at a 6% rate for a value of $10,000,000.

The report does not contain a highest and best use analysis or a signature, and includes the 880-acre cooling pond, but without determining how it contributes to the land.  Walsh was not aware whether the Sansoucy/Walker appraisal included the pond.  Walsh used the 35-year, 1987 lease payments at $600,000 without determining what the current market rent would be for the subject.  Walsh testified that the true cash value contemplates a market rent.  TR, Vol. 106a, p. 88.  The legal description contains property not located within the City of Midland, including easements; it also includes the equipment to operate the cooling pond.  

Witness Robert A. Jablon 

Jablon has been an attorney for 35 years and specializes in matters dealing with electricity and power supply.  He has spent considerable time before the Federal Energy Regulatory Commission, and worked with its predecessor, the Federal Power Commission.  Jablon testified that he had had to study the federal law, PURPA.  

Jablon was offered as witness to explain the consequences that flow from the facility being a QF under PURPA.  Jablon testified to his involvement and understanding of the Petition for Writ of Certiorari to the Supreme Court of the United States.  R-410.

Witness Mark S. Pendry

Pendry is an attorney with the Rhoades McKee law firm.  He testified as a fact witness, an attorney familiar with federal income tax and the Michigan single business tax.  He was not allowed to testify as to the meaning of the law or legal terms in the instant case.  He reviewed the tax returns of MCV, SBT returns for 1990 through 1998, and Form 1065 for tax years 1990 through 1998.  Pendry also reviewed the Beck report and the amended report by Goodman.  

Pendry testified that the case was a valuation issue and in the case of a sale of business assets that took place in 1990, it is required to be reported to the IRS on a Form 8594 and is attached to the returns of both the seller and the purchaser.  An asset allocation form indicates the four different class lives for assets that are sold.  The classes are cash, highly liquid assets like CDs or marketable securities, tangibles and intangibles, and going concern value, or goodwill.  

Whether the power purchase agreement was an intangible asset in 1990 is not at issue in this case.  However, whether the PPA constituted an intangible asset as of December 31, 1996 may be relevant.  The sale-leaseback agreement from 1990 has no relevancy as to the true cash value of subject property as of the relevant tax dates.  Walsh testified that those assets were a liability; Jablon testified that they retained expert engineers, an economist, and an appraiser, who also determined that the assets had no value.  Respondent argued that Petitioner should have reported value for the PPA in the partnership’s 1990 Form 1065 U.S. Partnership Return of Income under the Assets Transferred section of Form 8594.  This proves that MCV reported to the IRS and the State of Michigan zero fair market value for the myriad of intangible assets.  R-1178.

Witness Glenn C. Walker and Witness George E. Sansoucy

Walker is the primary author of Respondent’s valuation disclosure.  He is the head appraiser at George Sansoucy, PE, LLC.
  R-610 and its appendices A through Q is Walker and Sansoucy’s appraisal report.  Walker and Sansoucy each prepared a portion of it and they both discussed the end result.  Walker was recognized as an appraisal expert with a specialty in appraising electric generating facilities.  He is a certified appraiser in the state of New Hampshire with a reciprocal license in Michigan.  

Sansoucy is a professional engineer with a background in consulting, valuation of utilities, and independent power producers.  He has engaged in a substantial amount of appraisal work for special purpose properties, large industrial properties, and commercial properties.  The company has been involved in the valuation of electric generating facilities since 1990.  Sansoucy was offered as an expert in civil engineering.  He was qualified as an expert engineer, and will be able to estimate physical and economic obsolescence, but cannot quantify it for the appraisal.  Sansoucy testified that his firm was retained by the City of Midland to prepare an appraisal of MCV that did not consider any of the QF status, PPA influence, effect, or conditions on value.  “We were asked to prepare a valuation of the plant stand alone, as if it operated in the marketplace without benefit of PPA or a QF certificate.”  TR, Vol. 112a, p. 37.  

Sansoucy testified that his involvement in the appraisal included preparation of the requests for documents, and a determination of what portion of the site was to be valued.  He isolated the proper documents, including engineering documents, costs, original costs, ongoing costs, etc.  He did a complete listing of the assets, reviewed the conditions of the assets, and prepared the cost approach for inclusion in the appraisal.

Walker testified that when preparing appraisals the company typically hires a local appraiser to determine the market value of land.  For the Replacement Cost New Sansoucy provided unit costs, the physical depreciation, and the life cycle of the facility.  Walker was responsible for the income, expense projections, and the weighted average cost to capital. 

Appendix A contains photographs of the facility. 

Appendix B contains site plans. 

Appendix C contains MCV Bill of Sale and Assets Descriptions as of June 13, 1990. Appendix D is the Fixed Assets Detail Reports 1996 and 1997.  

Appendix E is a summary of 1996 and 1997 Booked Cost New prepared by Sansoucy.  Appendix F is Walsh’s Contributory Value of Land.  

Appendix G contains work papers and cost analysis, and includes the Handy-Whitman Index of Public Utility Construction Costs, Trends of Construction Costs, from 1912 to January 1, 2000, property inspection record for Midland Co-Generation from May 25, 2000, and a sample calculation from Consumers to MCV on the PPA fixed energy charge rates and the variable energy charge.  The last part of Appendix G is a June 7, 1999 Memo from Philip L. Munck.  

Appendix H contains comparable generation facilities.  Sansoucy used the comparables for the cost approach.  

Appendix I contains a calculation of unit cost for alternative generation capacity replacement models. 

Appendix J contains the characteristics of existing and proposed electric generating facilities in the Michigan Electric Coordinated System (MECS).  

Appendix K contains fuel price forecasts.

Appendix L contains the wholesale electric price forecast.

Appendix M contains the weighted average cost of capital (WACC) utilized by Walker.  

Appendix N contains the market study of the price of electricity in MECS.  

Appendix O contains MCV budget for 1992 to 1997.  

Appendix P contains a glossary of electric industry terms.  

Appendix Q contains resumes.

Sansoucy described the facility as a converted nuclear plant.  The Midland site is a collection of nuclear assets that were constructed and completed to approximately 85% before the construction of the plant stopped in the early 1980s.  Sansoucy continues:

The balance of the site, the non-nuclear portion of the site, was what we called the conversion, and the conversion is a combined cycle cogeneration plant that was constructed adjacent to the nuclear portion of the site. 

Now, that portion of the site, that collection of assets, includes infrastructure, land, roads, roadways, sewer, water, lights, lighting, communication systems, site power; all of the things necessary to operate on a 1,000 plus acre piece of land.  So there’s an infrastructure component to the site.

The second component to the site is the necessary fuel inputs.  There are pipelines into the site that bring fuel, natural gas, the converted fuel, into the site, and there are the appropriate pipes, valves, fuel condition systems, pressure-reducing valves, meters, et cetera, safety equipment, necessary to safely bring fuel into the site for the converted plant. 

The third item is the necessary poles, wires and electric facilities that were originally constructed in aggregate to supply the output of the electricity from the nuclear plant to the regional grid system, and all of the related electrical switch yards, substation equipment, poles, towers and wires related to getting the electricity out of the site and into Consumers’ transmission system and subsequently into the MECS.

In addition to that, there’s a series of poles and wires which directly connect MCV site or the Midland site to Dow Chemical, into its substations at Dow to provide electricity to Dow.

So there is two sets of electrical systems, off, off, and on site system; one into Consumers and one into Dow.  And then there are subsystems which are all the local, the station power necessary to run the plan, the power, the substations necessary to convert the electricity from the turbines to grid voltages for transmissions out.

And there is the infrastructure electric, which provides the operating electric system to power the buildings, street lighting, et cetera.

The next component at the site is the actual turbine generator buildings or a series of buildings that house the 12 main gas turbines, turbine generators and connect to the boilers.

The turbines are essentially large jet engines, which are bolted down.  Instead of then going forward, when they’re bolted down, the energy is converted to turning on a shaft.  The shaft turns a generator.  That portion of the turbine generator is in a building and all of the associated building equipment to house that.

Immediately outside of it, the hot gas that goes out the exhaust of the gas turbine goes into a boiler, [HRSGs] and the boilers are all mounted external to the outside and eventually goes up to the stack, and the stacks are outside.  That’s called the power block.

Steam pipes go from the boilers and the 12 heat recovery steam generators, or the hot air boilers.  They come into a central steam header, and that steam header well, it goes through conditioning, but it eventually goes into the original nuclear turbine steam turbine building.  And the original nuclear steam turbine which was in place in the building was converted to operate for the pressure
, temperature and mass steam flow from these turbines from these boilers to generate electricity in the second or combined cycle phase.  TR, Vol. 112a, pp. 41, 43. 

Sansoucy developed the replacement cost new by estimating comparative costs of “greenfield” cogeneration plants similar to MCV.  The comparative-unit cost identified from similar gas-fired cogeneration facilities is applied to MCV in terms of dollars per KW basis, and represents all of the direct and indirect costs associated with the comparable facilities.  The cost approach utilized by Walker and Sansoucy was not an “overnight cost,” the term used was “all in.”  The costs were calculated prior to the tax date for several years to allow the construction to be complete as of tax day.  

Sansoucy identified four cogeneration facilities
 constructed from 1992 to 1997.  Sithe, Comparable 1, is a 978 MW facility located in New York that was constructed in 1994.  The configuration is 2-2on 1, (2 GCT, 2 HRSG, 1 ST) with duct burners, and natural gas.  The 1996 cost installed was $762,000,000 or $779 MW.  Sansoucy went through similar calculations and testimony referencing the other three comparables.  The following is the table (R-611F, p. 62) as amended by Sansoucy through testimony.

	Comp 
	1
	2
	3
	4

	Location
	Sithe, NY
	Selkirk, NY
	Whitewater, WI
	Cottage Grove, MN

	Year on Line
	1997
	1997
	1994
	1992

	$/KW
	$765
	$845
	$680
	$552


The cost installed per KW is amended to reflect no duct firing, no steam sales, and full capacity. Sansoucy testified that using the cost arrayed by year of construction, the costs were declining, from $845 to $552.  This reflects new technology that was more efficient.  Sansoucy did not adjust the comparables for differences in location, time, size or equipment differences.  He testified that it would have been less confusing if he had compared gross capacity instead of net capacity. 

Walker and Sansoucy determined that MCV had improvements that were not adequately accounted for in the replacement cost.  These improvements would provide MCV with greater utility and value.  MCV’s cooling pond enhances expansion because the wet cooling is more efficient than the cooling towers in the comparables.  ST2 would not be found in a replacement facility, as the additional value depends on the configuration of an expansion and potential value in additional capacity.  The existing gas and electric interconnections support additional generation.  There is additional office space underutilized at MCV.  This space is available for maintenance, shutdown, and site expansion.  Expansion of additional electrical generation was determined to be feasible and economic.  Walker concluded a 15% cost advantage.  Sansoucy selected Sithe as the most comparable property.  He used $800 per KW multiplied by 1,435,000 KW for a replacement cost of  $1,148,000,000.  The 15% expansion potential was calculated using $650 KW for a $97,500,000 addition to the total replacement cost new to equal $1,245,500,000.   

Physical depreciation was estimated using an age-life method with a 50-year physical life expectancy.  Depreciation for 1997 is 10%, or $124,550,000.  1998 depreciation is 12%, or $149,460,000.  Replacement cost new less physical depreciation is $1,120,950,000 for tax year 1997 and $1,096,040,000 for tax year 1998.  

Based on his analysis of MCV’s operating characteristics, Sansoucy determined that the facility functions for its intended purpose within the efficiency parameters outlined by its design.  The facility was state of the art in 1997 and 1998, and no functional depreciation was deducted.

Economic obsolescence was not evident to Sansoucy and Walker regarding any hazardous waste, curtailment due to environmental problems, or restrictions.  Any external obsolescence based upon supply or demand in the MECS control area is addressed in the income approach.  

Sansoucy did conclude that spare parts of approximately $45,000,000 should be added to the replacement cost, and the $10,000,000 land value concluded by Walsh.   The result of the cost approach is an indicated (rounded) value as of December 31, 1996 of $1,176,000,000, and as of December 31, 1997 of $1,151,200,000.

Walker valued the subject property as if the Partnership’s forecasted stream of revenue were to be disregarded.  In other words, they did not include the PPA in the appraisal.  Like Goodman’s, the appraisal does not contain a market approach.  The income approach was considered to be the best indication of value, because it estimated the expected new present value of the anticipated future benefits from owning MCV versus owning an alternative generating asset in Michigan.  The income measures MCV’s worth on a net present value compared with existing units and future units that may be constructed to meet customer demand and investors’ expected returns.  The analysis relies on four key inputs:  the expected amount of electrical commodities the MCV facility will sell, the price level of those commodities, the cost of producing the electricity, and the amount of risk associated with electrical generation.  R-611, p. 6.

Walker determined that the yield capitalization approach is more accurate as it reflects changing market conditions.  The direct market technique was used to estimate the lump-sum benefits to the investor in MCV at the end of a ten-year holding period.  Lump-sum benefits are referred to as the property’s reversion and are intended to represent the true cash value of the property at the end of the holding period.  Various inputs were necessary to calculate the discounted cash flow (DCF).

Walker researched the price at which electric capacity and energy sells in the MECS control, and calculated the unit cost a developer would have to receive to construct and operate.  The annual peak demand in the MECS would not be met without MCV’s 1,370 MW of capacity for 1997 and would only have a .073% reserve margin in 1996.  Walker determined that the lack of surplus generating capacity assures that the existing units are paid for their capacity.  He believes that the primary factor that drives MCV’s value is the reserve deficiency in the MECS area.
  

The 1996 energy cost is $29.23 MW.  The capacity is calculated by dividing $110,000 MW per year by 8,760 hours at 50% capacity to equal $25.11 MW.  The total energy and capacity income for 1996 is $54.34 MW.  The 1997 energy and capacity prices were inflated 1.71% for a total of $55.25 capacity and energy income.   In the MECS area, the amount paid to MCV by Consumers represents the largest purchase in the region.  Walker compared the capacity and energy charges for MCV with the market study of price of electricity in MECS.  R-611b, Appendix N.  Source materials relied upon were taken from FERC Form 1 or EIA Form 412.  Summary tables were derived from the itemized transaction tables.

Steam supply and revenue is equal to the estimated capacity charge, as is the electrical portion of the SEPA and SPA contracts.  The revenue and expenses is a pass through and therefore is not included in the income or expenses for MCV.

Walker relied on two nationally recognized models to develop the price trends of future electric prices applied to MCV.  The National Energy Modeling System (NEMS) and the Policy Office Electricity Modeling System (POEMS) were both developed for the U.S. Department of Energy (DOE).  Walker used the DOE/POEMS 1999 competitive rates model to determine the wholesale electric price forecast.  The result is Table 13, Wholesale Electric Price Forecast.  

Walker determined that supply and demand in the MECS control is within the ECAR region, which indicates that both regions are near equilibrium.  MECS has a peak demand of approximately 20,253 MW in 1997 and a supply of existing generating and importing capacity of 20,900 MW.  The near equilibrium between supply and demand in the MECS control area suggests that there are no adverse market conditions impairing the value of the MCV facility and that the subject is vital to the continued reliability of electric service in the MECS control area.

Fuel and operating expenses for MCV were based on historic figures: the market information on the cost of fuel and operating expenses developed from documents provided by the owners from 1992 to 1997.  Fixed and variable expenses were estimated.  Fixed expenses for 1997 are $55,420,000, and $57,152,000 for 1998 and increased for inflation for the future years.  Variable expenses include fuel, demineralized water, and replacement for reserves was estimated at $2.50 per MWH for both years.  

Fuel was estimated at $2.75 MMBtu for 1997 and $2.86 MMBtu in 1998, future increases were based upon estimates calculated in Appendix K.  The single largest expense to operate MCV is the cost of natural gas.  Walker estimated the cost of purchasing gas based on a market study and reflects slightly higher costs than MCV’s current cost per MMBtu, but is considered to represent market conditions.  

Walker used the weighted average cost of capital (WACC) for the discount rate. He used a band-of-investment technique to calculate the WACC and discount rate.  It required selection of an appropriate allocation of debt and equity to total capitalization.   The ratio is used to calculate the overall discount rate or WACC based on market conditions.
  The Value Line survey was selected to determine the capital structure of companies that are active in developing and purchasing electric generation as of the valuation dates.  The equity was 51.5%, and Walker rounded it to 50%.  The market-based rate of return on long-term debt associated with MCV was estimated by comparing the yields on 20-year corporate BAA private bonds.  An 8.5% cost of debt was used to calculate the WACC for MCV.

Respondent also used the Capital Asset Pricing Model and selected a beta of ten companies that were diversified investments.  Most were holding companies that are indirectly subject to rate-regulated assets, including transmission and distribution lines.  Equity was estimated at 13%.   The WACC was calculated as follows:

	
	Capital
	Debt Ratio
	WACC

	Debt Component
	50%
	8.5%
	4.25%

	Equity Component
	50%
	13%
	6.5%

	Overall Rate
	
	
	10.75%


Walker rounded the overall rate to 10.8%.

The Discounted Cash Flow (DCF) analysis calculates the present worth of cash flow available to satisfy the debt and equity investment in MCV.  The cash flows were calculated for ten years to a present value.  Year eleven is then capitalized using a direct capitalization technique.  This is often referred to as the reversion, and represents the remaining value in MCV.  This is discounted to a present value and added to the cash flows for the first ten years.  The present worth of both cash flows is the estimated value of MCV.  Walker and Sansoucy added an additional 15% for “expansion potential” and spare parts.  The Facility has some redundancy built in and they believe that a potential purchaser would pay a premium for the potential to expand.  The conclusions from the income approach are $1,206,700,000 as of December 31, 1996 and $1,254,300,000 as of December 31, 1997.  This is the value that Walker and Sansoucy relied upon for the subject property.

Witness Arthur Schoenwald, Ph. D.

Dr. Schoenwald has a Ph.D. in Business Administration and specialized in the financial management of corporations, specifically within that category, the valuation of corporations, discount rates, and forecasting earnings.  While pursuing his higher education he focused on accounting.  His doctoral dissertation was “Current accounting practices in financial communication.”  He studied different companies in the same industry that had selected different accounting practices for the purposes of presenting financial information to investors.  He taught classes on how middle management bankers decided between issuing debt securities or equity securities when they had a need for capital.  

Schoenwald worked as a public advocate in utility ratemaking matters, in the area of cost of capital.  He was employed by the New Jersey Public Utilities Commission and was responsible for regulatory oversight of four electric companies in New Jersey.  His responsibilities included regulatory oversight of prudent operating expenses for fuel, maintenance, and what fair and reasonable rate of return the utilities were permitted to earn on the capital devoted to utility service.  He testified as a cost of capital witness, as well as determining the cost of equity capital, an appropriate capital structure for utility service, and the cost of debt that could be charged to customers of the Public Service Electric and Gas.  

Based on his skill, education, experience, knowledge, and training, Schoenwald was not qualified as an expert in appraising real and tangible property.
  The appraisal written for the Tribunal was an indication of his deficient background in valuing real and tangible personal property.  Schoenwald has no experience in valuing a stand-alone generation facility, or any individual freestanding property.  The valuations that Schoenwald has performed in the past were done for business valuation, allocation of interstate utility, and ratemaking purposes.  Schoenwald is not a real estate appraiser, has not taken appraisal classes, is not affiliated with any appraisal or assessor organization, has not taken classes in USPAP, and has not performed a cost approach.  The documents reviewed by Schoenwald for the appraisal include due diligence documents from a sale of a partial interest in MCV in 1996, management presentations, financial forecasts, Tax Tribunal decisions, Michigan Court of Appeals decisions, Michigan Supreme Court decisions, 10Ks from 1991 to 1997, and the annual report of Consumers Power.

Mr. Westrate questioned Schoenwald on the physical inspection of the property in determining how the appraisal was done.  TR, Vol. 136b, pp. 86, 88.  The following is an excerpt:

Q:
In the course of your assignment did you physically visit the subject MCV facility?  

A:
I did.

Q:
Do you feel you have a general knowledge of how the facility operates?

A:
Yes, sir.

Q:
Did your visit contribute significantly to your value conclusions in this case?

A:
No, sir.

Q:
Why not?

A:
Well, the value conclusions, as I have determined, are largely a function of the financial performance of the facility.  And there’s a very important conclusion of the Michigan Public Service Commission that I think has been overlooked for the past year, for all intents and purposes.  And to be specific, the MPSC said that the Midland facility is a new coal plant.  In other words, from a financial standpoint, the determination of avoided cost by the MPSC, in its own opinion established the Midland facility as the valuation equivalent of a coal plant.  And they said it in very simple, specific language, and recognize that’s what its impact of the federal law, as implemented by the MPSC, would have on the valuation of the property.  So the documents I’ve looked at examine that very issue, is what is the financial performance deriving from the unique rights and benefits granted to this class of property; namely a QF certified facility.

Schoenwald prepared two appraisals, one for each tax year in contention.  He has a cost approach, stock and debt market price valuation, income valuations for both pre and post tax, and partner economic valuation, both pre-tax and post-tax analysis.  Schoenwald testified, “I am valuing the real and personal property as influenced by the intangible value influences associated with MCV.”  TR, Vol. 138a, p. 23; R-939. 

Schoenwald estimated the cost for “tangible real and personal property” using the book amounts on MCV financial statements.  The original costs reflect the 1990 events related to subject property.  The cost approach is based on the premise that some measure of the investment in a company’s property, i.e., original cost, replacement cost, or reproduction cost, may be a useful starting point in determining its current market value.  Schoenwald recognized that the facility has a 45-year life based on documents reviewed. TR, Vol. 149a, p. 105.  

Schoenwald states that there is a disconnect between MCV and a “standard cost approach” as evidenced by the $366 million upward adjustment of the 1990 price based upon MPSC’s regulatory ruling on the amount of “avoided cost” that utility companies would be allowed to pass through to the ratepayers.  This adjustment is related to potential cash flow.  The earning power and cash flow appeared to Schoenwald to be the primary consideration for Source Midland’s purchase price for the 18.1% interest.

MCV’s 1996 10K indicates the following values: for property, plant and equipment $2,403,640,000; and pipeline $21,222,000, from which $535,590,000 (book depreciation) is deducted, leaving a value of $1,889,272,000.  Schoenwald testified that this is the floor value for subject property based upon MCV’s annual report to SEC.  

The stock and debt report is used in lieu of the traditional sales comparison approach due to lack of sales.  The market values of various financial interests in MCV were measured to determine its true cash value.  “The stock and debt market price method utilizes the balance sheet equation, stated in market terms, which requires that the market values of liabilities and equity equal the market value of assets.  It assumes that the value of taxable property may be determined by summing the market values of all outstanding debt and equity securities, plus the market values of other obligations, less a deduction for the market value of non-taxable property.”  R-939, p. 40.

The market value was determined using the 18.1% partnership interest that Source Midland needed to sell its interest in MCV, to keep the utility ownership below 50% (to maintain QF status).  The debt shown on MCV’s balance sheet is the present value of its future minimum principal and interest obligations, which represents lease payments to the owners of subject property.  Schoenwald used a market interest rate as of December 31, 1996 to determine a reasonable estimate of the market value of the long-term debt on that date.  Source Midland sold its 18.1% partnership interest to MCN Energy Group, Inc., on April 29, 1997, for $54,750,000.  Schoenwald could not find a sale price indicated in any of MCV’s documents.  The information was obtained from MCN Energy Group’s (the purchaser) financial statement.  Schoenwald is of the opinion that the earning power and cash flow was the primary consideration for Source Midland’s purchase price.  

Schoenwald determined that the 18.1% interest multiplied by the $199,000,000 partner’s equity (R-939, p. 42) results in an estimated book value of $36,000,000.  The sale of the $36,000,000 book value interest for $54,000,000 suggests a market to book ratio in excess of 1:50.  To avoid an “upward distortion,” Schoenwald examined the first quarter income for 1997 and added that to the book value for the 18% interest and brought the ratio down to 1:40.  Schoenwald determined that a reasonable measure of the market to book relationship in the transaction was 1:40.  The 1:40 ratio converted the $199,000,000 to an equivalent market value of $279,000,000 for the stock and debt value.  

The Stock and Debt “market” technique is based on the lease’s book value. Schoenwald determined the amount of payments each year through the end of the lease and then discounted the payments to a present value to indicate the present value of the lease payments.  The next step was to value the partners’ equity, based upon the sale of the 18.1% interest and extrapolated to 100% equity.  The current book value of the liabilities was added.  The owner’s reversion was discounted to a present value.  The Owner is also entitled to fair market value of the property at the end of the lease, and an amount that represents that value is added to the total. The totals represent the gross market value or “going concern” value, which is the total business value of the enterprise.  The total business value includes intangible property.  Schoenwald deducted the intangible property identified as restricted cash investments, cash and various funds, materials and supplies.  The Stock and Debt Technique resulted in a value of $2,331,470,000.

Schoenwald states, “For the income-producing property, such as that being valued here, an income approach utilizing the discounted cash flow or yield method provides the most reliable indicator of value.  This follows because the approach is based on fundamental economic theory, i.e., that the income which a property is expected to yield, when employed in the highest and best use to which it may legally be put, determines value.”  R-939, p. 2.  Schoenwald performed both a pretax and post-tax income approach.  

In the income approach, Schoenwald used net revenue projections from 1997 to 2015, deducted operating expenses for a net cash flow, and used 10.80% to determine the present value factors.  10.80% is considered the pretax discount rate.  The revenue forecasted includes the PPA’s capacity and energy component; and miscellaneous income includes Dow, interest income SEPA, and miscellaneous revenue.  Operating expenses are from MCV’s forecast in the “Financial Forecast Cash Flow Detail” analysis.  The present value amount equals net cash flow multiplied by the related present value factor.  The present value amounts from 1997 to 2015 are summed. The terminal value at the end of 2015 represents the present value of the expected net cash flows from 2016 through 2034.  The net cash flow for 2016 through 2034 is derived from an extrapolation of the trend in 2010 through 2015 period forecast by MCV, again in the “Financial Forecast, Cash Flow Detail” analysis, based on the MCV financial model shown in the diligence documents.  The result of the pretax cash flow analysis is a value of $2,103,490,000.

The after-tax analysis was determined using the same method as the pretax analysis. The difference is that the income tax was calculated as revenue (net) less operating expenses less depreciation, multiplied by 35% federal income tax rate.  An 8% discount rate was used to determine the present value factors. The after-tax cash flow indicates a true cash value of $1,972,170,000 as of December 31, 1996.  

The after-tax income approach took the book depreciation as reflected in the partnership projections because it would be lower than the use of the MACR tables.    The deduction of depreciation is considered a tax benefit because the tax rate multiplied by the amount of depreciation equals cash savings.  

The pretax discount rate assumes 70% long-term debt; the cost of capital is 9% for a WACC of 6.3%, and 30% common equity, cost of capital is 15%, the WACC is 4.5%, for a discount rate before tax of 10.8%.  The after-tax discount rate uses the same 70% debt and 30% equity, however, the cost of capital for debt is 5.85% and the equity capital is 13%.  

The other income approach is based on an analytical method that Schoenwald states is commonly used by MCV in its financial model.  It focuses on cash distributed to equity partners.  This data is based on due diligence documents from MCV.  The expected cash distributions are pretax payments by the partners.  The cash distributions are discounted to present value in determining the partners’ equity value.  The market value of long-term debt and the owner participants’ reversion are added to represent all of the interests in MCV.  As of December 31, 1996, the value is $2,538,200,000.  Using the same methodology on an after-tax basis yields a value of $2,510,600,000 as of December 31, 1997. 

Schoenwald states that State regulatory authorities have the power to determine the amount that can be charged as avoided cost and exercise regulatory control over QF customers; they also have some regulatory control, although indirect, of the QF.  This indirect regulatory control is obvious in the case of MCV where the decision by the MPSC to limit the capacity charge under the PPA to an average of 3.77 cents per KWH for 171/2 years had a direct impact on the value of the facility.  Schoenwald believes if the MPSC had allowed 4.15 cents per KWH capacity charge, the value of MCV would have immediately increased by $366 million.

One of the legislative changes since the facility was constructed is the Energy Policy Act of 1992 (EPACT).  EPACT made it easier for nonutility generators to enter in the wholesale market for electricity by exempting them from ownership constraints imposed by the Public Utility Holding Company Act of 1935 (PUCHA).  EPACT created a new category of power producers called exempt wholesale generators (EWGs).  EWGs do not have to meet PURPA’s cogeneration limitations, and utility companies are not required to purchase power from EWGs.  The subject property could operate as an EWG.  Schoenwald did not consider an alternative use for the subject property.  Schoenwald testified that the property is valued at its highest and best use as a going concern.  The going concern is valued, and then the business enterprise value is extracted.

Schoenwald relied on P-24: MPSC’s Final Opinion and Order in Case U-10685, 10754, and 10787.  The document was important in his analysis because the Order was dated November 14, 1996, and the Commission had a detailed analysis of the relevance of certain prices, such as short-term prices, spot prices, and whether long-term prices are more appropriate for particular types of power supply.  The decision also recognizes the importance of the MCV supply to Consumers Power.  The Commission trades off the price and supply to balance responsibility.    

Schoenwald testified, “The Commission was setting a price based on a settlement, and its valuation of the reasonable price either reinforced my conclusions with respect to the due diligence documents or the Commission’s insights did not do that.  I believe that the long-term contract, based on QF status, was supported by this Commission’s decision on November 14, 1996.”  TR, Vol. 147a, p. 40.  

Schoenwald testified that he agrees that the Midland facility physical assets and the PPA have more value than just the MCV facility separately.  TR, Vol 148b, p 47.   The PPA is inherent in the assets of MCV.  

When questioned by Mr. Shapiro, Schoenwald testified: 

Q:
Would you agree, sir, that if the value of a property changes based upon who owns the property, that difference in value is not a recognizable pecuniary value inherent in itself, which is not enhanced or diminished, according to the person who owns or uses it.  

A:
I can, if I can translate the terms and hope that I’m posing the same question.  If there’s an investment value to one particular party, as opposed to the typical party, as opposed to the typical purchase, that extra value is not part of the property value. 

Q:
So property value does not include value that is attributable to the person who owns or uses it correct?

A:
Based solely upon that criterion, the value of the property does not reflect the individual ownership.

Q:
So the market value of property owned by A would be the same value if the property were owned by B; is that correct?

A:
Yes, sir.

Q:
If Consumers or CMS Energy acquired an additional 10 percent interest in the MCV Limited Partnership, would that change the value of what you valued?

A:
It would.

Q:
So the value of what you valued is affected by who owns it; correct sir?

A:
It’s affected by its highest and best use, and we’ve used the term “destroyed value” to reflect exactly the situation that you just described.  So it would be it would be foolish for anyone to postulate the market value on that premise.    TR, Vol. 149b, pp. 58, 59.  

Schoenwald answered yes when asked if what he valued is affected by who owns it. 

Schoenwald’s reconciliation states in part, “It is equally obvious that the PPA continues to exist with or without the Federal formula so that the contract per se, is of no concern.  The value is inherent in the Federal ‘avoided cost’ pricing which is attributable solely to the MCV facility.”  R-941, pp. 4, 5.

Schoenwald was not able to answer how his concept that net book value for accounting purposes, established for property by an entity that is not subject to rate regulation, is a valid indication of true cash value or market value of a property for which the net book value relates.  He could not find the source in The Appraisal of Real Estate, 12th edition, or The National Association of Tax Administrators pamphlet on centrally assessed properties.  

Jane Bailey is an employee of MCV who prepared the economic analysis of the 11NM upgrades.  Schoenwald relied upon a worksheet by Bailey for the capital structure that she used for an incremental project to determine the debt/equity ratio.  When asked if there was a difference between incremental project financing and total financing of a business, he replied that there may or may not be a difference.  TR, Vol. 149b, p. 114.  He stated that the overall capital structure of the company is used, unless a project considered for purchase is uniquely different in terms of risk.  When looking at various capital structures, MCV’s was included, as well as the capital structures for CMS Energy and Consumers.  On December 31, 1996 MCV had a capital structure of 91% debt and 9% equity.  Schoenwald thought that was inappropriate for his calculations.  He calculated other capital structures and determined that 76% was a reasonable target for his analysis.

On day 150 of the hearing, in reference to the cost approach, Petitioner questioned Schoenwald on the beginning cost figure from a source that cannot be identified without explanation.  Schoenwald testified that SFAS 98 sets the conditions under a sale and leaseback at which that cost is reflected.  “I don’t believe that any appraisal text that discusses the treatment of regulated rate base utilities talks in terms of the first cost at which a property is dedicated to the public in contrast to an acquired cost for that same property.”  TR, Vol. 150, p. 13.  Schoenwald’s starting point for the cost approach was the $2,424,862,000 total investment (sale-leaseback transaction), the cost to the owner.  “The property represents two parts, the property owned by the owner trusts, and property owned by MCV, Limited Partnership.”  TR, Vol. 150, p.15.  Schoenwald does not know how much was attributable to each party.  He believes that the owner trusts paid $2,323,500,000 for the property and based on the change in gross investment, an additional $172,000,000 is reflected by the appraisal.  Petitioner questioned if the two were added together, they do not reflect the $2,424,000,000, but something more.  Schoenwald testified that the difference is retired property, or accumulated depreciation.  The accumulated depreciation is established when the accounting practice distributes the lease payment between depreciation and interest expenses. This is the depreciation amount as divided from the lease payment that MCV makes.  It represents the owners’ depreciation under accounting practices as implemented by MCV, Limited Partnership.  He used the owner trusts acquisition cost as shown on their 10K.

It was irrelevant to Schoenwald whether or not the capital costs for constructing new plants had decreased from 1990 to 1996.  When questioned about a statement on page 39 of his appraisal indicating that “capital costs have decreased since 1990,”   Schoenwald testified, “Those are not construction costs.  Those are interest rates, costs of equity, costs of debt, and the like.  That has nothing to do with construction costs, which I understood to be your previous question.”  TR, Vol. 150, p. 45.  

Schoenwald did not disagree with the following statements, which are excerpts from a petition filed by Attorney Jablon:

The price MCV would pay CPC for those abandoned nuclear facilities was far higher than the cost for comparable gas-fired cogeneration plant facilities, according to evidence tendered to FERC by MMCV and the State of Michigan, which was not disputed by FERC.

An entire comparable cogeneration facility could have been constructed from scratch for approximately $800,000,000.  

Jablon claims on page 23 that the FERC brushed aside MPC findings that CPC had exercised control over MCV and engaged in self-healing of MCV, which findings were subsequently upheld by the Michigan Court of Appeals.

Page 3, the essence of the transaction, which are described in more detail below, is that CPC, Michigan’s largest utility, acting through affiliates and pursuant to very complicated transactions, sold a worthless or nearly worthless plant to MCV, in exchange for 1.2 to 1.45 billion in MCV notes.


R-410.

Witness James Rajewski

Rajewski was Vice-President and Controller of MCV at the time he signed the 1998, 1999 and 2000 Personal Property Statements.  He testified that MCV kept its financial records in accordance with generally accepted accounting principals.  Rajewski did not use the fixed asset ledger reports.  

Rajewski testified that MCV discussed the Monoblock rotor and determined that it was a replacement to repair the cracked rotor and did not report it on the personal property statement.

FINDINGS OF FACT AND CONCLUSIONS OF LAW
Petitioner’s Post Hearing Brief

Petitioner states that the case involves (i) the lawful valuation (true cash value, i.e. usual selling price) and assessment of certain real and tangible personal property located within the City of Midland as of December 31, 1996 and December 31, 1997, (ii) the lawful taxable value for tax years 1997 through 2000, (iii) the relevant average level of assessment for tax years 1997 and 1998, and (iv) the legal issue is whether, as an intangible asset, the PPA  (and other Midland contracts) is (are) subject to, or excluded from, taxation under the General Property Tax Act.

Petitioner cites TR, Vol. 1a, p. 18, which states:

Respondents introduced the legal issue of whether Midland Cogeneration Venture’s power purchase agreement with its above market price for electricity is an intangible asset and whether as an intangible asset the value of the Midland Cogen power purchase agreement is subject to or excluded from the general ad valorem property tax. 

Petitioner contends that related to the case is the issue of whether forecasted revenues in the income approach should be based on current contemporary market rates expected as of the valuation dates or if the above-market rates for electricity provided for under the PPA used by Schoenwald are the proper revenues.  

Respondent’s Post Hearing Brief 

Respondent states that the case involves the tax appeal for certain real and tangible personal property assessed to MCV and Consumers, located in the City of Midland.  “Critical to the Tribunal’s determination in this case is the issue of whether the actual revenues to which the owners and operators of the Facility are entitled under the existing lease, the PPA, the SEPA, and the SPA, should be considered in valuing those assets for ad valorem tax purposes.”  Respondent’s Post Trial Brief, p. 40.  

Respondent believes that Petitioner’s appraisal values something, but not the subject property.  

Respondent states that in accordance with Michigan law, it has submitted multiple appraisals.  The primary appraisal is authored by Dr. Arthur A. Schoenwald, and values the Facility, excluding the real property, by considering all of the interests, benefits and rights inherent in its ownership.  R-939; R-940.  Respondent’s secondary appraisal, authored by Glenn Walker and George Sansoucy, P.E. (“W/S”), does not consider all of the interests, benefits and rights inherent in ownership of the facility.  R-611a, p. 2.  The appraisal assumes the facility will operate as a merchant plant without the benefits provided by Federal law and the state regulatory action.  

The Tribunal finds that, contrary to Respondent’s contention, multiple appraisals are not required by Michigan Law.  The Tribunal was reluctant to accept the secondary appraisal submitted by Respondent.

In its post trial brief, Respondent states the facility was constructed, financed, and has continually operated as a QF under PURPA. QFs are a separate class of property, specially constructed and operated to meet PURPA requirements.  P-38, pp. 4, 6.  Respondent states that as a QF, the facility is entitled to sell capacity and energy to public utilities, e.g., Consumers, at the public utility’s “avoided cost.”  16 USC §824a-3(f), Section 210d.  Petitioner entered into several key agreements that enabled it to obtain financing for the acquisition and construction of the facility.  Those agreements are the PPA between MCV and Consumers and the Steam and Electric Power Agreement (“SEPA”) between MCV and Dow Chemical.  The PPA supplys Consumers with up to 1,240 MW of electric capacity and energy at Consumers’ avoided cost as mandated by PURPA.  The original PPA was entered into in 1987 and amended on May 25, 1989.  Respondent states that the PPA is the embodiment of the avoided cost formula to which the facility is entitled under Federal Law.  Respondent cites Petitioner’s 1996 10K, “Approximately 90% of MCV’s revenues come from sales pursuant to the PPA.”  R-6, p. 3.  Petitioner’s SEPA
 was originally entered into January 1987 and amended April 15, 1996.  Petitioner also entered into a Steam Purchase Agreement with Dow Corning Corporation on November 15, 1995 for the purchase of steam.  Respondent believes the contractual agreements are directly tied to the facility, and as such are integrally intertwined with it.  

Respondent argues that because the PPA is directly tied to the Facility and integrally intertwined with it, the PPA has no value without the facility and the right to operate the facility.  Respondent’s argument is based upon Schoenwald’s testimony, “Given the fact that the PPA is tied directly to the Midland facility, in my opinion, it has no value separate and apart from that facility.”  TR, Vol. 144a, p. 11.  Respondent further argues the SEPA, gas supply, transportation and storage agreements are essential to the operation of the facility as a QF.  The facility would not have been constructed without QF status and its entitlement to the avoided cost formula.  “Due to its desperate financial situation in 1984 and 1985, Consumers Power Company needed extraordinary retail rate relief from the MPSC to avoid bankruptcy.  One condition attached to the grant of such relief (“Condition 5”) was Consumers Power Company’s agreement not to spend any money to restart construction at the Midland site.  (In re Consumers Power Company, 66 PUR4th 1, 25 (March 1985) and 68 PUR4th 42, 51, 52 (July 1985)).  Prior approval of the MPSC was necessary before expenditures of any funds to restart construction could take place.

Witness Schoenwald

Respondent’s main valuation witness, Schoenwald, presented a business valuation that relied on the revenue from the PPA (and other contracts) and included the value of the PPA in its value conclusions (TR, Vol. 149a, p. 119).  However, Consumers’ (Joos) testimony confirmed that if a buyer of the subject real and tangible personal property could obtain QF certification, anticipating income based on the current PPA would not be reasonable. Petitioner’s Post Hearing Brief, p. 15.  

Schoenwald’s cost approach, while a novel concept, cannot be found in any learned treatise.  It simply is the 1990 sale-leaseback with the pipeline included and the book depreciation deducted from 1996 10K.  Schoenwald’s cost approach uses recognized cost manuals to replace or reproduce a property.  Depreciation is deducted and land value is then added.  By using the book depreciation, Schoenwald has not derived the depreciation from the market.  

The term depreciation is used in both accounting and appraisal so it is important to distinguish between the two usages.  Book depreciation is an accounting term that refers to the amount of capital recapture written off for an asset on the owner’s books. The term is typically used in income tax calculations to identify the amount allowed as accruals for the retirement or replacement of an asset under the federal tax laws.  Book depreciation may also be estimated using a depreciation schedule set by the Internal Revenue Service.  Book depreciation is not market-derived, but depreciation estimates developed by appraisers are.  The two concepts are distinct and should not be confused.    The Appraisal of Real Estate, 12th Edition, p. 365.  Emphasis added.

Schoenwald has failed to convince the Tribunal that this new cost method fairly values the real and tangible personal property of the Facility.

Schoenwald’s stock and debt report that was used for his market approach values the various financial interests in the Facility.  This approach summed the market values of all the outstanding debt and equity securities, added the market values of other (financial) obligations, and deducted the non-taxable property.  This approach is based on MCV’s lease with the Owner Trusts for book value.  Again, this novel approach fails to consider the real and tangible personal property of subject property.  This unit approach is found to be of value when determining the value of utilities such as interstate railroads, which are assessed by the state and allocated to each state.  The stock and debt approach substitutes for the market approach.  Due to the infrequency of sales of generating facilities, the fractional ownership interests are thought to produce some indication of value.  

Respondent did not prove its argument that the whole is equal to the sum of its parts.  The fractional interest that Schoenwald used to determine value was a minor fractional interest.  Source Midland sold its 18.1% interest to MCV Energy Group for $54,750,000. Schoenwald states that this represents a 1:40 x ratio to book value of the partners’ equity and determines that the market value of the partner’s equity is $279,278,000, and then adds the present value of the reversion for an end result of –voila! –$2.3 billion, the original 1990 sale-leaseback price.  The Tribunal finds this approach and the method inappropriate for subject property, and it is not independent of a predetermined value on Schoenwald’s part.

Schoenwald performed an income approach using both pre- and post-income tax cash flows.  The amounts that were forecast came from a document provided to PanEnergy Corporation on April 7, 1997.  R-530.  Schoenwald adjusted the revenue by deducting “interest on revenue account” to exclude the non-operating income.  However, the net cash flow included book depreciation, which is a flaw that is fatal to the income approaches.  Miraculously, the valuation is $2.1 billion dollars.  The after-tax income approach does not fare any better; Schoenwald testified that the value is dependent upon the owner.  This is clearly a going concern value, because the income tax position assumes a purchaser would have other depreciable assets.

Schoenwald’s last approach is the “partner economics approach,” which considers the value of each partner’s equity interest.  The market value of long-term debt and the owner participant’s reversion are added to represent all of the interest in MCV.  The financial model came from MCV, with the specifics from “Partner Economics,” prepared for Source Midland in what has been termed “due diligence” documents.  The cash flow returns used are those that would be received by equity partners in MCV.  Total cash equity distributed to the equity partners is excess cash available and unadjusted for reimbursement to the equity partners (not adjusted for their income, tax payments, or credits).  The cash payments are discounted 15%.  Schoenwald states that in their presentations, MCV management utilized 15% as a before-tax equity rate of return and it was consistent with financial market data in Schoenwald’s schedules.  Schoenwald compares the present value of the cash flows to the partners and believes them to be low based on his analysis of the 18% sale of a partnership interest.  The value of the long-term debt of $2,198,100,000 is added to the value of the equity interest, then the reversion of the owner participants is added to the end of the lease in 2015.  The total value of the before-tax partner economics approach is $2.5 billion.  Again, it is simply amazing how, regardless of property valued, or if the owner or operator’s business is valued, the value of the property is close to the sale/leaseback price, six years later.  This approach is entirely dependent upon the owners, their income tax position, the ownership of the Facility, and the continuation of all of the existing contracts in place. The Tribunal finds that the business value of the Owner’s Trust is not the proper value.  At issue is the value of the real and tangible personal property, not the value of the Owner’s Trust, or the value of the MCV Limited Partnership.

After allocating the values for property not located within the City of Midland, and exempt property, Schoenwald’s end result is $2,099,800,000 as of December 31, 1996 and $2,002,380,000 as of December 31, 1997.  

 The Appraisal of Real Estate, 12th ed, p. 476, states:

Investment value:  The specific value of an investment to a particular investor or class of investors based on individual investment requirements; distinguished from market value, which is impersonal and detached.  

Market value is objective, impersonal, and detached; investment value is based on subjective, personal parameters.  To develop an opinion of market value with the income capitalization approach, the appraiser must be certain that all the data and forecasts used are market oriented and reflect the motivations of a typical investor who would be willing to purchase the property at the time of the appraisal.  A particular investor may be willing to pay a price different from market value, if necessary, to acquire a property that satisfies other investment objectives unique to that investor.  

The Tribunal finds the above passage applicable to both Schoenwald’s income and market approach.  Schoenwald valued the property as an investment to a particular investor.  The QF status is not a purchasable commodity.  The designation is dependent upon the owner and the rest of the qualifications set up by FERC under PURPA.

Schoenwald failed to use any current market data for the income approaches, but relied upon income produced by the property under the 1986 long-term PPA, a contract that has no escalation clauses and has above market rates.  The PPA and other contracts were not discounted to the market value or below market value when sold.  Witnesses from both parties testified as to the sales, buy-downs and buyouts of the PPA.  Schoenwald failed to recognize and adjust for this fact in any of his approaches.

The Tribunal finds that Schoenwald’s valuations are unsupported, incorrect, and constitute an error of law by using a value in use as a basis for his valuation.  Schoenwald’s use of the historical cost based on the sale-leaseback agreement and accounting depreciation is unfounded in any appraisal text.  It cannot be supported by facts surrounding the 14-month hearing and is not a valid indicator of value.  Accounting depreciation was used in his income approaches; the property tax projections were based upon MCV’s historical projections, not a buyer’s expected property taxes; the Partner Economics Valuations contained intangible assets relating to cash accounts.  The appraisal by Schoenwald never identifies the entity that is appraised, or what “tangible” real and personal property was valued.  Schoenwald relied upon MCV’s 1990 sale-leaseback transaction, reversion, and varied the technique for the approaches.  

In the subsequent year case, Midland Cogeneration Venture v City of Midland, Docket No. 285298, p. 3, the Tribunal defined a sale-leaseback agreement:

A sale-leaseback agreement is defined in Real Estate Taxation.  A Practitioner’s Guide, Second Edition, 1998:  “Leasing transactions serve as a substitute for traditional financing.  In a typical sale-leaseback, the owner of the property sells the property to an investor and immediately leases the property back.”  The lease assures the investor a return over and above the cost to it of financing.  It is a financing transaction, not a sale.

The sale-leaseback transaction at issue was a financing transaction and, as such, may not be a reliable indicator of the property’s true cash value for the 1991 tax year.

The payments from MCV to the Owner Trusts are not market rent and, pursuant to testimony from Shulman, are not predicated on market rent, but are based upon the amount MCV projected in 1990 that it could afford to pay based on its BUSINESS OPERATIONS or PPA.  The PPA constituted 90% of MCV’s expected revenues, an indication that the sale-leaseback transaction involves tangible real property and some intangible property.  MCV’s interests in all of the contracts except the SPA were assigned to the Owner Trusts, which in turn sub-assigned the contracts to MCV and granted a security interest in the contracts to the Trustees. 

Schoenwald’s appraisal never identified the entity that was valued.  In fact, it was during testimony that the Tribunal was made aware that the appraisal did not include land or tangible personal property.  Whatever was valued was never made clear.  Schoenwald attempted to testify that his report was self-contained and a typical purchaser of the property would use the report.  However, the report needed great assistance through exhibits to attempt to explain the new methodology.  The Tribunal finds the appraisal(s) less than coherent and attaches no credibility to this witness and his reports.  The value is entirely dependent upon the owner of the Facility.  Schoenwald valued the Facility as a going concern without the business enterprise value extracted.  The value of the property was not influenced by the cost of capital assets (for constructing a new plant) either increasing or decreasing.  It was clear to this Tribunal that Schoenwald was not well versed in appraising real and tangible personal property.  The Tribunal is unclear if he was appraising the value of the PPA, or the Owner Trusts based on financial information, MCV, or some other unknown entity.  

The Tribunal, having the ability to observe the demeanor of this witness, finds that this witness was non-responsive and evasive to questions posed by opposing counsel and the Tribunal. Schoenwald was not able to answer the questions about the physical facility and was not concerned with the manner in which the Facility operated.  He was concerned with the financial statements and valued the property based upon how the management operated on paper. The Tribunal finds no value in the Schoenwald appraisal.  

Witness Makovich

Makovich estimated the market cost of capacity and energy for the years at issue and into the future.  Goodman relied upon the estimate in his appraisal, and Shulman’s economic cash flow forecasting for MCV included CERA’s projections for electricity and gas prices.

Witness Fineberg

Fineberg valued the typical personal property by inventorying the property located at the facility.   Based on his observations, he assigned a depreciated value to the assets.  Different methods were used to determine cost new, including Orion blue book, available retail information, and information on the Internet.  Fineberg’s concluded value appears to have placed value on assets that were not completely identified.  It was not in Fineberg’s scope of assignment to allocate or cross-reference the value to the Facility’s fixed asset listing.

Witness Shulman

Shulman developed operating scenarios based on the optimal operating scenario, that produces the largest expected cash flow under market conditions.  Shulman used four operating scenarios that produced less net cash flows, and tested the conclusion.  S-4-96 is the scenario that produced the largest DCF.  S-4-96 is described as the facility as operating in a simple-cycle mode (no electric production from the steam turbine) but with steam generated by the HRSGs injected into the gas turbines and with no steam sales at anytime during the year.  

Witness Goodman

In his DCF, Goodman utilized the S-4-96 SC scenario.  As of December 31, 1996, MCV recognized that improvements to the facility could be made that would increase both its capacity and efficiency.  The majority of the expenditures were to modify the 11N gas turbines with a lesser modification for the steam system.  The cash flow developed for each of the scenarios assumes that the improvements were made January 1, 1997.  The capital cost to make the improvements was included as a deduction to cash flow.  The capital cost of S-4-96 was $46,800,000.  The cost for the other scenarios was $52,900,000.  Based upon the S-4-96 scenario, Goodman concluded that the true cash value of subject property as of December 31, 1996 is $277,000,000 and as of December 31, 1997, is $444,000,000.

Respondent has made great note of the fact that Goodman did two cogeneration appraisals for tax appeals in the same time frame; one for California (Watson) and one for the subject Facility in Michigan.  The Watson appraisal included the “royalty method” of determining the value of the tangible assets as enhanced by the existence of intangibles.  This is explained in R-1118, p. 0674:

To estimate the value of the tangible assets as enhanced by the existence of the intangibles is to assume party (a) owns the tangible assets and another party (b) owns the PPA.  Party B desires to utilize the tangible assets owned by A in a business, wherein B will produce and sell electricity under terms specified in the PPA.  B desires to compensate A for use of the tangible assets over the remaining life of the PPA by paying a royalty or a percent of electric revenues to A.  Such an analysis imputes to the Subject Property a percentage of the income from the business enterprise corresponding to the value of the Subject Property to its owner when leased for use as a cogeneration facility to an entity that possesses a favorable PPA, such as the S0-2 contract owned by Watson.

The California State Board of Equalization has an Assessors’ Handbook, Section 502 published in 1998, which is Respondent’s Exhibit 1117.  Page 180 gives the formula for converting a discount rate from after to before tax.  “According to Rule 8, the income stream to be capitalized must be before deductions for accounting depreciation, interest, income taxes (both corporate and personal income taxes), and property taxes.” The Tribunal requested that the parties submit a pretax analysis.  Goodman prepared the pretax analysis, which had a substantial difference from the after-tax analysis.  Goodman testified that the development of discounted cash flows on a pretax basis is unreliable, based on the financial types set forth in Principles of Corporate Finance, 4th ed, Richard A. Brealey & Stewart C. Myers (R-1111).  To consider tax shields such as depreciation benefits the “royalty approach” was used in Watson.  

Goodman testified that the weighted average cost of capital that he developed on a pretax basis in Watson was also the same method he used in MCV.  Testimony from Goodman indicates that California is the only handbook that indicates a method of converting an after-tax rate to a pretax rate.  This is not a method recognized by the appraisers, but was developed exclusively for California.  California also developed the “royalty method.”  These techniques have not been recognized by Michigan, or any appraisal authority, as appropriate or correct, and the instances in which they properly should be considered have not been identified.  

The DCF approach is based upon the premise that the value of a business enterprise is equal to the net present value of its projected free cash flows.  “Free cash flow” is defined as the amount of cash available to a company after all of its operating expenses and investment needs, such as capital expenditures and incremental working capital, have been met.  This approach can be applied on a debt-free basis (as if the company did not have any debt) to determine the fair market value of invested capital (equity and long term debt).  There are three components or steps used in the implementation of a DCF approach:

1.
Preparation of a projection of free cash flow for a representative period;

2.
Determination of the terminal value or selling price of the company at the end of the holding period;

3.
Calculation and summation of the net present values of items 1 and 2, based on a market-derived discount rate giving consideration to the risk associated with the subject investment.

The capitalization of earning approach involves the determination of the 

Normalized recurring earnings power of the corporation.  A required rate of return is obtained by reviewing the rates of return of alternative investments giving due consideration to the risk associated with investment in the subject company.  Dividing the normalized earnings by the selected rate of return results in an indicated value.   Financial Valuation: Businesses and Business Interests (1990 Research Institute of America, Inc.), p. 16.6[4].

The comparison of business valuations and real estate valuations found in Valuing a Business, 3rd ed, pp. 42-43, is on point.  Of particular interest are the comparisons of pretax income streams from direct investments in real estate that “tend to be capitalized at lower rates of return than comparably defined pretax income streams from investments in business securities.”  A summary of income approach methods for ad valorem taxation purposes (p. 715) states:  

There are two fundamental valuation objectives that analysts should keep in mind when attempting to use the income approach for property tax valuation purposes:  

1.  They are valuing operating real estate and personal properties (either collectively or individually) and not marketable debt or equity security instruments.

2.  They are valuing the operating real estate and personal property in place on the assessment date only and not the present value of the prospective income to be generated by future properties not yet in existence as of the assessment date.

Yield capitalization is used to convert the future benefits into an indication of present value by applying an appropriate yield rate.  To select an appropriate yield rate for a market value appraisal, an appraiser analyzes market evidence of the yields anticipated by typical investors and/or supported by market sales data.  When investment value is sought, the yield rate used should reflect the individual investor’s requirements, which may differ from the requirements of typical investors in the market. The Appraisal of Real Estate, 12th ed, p. 549.  

 The Appraisal of Real Estate, 12th ed, states, “…when appropriate, debt-service and after-tax cash flow may also be forecast.” Id at 570. “In addition to developing an opinion of value or extracting a yield rate from comparable sales, discounted cash flow analysis techniques are often used to test performance of real estate investments at a desired rate of return.” Id at 574.

Under the heading investment analysis, the 12th Edition states, in pertinent part:

…net present value and internal rate of return are two discounted cash flow models widely used to measure investment performance and develop decision making criteria.  Net present value is the difference between present value of all positive cash flows and the present value of all negative cash flows or capital outlays.  …often used to determine if an investment is economically feasible. Id at 575.

The Appraisal of Real Estate, 11th ed, p. 455, states:

After-tax cash flow is the portion of pre-tax cash flow that remains after ordinary income tax on operations has been deducted.  The amount of ordinary income tax paid by the owner depends on the taxable income accruing from ownership of the property.  This is affected by the amount of interest and depreciation that can be deducted from net operating income in the calculation of taxable income.  

Fn 3  states, “After tax cash flow is usually employed as a measure of investment value.”

Petitioner presented an “after-tax” discounted cash flow analysis.  The Tribunal finds this an inappropriate method to determine fair market value, and relies on Financial Valuation: Businesses and Business Interests (1990 Research Institute of America, Inc.).  Although the book generally refers to business interests, it uses the same theory as applied to real estate.  It states, in pertinent part:

Value is a term that cannot be used in isolation.  The meaning of value can change, depending upon the context within which the term is used.  Lack of clarity concerning these concepts often leads to disagreements in specific valuations.  Id at [2.1]

Fair Market Value has been defined by the IRS and American Society of Appraisers (ASA) as “the amount at which property would change hands between a willing seller and a willing buyer when neither is acting under compulsion and when both have reasonable knowledge of the relevant facts.  Fair market is used synonymously with ‘market value.’  Accordingly, this concept is a value-in-exchange concept without regard to the specific current owner or specific buyers.  This definition of value produces a result that could be achieved if the property were sold in an arm’s-length transaction.” Id at 2.1.

Going-concern value is defined by ASA as: 

(i) The value of an enterprise or an interest therein as a going concern; and (ii) intangible elements of value in a business enterprise resulting from such factors as having a trained work force, an operational plant, and the necessary licensees, systems, and procedures in place.  Id at 2.1[3].

Goodman calculated the DCF for each scenario, but relied upon the S-4-96 scenario as the most appropriate for subject property.  The DCF process used for all of the scenarios is the same.  The revenue, expense, and capital expenditures are summarized.  Property taxes are estimated at 2.2% of the concluded DCF, inflation is estimated at 3% per year.  After 1998, taxable value declines are slightly higher than inflation. When property taxes are deducted, the net result is the pre-Single Business Tax (SBT) net cash flow.  A 2.3% rate is applied to the pre-SBT net cash flow, then the SBT is deducted from the pre-Federal Income Tax net cash flow.  Federal income tax is then calculated for a 34% bracket.  Tax depreciation is a function of the concluded DCF.  Tax depreciation percentages for each year are extracted from the IRS tables published for the Modified Accelerated Cost Recovery System (MACRS) for 20-year recovery class property.  The federal income taxes are deducted from the after-tax net cash flow; this net cash flow is discounted to present value as of December 31, 1996.  “While an income approach cannot be directly calculated solely for the subject tangible assets based on market rents, we will develop an income approach for a buyer of the Facility operating it as a merchant plant in an open and competitive wholesale power market.  This result will, no doubt, exceed the value of the subject tangible assets because it necessarily captures business enterprise value.”  P-38, p. 13.  

The DCF is based upon many assumptions for the forecasted price of wholesale electricity, capacity (supply and demand), the largest operating expense natural gas prices, heat rate based upon different scenarios, expenses for conversion from CC to SC, conversion to operate in either SC or CC, and upgrading the Facility (Monoblock rotor repair, 11NM upgrades, and the back-pressure steam turbine).  Many of the forecasts exceed twenty years.  It is unrealistic to expect any realm of reality when forecasting in excess of five to seven years.  The deregulation of the industry has not fully developed enough to allow a forecast of how this will influence the value of the energy and capacity.  Testimony was taken regarding the deregulation of transmission and distribution lines and the influence upon the industry. The data used is speculative and dependent upon the correctness of all of the parts that influenced the result of the DCF.  Subject property would not be considered a typical income-producing property such as an apartment, multi-office complex, or a shopping center.  This type of property is a special purpose and would not be conducive to an income approach.  The business produces an income, not the property. 

Petitioner did present the DCF for each of the four scenarios, including S-2-96, which the Tribunal finds to have some merit.  Goodman states, “No market extracted direct capitalization rate can be developed for the Facility as operating (including both real and tangible personal property) as opposed to investment (rental) real property.  This precludes the application of a first year pre-tax cash flow translated to a value indication by use of direct capitalization techniques for the operating property that is the subject of our appraisal.”  P-38a, p. 3.  

Before the Tribunal explains Goodman’s DCF in great detail, it is found that it has a fatal flaw affecting Petitioner’s final value conclusion.  Petitioner based the true cash value of subject property on the S-4-96 scenario.  The S-4-96 scenario operates the facility in simple-cycle mode; and B/V estimated a capital expenditure of $29,470,000 to permit the facility to operate in a simple cycle mode.  However, Crean testified that B/V has never performed that type of conversion.  In P-32a p 7, Shulman indicated, “Starting and stopping the steam turbine on a daily basis is technically infeasible.  At least four gas turbines must be kept in operation around the clock in order to provide a sufficient flow of steam to keep the steam turbine operating.”  The Tribunal rejects the use of the S-4-96 scenario, as it is not physically possible and its use as the basis for the income approach therefore violates the principle of Highest and Best Use. 

Highest and Best Use is defined in the Dictionary of Real Estate Appraisal, 4th ed, pp. 135, 136, as follows:

The reasonably probable and legal use of vacant land or an improved property, which is physically possible, appropriately supported, financially feasible, and that results in the highest value.  The four criteria the highest and best use must meet are legal permissibility, physically possible, financial feasibility, and maximum productivity.

Highest and best use of land or a site as though vacant:  Among all reasonable alternative uses, the use that yields the highest present land value, after payments are made for labor, capital, and coordination.  The use of a property based on the assumption that the parcel of land is vacant or can be made vacant by demolishing any improvements.

Highest and best use of property as improved:  The use that should be made of a property, as it exists.  An existing improvement should be renovated or retained as long as it continues to contribute to the total market value of the property, or until the return from a new improvement would more than offset the cost of demolishing the existing building and constructing a new one.

The Tribunal finds that Petitioner’s DCF is not an appropriate method to determine the value of the subject property because MCV simply could not be operated in a simple-cycle mode as of the valuation dates.  There is no proven technique to convert MCV in a simple-cycle mode of operation as of December 31, 1996 or December 31, 1997, because the technology necessary to modify the combined cycle plant did not exist.  The Tribunal further finds that the extension of the DCF to the years 2025 and 2007 beyond reasonable in what has been termed as a volatile market due to deregulation. 

The cost approach is accepted as better evidence of the value of the subject property.  MCV is considered a special-purpose property that would not be frequently exchanged in the market; therefore, a cost approach is appropriate.

The Tribunal, in its independent determination of the true cash value of the Facility, bases the final result on the Goodman and the S/W appraisals and, after careful consideration, discards Schoenwald’s report.

LAND

The first step in the valuation of the subject property is to determine the value of approximately 1,200 acres of land.  Both parties consulted local appraisers to determine the value of the land.  Petitioner’s appraiser Boring, an MAI, estimated $3,000 an acre for land, and included the buildings not directly connected to the production of energy.  The value for the cooling pond was not taken into consideration.  The land was valued as if vacant.  The subject was not valued subject to the long-term lease executed after January 1, 1984.  Boring used four sales of industrial properties, having from 31 to 156 acres, to determine an adjusted sale price of $3,000 per acre, regardless of industrial or agricultural use of the property, for a total value of $3,473,000.  Respondent’s appraiser Walsh is also a local appraiser.   The only approach utilized by Walsh is capitalization of the $600,000 ground lease at 6% to equate to a $10,000,000 value for land.  

Petitioner’s use of comparable land sales of parcels containing 156 acres or less to Petitioner’s 1,200 plus acres is not acceptable.    Respondent’s use of capitalizing the ground lease covers more than the property leased and did not consider if other appraisers included the cooling pond in the value.  Neither party presented good evidence of the land value, however, the Tribunal finds that the land value that should be assigned to the property is $10,000,000. 

COST

Witness Crean is an expert in estimating the replacement and reproduction cost of the facility.  EPC estimates are his job; he estimates the costs of constructing electric generating plants.  His estimates include the costs for gas combustion turbines.  

The Tribunal accepts his estimates as accurate.  Respondent’s witness Sancoucy confirmed the trend for the decline in prices for the EPC contracts. TR, Vol 121a, p. 23. ”Capital costs are not escalated for inflation due to the downward trend in construction costs associated with electric generating units.” R-611, Appendix I, p. 5.

The following are excerpts from Electric Utility Week, February 26, 1996:

Gas fired combined-cycle plants are now being built and installed at prices ranging from $350 to $500 per kW, down from as much as $800 to $900.

Manufacturers are improving turbine technologies and performance, and cutting back on profit margins, the EPC firms said.  Also, engineering companies are creating and standardizing packages to simplify plant design, developing automated databases with vendors and taking advantage of new information technologies such as computer-aided design and transmission satellites.  

EPC firms such as Black & Veatch have responded by cutting building schedules in half, which cuts interest costs on construction loans and allows plants to generate revenues sooner.

Gas-fired combined-cycle plants now have building schedules of 18 months.

Black & Veatch reports worldwide installed costs for gas-fired combined-cycle plants at $350 to $385 per kW, down 30% to 40% in the last four years.

Will Vanderzalm, director of operations at Fluor Daniel’s Power Generation Operating Company, Greenville, S.C., agrees that deregulation is driving a highly competitive and globally interconnected market.  

Vanderzalm said 1990 gas-fired combined-cycle plants were being built from $800 to $900 per kW.  Now, better plants with higher efficiencies are driving costs down to $400 to $500 per kW.  The turbine/boiler package is 50% to 60% of this cost, he said.

Tim Statte, president of Bechtel Power Resources Corp., Gaithersberg, MD, said he has personally spent a lot of time analyzing EPC costs.  Equipment can now be purchased for 25% to 33% less than it cost three to four years ago and at the same time efficiencies have improved.

Gas-fired combined-cycle plants are being installed for $400 per kW, down from $500 to $600 three years ago, he said.  


Electric Utility Week, February 26, 1996, R-110, pp. 16, 17.

The Tribunal accepts Crean’s estimate of $483 and $371 per kW as a reasonable market value, confirmed by the companies that construct electric generating facilities using gas-fired combined-cycle plants for the subject property as of December 31, 1996 and December 31, 1997.  

Goodman presented a reproduction cost new (“RCN”) based on the capacity and technology of the facility.  This serves as a proxy for the theoretical, but irrelevant, actual reproduction cost new.  The RCN is based on an exact replica of the facility.  B/V calculated the RCN for a 1,370MW combined cycle facility with twelve-11NM GCT.  B/V estimates a complete Engineering, Procurement, and Construction (EPC) contract that includes all engineered equipment costs, construction, startup, engineering, and EPC indirect costs.  Goodman adjusted the “overnight” costs for interest during construction (IDC).  The RCN construction was estimated to take 34 months.  The RCN was estimated at $661,524,074.  Goodman added IDC for 34 months for a total $779,263, and $29,470,000 for the conversion to simple-cycle mode for a concluded RCN of  $814,874,930.  

In calculating the RCN, Goodman determined a deduction for excess cost of construction to allow the operation in single cycle.  The Tribunal finds this be inapplicable.  B/V estimated the cost to move the 170-ton HRSGs as part of the obsolescence.  B/V stated that they were not aware that this type of conversion has never been performed in the industry.  The conversion is speculative and not applied.  The Tribunal finds the RCN is not an appropriate method for determining the value of subject property.  The technique used to convert subject property to a simple-cycle property is speculative.  The highest and best use of subject property as a simple-cycle property was dismissed in the DCF as fatally flawed. 

In a January 5, 2001 letter, B/V contends that they have not converted a property from combined cycle to simple cycle, and is uncertain whether the same heat rate and efficiency can be maintained.  Conflicting testimony from B/V and Shulman indicates that the subject property cannot be operated in a simple-cycle mode and deducts the “investment” to convert the subject property.  Petitioner did not deduct sufficient investment to accomplish the conversion; however, it is not a proven technique, and has not been accomplished to date.  Therefore, the Tribunal does not consider the conversion of the base load facility to simple-cycle (peaking plant) to be a correct method to determine the value of the subject property. 

MCV also requested the cost to modify the MCV facility (subject plant) to be able to operate in simple cycle without exhausting the gas from the combustion turbine through the HRSG.  If the gas were to exhaust through the HRSG and not have the steam produced transmitted to the steam turbine, the steam would have to be exhausted to the atmosphere.  The cost to accomplish the conversion by relocating the HRSG is $38,344,000 in December 1996 dollars.  Another approach was to relocate the pipe trestle with pipes to the north of the HRSG.  This approach is estimated to cost $38,493,000.  The reason for the similarity in cost is that the installation of the by-pass is the same in both approaches.  There has never been this type of conversion in the industry.  The approach is build the facility with the capability to operate either in simple cycle or combined cycle.  P-3, p. A-171. Emphasis added.

The Tribunal accepts Goodman’s use of B/V’s estimate of Replacement Cost (COR), $527,016,267, to construct a generating facility with the same productive capacity as the subject.  Adding $83,827,253 IDC and $23,100,000 in owner’s costs create a total COR of $633,943,520.  

Petitioner’s cost approach is modified to exclude the cost of excess construction.  The 9.7% deduction for physical depreciation is found to be an appropriate deduction.  The deduction for physical depreciation is $61,492,521.  Petitioner allocated the replacement cost new for the switchyard between Consumers and MCV and the Tribunal accepts the allocation of $7,490,000 to be included in the replacement cost.

Goodman considered excess operating costs that reflect that the cost of operating a plant with modern technology is less than the cost of operating the current facility.  A prudent buyer would have the excess operating costs throughout the life of subject property and would make an adjustment to the purchase price to account for the excess future costs that would not occur in a replacement facility.  Goodman states that the two general categories of excess operating costs are operating and maintenance costs and fuel costs.  As of the appraisal date, the present value of the differential in the cost of operating the subject as opposed to the replacement facility quantifies the functional obsolescence.  In the S-2-96 scenario, $194,590,000 is the present value of the excess operating costs to be deducted from COR.  The Tribunal finds that the excess operating costs are due to the facility’s superadequacy. The QF certification from FERC requires (along with other requirements) certain standards of maintenance and efficiency.  There may be additional costs to operate the current facility that a prudent buyer would incur, because the buyer may not choose to operate the facility in the same manner.  A prudent buyer would, in all likelihood, operate the facility as an EWG, thus the extra operating costs would not be incurred.

In the reproduction cost calculated for December 31, 1996, the subject property already contained some capital improvements and some of the functional obsolescence in Goodman’s reproduction costs were cured (the Tribunal did not use this approach).  Goodman stated that after the functional obsolescence was cured, the facility in the S-2-96 scenario was superior to the replacement facility.  P-38, p. 26. 

The Appraisal of Real Estate, 12th ed, p. 403, describes functional obsolescence as:

Functional obsolescence is caused by a flaw in the structure, materials, or design of the improvement when compared with the highest and best use and most cost-effective functionally adequate at the time of appraisal.  A building that was functionally adequate at the time of construction can become functionally inadequate or less appealing as design standards, mechanical systems, and construction materials change over time.

The Tribunal partially accepts Goodman’s curable functional obsolescence.   The replacement facility contains 6 modern GE 7 FA GTs; therefore, the upgrade of the 12 11NM’s is not considered an expense in the replacement cost new.  To do so would “double dip” or, in other words, include twice the cost of the “modern” GTGs that produce more energy with less cost because they are more fuel efficient.  However, the back-pressure steam turbine (Unit 15) was not included in the replacement and is a deduction in the COR of $6,000,000.
  R-534.

Goodman used the income indicator of value to determine if external obsolescence exists at the facility, and compared the income with the replacement cost less depreciation.  In The Appraisal of Real Estate, 11th ed, p. 393, external obsolescence is estimated by capitalizing the rent loss.  The “rent loss” is the difference between rent in a normal market and rent in an over-supplied market.  Goodman states that MCV’s “rent loss” is the inability to generate income from the sale of electricity that will support an investment in a new facility.  CERA states that as of the relevant appraisal date, the current and forecast market prices for electricity in Michigan did not support any new investment in generating plants.  Any need for additional capacity would be met by repowering existing facilities.  Goodman states that the fact that no new generating plants were constructed during the relevant tax years is further confirmation of the existence of external obsolescence in the Facility. P-38, p. 35.

The Appraisal of Real Estate, 11th ed, p. 392, states:

External obsolescence is a loss in value caused by factors outside a property.  It is often incurable.  External obsolescence can be either temporary, e.g. an oversupplied market, or permanent, e.g. proximity to an environmental disaster.  External factors frequently affect both the land and building components of a property’s value.  External obsolescence is usually market wide when its cause is economic, e.g. insufficient demand for a certain type or use or product the subject property was designed to provide, increased cost associated with governmental regulations (ADA requirements), changing technology, negative economic conditions such as high interest rates, unaffordable financing, or economic recessions.   

External obsolescence can be determined by estimating a loss in rent.  If the obsolescence is determined to continue indefinitely the external obsolescence can be calculated by direct capitalization.  If the obsolescence is for a short period of time a DCF can be calculated using the present value for the number of years the obsolescence is determined to continue, at the appropriate discount rate for the investment.
  

Goodman believes the most probable cause of external obsolescence is the expected market prices for capacity and energy, as well as the cost of fuel.  If the cost of producing a KWH of electricity by a modern plant is relatively high compared the to market price for selling a KWH of electricity, then according to Goodman, external obsolescence is indicated.  P-38a, p. 33, indicates that the external obsolescence including depreciation benefits is $332,510,800.   This is based on the income indicator for the S-4-96 scenario and includes excess operating costs (based on the difference between the Facility’s non-fuel operating costs and the replacement’s non-fuel operating costs), and calculating the present value of the difference in operating costs.  The same analysis for the S-2-96 scenario yields a difference of $4.95 MWh and $2.72 MWh; however, the difference in non-fuel operating costs is the difference between the current facility and the replacement facility using modern equipment.  Petitioner has already “cured” the difference by using the replacement cost new.

Petitioner’s second argument, that the fact that the costs of capacity and energy are not sufficient cause for new construction is proof of external obsolescence, is unfounded.  If the Tribunal accepted this as a basis for a reduction, then every business in the state that thought about new construction or expansion would be quashed because the business climate was not sufficient to warrant an additional investment.  

The actual income for energy and capacity (based on the PPA) received by the Facility is above market.  This is not a fact in dispute.  External obsolescence is a negative application in the case of the subject property. “If excess income is generated, than an economy is present and income is attributable either to the real estate or the business side of the property.  This can be attributed to a unique fluctuating market, entrepreneurial position, or the business side of the property.”  Williams, Categorizing External Obsolescence, The Appraisal Journal, April 1996.  The method to determine external obsolescence is found in The Appraisal of Real Estate, 12th ed, pp. 413,414.   

In considering external obsolescence the Tribunal determined that Petitioner’s discount rate is required to be converted to a capitalization rate.  Valuing A Business, 3rd ed, pp. 158, 159, states:

Discount rate:  A rate of return used to convert a monetary sum, payable or receivable in the future into a present value.

Capitalization rate:  Any divisor (usually expressed as a percentage) that is used to convert income into value.  Capitalization rate only converts a single year of income into present value.  

The difference between the discount and capitalization rate is the difference between the annually compounded percentage rate of growth, or decline in perpetuity, and the economic income variable being discounted or capitalized.  

Goodman uses a discount rate of 9.5% to discount the cash flow.  The discount rate that converts all of the expected future returns for a present value is converted very simply into a capitalization rate by looking at the expenses that Goodman increases constantly at 3% a year which is deducted from the 9.5% discount rate, for a 6.5% capitalization rate.  P-38a, p. 10. The third year of the DCF is used to determine the stabilized income of $474,314,640.  The $474,314,640 is multiplied by the 6.5% to determine the required income necessary to support the cost approach and estimate any external obsolescence.  The required annual income is $45,059,890 when the third year income of $9,980,000 is divided by the discount rate of 9.5% to estimate the present worth of the income stream.  A result of  $105,052,631 is obtained. The return to the shareholders’ position indicates that excess income is generated.  The Tribunal finds that no deduction for external obsolescence is necessary.           

The remaining elements of the COR that are part of the operating property that should be included are values for land, personal property, spare parts, and start up costs.  

The Tribunal’s amended cost of replacement for Petitioner is as follows:

	COR
	$527,016,627

	IDC
	83,827,253

	Owner’s cost
	23,100,000

	Total Replacement Cost
	633,943,520

	Physical Depreciation
	(61,492,521)

	Functional Obsolescence
	(6,000,000)

	External Obsolescence
	Not Applicable

	Total
	566,450,999

	Switchyard
	7,490,000

	Land Value
	10,000,000

	Personal Property
	1,235,750


	Spare Parts
	9,788,482

	Start up costs
	31,000

	Replacement Cost New
	$593,760,481


The true cash value as of December 31, 1996 is $593,760,481 and $615,726,000 as of December 31, 1997.

Neither party addressed the issue of superadequacy in determining that the amount actually received for energy and capacity is above market based on the PPA.  The parties argued that the PPA itself is a very valuable intangible influencer.  The above-market “avoided cost” that is received is a benefit of the QF certification.  It is the reverse situation of that found in CAF Investment Co v State Tax Comm, 392 Mich 442 450; 221 NW2d 588 (1974), where a long-term under market rent was considered. 

The S/W appraisal also agrees that there is not suitable market to perform a sales comparison approach.  S/W appraisal, in developing the cost new, compared four facilities that were constructed from 1992 to 1997 to determine the comparative unit cost per KW of a stand-alone “green-field” cogeneration facility similar to subject.   The cost of constructing a new facility is estimated on a dollar per KWH basis and represents all of the direct and indirect costs. Sansoucy used four properties that were constructed from 1992 to 1995 and went “on-line” from 1994 to 1997.  “The comparative-unit method is the best method of developing a replacement cost for this property because it reflects prices paid to construct similar properties.  These costs, after adjustments as necessary, are used to estimate the replacement cost new of the MCV Facility.” R-611a, p. 60.  Emphasis added.  The basis for the information came from FERC filings, and 10Ks filed with the SEC.

S/W determined that Sithe Comparable 1 was considered to be the most similar in size and technology to subject.  $800 per KWh was used for an estimate of $1,148,000,000.  An additional 15% was added to the cost to include such items as the cooling pond
 as it enhances the expansion capability.  The second steam turbine allows for additional flexibility and reliability.  The existing gas and electric interconnections and several buildings were also included.  The $97,500,000 for “expansion potential” cannot be found in any treatise, and the Tribunal does not accept this technique of adding twice for existing assets.  

The S/W method, if adjusted for differences in location, would be more viable.  The Tribunal finds that not making any adjustments for differences in assets, capacity, etc., are not found in any appraisal treatise.  Indeed, The Appraisal of Real Estate, 12th ed, p. 317 states:  “comparative-unit method:  A method used to derive a cost estimate in terms of dollars per unit of area or volume based on known costs of similar structures that are adjusted for time and physical differences; usually applied to total building area.” 

Technology and design has changed since the 1990 construction.   There has been a decrease in the cost of the gas combustion turbines of approximately 30% not recognized by Respondent.  However, Respondent did testify that arraying the dollar/KWH for the cost does indicate a downward trend in the cost as follows:

	Facility
	Year on Line
	$/KW Installed

	Selkirk
	1992
	$940

	Sithe
	1994
	$800

	Whitewater
	1997
	$689

	Cottage Grove
	1997
	$598


Respondent failed to make any adjustments to the comparables.  Testimony from Petitioner’s witnesses; Crean, Makovich, Goodman and Respondent’s witnesses; Joos, Dryzga, Jablon and Sansoucy all indicated that the costs for gas combustion turbines decreased from 1990 (when the subject was constructed) to 1996.   The Tribunal finds the S/W amended costs of $729 KWH excessive.  

S/W made no adjustments to the construction costs because “there appears to be little or no change in the cost of construction for these types of facilities in the relevant time frame.” P-611a, p. 64.  R-611i, pp. I-12, is from the Energy Information Administration/Assumptions to the Annual Energy Outlook, December 1998, Table 38, contains the regional multipliers for new construction of fossil-fueled and nuclear generating technologies, and it indicates the multipliers for the following:


Region


NE, NY
MAPP/
% Difference
$ Difference

ECAR/MAIN



Factory Equipment

1.09

1.01

.07
$54


Site labor


1.33

1.03

.23
$176


Site Material


1.08

1.00

.07
$54

Despite this indication, Respondent made no adjustment for the difference in location with the Sithe comparable, located in New York.  The Tribunal finds the total difference in location for equipment, labor, and material from New York to ECAR/MAIN is a reduction of $284 from the $765 KW or $481 KW for COR.  The Tribunal calculated the adjustments independently to lessen the cumulative effect.  The COR for 1997 is $658,900,000 and $683,982,820 for 1998.

S/W calculates the physical depreciation of the facility based on a 50-year life for a 10% and a 12% physical depreciation.  The Tribunal finds the 50-year life for the replacement cost excessive.  Nevertheless, the Tribunal finds the percentage for the physical depreciation to be appropriate.  

S/W determined that zero functional depreciation existed for operating deficiencies because the facility was state of the art and the Facility functions for its intended purpose within the efficiency parameters outlined by its design.  The Tribunal does not accept this conclusion.  Some of the functional obsolescence is addressed with a replacement cost, but not all.  The depreciated values for the facility are $652,437,022 and $639,388,282. S/W gave the facility a 15% positive adjustment for “expansion potential.”  The Tribunal finds that a potential purchaser would not pay an additional 15% because the facility has redundancy and expansion potential.  Goodman and Makovich both testified that based on supply and demand, the cost of the energy and capacity is not sufficient to induce potential developers to construct new facilities.   The $97,500,000 is not added to the replacement cost new.

S/W found no functional obsolescence or external obsolescence.  Spare parts and land were added to the cost.  The Tribunal found the land value is $10,000,000; however, spare parts are excessive, and includes B/V’s estimate of $9,788,482.

Respondent’s cost of replacement, as amended by the Tribunal, is as follows:








1997








COR



658,970,000




Physical Depreciation
  65,897,000





Functional Obsolescence




External Obsolescence





Subtotal


593,073,000




Spare Parts


   9,788,482



    

Land Value


  10,000,000





Total



612,861,482 



The true cash value for December 31, 1996 is $612,861,482 and $630,227,924 as of December 31, 1997.

In determining true cash value the Tribunal also considered Respondent’s prior Assessor Dryzga’s 1996 true cash value of the subject property of $1,112,722,600.  Dryzga was the ONLY witness presented that was not an advocate for either party, had nothing to gain or lose by her testimony, and did the most thorough job in researching the valuation of the Facility for the original assessment.
  The original true cash value is rolled over and used every year as a base and the additions and losses bring the value to current.  However, Dryzga did not allow losses to the original 1990 value to be allocated to the personal property.  She testified that in setting the basis for the value she considered physical depreciation of 10%, and an intangible, functional, and economic obsolescence of 15% before applying depreciation multipliers.  She split the property into 90% real and 10% personal property.  She did not list the assets separately.   If the assets were no longer in service, she did not deduct an amount for a loss in the original $112,692,200 personal property assessment.  When an asset was physically removed, Dryzga did not remove the value from the personal property statement, because the value was already depreciated.

The $1,112,722,600 is reduced by the 1997 tangible personal property value of $112,692,200, leaving $1,000,030,400 as Dryzga’s 1996 estimate of the true cash value of the tangible real property. The market indicates that a 30% reduction from 1990 to 1996 is appropriate.  This results in a $700,021,280 indication of value for the tangible real property.  This estimate is high due to the unknown amount of original property that was and is carried on the assessment roll.

The Tribunal is aware that appraising is not an exact science.   The aggregate true cash value of the real property for subject property for 1997 ranged from $593,760,500 to $612,861,500 and rounds to $600,000,000, the 1998 true cash value is $621,960,000 based upon the Tribunal’s adjustments to the Goodman cost approach, S/W cost approach, and the indicated value from the assessment roll.  The income approach was considered unreliable for the subject property based upon the volatility of the energy market.  The DCF utilized assumptions that both parties had problems justifying, depending upon the year and the data projected.  The Wholesale Energy Market is volatile, and the market is likely to remain volatile until deregulation is complete.  

The replacement cost approach provided a more reliable basis for the value of the subject property.  The cost approach bases the value of the property on the real and tangible personal property without the influence of the PPA.  The 1997 true cash value increased due to the addition of the upgrades and the difference in capacity.  The additional capacity resulted in an estimated 1,422 MW facility.  The additional capacity is treated as a new “addition” for taxable value purposes.  The 1998 taxable value is NOT capped by the 1.028 CPI inflation factor due to the “addition.”  The 1999 and 2000 taxable values are adjusted by the CPI for the industrial class of property within the City of Midland for assessment purposes, and adjusted further by losses and additions, as testified to by Hamer.

The true cash, assessed and taxable value of the ad valorem real property is as follows:









True Cash

Assessed

Taxable

December 31, 1996

$700,000,000
$350,000,000
$350,000,000

December 31, 1997

$726,642,000
$363,989,848
$363,989,848

December 31, 1998








$369,265,601

December 31, 1999







$376,418,126

In its main appraisal, Respondent indicates that an increase in true cash value of the subject property is necessary. Respondent contends that MCV has improperly and incorrectly reported the value of the property on its personal property statements.  The Tribunal finds that the City has a fantasy of increasing its revenue based upon an increase in taxable value for MCV.  It is just that, wishful thinking.  MCV has filled out the proper forms, and worked with Respondent’s assessor to ensure that all of the necessary data required to determine the value of the subject property was made available.  If either appraiser had taken the time, thought, and care that Dryzga took in performing her task as assessor, they would have brought forth an unbiased, non-advocating, appraisal, without a preconceived idea of value.  Schoenwald’s values all tied directly to the $2.3 billion dollar sale/leaseback.  The City of Midland advocated an increase in the true cash value of subject property, at risk of losing the entire case.  They presented a second appraisal.  The Tribunal was reluctant to accept a second appraisal that was not relied upon, but for the fact that the Tribunal did not accept the main appraisal theory as presented by Schoenwald.  

Petitioner presented an appraisal of the personal property.  Respondent did not present an appraisal; however, it preserved the argument that the “new” personal property multipliers used by Petitioner in the personal property statement and contentions are not correct.  This Tribunal ruled on the application of the old versus the new multipliers in Valassis v Livonia, MTT Docket No. 269813:

The Tribunal concludes that Petitioner has met its burden of proof, and that the application of the 2000 multipliers to determine true cash value for tax year 1999 is appropriate.  Petitioner presented evidence and testimony that the new multipliers were developed with substantial market information that was based upon sales of personal property from 1990 to 1999.  

An unpublished Court of Appeals Opinion affirmed the Tribunal’s conclusion in Valassis v Livonia No. 233676 (2002). 

Respondent’s argument was considered, but a minimal amount of trial time was spent on the subject.  In considering the value of the tangible personal property, the Tribunal looks to the amount that Petitioner reported on the 1997 (as of December 31, 1996) Personal Property Statement (excluding the original acquisition costs from 1990), $86,777,624. The Tribunal finds that Petitioner’s appraisal of the tangible personal property at $1,235,750 was based upon Fineberg’s walk-through of the facility, and that placing a value on the personal property is not compelling evidence of its true cash value.  The Tribunal places no weight on Fineberg’s value.  The Tribunal uses the STC depreciation multipliers in place as of December 31, 1996, that were known and knowable to depreciate the self-reported tangible personal property for 1997 and 1998.  In addition, the Tribunal finds that the $13,800,000 for the Monoblock rotor repair is already included as an addition in the real property, as it added additional 6 MW of capacity.  The value of the additional capacity is captured in the COR.  

The Tribunal finds that the original cost of the 1960 vintage steam turbine included a rotor, which was cracked and needed replacement.  Replacements for the rotor were not available.  The original cost of the rotor could not be segregated to include any additional value for the repair for the personal property.  Doing so would double add the costs to both the real and personal property.  The Tribunal finds the Monoblock rotor extends the life of Steam Turbine No. 2.  The only “addition” is for the increase in capacity, which is captured in the COR.  The original assets that were transferred by Consumers were assigned a lump sum value of $341,000,000.  The original assets included the steam turbines that were modified for the GTGs.  R-1150, attachment 3. This is the value that has been reported by MCV, as determined by the assessor.  The assessor included functional obsolescence for the original transferred assets.  

The instructions for personal property statements (Form 2698), page 2, were changed for tax year 2000 and state in part:  

You must report in these Sections the full acquisition cost new, in the year of its acquisition new, of all machinery and equipment, computer equipment, furniture and fixtures, signs…and other tangible assets owned by you and located in this assessment jurisdiction, even if you have fully depreciated the asset or have expensed the asset under Section 179 of the Internal Revenue Code or under your accounting policies.  All costs must include freight, sales tax and installation.  Capitalized expenditures made to a piece of machinery or equipment after the initial acquisition year must be reported in the year the expenditure is booked as a fixed asset…The costs of an electrical generating facility, including the costs of all attached equipment that is integrated as a component in accomplishing the generating process, such as boilers, gas turbines and generators, are not reported on this form…MCL 211.19 requires that you complete this form in accordance with the directions on the form and in these instructions.  You may, however, attach supplementary material for the assessor to consider.

Previous personal property statements did not contain the same language or depth of explanation.  The $13,800,000 maintenance to Steam Turbine 1 for the replacement of the Monoblock rotor was not included in the year in which it was installed.  The Tribunal considers the repair, and the fact that the repair ultimately added 6MW of capacity.  The proper method is to recognize the original cost of the rotor replaced, and deduct that amount from the depreciated cost of the personal property.  However, the steam turbines were part of the original acquisition from Consumers and was part of the $112, 692,200 personal property that Dryzga allocated.  The Tribunal has no value indication of the old rotor and is reluctant to allocate the entire cost of the repair to the personal property without deducting the part it replaced.  The additional 6MW of capacity has been accounted for in estimating the true cash value of the real property.  The value for a rotor is included in the personal property and partially in the real property.  The Tribunal finds that the repair has been accounted for in the additional capacity added to the facility, and it will not again add the value to the personal property.

The personal property multipliers for 2000 were neither known nor knowable as of December 31, 1996, December 31, 1997, or December 31, 1998, but were available as of December 31, 1999.  The Tribunal finds it appropriate to utilize the new multipliers. Therefore, the assessed value and taxable value of the personal property for subject property is as follows:  


December 31, 1996


$33,639,891


December 31, 1997


$36,549,277


December 31, 1998


$44,699,774


December 31, 1999


$45,310,245

PURPA is a 1978 amendment to the Federal Power Act, which was part of President Carter’s energy package developed in response to concerns over fuel efficiency and the nation’s energy supply.  PURPA provides an exception to cost-based regulation, in the Federal Power Act and in state law.  The sale of electricity has been regulated on a cost basis under standards that rates must be “just and reasonable” and not “unduly discriminatory or preferential.”  Federal Power Act, 205.206; 16 USC 824d, 824e (1988); MCL 460.557 (1991).  Regulation is required because of the monopoly control of utility companies and the importance of electricity to the public.  Gulf States Utils Co v FPC, 411 US 747, 758-59 (1973).

The PURPA exception was designed to encourage new developers of cogeneration facilities and other specified types of power plants to enter the electric generation business.  This encouragement of cogeneration plants, which produce both electricity and useful steam output, was intended to promote fuel efficiency. FERC v Mississippi 456 US 742, 750 (1982).  To aid in the development of QFs, Congress exempted cogeneration facilities “from certain state and federal laws governing electricity utilities” that were perceived by Congress to hinder the development of alternative energy sources.  Id. at 751.
  In addition to the regulatory exemption, PURPA required that utilities purchase the electric output from QFs to overcome their reluctance to purchase from non-utility-owned facilities.  16 USC 824a-3(f) (1988); Mississippi, 456 US at 750-51.  These purchases are to be made at the utility’s “avoided cost,” which is generally higher than the QF’s cost of production.  R-410, pp.14-15.

PURPA limited the ownership of the facilities and prohibits electric utilities from ownership in excess of 50%.  This was to protect the public against higher electric rates and the dangers posed by electric utilities establishing unregulated affiliate transactions in which they would sell power to themselves at inflated prices.

The current QF status of MCV is based upon ownership, efficiency standards, and producing two types of energy using one source of fuel.  The QF status is not inherent in the subject property; it is absolutely dependent upon the owner of the facility.  A new purchaser of subject property as of December 31, 1996 would not have the option of continuing to sell the electricity pursuant to the current PPA at the prices set forth in the current agreement.  MCV’s PPA is a contract from the late 1980’s and was contracted for 1,240 MW of energy and capacity; however, MPSC only allowed 915 MW of that capacity to be passed through to ratepayers.  Joos testified that the rates approved by MPSC for pass through of MCV’s remaining 325 MW capacity to its customers were lower than the two PPA contracts that the capacity replaced.  Some of Consumer’s PURPA contracts had capacity charges of 4.105 cents KWH.   MCV’s capacity charge of 3.62 cents per KWH was approved for a pass through for the initial 915 MW; the remaining 325 MW was approved for 2.8 cents that escalate to 3.62 cents per KWH.  

FERC certified MCV as a QF on January 31 and March 1, 1990.

The Tribunal finds Witness Jablon confusing and unable to answer straightforward questions.  It was clear that he appeared as an advocate for the City of Midland.  He added nothing to the Tribunal’s understanding of PURPA, FERC, or PPAs.  Jablon’s testimony is afforded no weight.   His agenda was to testify to the Writ of Certiorari, in Michigan Municipal Cooperative Group v Federal Energy Regulatory Commission, No. 93-322 (1993).  This petition was coauthored by Jablon with respect to the issue as to whether the FERC had properly found that MCV is a qualifying facility in 1990.  He took the position that MCV was not a QF, nor was it properly certified as a QF because it was utility owned.  This was due to the $1,500,000,000 that MCV paid to Consumers for nuclear assets, which was effectively a pass through of profits or money to Consumers.  TR, Vol. 107b, p. 29.  FERC ruled contrary to Michigan Municipal’s position that the payments for assets represented real values.  FERC correlated to the book value of the plant and looked at the future revenues generated by the assets to determine that the assets were worth the $1,500,000,000.  The $800,000,000 that was spent to reconstruct the facility was added to the $1,500,000,000 making the property worth the $2,300,000,000, pursuant to FERC’s ruling.  

Unlike the federal subsidy in Meadowlanes Limited Dividend Housing Association v City of Holland, 437 Mich 473; 473 NW2d 636 (1991); reh’g den (Sept 17, 1991), the PPA is not tied to the specific property and absolutely (pursuant to testimony) is dependent upon who owns the property.  Valuing the PPA or the income produced would violate Michigan statutes.   The market value of a property is not tied to a specific owner and to do so would result in a value in use, which is a concept the higher courts have soundly rejected.  

To link all of the parts, in order for a facility to have a QF certification under PURPA, the property has ownership limitations.  If the QF benefits were measured, that is, the value of the above-market PPA and other contracts, then they would have to be discounted to result in a present value.  Goodman, Sansoucy, Joos, and Makovich testified that the PPAs were selling at discounted values due to the above-market prices.  Utility companies were not willing to continue to pay the above-market prices.  The Facility is a QF; however, if sold its highest and best use is not dependent upon the QF status, nor is the profitability dependent upon the above-market energy and capacity prices.  The highest and best use of the facility is to produce and sell energy and capacity at the highest market price.  The PPA is not guaranteed to any purchaser of the facility and, pursuant to Joos’s testimony, would not likely be offered to the next purchaser.  The value of the PPA has to be offset with the restrictions on ownership, extraordinary maintenance, and performance required by PURPA.    Respondent failed to provide documentation to prevail in its argument that the PPA adds to the market value of the real and tangible personal property of MCV.  

MPSC’s adopted methodologies defined MCV energy payments as “a reasonable approximation of the utility’s avoided energy costs based upon a rolling average of the cost of fuel and O&M expenses at the utility’s base load coal-fired generating units.” P-24, p. 42.  In 1996, MPSC ruled that the ratepayers would benefit from Consumer’s achievement of 325 MW of secure, reliable power, and from retail competition exerting a dampening influence on rates.  The Commission found that the record supported the settlement provisions relating to rate recovery for 325 MW of MCV capacity.  Both the capacity is needed and the pricing is appropriate.  P-24, p. 38.  The advantage of the 325 MW of MCV capacity is that its pricing is fixed through 2025.  The Commission agreed with Consumers that using forecasts of short-term spot prices is unsuitable because those prices are not stable over the long run and cannot be predicted with any degree of confidence over even relatively short horizons. P-39. 

When questioning Keyser, Respondent indicated that it would prove that Consumers could/should have replaced MCV’s PPA with long-term power that would have been less costly.  However, testimony from various sources indicated that MCV’s PPA was less expensive than two newer PPAs that Consumers bought out.  Respondent also indicated that Makovich’s theory of the robust market was incorrect, based on Keyser’s testimony that AEP’s (a utility facility) capacity in the market place was estimated to only add an additional 1% or less to the market.  

MCL 211.34(c) sets forth the parameters for determining a property’s “classification.”  The assessment and resulting true cash value is not based upon its “classification” as a QF.  The recognized classes of Real property are: agricultural, commercial, developmental, industrial, residential, and timber cut-over.  Recognized classes of Personal Property are: agricultural, commercial, developmental, industrial, residential, and utility. The QF status is not a class that is recognized by current statutes.  It is a benefit conferred upon property that meets PURPA standards set by FERC.

PPA

The PPA is a contract between MCV and Consumers wherein Consumers agrees to pay the “avoided cost” for capacity and energy from MCV for a period of time.  The contract is from 1987, is above-market for capacity and energy, and provides a reliable source of energy for Consumers.  Testimony from both Petitioner and Respondent indicates that the PPAs in general are and have been sold separately from the real estate.  Based on testimony, if MCV were sold, the same contract would not be in force between a new buyer and Consumers.  Consumers could clearly renegotiate the “avoided cost” if the new buyer is granted QF certification.  Joos testified that the PPA is not in Consumer’s best interest because of the above-market cost.  However, MCV is a reliable source of energy and capacity.  Both Petitioner and Respondent utilized market income for a merchant plant in determining the potential income of subject property.  The long term PPA is not indicative of the current market for capacity and energy, and at the end of the term may have a larger disparity.  The subsidies found in subsidized housing are part of the property rights, as found in Meadowlanes.  The property, when sold, has a subsidized certification that has restrictions attached to the property.  The PPA is more akin to a patent because the property can generate electricity and sell the electricity in the wholesale market as a merchant plant without the PPA.  

The PPA can be detached from MCV as evidenced by the Partnership in a separate transaction transferring the PPA to the Owner Trust and the Owner Trust reassigning the PPA back to the Partnership.  Exhibits from Petitioner clearly establish that the PPA can be bought out and is separate from the real and tangible personal property.  Respondent failed to establish any market indices to determine what value of the PPA adds to or detracts from the market value of MCV. Schoenwald’s assumption is that a likely buyer would be the current Petitioning party. The question is, would a potential buyer purchase MCV without the PPA?  The answer is yes, the PPA is clearly severable from the real and tangible personal property.  If the answer was no, Respondent should have provided market evidence of the value influence that the PPA would have on subject property.  The PPA is owner-specific and is only available to a QF.  A new purchaser of the facility would have to negotiate with Consumers to continue a power purchase agreement; it is highly unlikely that Consumers (based upon Joos’s testimony) would renegotiate a contract based upon above-market capacity and energy payments.  Joos testified that Consumers finds this contract not in its best interest.  Consumers does not receive a pass through to the ratepayers in the amount of the PPA.  CMS Energy is the parent holding company of Consumers Energy Company and CMS Enterprises Company.  CMS states in the 1996 Annual Report:

The PPA provides that Consumers is to pay the MCV Partnership a minimum levelized average capacity charge of 3.77 cents per kilowatt-hour, a fixed energy charge, and a variable energy charge based primarily on Consumers’ average cost of coal consumed…Consumers previously recognized a loss in 1992 for the present value of the estimated future underrecoveries of power costs under the PPA based on management’s assessment of the future availability of the MCV Facility and the effect of the future power market on the amount, timing and price at which various increments of the capacity, above the MPSC-authorized level, could be resold.  At December 31, 1996 and 1995, the after-tax present value of the PPA liability totaled $147 million and $202 million, respectively.  The reduction in liability since December 31, 1995 reflects the after-tax cash underrecoveries of $41 million along with $28 million related to the termination of power purchase agreements, partially offset by after-tax accretion expense of $14 million.  The undiscounted after-tax amount associated with the liability totaled $549 million at December 31, 1996. 

R-230, p. 38.

Exhibits were presented that PPAs are sold.  Witnesses from both Petitioner and Respondent testified that the PPAs have a net present value at the time they are sold that is significantly less than the over-market portion of the existing agreement.  Respondent’s witness Walker testified that the reason for these payments being less than the indicated net present value was a risk that the plant owner would not receive payments equal to the contract price. (TR, Vol. 133a, pp. 58-59, 63). 

The Tribunal is charged with an independent determination of the fair market value of subject property, as determined by the three approaches to value.  The Tribunal agrees with the parties that a sales comparison approach in this instance is not available; MCV is the world’s largest cogeneration facility.  The subject is a specialty facility; the cost approach is applicable to the Facility, as it does not take into consideration the intangible value of the various contractual agreements made possible through special federal legislation.  Both parties presented an income approach through the use of a discounted cash flow analysis.  This type of analysis is used to determine the future benefits of an income stream and discounted to present value.  This type of analysis takes into consideration benefits that may not be available to the subject property after 2007.  The parties projected future income and expenses to 2025 and 2034.  CERA, the appraisers, and Consumers have testified to the volatility of the energy market.  The forecasts used to determine the income and expenses of the business of producing energy and capacity appear to be taking into consideration future benefits that may not be available.  Goodman based his projections on a merchant plant operating in the wholesale market carrying DCF out to 2025; Schoenwald based his projections on the contracts being in existence to produce income to the year 2034.  

Unlike the subsidized housing decision in Meadowlanes, the PPA is not integrally intertwined with the real and tangible personal property. Respondent’s brief, p. 9. cites Schoenwald’s testimony:  “Since the PPA is tied to the Facility and integrally intertwined with it, the PPA has no value without the Facility and the right to operate the Facility.”  TR, Vol. 144a, p. 11.   However, it is clear that PPAs can be bought and sold separately from the real property without any state or federal agency approval.  This is based upon testimony of Goodman, in reference to the EIA buyouts, Citizens Power buyouts, Consumers buyouts of Albion and Cogentrix PPAs.  Further, Makovich testified that the PPA’s were above market rates and that accounted for some of the buyouts as evidenced by EIA, and Walker/Sansoucy testified that Citizens Power bought out PPAs.
  

The Supreme Court in Meadowlanes, supra at 495-499, cites Antisdale v City of Galesburg, 420 Mich 265; 362 NW2d 632 (1984), as follows:

We hold, similar to our decision in Antisdale, supra at 285, that because the interest-subsidy payments made on behalf of the owner-mortgagor of the § 236 property affect the usual selling price of the property, it is proper for the Tax Tribunal to consider those payments in the valuation process…We concluded that tax shelter benefits are also value-influencing factors and, although intangibles, should be reflected in the assessment process to the extent that they increase or decrease the value of the subject real property…Several other jurisdictions have determined that rent subsidies affect the value of federally subsidized housing complexes because (1) they affect its income-earning capacity, and (2) since they are transferable, they will be considered by a willing buyer and seller when determining fair market value.  Thus, these courts have concluded that the rent subsidy must be considered in the valuation process.  The same rationale applies to the interest-reduction subsidy since its availability makes the § 236 property economically feasible and desirable.  

On January 14, 1998, the MPSC issued an Order (P-83) explaining the “regulatory out clauses” provision of the PPA(s) (p. 5).  The regulatory out clauses purport to allow the electric utilities to reduce their contractual payments to Appellants if the MPSC issues an Order stating that the utilities will not be permitted full recovery from their customers of the avoided costs contained in Appellants’ PPA.  The Order further stated, “the last day for collecting stranded costs is December 31, 2007.”  (p. 11)  “Capacity costs in excess of market value from QF [PPAs] are stranded costs.” (p. 12)  In response to the MPSC’s January 14, 1998 Order, Consumers sent a letter out to the QFs with which it had PPAs asking if any participants were interested in restructuring or looking at a proposal to “buy out” the PPA.  (p. 6) 

Either party could have presented the value of the PPAs that sold, on a per KWH basis.  Neither party presented evidence that allows the Tribunal to make a determination of what, if any, market value the contract(s) add as an intangible value influencer.  Respondent included the value of the entire business of MCV’s partnership.  The value of the real and tangible personal property is the value sought in this ad valorem tax appeal: the true cash value of the subject property as of December 31, 1996 and December 31, 1997, not the true cash value of the contracts that MCV may hold.  Respondent failed to determine how the intangible contracts add to or detract from the value of subject property.  Schoenwald valued the contracts and the entire financial structure of MCV based only on financial statements, due diligence documents, and presentations.  It is unclear how much or what part of his value was for the real and tangible personal property or the intangible PPAs. The PPA and other contracts at, above, or below market are just that—contracts.  Neither party presented evidence as to the valuable intangible influence of the contracts.  In his business valuation, Schoenwald did not assign nor clearly explain what influence the contract(s) may have on the value of the real and tangible property of MCV.  The PPA provides for an above-market price of capacity and energy until 2007.  Respondent did not take that into consideration.  The loss of income may be substantial, considering the 90% debt that the facility has. 

The Tribunal finds that the true cash value of the subject property may be influenced by the presence of the contracts in place; that influence has not been proven in this case. Under the current circumstances, a new purchaser of the Facility would not assume the current PPA, making the value influencer not relevant.  The contract producing the most income is the PPA, which would influence the real and tangible personal property if it were not dependent upon the QF certification, which has ownership limitations.  Michigan courts have recognized that the value of a property should not be dependent upon its ownership.  The value of MCV, as appraised by Goodman, Sansoucy, and Walker is not dependent upon ownership, but they valued the property operating as a merchant plant selling energy and capacity in the wholesale market.  Schoenwald valued the PPA and other contracts and made no adjustments for discounting the contracts that are in evidence as having the ability to be sold.  Petitioner presented exhibits
 that confirmed that the contracts are capable of being purchased.  This opposed Respondent’s contentions that the contracts are tied to the specific facility and would have to be sold with the real and tangible personal property.  

Respondent contends that Petitioner’s use of purchases on the spot market for the determination of true cash value in the instant case is akin to the Attorney General’s arguments (U-10685, U-10754, and U-10787). Respondent believes that Petitioner cannot put forth a different argument before the Tribunal than they did before the MPSC.   P-24, p. 31.  

Respondent fails to consider MCL 202.735(1):  “A proceeding before the tribunal is original and independent and is considered de novo.”  The Tribunal is not the proper forum for Respondent to argue that Petitioner has to make the same arguments with respect to the market value of the subject property as it may have proffered to another agency under a different principle.  P-24 is an Order from the MPSC that, among other issues, sets the amount of the rate pass-through Consumers is allowed to recover from ratepayers for 325 MW of MCV’s capacity.  Petitioner’s position in prior years is not relevant to this proceeding.  Petitioner and Respondent have both proffered appraisals indicating the true cash value of the subject property.  Based on MCL 205.735n(1), the Tribunal finds that Respondent’s argument that MCV cannot put forth a different argument for the instant case is not relevant to these proceedings, the purpose of which is the determination of the true cash value of subject property for the years in contention.

In addition, Respondent’s contention that Petitioner has misrepresented information to FERC, MPSC, SEC, and IRS is wholly unsupported.  Respondent has produced no evidence to demonstrate these alleged misrepresentations.  The Michigan Tax Tribunal is concerned solely with the determination of the true cash value of the real and personal property.  The four above-mentioned entities look for information and have a role separate from that of the Tribunal.  Therefore, any allegations of misrepresentation to the IRS or SEC have no bearing before the Tribunal.  Given the adoption of the Sarbanes-Oxley Act in 2002, these matters are better left for a federal court and not the Tribunal.  Furthermore, as discussed previously in this opinion, the role of FERC and the MPSC is significantly different than that of the Tribunal and, as such, they are not looking for the same information.  Therefore, the Tribunal finds that these allegations have no merit before it.

MCV is capable of producing electricity for sale at market prices as an EWG.  MCV needs the PPA’s above-market rates with its capital structure of 91% debt and 9% equity to continue to operate.  The PPA and QF status are vital to MCV’s business.  The QF status is not necessary to sell or operate the property to produce energy and capacity to a purchaser.  The real and tangible property would continue at the highest and best use as a facility producing energy and capacity regardless of its QF status.  

Respondent has reargued and retried every case in which MCV was mentioned, or was actually part of, including rate-based cases in which Consumers requested the MPSC pass through MCV’s avoided costs to the ratepayers, and a FERC case in which a consortium unsuccessfully requested a Writ of Certiorari from the U.S. Supreme Court.  They believed that MCV should not be granted QF status.  Respondent has rehashed cases heard and decided in other forums that vaguely influenced the value of subject property in its initial years of operation.  Respondent has failed to tie in any logical reasoning that the Tribunal should be influenced by other decisions that did not decide the true cash value of the subject property.  It is simply not sufficient to overburden the Tribunal with hundreds of pages of documentation of MPSC decisions, arguments before FERC, arguments before the U.S. Supreme Court, 10Ks, reports to Owner Trusts, and internal documents used to determine the economic viability of a capital expenditure from 1986 to present to prove that MCV has committed a crime of not reporting the same value to each agency.  It is simply not within this Tribunal’s jurisdiction to make a determination other than the true cash, assessed, and taxable values of MCV for the years in contention.  

The 14-month hearing was not to determine how much capacity Consumers should be allowed to pass through to their ratepayers, how the “avoided cost” should be determined, if MCV should have elected to determine “avoided cost” at the time the capacity and energy was delivered, or that MCV should not have been certified as a QF. Nor was it to determine if PURPA allows benefits that reflect on the business value and if the above-market rates paid by Consumers to MCV for capacity and energy based upon the 1985 PPA contract is market rent.  The hearing was to determine if the market or PPA rates should be used to determine the amount of income the business produces, and how it influences the value of the real and tangible personal property that is in the energy business. The Tribunal finds the cost approach applicable in the value of the special type of property. The discounted cash flows proffered by both parties were offered based on speculation that the property would not be operated in a combined cycle cogeneration base load facility.  Petitioner believes the most profitable use is as a peaker plant, in a simple cycle mode.  The Facility cannot physically be modified to operate in this manner.  Respondent estimated the value of the facility operating in a combined cycle, but made fatal errors in the DCF.  Respondent’s main appraisal is not considered as applicable for reasons expounded upon earlier.  

Petitioner correctly states that the true cash value of the subject property is based on value inherent in itself and is not affected by who owns it.  The Michigan Supreme Court held in Rose Bldg Co v Independence Township, 436 Mich 620, 640-41 (1990): 

The uniformity requirement of the Michigan Constitution compels the assignment of values to property upon the basis of the true cash value of the property and not upon the basis of the manner in which it is held.  Noticeably absent from the statutory definition of “cash value” and those enumerated factors which an assessor must consider is any reference to the identity of the person owning an interest in the property or whether there are other parcels which are owned by the same taxpayer.  MCL 211.27; MSA 7.27.  In other words, the fact of ownership is not a germane consideration in determining value:  (Emphasis added.)

The Constitution requires assessments to be made on property at is cash value.  This means not only what may be put to valuable uses, but what has a recognizable pecuniary value inherent in itself, and not enhanced or diminished according to the person who owns or uses it.  (Emphasis in original.)

Petitioner has requested that the level of assessment set by Midland County, which is between 49% and 50%, be reduced to reflect the actual percentage calculated without the inclusion of the MCV Facility.  The Interim Equalization Director testified that the County of Midland did not conduct appraisal studies or sales studies within the industrial class for the City of Midland and estimated the level of assessment.  Petitioner is without proof that the value as equalized is less than 49% if the subject property is excluded from the study.  The STC continues to allow equalization at 50% if the ratio on line 8 of Form L-4023 lies between 49% and 50%.  The STC does not allow a ratio in excess of 50% to be equalized as assessed because the Michigan Constitution does NOT allow the assessment of property in excess of 50%.  STC Bulletin No. 13, November 8, 1996, “Equalization of Assessments,” p. 6.  

The Tribunal found in Royal Industrial Center v Royal Oak, MTT Docket No. 188290 (2000):

MCLA 211.34: requires that county equalization commissioners each year examine the assessment rolls to insure that all property “has been equally and uniformly assessed at true cash value.”  If there is an inequity, they must equalize to “produce a sum which represents the true cash value” of the property.  After equalization the commissioners record “the aggregate valuation” of the taxable property.  The assessment rolls are not certified and filed until “such rolls have been equalized.”  (Allied Supermarkets at 464).

From this overview it is obvious that where the assessor’s calculation for the level of assessment fall in the 49% to 50% range on Form L-4023, that those figures are only preliminary, to be replaced by authorized rounding to 50% as the lawful and certified result to be applied in the assessment district for a particular class.  That distinction is important when reviewing the merits of a challenge to the level of assessment.  There is not merit for a challenge merely on the basis of a preliminary 49% to 50% range:  Petitioner’s property is not entitled to be treated differently as an exception at 49%, or 49% and a fraction, while the 50% level is applied to “the rest of the property within the same class in the taxing district.”  Shaughnesy at 362.  A challenge to the level of assessment for the subject’s class in the assessment district would have required a substantial set of convincing proofs against some critically incorrect part of the data or process underlying the ratio.  Absent proofs showing incorrect data or procedure affecting the outcome, the challenge will fail, and it did.

Petitioner requests costs based on a multitude of reasons, not limited to the following:  (i) at every stage of the proceeding, the City attempted with great success to delay the inevitable results in this case and unnecessarily add to the costs of those involved, (ii) this included filing frivolous motions (including, inter alia, its motion for summary disposition), (iii) asserting hundreds of false claims of attorney-client privilege, (iv) threats made to MCV during discovery, (v) unnecessarily prolonging of both direct and cross examinations, (vi) calling redundant and totally unnecessary witnesses, and (vii) conducting fishing expeditions for irrelevant information, all at great cost to MCV, to the taxpayers of Midland, and the Tribunal.  Respondent did not file an answer to Petitioner’s request for costs. Nevertheless, the Tribunal finds that costs are not awarded to either party.  

The assessment of real and personal property in Michigan is governed by the constitutional standard that such property shall not be assessed in excess of 50% of its true cash value, as equalized, and that beginning in 1995, the taxable value is limited by statutorily determined general price increases, adjusted for additions and losses.

The legislature shall provide for the uniform general ad valorem taxation of real and tangible personal property not exempt by law...The legislature shall provide for the determination of true cash value of such property; the proportion of true cash value at which such property shall be uniformly assessed, which shall not...exceed 50%....; and for a system of equalization of assessments.  For taxes levied in 1995 and each year thereafter, the legislature shall provide that the taxable value of each parcel of property adjusted for additions and losses, shall not increase each year by more than the increase in the immediately preceding year in the general price level, as defined in section 33 of this article, or 5 percent, whichever is less until ownership of the parcel of property is transferred.  When ownership of the parcel of property is transferred as defined by law, the parcel shall be assessed at the applicable proportion of current true cash value.  Const 1963, Art IX , Sec 3.

The Michigan Legislature has defined true cash value to mean the usual selling price.

As used in this act, cash value means the usual selling price at the place where the property to which the term is applied is at the time of assessment, being the price that could be obtained for the property at private sale, and not at auction sale except as otherwise provided in this section, or at forced sale.  MCL 211.27(1); MSA 7.27(1).

“True cash value is synonymous with fair market value.”  CAF Investment Co v State Tax Comm, 392 Mich 442 450; 221 NW2d 588 (1974).

In looking at out-of-state cases, the Tribunal reviewed Watson Cogeneration Co v Los Angeles Co, 98 Cal App 4th 1066; 120 Cal Rptr 2d 421 (Cal App 2 Dist, June 5, 2002), which states: 

The possibility that as of the lien date, Watson could have sold off its power purchase agreement does not change the fact that a buyer would have paid more for the plant with the agreement than without it.  If in the future Watson sells the agreement separately, or if it enters into a buy-down agreement with Southern California Edison, its plant can then be assessed without the future income stream assured by the power purchase agreement.

California has property tax statutes and case law different from that of Michigan.  California has a specific formula (Royalty Method)
 for the assessors to use when determining the influence of intangible value influencers.  

To assist in the implementation of this federal legislation, the California Public Utilities Commission (PUC) approved a series of “standard offer contracts” which contained standardized terms for the utilities’ purchase of power from qualifying facilities.  The standard offer contracts were intended to overcome the disparities in bargaining power between the utilities and the qualifying facilities by approving standardized terms for the sales.  A qualifying facility which met the terms of a standard offer contract would be assured of selling its output to a public utility, and the utility would be assured that the PUC would approve passing along the cost of the purchased energy to its ratepayers.  

The issue in this case is whether the assessor can tax Watson’s property based not upon the fair market value of that property, but upon income Watson receives by operating its power plant pursuant to an above market contract with Edison and the ARCO Refinery.  [FN4].

The problem with this position is that undisputed evidence established in the highest and best use of the property as of lien date was as a qualifying facility, selling its power to Southern California Edison pursuant to the power purchase agreement.  Watson Cogeneration Company v County of Los Angeles, 98 Cal App 4th 1066; 120 Cal Rptr 2d 421 (2002).

The highest and best use, as determined in Watson, would constitute a value in use that has been soundly rejected by Michigan.  The specificity of the narrow definition of highest and best use confines the purchaser of a facility to a non-utility party.  

The California Public Service Commission has the authority to regulate the specific power purchase agreements that they will allow, and appears to exercise a greater control over the PPAs within the state. California appears to approve contracts, and the PPAs cannot be amended without governmental approval.  Freeport-McMoran Resource Partners v County of Lake, 12 Cal App 4th 634, 16 Cal Rptr 2d 428, 142 PUR 4th 534 (1993), p. 6.   Respondent cites Turners Falls LP v Bd of Assessors of Montague, 54 Mass App Ct 732; 767 NE2d 629, review den 437 Mass 1109; 774 NE2d 1099 (2002), which held that the opinion of a tax assessors’ expert as to the value of property did not amount to a binding admission on the part of the assessors, and, further, the Board could consider guaranteed income to the taxpayers under the terms of a government-sponsored purchased power contract in determining the fair cash value of the plant.

There is Massachusetts decisional law that, for assessment purposes, a lease with a long term yet to run that is below the current rental market on the assessment date may be ignored in determining fair cash value…See Donovan v. Haverhill, 247 Mass 69, 72, 141 NE 564 (1923)…The taxpayer urges that its purchased power contract with UNITIL is in the same category, and that the assessors must disregard the income from the contract for assessment purposes…To that general rule there is an exception for governmentally induced limitations on rents.  See Community Dev Co of Gardner v. Assessors of Gardner, 377 Mass 351, 355-356, 385 NE2d 1376 (1979).

Turners Falls, 377 Mass 351, 739-740. 

In Massachusetts, the PPA imitates a government-related income stream as a significant valuation factor.  

There was substantial evidence in the form of statutes, regulations, and testimony on which the board could base its conclusion that the purchased power contract had to be considered in the valuation process…it is apparent that the Federal and State agencies were metaphorically at the negotiating table when TFLP and UNITIL worked out the contract…The board ruled that the taxpayer had failed to meet its burden of persuasion that the Turners Falls plant was overvalued by the assessors.  Yet the board abated the assessments by over $5,000,000 for each of the years in question.  So, at a certain level, the board must have been convinced that the property was overvalued.  Turners Falls, supra, p. 741.

Michigan courts have specifically required that parties arguing intangible value influencers to produce market evidence of the influence on the value of the real and tangible personal property.  Respondent has failed to do so in the instant case.   The Tribunal finds that Watson does not contribute to resolving the issue of the value of the intangible value influencer upon the real and tangible personal property.  The Tribunal is not looking for the value of the business of MCV, or the Owner’s Trust. The value of the real and tangible personal property is at issue in this case.

Consumers could purchase the PPA and renegotiate the sale of energy and capacity at market rates for MCV.  Consumers’ testimony, through Joos, is the value that would be discounted based upon the number of years left for the agreement, and the capacity is reasonable based upon its reliability.

Antisdale v Galesburg, 420 Mich 265; 362 NW2d 632 (1985), states:

The foremost value of these properties is found in the tax benefits they generate to the owner.  See, generally, Kentwood Apts v City of Kentwood, 1 MTTR 292 (1977).  Indeed, since property such as that involved in the present case has little capacity to earn income, the availability of the tax benefits may be the only reason to purchase such property.  To the extent that tax benefits to a typical owner affect the “usual selling price” of property, they are properly included within the true cash value of the property.  Tax benefits, like deed restrictions, Helin v Grosse Pointe Twp, 329 Mich 396, 45 NW2d 338 (1951), and zoning classifications, Kensington Hills Development Co v Milford Twp, 10 Mich App 368, 159 NW2d 330 (1968), of course, are not real property.  Nevertheless, such incorporeal items, not taxable in and of themselves, can increase or decrease the value of real property, and that amount should be reflected in the assessment process.  As stated, In re Appeal of Johnstown Associates, 494 Pa 433, 431 A 2d 932 (1981):

Certainly, the tax status of the particular property owner is not a relevant inquiry under traditional circumstances; however, depreciation tax shelter benefits associated with investment property ownership inherently affect market value, and the court is not constrained to determine market value as though real property lacked tax shelter features.

In the instant case, Respondent failed to determine how the PPA and other intangible contracts influence the value of the real and tangible personal property.  Respondent presented the business value of the Facility, failed to discount the value of the PPA based on sales, and did not relate how the value of the business influenced the value of the real and tangible personal property.   Respondent did not demonstrate or explain how to make any supportable exclusion for the value of the intangible assets. The value of the property clearly is not nearly worthless without the PPA; the property has value generating energy and capacity and selling it into the wholesale market.

Respondent cites Freeport-McMoran Resource Partners v County of Lake, 12 Cal App 4th 634 (1993), and requests that the Tribunal consider the income of the PPA as market income.  The Tribunal is reluctant to accept the California Court of Appeals ruling because the owner had acquired long-term contracts to sell electricity for a fixed price. 

The energy prices for the PPAs in California are developed by public utilities and approved by California Public Utility Commission (CPUC) in 1983 based on the current forecasts of future market prices for fuel.  Four types of standard offer contracts were developed.  The S04 contract is a long-term energy supply contract that contained various payment options including a fixed price option.  

In 1985 CPUC suspended approval of new S04 agreements with fixed energy prices, after determining that the fixed prices did not reflect market prices for energy because they were based on overestimates of the utilities’ long-run avoided operating costs due to incorrect assumptions that market prices for natural gas would continue to rise.  

Existing S04 contracts could be transferred to subsequent purchasers.  The full value of the property included projected income at the contract rates, rather than market rates, since a prospective purchaser would be willing to pay more for the plant with the existing contracts.  Also, the contracts were the means by which the property was put to beneficial use for the purpose of assessing the property’s full value.  Moreover, the higher price received under the contracts was not the result of the successful operation of the plants but of the regulatory scheme that allowed the owner the benefit of a long-term fixed contract price. 

The evidence in this case showed that appellant’s plant would only be offered for sale in conjunction with the S04 contract because the contract is integral to the economic viability of the plant and that a prospective purchaser would be willing to pay more for a plant with an S04 contract than for a plant without one because the S04 guarantees a higher income.  

This simply is not the case in Michigan.  The MPSC does not control the PPAs, and does not guarantee that they can be transferred to a new purchaser. The potential purchaser of subject Facility would not have the right to the same PPA as MCV.  The current PPA would have to be negotiated with Consumers.  While it is true that the PPA provides for an above-market rate for capacity and energy, the contract is not integral to the viability of the plant.  Without the PPA, the Facility is able to produce energy and capacity and sell the same in the wholesale market as an EWG.  Both parties provided appraisals based upon the Facility operating as an EWG.  The Facility would be economically viable without the PPA.  The PPA does guarantee the CURRENT OWNER a higher income, but there is no guarantee that a potential purchaser would enjoy the same benefits.  In fact, testimony is the opposite: a potential purchaser would have to apply for QF recertification, and enter into a PPA based upon the avoided cost formula in place.

Respondent has placed reliance upon several decisions of utility-based properties.  Typically these properties cross state jurisdictional lines, and are centrally assessed, which considers a “unit valuation” method.  The intangible assets are considered, and the assets are then allocated.  While the appraisal principals are similar, the methods by which individual properties are appraised differ.  The “stock and debt” technique is appropriate for an operating telephone system, or a railroad system, but it is not as applicable to a stand-alone property that is not multi-jurisdictional and requires that the intangible assets are separated and valued not individually, but by the value the intangible adds to or detracts from the real and tangible personal property.  

Respondent contends that Petitioner has represented in prior proceedings, and to the IRS, that the tangible property at issue was purchased for $2.3 billion.  The Tribunal is not the proper forum to make the determination that the owner has misrepresented the fair market value of subject property.  The Sarbanes-Oxley Act of 2002 does not allow a party to represent a value for one purpose and an entirely different value for another purpose.  However, this Act was passed after dates in contention for this appeal.  For example, if Petitioner claimed that $2.3 billion was the fair market value of the Facility for income tax purposes, they would be precluded from claiming to the Tribunal that the value was more or less than that reported fair market value.  However, in the documentation that the Tribunal has received in this case, the $2.3 billion has not been termed as fair market value, but has been referred to as a sale-leaseback transaction negotiated between two parties, based upon future benefits dependent upon the “avoided cost” formula.  Out of 700-plus exhibits, the Tribunal has received no exhibit indicating that the market value of the Facility is $2.3 billion.  Value reported on a 10K or a 10Q is not market value as defined in MCL 211.27a:  “Except as otherwise provided in this section, property shall be assessed at 50% of its true cash value under section 3 of article IX of the state constitution of 1963.”

The Michigan Supreme Court, in Meadowlanes v City of Holland, 437 Mich 473, 484; 473 NW2d 636 (1991), acknowledged that the goal of the assessment process is to determine the usual selling price of a given piece of property between a willing buyer and a willing seller.  In determining a property’s true cash value or fair market value, Michigan courts and the Tribunal uniformly recognize the three traditional valuation approaches as reliable evidence of value.  See Antisdale v Galesburg, 420 Mich 265; 362 NW2d 632 (1984).

The PPA represents a guaranteed capacity and energy rate for the Facility, which is not required to be reported on a 10K.  The PPA was not depreciated separately in 1990, as it was not recognized as having an independent value. Approximately 100 sales of PPAs were reported in EEI 1996, including buyouts and renegotiated PPAs. One year later, EEI reported an additional 45 buyouts were completed, with an additional 44 projects in the process of renegotiation for 1997.  The actual value of the PPA and the other contracts were determined in Schoenwald’s report; however, he did not follow through and discount any of the contracts for above or below-market rates, nor did he explain how the above-market rate contract influenced the market value of the subject Facility.  The excess maintenance, the manner in which the facility is operated, and discounting the contracts to a present worth after testimony from Goodman, and Joos as to the value of the above-market rates were substantially discounted for a buy-out.  

Schoenwald failed to take any discounts into account for the actual market value of the PPA.  The PPAs only guarantee an income stream for specific investors.  The actual cogeneration facility may not have been constructed without PURPA; however, six years later the market value of the Facility has decreased in value due to the decreasing prices for the largest expenditure, the GTG.  Overall, in the six years since initial construction, the market and value for the Facility has decreased causing the Facility to depreciate, which Schoenwald did not consider.  

Respondent’s dependence on the California Court of Appeals cases, specifically Watson, is misplaced.  The California Public Utilities Commission (CPUC) has substantial control over the contracts that may be entered into.  Specifically, CPUC regulates the actual contracts, and gives parties a choice of four standardized contracts.  Furthermore, these contracts are specifically regulated by the state, and cannot be altered without governmental approval.  (This is set forth in Freeport-McMoran, which precedes Watson).  In this case, neither party has produced any evidence to show that the State of Michigan exercises similar control.  On the contrary, the record is clear that MCV and Consumers have altered and amended the PPA numerous times.  

Furthermore, the role of the MPSC is to protect consumers by making sure that the capacity payment rates are not excessive.  No evidence has been produced to show that MPSC has to approve the original PPA, the amendments to the PPA, or that it exercises the same level of control as CPUC.  

The Tribunal finds compelling independent and substantial evidence that the value of the Facility decreased from December 31, 1990 to December 31, 1996.  Petitioner has met the burden of proof in determining that the value of the facility is reduced based upon (i) changes in technology that reduce the cost of equipment (90% of the value of the facility), (ii) current construction costs, (iii) current heat rates, (iv) current electricity wholesale prices, (v) FERC orders regarding transmission access and industry restructuring, and (vi) functional and physical obsolescence.  Respondent’s main valuation witness Schoenwald is afforded no credibility.   The Tribunal relied on Respondent’s secondary valuation and assessor at the time of the assessment, as well as Petitioner’s cost approach, to place a fair and equitable market value on the MCV Facility as of December 31, 1996 and December 31, 1997.  In addition, the Tribunal finds no clerical error, mutual mistake, or property that was not initially included in the December 31, 1990 assessment that served as the basis for the subsequent years with additions and losses adjusting the value of the initial assessment.

The Tribunal finds from its examination of evidence received at the hearing in this matter that the true cash values of the subject property are as follows:

	YEAR
	PARCEL NO.
	TCV
	AV
	TV

	1997
	19-13-09-500
	694,983,200
	347,491,600
	347,491,600

	1997
	29-13-09-600
	67,279,782
	33,639,891
	33,639,891

	1997
	14-27-50-500
	991,400
	495,700
	495,700

	1997
	14-33-10-100
	1,070,200
	535,100
	535,100

	1997
	14-34-10-100
	2,617,800
	1,308,900
	1,308,900

	1997
	14-35-50-100
	337,400
	168,200
	168,200

	TOTAL
	
	767,279,782
	383,639,891
	383,639,891


	YEAR
	PARCEL NO.
	TCV
	AV
	TV

	1998
	19-13-09-500
	721,625,200
	360,812,600
	360,812,600

	1998
	29-13-09-600
	74,436,251
	36,549,277
	36,549,277

	1998
	14-27-50-500
	991,400
	495,700
	495,700

	1998
	14-33-10-100
	1,070,200
	535,100
	535,100

	1998
	14-34-10-100
	2,617,800
	1,308,900
	1,308,900

	1998
	14-35-50-100
	337,400
	168,200
	168,200

	TOTAL
	
	801,078,251
	400,539,125
	400,539,125


	YEAR
	PARCEL NO.
	TCV
	AV
	TV*

	1999
	19-13-09-500
	
	
	366,757,701

	1999
	29-13-09-600
	
	
	44,699,774

	1999
	14-27-50-500
	
	
	495,700

	1999
	14-33-10-100
	
	
	535,100

	1999
	14-34-10-100
	
	
	1,308,900

	1999
	14-35-50-100
	
	
	168,200

	TOTAL
	
	
	
	413,965,375


	YEAR
	PARCEL NO.
	TCV
	AV
	TV**

	2000
	19-13-09-500
	
	
	373,910,226

	2000
	29-13-09-600
	
	
	45,310,245

	2000
	14-27-50-500
	
	
	495,700

	2000
	14-33-10-100
	
	
	535,100

	2000
	14-34-10-100
	
	
	1,308,900

	2000
	14-35-50-100
	
	
	168,200

	TOTAL
	
	
	
	421,728,371


1999 and 2000 are taxable only appeals.  *Includes CPI and TV addition of $172,100.   ** Includes CPI and TV addition of $184,129

JUDGMENT

IT IS ORDERED that the subject property’s true cash, assessed, state equalized, and taxable values shall be revised as set forth above for the tax years at issue, based upon the Findings of Fact/Conclusions of Law set forth in the preceding sections.
IT IS FURTHER ORDERED that the officer charged with collecting or refunding the affected taxes shall collect taxes and any applicable interest or issue a refund as required by this Order within 20 days of the entry of this Order.  If a refund is warranted, it shall include a proportionate share of any property tax administration fees paid and of penalty and interest paid on delinquent taxes.  A sum determined by the Tribunal to have been unlawfully paid shall bear interest from the date of payment to the date of judgment and the judgment shall bear interest to the date of its payment. A sum determined by the tribunal to have been underpaid shall not bear interest for any time period prior to 28 days after the issuance of this Order.  As provided in 1994 PA 254 and 1995 PA 232, being MCL 205.737, as amended, interest shall accrue for periods after March 31, 1985, but before April 1, 1994, at a rate of 9% per year.  After March 31, 1994, but before January 1, 1996, interest shall accrue at an interest rate set monthly at a per annum rate based on the auction rate of the 91-day discount treasury bill rate for the first Monday in each month, plus 1%.  After January 1, 1996, interest shall accrue at an interest rate set each year by the Department of Treasury.  Pursuant to 1995 PA 232, interest shall accrue (i) after December 31, 1995, at a rate of 6.55% for calendar year 1996, (ii) after December 31, 1996, at a rate of 6.11% for calendar year 1997, (iii) after December 31, 1997, at a rate of 6.04% for the calendar year 1998, (iv) after December 31, 1998, at a rate of 6.01% for the calendar year 1999, and (v) after December 31, 1999, at a rate of 5.49% for the calendar year 2000, (vi) after December 31, 2000, at a rate of 6.56% for calendar year 2001, (vii) after December 31, 2001, at a rate of 5.56% for calendar year 2002, and (vii) after December 31, 2002, at a rate of 2.78% for calendar year 2003.








MICHIGAN TAX TRIBUNAL

Entered:  January 23, 2004


By:  Victoria L. Enyart

� June 8, 1999 Respondent’s Motion to Remove Case from Prehearing General Call.


� R-1118 Watson Cogeneration Facility, Fair Market Value Report as of January 1, 1997, John C. Goodman. 


� A control area is an area containing generating facilities and electric customers where the generators are operated in a coordinated manner to supply customer needs.  Control areas have well-defined boundaries and connections through which power may flow into or out of an area.  MECS is basically the combined Consumers and Detroit Edison Company systems. Respondent’s Appraisal, p. 8.


� “Avoided cost” is a concept created by FERC in establishing one of the advantages of a QF.  The avoided cost is the cost that the utility is avoiding by not having to construct a new facility.  The MPSC determined “avoided cost” by estimating the costs of a utility company constructing a  “proxy” base load coal fired generating facility.  The rolling average cost for Consumers’ proxy facility of the fuel and operating expenses are included in the estimate. “Avoided costs” can be calculated at the time the contract (PPA) is entered into, or at the time of delivery.    


� The Tribunal, in the final value conclusion, adds the $112,696,200 to the Furniture and Fixtures section of the personal property as if acquired in 1990.


� The indication was that the Tribunal did not have a succinct summary of PURPA, the characteristics of PURPA, and how those characteristics relate to a QF. Respondent believes that “the Federal certification under PURPA does significantly impact the value of facilities, as is demonstrated by the Schoenwald appraisal.” TR, Vol. 107a, p. 90.    








� Walker and Sansoucy both signed the certification for the appraisal.  Walker was the primary author; Sansoucy’s testimony will regard the engineering backup, inspection of the site, engineering expertise, and rebuttal testimony regarding the performance characteristics of the subject before and after the upgrades. Therefore, the Tribunal includes both witnesses and will attempt to combine testimony and place the appraisal in a logical reading order. 


� Both steam turbines were converted for use with the gas turbines.


� R-611h contains the comparable facilities’ back-up documentation.


� R-611b, Appendix I, contains the back-up information used to determine the capacity and energy prices.  This contains a variety of source documents including: EIA’s 1999 Assumptions to the Annual Energy Outlook, Development of Engineering, Cost, and Performance Data for Generation Supply Options for New England prepared by Stone and Webster February 1993, and 1995 Summary of the Generation Task Force Long-Range Study Assumptions, by The Nepool Generation Task Force, June 1995.


� R-611b, Appendix M. 


� The Tribunal cites 716 F Supp 543, 547 (1988), p 4, “Dr. Arthur Schoenwald, a financial consultant specializing in railroad and utility ratemaking and valuation [of railroad property].”   


� MPSC does not approve the “avoided cost” to be allowed.  MPSC determines how much of a utility company’s costs are approved for a “pass through” to the utility customers in increased rates.  The utility company calculates the cost of building a new facility.


� Respondent states in its Reply Brief, p. 8, that the SEPA is a 25-year agreement to produce steam and electricity for Dow Chemical.  Petitioner also has a SPA agreement with Dow Corning Corporation for 15 years.


� Shulman’s Economic Evaluation of Back Pressure Steam Turbine states that the cost is $5,977,000.


� The Tribunal notes The Appraisal of Real Estate, 12th ed, indicates that external obsolescence is determined in the same manner.


� The value of the personal property as presented by Petitioner is not included in the total and will be addressed separately by the Tribunal.


� The cooling pond was already included in the land value by Boring, in the cost approach, and again in the “expansion potential.”


� The Tribunal notes that Respondent should not have been so agreeable to abandon its assessor’s valuation prior to trial and cause two appraisals to be prepared for this Tribunal.  


� The true cash and assessed values for 1999 and 2000 are not in contention.  The taxable value is adjusted for the CPI for the real property.  


� Pursuant to FERC regulations, QFs are exempt from various provisions of the Federal Power Act, the Public Utility Holding Company Act and state laws and regulations.  18 CFR 292.601 and 292.602.


� See exhibits P-41, P-42, P-43, P-44, P-45, P-84,P-142, R-230, p. 381, R-1130, and R-1206.


� P-41-P-44 Edison Electric Institute published PPA buyouts for several years.  P-84, R-1130 and R-1206 are the Citizens Power PPA buyouts.  September 23, 2002 testimony of Consumers President Joos indicated that several PPAs were bought out and replaced with MCV’s energy and capacity.


� California royalty method was testified to by Goodman, who was the appraiser for Petitioner in Watson. See R-1118.





