
MEMORANDUM
DATE:

August 10, 2012

RE:

MID’s Falling Water Charge and Proposition 26

QUESTION PRESENTED:


Is the Modesto Irrigation District’s Falling Water Charge a tax for which voter approval is required under Proposition 26?

SHORT ANSWER:

Proposition 26, which amended the definition of taxes in the California Constitution, applies only to fees that were implemented, increased or extended after November 3, 2010. Modesto Irrigation District (“MID”) began application of The Falling Water Charge in 1995, and developed the current methodology for calculating the Falling Water Charge in or around 2004. Although MI approves and sometimes increases the Falling Water Charge each year as part of its annual budget, such approval or increase likely does not constitute an increase or extension of the Falling Water Charge for purposes of Proposition 26 because both the charge itself and the methodology for calculating the charge predate the implementation of Proposition 26. The City of Redding and the Redding Electric Utility are currently litigating this issue in the Shasta County Superior Court concerning the Redding Electric Utility’s Payment In Lieu Of Taxes (“PILOT”) charge. Judicial direction is expected from the appellate court in 2013.

If it were determined that Proposition 26 applies to the Falling Water Charge, the Falling Water Charge would likely be considered a tax for which voter approval is required. Utility service charges, such as electrical and gas, are exempt from the need for voter approval provided they do not exceed the reasonable cost of providing the service. However, the Falling Water Charge is not based upon the cost of providing electrical service, but is instead an attempt to calculate the value of Don Pedro Dam and Reservoir to the MID Electrical Division from the MID Irrigation Division. It therefore does not fall within the utility service exception. Courts have rejected similar efforts by local governments to capture the value of services provided, finding that the law limits local agencies to the recapture of the cost of service irrespective of its value.
RECOMMENDATION:

MID should retain legal counsel who specializes in Proposition 26 compliance to evaluate the Falling Water Charge and advise MID as to the steps it needs to take, if any, to bring the Falling Water Charge into compliance with the provisions of Proposition 26.

FACTS:


MID is an irrigation district formed and existing under the provisions of the Irrigation District Law. (Water Code § 20500 et seq.). MID provides water diverted from the Tuolumne River to its landowners for irrigation of approximately 60,000 acres within its boundaries. It also generates hydroelectric power at Don Pedro Dam and provides retail electric service to 111,000 accounts. The hydroelectric power generated by MID at Don Pedro Dam is from flows released for other irrigation and other purposes, although flows for other purposes are adjusted when possible to peak, as opposed to off-peak, hours. (MID/TID FERC Pre-Application Document, p. 3-29). 

Beginning in about 1995, MID established the Falling Water Charge which the Electrical Division pays to the Irrigation Division. The Falling Water Charge is a source of revenue to the Irrigation Division (along with irrigation water service charges) and is used to offset operational expenses incurred by the Irrigation Division.


The Falling Water Charge is not based upon costs incurred by the Irrigation Division relative to the generation of hydroelectric power for the Electrical Division.

Instead, the Falling Water Charge is an effort to enable the Irrigation Division to recover from the Electrical Division the value of the use of Don Pedro Dam. (March 1995 MID “Irrigation Line”). To determine the Falling Water Charge each year, MID uses a production cost model to determine the gross market value of average hydro year Don Pedro generation to MID. The result of this effort is called the Falling Water Value. The Falling Water Charge is the difference between the Falling Water Value and assigned expenses, including operation and maintenance, administrative and general, and debt service. 


Beginning in approximately 2004, MID changed the methodology by which the Falling Water Charge is determined and began to average the previous four years’ Falling Water Value and applied it four years into the future.
 This amount is called the Falling Water Value Forward Average. Currently, the Falling Water Charge is the difference between the Falling Water Value Forward Average and assigned expenses. The use of averages helps dampen the year-to-year volatility of market prices and produces long-term budget planning stability.

Between 1996 and 2012, the Falling Water Charge ranged from a high of $10,158,720 (2011) to a low of $2,268,371 (2004).


The Electrical Division recoups the Falling Water Charge from its retail electric customers as an element of the electrical rate that it charges. The Falling Water Charge is blended into the electric rate and is not separately reflected on the electrical bill.

LAW:

Proposition 26 amends provisions of the California Constitution originally established by Proposition 218 by adding a new definition of “tax” to the California Constitution in an effort to close perceived loopholes in the definition of “tax.” (Cal.Const., Art. XIIIC, § 1(e)). It provides that all fees, charges, levies or exaction by a local government - regardless of name, kind, or purpose - are considered taxes unless specifically exempted from the definition of tax by application of one of seven exemptions established in Proposition 26. 


Proposition 26 amends the provisions of Article XIIIC by adding section 1(e) as follows:

“(e) As used in this article, “tax” means any levy charge, or exaction of any kind imposed by local government, except the following:
(1) A charge imposed for a specific benefit or privilege granted directly to the payor that is not provided to those not charged, and which does not exceed the reasonable costs to the local government of conferring the benefit or granting the privilege.

(2) A charge imposed for a specific government service or product provided directly to the payor that is not provided to those not charged, and which does not exceed the reasonable costs to the local government of providing the service or product.

(3) A charge imposed for the reasonable regulatory costs to a local government for issuing licenses and permits, performing investigations, inspections, and audits, enforcing agricultural marketing orders, and the administrative enforcement and adjudication thereof.

(4) A charge imposed for entrance to or use of local government property, or the purchase, rental, or lease of local government property.

(5) A fine, penalty, or other monetary charge imposed by the judicial branch of government or a local government, as a result of a violation of law.

(6) A charge imposed as a condition of property development.

(7) Assessments and property-related fees imposed in accordance with the provisions of Article XIIID.

The local government bears the burden of proving by a preponderance of the evidence that a levy, charge, or other exaction is not a tax, that the amount is no more than necessary to cover the reasonable costs of the governmental activity, and that the manner in which those costs are allocated to a payor bear a fair or reasonable relationship to the payor’s burdens on, or benefits received from, governmental activity.”
//

//

ANALYSIS:
A. Do the Provisions of Proposition 26 Apply to the Falling Water Charge?

1. Proposition 26 Does Not Apply to Measures Enacted Prior to Its Adoption.

The voters adopted Proposition 26 was adopted on November 2, 2010, and it subsequently went into effect on November 3, 2010. (Cal.Const., art. XVIII, § 4). Legislation, whether adopted via initiative or by action of the Legislature, that contains no express retroactivity clause, is not considered to have retroactive application absent clear extrinsic evidence to the contrary. (See, e.g., Evangelatos v. Superior Court (1988) 44 Cal. 3d 1188, 1209; In re Marriage of Howell (2011) 195 Cal.App.4th 1062; 1074). A portion of Proposition 26 which deals with state, not local, taxes, does have a retroactivity clause, applying to certain state measures adopted between January 1, 2001 and the effective date of Proposition 26. (Cal.Const., art. XIIIA, § 3(c)). However, there is no similar retroactivity clause for the provisions of Proposition 26 applying to local governments. Therefore, Proposition 26 does not likely apply retroactively to local government fees or charges which existed at the time it was implemented on November 3, 2010.

Moreover, there is no clear extrinsic evidence in the ballot materials or otherwise suggesting a retroactive application of Proposition 26 to local fees and charges. To the contrary, the extrinsic evidence supports a conclusion that Proposition 26 applies prospectively only. Ballot summaries, arguments and legislative analyses are considered reliable materials that courts can use to construe voter intent concerning initiatives. (See Amador Valley Joint Union High School Dist. v. State Bd. of Equalization (1978) 22 Cal.3d 208, 245-246). In the Legislative Analyst’s review of Proposition 26 that was included in the official Proposition 26 ballot materials,
 the Legislative Analyst stated that the change in the definition of taxes would not affect most fees and charges in effect at the passage of Proposition 26 since it would only apply to those fees that are later increased or extended. (Ballot Pamphlet, General Election (November 2, 2010) Proposition 26, analysis by the Legislative Analyst, page 58). Therefore, the available extrinsic evidence indicates that Proposition 26 was not intended to apply retroactively to local governmental fees and charges that existed prior to its enactment. 

While the Falling Water Charge has been in existence prior to the adoption of Proposition 26, it is approved in MID’s budget each year, possibly constituting an extension or increase of the Falling Water Charge. This may arguably subject the Falling Water Charge to the definition of a “tax” as defined in Proposition 26. Thus, whether or not the Falling Water Charge has been increased or extended since November 3, 2010 must be determined. 
2. The Falling Water Charge Has Likely Not Been Increased or Extended Since November 3, 2010.



Proposition 26 amended some provisions of the Constitution added by Proposition 218, but did not amend the original language with regard to increases or extensions.  Proposition 218 provided, among other things, that a tax, fee or charge could not be increased or extended unless it first complied with the procedural and substantive provisions of Proposition 218. (See, e.g., Cal.Const., art. XIIIC, § 2(b) [taxes]; Cal.Const., art. XIIID, § 6 [fees]). Following the adoption of Proposition 218 by the voters, the Legislature adopted numerous provisions to the Government Code to provide definitions and other clarification as to Proposition 218. Government Code Section 53750 defines an extension of a fee or tax as an action to extend the previously stated effective period of the fee or tax, such as by changing or eliminating a sunset provision. (Gov. Code § 53750(e)). An increase of a fee or tax is defined as an action by the local governmental body to increase the rate used to calculate the fee or tax, or to change the methodology by which the fee or tax is calculated. (Gov. Code § 53750(h)(1)). However, a fee or tax is not considered to be increased if it is increased pursuant to a schedule and methodology that was previously approved, or is increased pursuant to a schedule designed to adjust for inflation that was adopted before November 6, 1996 (the effective date of Proposition 218). (Government Code § 53750(h)(2)).

Proposition 26 did not amended the provisions relating to the increase or extensions of fees or taxes. Proposition 26 applies to fees and taxes adopted, increased or extended after its effective date. However, it is not clear if a fee or tax schedule adopted before Proposition 26, but after Proposition 218, is subject to Proposition 26. The distinction is an important one for MID. 

The available information indicates that MID implemented the Falling Water Charge before November 6, 1996, but that the methodology may have changed in approximately 2004. Thus, assuming the Falling Water Charge is approved in the 2013 budget in accordance with the methodology established in approximately 2004, it is not clear if such approval constitutes an increase that would require compliance with Proposition 26.


Although there is no controlling appellate court authority on this issue, the City of Redding and the Redding Electric Utility litigated this issue in the Shasta County Superior Court. The City of Redding argued that since the PILOT was implemented first in 1988, and adjusted thereafter in accordance with a formula adopted in 2005, it was not subject to the provisions of Proposition 26. (City of Redding’s March 10, 2011 Demurrer, p. 8). According to the City of Redding, the proper reading of Proposition 26, Proposition 218, and the provisions of Government Code section 53750(h)(2) demonstrated that the PILOT and all other similar fees and taxes were “grandfathered” from applicability of Proposition 26 until such time as they were extended or increased as defined by Government Code section 53750(h). (Id., p. 6-8). The Plaintiffs disagreed, arguing that the biennial act by the City of Redding to implement or continue the PILOT through a budgetary approval constituted a new approval that was not subject to the grandfather provisions of Government Code section 53750.

The trial court agreed with the City of Redding, and sustained the demurrer on the grounds that the PILOT was adopted prior to Proposition 26, and the methodology for determining the amount was adopted before the effective date of Proposition 26. The trial court further ruled that the biennial budget resolution by the City of Redding did not constitute an increase or extension of the PILOT that would subject it to the requirements of Proposition 26.


The trial court’s determination has been appealed and a controlling decision should be issued in 2013. Assuming that the appellate court agrees with and upholds the trial court’s determination as to when the provisions of Proposition 26 apply, and further assuming that MID has not changed the methodology by which the Falling Water Charge is calculated since the adoption of Proposition 26, then it would appear that the Falling Water Charge will not be subject to the requirements of Proposition 26 unless and until it is “extended” or “increased” within the meaning of Government Code section 53750(h).

B. 
The Falling Water Charge Is Not Exempt from the Definition of Tax Provided in 


Proposition 26.

Under the new definition of tax provided by Proposition 26, the Falling Water Charge will be considered a tax if (1) it is determined that the Falling Water Charge is “imposed” upon the electric rate payers, and (2) one of the seven enumerated exceptions does not apply. (Cal.Const., art. XIIIC, § 1(e)(1) – (7)).
1. It is Likely that the Falling Water Charge Will Be Considered “Imposed” Upon Its Electrical Rate Payors.


The term “impose” implies the use of coercion or force. (Ponderosa Homes, Inc. v. City of San Ramon (1994) 23 Cal.App.4th 1761, 1770 [defining imposition as time established by agency, not time paid]; distinguished by Howard Jarvis Taxpayers’ Assoc. v. City of La Habra (2001) 25 Cal.4th 809, 823-824 [imposition also applies to continued enforcement and collection]). In the case of the Falling Water Charge, the charge is imposed in the sense that MID requires that it be included in the electrical bill and collected. However, an argument might be made that because using MID’s electrical service is a voluntary act, and not required of all persons located within MID’s electrical service area, the Falling Water Charge is not “imposed” for purposes of Proposition 26.

Again due to the newness of Proposition 26, there is no controlling legal authority on this question. The issue is being litigated in the City of Redding case discussed above, with the City arguing that no one is required to use its electrical service and that other options exist, including solar, wind, water, geothermal and other “off the grid” sources. The Plaintiffs countered, arguing that such “off the grid” choices were not realistic choices for the majority of the electrical customers, noting that electricity is not “a commodity that customers could forgo or shop for like groceries.” (Plaintiffs’ Opposition to Demurrer, p. 12). It is not clear how the trial court ruled on this issue, but it is anticipated that the appellate court will provide guidance when it decides the appeal.

Interestingly, the attorney for the City of Redding, Mr. Michael G. Colantuono, is also the primary author of the League of California City’s April 2011 “Proposition 26 Implementation Guide” (“Guide”). In the Guide, Mr. Colantuono takes the position contrary to the one he took on behalf of the City of Redding. The Guide finds that a local government’s fees for the provision of retail electric power will likely be considered “imposed” where the local agency is the exclusive provider within its service territory. The Guide makes such conclusion based upon the fact that customers have no real ability to opt out and use the services of a free market competitor, nor do they have the ability to reach the terms and conditions of service based upon voluntary contract negotiations. (Guide, p. 22-23). The Guide further points out that one of the identified purposes of Proposition 26 was to protect rate payors from “hidden fees,” and that such purpose would be thwarted if a local government could implement such fees as a result of its monopolistic powers within its service area. (Guide, p. 23).

The Guide cites no cases in support of its analysis, but such analysis nonetheless seems correct. A fee or charge cannot be considered “imposed” if it is associated with truly voluntary activity. However, in those situations where an essential service, including electricity, is provided by a governmental agency with no market competition, the use of such service cannot reasonably be considered voluntary.
 

In the case of the Falling Water Charge, MID is the sole provider of retail electric service in its service area. Further, the MID Board of Directors establishes the without negotiation with prospective or current users. It seems likely, therefore, given the exclusive ability of MID to provide retail electric service within its service area, that the Falling Water Charge will be considered “imposed” upon MID’s ratepayers for purposes of Proposition 26.

2. The Falling Water Charge Will Likely Be Considered a Tax Under Proposition 26 Because None of the Enumerated Exceptions Apply.

Proposition 26 amends the definition of tax established in Proposition 218 to provide that all levies, charges or exactions are taxes unless they meet the definition of one of seven enumerated exceptions. Interestingly, where Proposition 218 expressly excluded gas and electric charges from its reach (Cal.Const., art. XIIID, § 3(b)), Proposition 26 included no similar exclusion. However, one enumerated exception establishes that utility service fees may not be considered taxes: 
“A charge imposed for a specific government service or product provided directly to the payor that is not provided to those not charged, and which does not exceed the reasonable costs to the local government of providing the service or product.” (Cal.Const., art. XIIIC, § 1(e)(2)).

Using costs of service to limit fees was first established after passage of Proposition 13, wherein the Legislature defined “special tax” as used in Proposition 13 to exclude any fee which does not exceed the reasonable cost of providing service. (Govt. Code § 50076). In Proposition 218, this effort was continued, as a proper fee or charge could not exceed the cost of providing the underlying service. (Cal.Const., art. XIIID, § 6(b)). The cost of service limitation has been examined in numerous cases and is well-established. (See, e.g., City of Palmdale v. Palmdale Water Dist., 198 Cal.App.4th 926, 934-938). 


The Falling Water Charge easily meets the first two criteria of this exception: it is imposed for a specific governmental service provided directly to the payor, and the service is not provided to those who do not pay. However, since the Falling Water Charge is not based upon the cost to MID of providing electrical service, but rather upon a calculation of the value of the falling water occasioned by the existence of New Don Pedro, the Falling Water Charge will not fall within this exception. Two cases, decided before passage of Proposition 26 and dealing with the provisions of cost-for service limitations in Proposition 218, foreclose the usage of value as a measure for establishing cost of service provided.

The City of Roseville (“City”) operated three utilities (water, sewer and refuse) as semi-independent franchises. The City imposed upon each utility franchise a flat fee of 4% of its annual budget.  The franchise collected the additional 4% fee from its rate payers, paid to it the City, and the City transferred it to its general fund. The City dubbed this the “in lieu fee.” The “in lieu fee” was challenged as violating Proposition 218 by the Howard Jarvis Taxpayers’ Association because it was unrelated to the cost of providing the water, sewer and refuse service.


The City argued that private utilities pay the City franchise fees to cover the costs of using City’s streets, roads, alleys and rights of way, and that the “in lieu fee” was nothing more than an attempt to have the public utilities pay to the same degree that a private utility would. The City submitted evidence that in establishing the “in lieu fee,” it looked at a host of factors, including what it collected from private franchises, what other localities collect as franchise fees, and what a reasonable rate of return would be for the use of the City’s roads, alleys and rights of way. The appellate court rejected the City’s argument, noting that “not one of these factors aligns with an identified cost of providing utility service,” but instead asked “what will the market bear?” (HJTA v. City of Roseville (2002) 97 Cal.App.4th 637, 648). The court went on to state that while the City could impose “fees on private utilities on the basis of contractual negotiation rather than cost, it is not free, under section 6(b) of Proposition 218, to impose franchise-like fees on a non-cost basis regarding its municipal utilities.” (Id. at 648). 

The court acknowledged that the City was entitled to recover the costs of any service it provides, and that such costs include operation, maintenance, financial and capital expenditures. However, the court found that the use of a flat rate fee did not represent an appropriate method of identifying and recuperating such costs:

“On its face, this fee does not represent costs. It is a flat fee. It is imposed on utilities’ budgets, presumably after their total costs have been accounted for in the budget process. If the budget of a utility increases because of a cost increase unrelated to the in-lieu fee, the in-lieu revenues, as a flat percentage of that increased budget, increase as well. The in-lieu fee is the same percentage applied to each budget, regardless of varying uses of streets, alleys and rights-of-way by the individual utilities. It cannot be said that this flat fee on budgets coincides with these costs.” (Id. at 648).

The same issue was litigated again with regard to a fee charged by the City of Fresno (“Fresno”) to its utility departments in lieu of property taxes paid by private utilities. (HJTA v. City of Fresno (2005) 127 Cal.App.4th 914). As with the City of Roseville, Fresno argued that costs incurred by it as a result of the delivery of service by its utility departments were not properly being captured and repaid to it. Therefore, Fresno imposed a flat fee equal to 1% of the assessed value of the fixed assets of its various utility departments. Fresno’s utilities paid the amount charged to Fresno, which then transferred it to the general fund. Fresno’s utilities collected the fee from their customers, but the fee was not separately identified on the bill. The bill listed only a single charge for service.

The reviewing court relied heavily upon the decision in the City of Roseville case in determining that Fresno’s in lieu fee was improper. As in the City of Roseville, the court found that Fresno was entitled to recover all of the costs of service, but that the manner in which it may do so is restricted by Proposition 218. The court determined that while it would not be as easy as imposing a flat rate fee, if Fresno wanted to recover all of its costs it would need to reasonably determine such costs for each of its utilities. (City of Fresno, supra, 127 Cal.App.4th at 923). The court specifically noted that, “Before Proposition 218, … rates were permitted to reflect the ‘value’ of the service, not just the cost of providing the service” but that “Proposition 218 changed all that with its constitutional requirement that ‘[r]evenues derived from the fee or charge shall not exceed the funds required to provide the property related service.’” (Id. at 922)(internal citations omitted). The court went on to find that Fresno had never made any effort to establish the actual cost of services provided to the utilities or demonstrate that the imposed flat fee approximates such costs. (Id. at 927).

 The decisions in City of Roseville and City of Fresno have direct applicability to the Falling Water Charge. Like the in lieu fees imposed by the Cities of Roseville and Fresno, MID makes no effort to identify the costs incurred by the Irrigation Division related to the generation of hydroelectric power by the Electrical Division, or to approximate such costs. Indeed, the flat rate formula that is used to establish the Falling Water Charge does not even take actual costs of repair, maintenance, upkeep, operation, or debt service into account. Thus, the Falling Water Charge can (and almost certainly does) go up without regard to a corresponding increase in costs incurred by the Irrigation Division. 


Rather, like the in lieu fees of the Cities of Roseville and Fresno, the Falling Water Charge is an effort by MID to recoup the value of the falling water provided to the electrical department by looking at what the free market would bear in terms of revenues and avoided costs. While using value as a method of establishing fees is entirely appropriate when dealing with private entities, the California Constitution now limits MID to use costs a basis for establishing fees and charges. 

MID has been clear that the purpose of the Falling Water Charge is to identify the value of New Don Pedro and charge that value to the Electrical Division for the express purpose of offsetting the expenses associated with the provision of irrigation service by the Irrigation Division. As such, MID will be hard-pressed to formulate any argument that the Falling Water Charge is designed to recover the costs incurred by the Irrigation Division. Yet, even if such arguments could be made, MID has not made an effort to identify the costs incurred by the Irrigation Division in providing water for the generation of hydroelectric power to the Electrical Division. Thus, while it is certainly true that the Irrigation Division can charge the Electrical Division for costs incurred by the Irrigation Division in providing water to the Electrical Division for the generation of hydroelectric power, it cannot do so unless and until it makes a reasonable, good faith effort to identify such costs. Use of a general formula applying a production cost model and averaging calculated value for purposes of budgetary certainty will not suffice. 

 The Falling Water Charge has nothing to do with the costs incurred by the MID Irrigation Division related to the provision of hydroelectric power by the Electrical Division. As such, the exemption in Article XIIIC, § 1(e)(2) likely will not apply. The Falling Water Charge is thus a tax for which voter approval is needed.

� Arguably, there are no such costs. MID generates power by and through releases made from Don Pedro Dam for irrigation and other purposes. As such, it would be difficult to argue that MID’s irrigation facilities have additional wear and tear, for example, as a result of the generation of power. The MID irrigation facilities would be used in exactly the same manner if the hydroelectric facilities did not exist. It is possible that wear and tear or other costs to MID’s irrigation facilities can be shown as a result of efforts to make releases for other purposes at peak times, as opposed to off-peak times, but MID has not made any effort to identify or quantify such additional costs.


� For example, the 2004 Falling Water Value Forward Average was the average of the Falling Water Value for 1997, 1998, 1999 and 2000. 


� A copy can be found at � HYPERLINK "http://www.lao.ca.gov/ballot/2010/26_11_2010.aspx" �http://www.lao.ca.gov/ballot/2010/26_11_2010.aspx�. 


� Proposition 218 specifically exempted fees and charges associated with gas and electric service. (Cal.Const., art XIIID, § 3(b)). Thus any change in the methodology in 2004 likely did not run afoul of the requirements of Proposition 218. However, Proposition 26 removed that exemption, and exempts only those utility and other service charges that do not exceed the reasonable cost of providing the underlying service.


� This is based upon contemporaneous newspaper accounts of the court’s ruling. While I was able to find the moving papers of the parties, I was unable to find a copy of the actual ruling by the court.


� The mere fact that the fee is imposed does not mean that it is a tax as defined by Proposition 26. Whether or not the Falling Water Charge is a tax will be analyzed in the next section concerning the applicability of the enumerated exceptions.


� None of the other enumerated exceptions will apply for the same reason – they are premised upon the notion that a fee or charge be limited to the reasonable cost of providing the benefit, privilege or service. (See Article XIIIC, § 1(e)(1), and (3)). The remaining exceptions, set forth in Section 1(e)(4) [entrance fee], (5) [fine or penalty], (6) [property development fee] and (7) [assessment and property related fees imposed under Proposition 218] are simply not relevant or applicable to the Falling Water Charge.
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