
State of California 

BOARD OF EQUALIZATION 

PROPERTY TAX RULES 

Division 1. State Board of Equalization-Property Tax 
Chapter 3. Local Equalization 
Article 1. Hearing by County Board 

Rule 321. Burden of Proof. 

Authority: Section 15606(c), Government Code. 
Reference: Sections 110, 167, 205.5, 218 and 1601 et seq., Revenue and Taxation Code; and Section 664, Evidence Code. 

(a) Subject to exceptions set by law, it is presumed that the assessor has properly performed his or her duties. The 
effect of this presumption is to impose upon the applicant the burden of proving that the value on the assessment roll 
is not correct, or, where applicable, the property in question has not been otherwise correctly assessed. The law 
requires that the applicant present independent evidence relevant to the full value of the property or other issue 
presented by the application. 

(b) If the applicant has presented evidence, and the assessor has also presented evidence, then the board must 
weigh all of the evidence to determine whether it has been established by a preponderance of the evidence that the 
assessor's determination is incorrect. The presumption that the assessor has properly performed his or her duties is 
not evidence and shall not be considered by the board in its deliberations. 

(c) The assessor has the burden of establishing the basis for imposition of a penalty assessment. 

(d) Exceptions to subsection (a) apply in any hearing involving the assessment of an owner-occupied single-family 
dwelling or an escape assessment. An owner-occupied single-family dwelling means a single-family dwelling that is 
the owner's principal place of residence and qualifies for a homeowners' property tax exemption pursuant to Revenue 
and Taxation Code section 218. “Property that qualifies for a homeowners' property tax exemption” also includes 
property that is the principal place of residence of its owner and qualifies for the disabled veterans' exemption 
provided by Revenue and Taxation Code section 205.5. In such instances, the presumption in section 167 of the 
Revenue and Taxation Code affecting the burden of proof in favor of the applicant who has supplied all information to 
the assessor as required by law imposes upon the assessor the duty of rebutting the presumption by the submission 
of evidence supporting the assessment. 

(e) In hearings involving change in ownership, except as provided in section 110 of the Revenue and Taxation 
Code, the purchase price is rebuttably presumed to be the full cash value. The party seeking to rebut the presumption 
bears the burden of proof by a preponderance of the evidence. 

(f) In weighing evidence, the board shall apply the same evidentiary standard to the testimony and documentary 
evidence presented by the applicant and the assessor. No greater relief may be granted than is justified by the 
evidence produced during the hearing. 

History:  Adopted May 11, 1967, effective June 11, 1967. 
 Amended October 4, 1967, effective October 5, 1967. 

Amended November 20, 1968, effective November 22, 1968. 
Amended April 14, 1972, effective May 14, 1972. 
Amended November 4, 1976, effective January 1, 1977. 
Amended July 27, 1982, effective February 10, 1983 
Amended January 5, 2000, effective April 22, 2000 
Amended August 21, 2012, effective November 22, 2012. 
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State of California 

BOARD OF EQUALIZATION 

PROPERTY TAX RULES 

Division 1. State Board of Equalization-Property Tax 
Chapter 3. Local Equalization 
Article 1. Hearing by County Board 

Rule 324. Decision. 

Authority: Section 15606, Government Code. 
Reference: Article XIIIA, California Constitution; and Sections 402.1, 402.5, 1609, 1610.8 and 1611.5, Revenue and Taxation 

Code. 

(a) DETERMINATION OF FULL VALUE, CLASSIFICATION CHANGE IN OWNERSHIP, OR OTHER ISSUES. 
Acting upon proper evidence before it, the board shall determine the full value of the property, including land, 
improvements, and personal property, that is the subject of the hearing. The determination of the full value shall be 
supported by a preponderance of the evidence presented during the hearing. The board shall consider evidence of 
value derived by the use of any of the valuation methods described in regulation 3 of subchapter 1 of this chapter. It 
shall determine whether the method(s) used was (were) properly applied, considering the type of property assessed, 
governmentally imposed land use restrictions, and any recorded conservation easements as described in Civil Code 
section 815.1 et seq., by examining the factual data, the presumptions, and the estimates relied upon. The board 
shall also determine the classification, amount, and description of the property that is the subject of the hearing, the 
existence of a change in ownership or new construction, or any other issue that is properly before the board, or that is 
necessary to determine the full value of the property. The board shall provide to the clerk such details as are 
necessary for the implementation of the board's decision. 

(b) JURISDICTION. The board's authority to determine the full value of property or other issues, while limited by the 
laws of this state and the laws of the United States and usually exercised in response to an application for 
equalization, is not predicated on the filing of an application nor limited by the applicant's request for relief. When an 
application for review includes only a portion of an appraisal unit, whether real property, personal property, or both, 
the board may nevertheless determine the full value, classification, or other facts relating to other portions that have 
undergone a change in ownership, new construction or a change in value. Additionally, the board shall determine the 
full value of the entire appraisal unit whenever that is necessary to the determination of the full value of any portion 
thereof. 

The board is not required to choose between the opinions of value promoted by the parties to the appeal, but shall 
make its own determination of value based upon the evidence properly admitted at the hearing. 

An appraisal unit of property is a collection of assets that functions together, and that persons in the marketplace 
commonly buy and sell as a single unit or that is normally valued in the marketplace separately from other property, 
or that is specifically designated as such by law. 

(c) VALUATION PRINCIPLES. The board, the applicant, and appraisal witnesses shall be bound by the same 
principles of valuation that are legally applicable to the assessor. 

(d) COMPARABLE SALES. When valuing a property by a comparison with sales of other properties, the board may 
consider those sales that, in its judgment, involve properties similar in size, quality, age, condition, utility, amenities, 
site location, legally permitted use, or other physical attributes to the property being valued. When valuing property for 
purposes of either the regular roll or the supplemental roll, the board shall not consider a sale if it occurred more than 
90 days after the date for which value is being estimated. The provisions for exclusion of any sale occurring more 
than 90 days after the valuation date do not apply to the sale of the subject property. 

The board shall presume that zoning or other legal restrictions, of the types described in Revenue and Taxation Code 
section 402.1, on the use of either the property sold or the property being valued will not be removed or substantially 
modified in the predictable future unless sufficient grounds as set forth in that section are presented to the board to 
overcome that presumption. 
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Rule 324 (Contd.) 
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(e) FINDINGS OF FACT. When written findings of fact are made, they shall fairly disclose the board's findings on all 
material points raised in the application and at the hearing. The findings shall also include a statement of the method 
or methods of valuation used in determining the full value of the property or its components. 

History:  Adopted May 11, 1967, effective June 11, 1967. 
 Amended October 4, 1967, effective October 5, 1967. 

Amended May 21, 1968, effective June 26, 1968. 
Amended November 20, 1968, effective November 22, 1968. 
Amended May 6, 1970, effective June 6, 1970. 
Amended May 5, 1971, effective June 10, 1971. 
Amended April 14, 1972, effective May 14, 1972. 
Amended December 17, 1975, effective January 25, 1976. 
Amended July 27, 1982, effective February 10, 1983. 
Amended March 6, 1990, effective May 23, 1990. 
Amended November 19, 1999, effective April 22, 2000. 
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State of California 

BOARD OF EQUALIZATION 

PROPERTY TAX RULES 

Division 1. State Board of Equalization-Property Tax 
Chapter 1. Valuation Principles and Procedures 

Rule 2. The Value Concept. 

Authority: Section 15606, Government Code.  
Reference: Sections 110, 110.1, 401, Revenue and Taxation Code; Carlson v. Assessment Appeals Board No. 1 (1985) 

167 Cal.App.3d 1004; Dennis v. County of Santa Clara (1989) 215 Cal.App.3d 1019. 

(a) In addition to the meaning ascribed to them in the Revenue and Taxation Code, the words "full value", "full cash 
value", "cash value", "actual value", and "fair market value" mean the price at which a property, if exposed for sale in 
the open market with a reasonable time for the seller to find a purchaser, would transfer for cash or its equivalent 
under prevailing market conditions between parties who have knowledge of the uses to which the property may be 
put, both seeking to maximize their gains and neither being in a position to take advantage of the exigencies of the 
other. 

When applied to real property, the words "full value", "full cash value", "cash value", "actual value" and "fair market 
value" mean the price at which the unencumbered or unrestricted fee simple interest in the real property (subject to 
any legally enforceable governmental restrictions) would transfer for cash or its equivalent under the conditions set 
forth in the preceding sentence. 

(b) When valuing real property (as described in paragraph (a)) as the result of a change in ownership (as defined in 
Revenue and Taxation Code, Section 60, et seq.) for consideration, it shall be rebuttably presumed that the 
consideration valued in money, whether paid in money or otherwise, is the full cash value of the property. The 
presumption shall shift the burden of proving value by a preponderance of the evidence to the party seeking to 
overcome the presumption. The presumption may be rebutted by evidence that the full cash value of the property is 
significantly more or less than the total cash equivalent of the consideration paid for the property. A significant 
deviation means a deviation of more than 5% of the total consideration. 

(c) The presumption provided in this section shall not apply to: 

 (1) The transfer of any taxable possessory interest. 

 (2) The transfer of real property when the consideration is in whole, or in part, in the form of ownership interests 
in a legal entity (e.g., shares of stock) or the change in ownership occurs as the result of the acquisition of ownership 
interests in a legal entity. 

 (3) The transfer of real property when the information prescribed in the change in ownership statement is not 
timely provided.  

(d) If a single transaction results in a change in ownership of more than one parcel of real property, the purchase 
price shall be allocated among those parcels and other assets, if any, transferred based on the relative fair market 
value of each. 

History:   Adopted June 21, 1967, effective July 23, 1967. 
Amended December 17, 1975, effective January 25, 1976. 
Amended October 9, 1984, effective September 20, 1985. 
Amended July 24, 1991, effective September 25, 1991. 
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State of California 

BOARD OF EQUALIZATION 

PROPERTY TAX RULES 

Division 1. State Board of Equalization-Property Tax 
Chapter 1. Valuation Principles and Procedures 

Rule 3. Value Approaches. 

Authority: Section 15606, Government Code. 
Reference: Article 2, Chapter 3, Part 2, Division 1, Revenue and Taxation Code. Sections 110, 401, Revenue and Taxation 

Code. 

In estimating value as defined in section 2, the assessor shall consider one or more of the following, as may be 
appropriate for the property being appraised: 

(a) The price or prices at which the property and comparable properties have recently sold (the comparative sales 
approach). 

(b) The prices at which fractional interests in the property or comparable properties have recently sold, and the 
extent to which such prices would have been increased had there been no prior claims on the assets (the stock and 
debt approach). 

(c) The cost of replacing reproducible property with new property of similar utility, or of reproducing the property at 
its present site and at present price levels, less the extent to which the value has been reduced by depreciation, 
including both physical deterioration and obsolescence (the replacement or reproduction cost approach). 

(d) If the income from the property is regulated by law and the regulatory agency uses historical cost or historical 
cost less depreciation as a rate base, the amount invested in the property or the amount invested less depreciation 
computed by the method employed by the regulatory agency (the historical cost approach). 

(e) The amount that investors would be willing to pay for the right to receive the income that the property would be 
expected to yield, with the risks attendant upon its receipt (the income approach). 

History:  Adopted June 21, 1967, effective July 23, 1967. 
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State of California 

BOARD OF EQUALIZATION 

PROPERTY TAX RULES 

Division 1. State Board of Equalization-Property Tax 
Chapter 1. Valuation Principles and Procedures 

Rule 4. The Comparative Sales Approach to Value. 

Authority: Section 15606, Government Code. 
Reference: Sections 110, 110.1, 110.5 and 401, Revenue and Taxation Code; and Article XIII A, Sections 1 and 2, California 

Constitution. 

When reliable market data are available with respect to a given real property, the preferred method of valuation is by 
reference to sales prices. In using sales prices of the appraisal subject or of comparable properties to value a 
property, the assessor shall: 

(a) Convert a noncash sale price to its cash equivalent by estimating the value in cash of any tangible or intangible 
property other than cash which the seller accepted in full or partial payment for the subject property and adding it to 
the cash portion of the sale price and by deducting from the nominal sale price any amount which the seller paid in 
lieu of interest to a lender who supplied the grantee with part or all of the purchase money. 

(b) When appraising an unencumbered-fee interest, (1) convert the sale price of a property encumbered with a debt 
to which the property remained subject to its unencumbered-fee price equivalent by adding to the sale price of the 
seller's equity the price for which it is estimated that such debt could have been sold under value-indicative conditions 
at the time the sale price was negotiated and (2) convert the sale price of a property encumbered with a lease to 
which the property remained subject to its unencumbered-fee price equivalent by deducting from the sale price of the 
seller's equity the amount by which it is estimated that the lease enhanced that price or adding to the price of the 
seller's equity the amount by which it is estimated that the lease depressed that price. 

(c) Convert a sale to the valuation date of the subject property by adjusting it for any change in price level of this 
type of property that has occurred between the time the sale price was negotiated and the valuation date of the 
subject property. 

(d) Make such allowances as he deems appropriate for differences between a comparable property at the time of 
sale and the subject property on the valuation date, in physical attributes of the properties, location of the properties, 
legally enforceable restrictions on the properties' use, and the income and amenities which the properties are 
expected to produce. When the appraisal subject is land and the comparable property is land of smaller dimensions, 
and it is assumed that the subject property would be divided into comparable smaller parcels by a purchaser, the 
assessor shall allow for the cost of subdivision, for the area required for streets and alleys, for selling expenses, for 
normal profit, and for interest charges during the period over which it is anticipated that the smaller properties will be 
marketed. 

History:   Adopted June 21, 1967, effective July 23, 1967. 
Amended July 27, 1982, effective December 30, 1982. 
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State of California 

BOARD OF EQUALIZATION 

PROPERTY TAX RULES 

Division 1. State Board of Equalization-Property Tax 
Chapter 1. Valuation Principles and Procedures 

Rule 6. The Reproduction and Replacement Cost Approaches to Value. 

Authority: Section 15606, Government Code. 
Reference: Sections 110, 401, Revenue and Taxation Code 

(a) The reproduction or replacement cost approach to value is used in conjunction with other value approaches and 
is preferred when neither reliable sales data (including sales of fractional interests) nor reliable income data are 
available and when the income from the property is not so regulated as to make such cost irrelevant. It is particularly 
appropriate for construction work in progress and for other property that has experienced relatively little physical 
deterioration, is not misplaced, is neither over- nor underimproved, and is not affected by other forms of depreciation 
or obsolescence. 

(b) The reproduction cost of a reproducible property may be estimated either by (1) adjusting the property's original 
cost for price level changes and for abnormalities, if any, or (2) applying current prices to the property's labor and 
material components, with appropriate additions for entrepreneurial services, interest on borrowed or owner-supplied 
funds, and other costs typically incurred in bringing the property to a finished state (or to a lesser state if unfinished 
on the lien date). Estimates made under (2) above may be made by using square-foot, cubic-foot, or other unit costs; 
a summation of the in-place costs of all components; a quantity survey of all material, labor, and other cost elements; 
or a combination of these methods. 

(c) The original cost of reproducible property shall be adjusted, in the aggregate or by groups, for price level 
changes since original construction by multiplying the cost incurred in a given year by an appropriate price index 
factor. When detailed investment records are unavailable for earlier years or when only a small percentage of the 
total investment is involved, the investments in such years may be lumped and factored to present price levels by 
means of an index number that represents the assessor's best judgment of the weighted average price change. If the 
property was not new when acquired by its present owner and its original cost is unknown, its acquisition cost may be 
substituted for original cost in the foregoing calculations. 

(d) The replacement cost of a reproducible property may be estimated as indicated in (b) (2) of this section by 
applying current prices to the labor and material components of a substitute property capable of yielding the same 
services and amenities, with appropriate additions as specified in subsection (b) (2). 

(e) Reproduction or replacement cost shall be reduced by the amount that such cost is estimated to exceed the 
current value of the reproducible property by reason of physical deterioration, misplacement, over- or 
underimprovement, and other forms of depreciation or obsolescence. The percentage that the remainder represents 
of the reproduction or replacement cost is the property's percent good. 

(f) When the allowance made pursuant to paragraph (e) exceeds the amount included in the depreciation tables 
used by the assessor, the reasons therefor shall be noted in the appraisal record for the property and the amount 
thereof shall be ascertainable from the record. 

History:  Adopted September 1, 1967, effective October 7, 1967. 
Amended February 16, 1970, effective March 26, 1970. 
Amended February 18, 1971, effective March 24, 1971. 
Amended February 16, 1977, effective February 18, 1977. 
Amended December 19, 1997, effective January 18, 1998. 
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Market demand and market supply interact in a competitive market to determine the price and 
quantity of the good traded. When the quantity demanded and the quantity supplied are equal, 
there is a state of balance known as equilibrium. From an equilibrium position, if market demand 
increases while market supply remains constant, price tends to increase. On the other hand, if 
market supply increases while market demand remains constant, price tends to decrease.  

A change in just one of the many variables affecting supply or demand is likely to create a price 
and/or quantity movement in the market. The relative strength of the market forces underlying 
demand and supply determines whether price increases or decreases, and whether quantities 
demanded and supplied increase or decrease.  

Thus, neither demand nor supply alone determines value. British economist Alfred Marshall 
illustrated this by asking the rhetorical question: Which blade of the scissors cuts the cloth? The 
answer, obviously, is that both blades cut it. Similarly, in a competitive market both demand and 
supply interact to determine value. A change in one of the variables affecting either supply or 
demand is likely to create a price movement in the market. 

The essence of market value is that it is market derived. In a market subject to the interaction of 
supply and demand, value is determined by the actions of buyers and sellers bidding, and seeking 
bids, in competition with each other. The market value concept presupposes that: (1) there is 
competition for the acquisition of similar properties; (2) market participants have alternative 
choices; and (3) prospective purchasers make rational decisions. The ideal market reflects 
conditions of perfect competition.  

A perfectly competitive market requires: (1) many buyers and sellers, none of whom can affect 
market price through their own singular efforts; (2) a standardized product; (3) no artificial 
restrictions; (4) easy entry and exit into the market by buyers and sellers; (5) complete knowledge 
and information regarding bids and offers; and (6) the mobility to take immediate action. The 
stock market and some agricultural markets may be the closest approximations of perfectly 
competitive markets, but few other markets meet these ideal standards. The real estate market, 
for example, trades in a non-standardized product with buyers and sellers frequently lacking 
complete information.5 In addition, many markets are subject to governmental interventions or 
restrictions that disrupt the natural market determination of price and quantity traded. 

ECONOMIC CONCEPT OF USE VALUE 

It is important to distinguish between the concept of market value and another value concept 
known as use value or value in use. The concept of use value is concerned with the value of 
property based on its utilization by a particular owner or group of owners. The Appraisal of Real 
Estate defines and describes use value as follows: 

                                                 
5 The real estate market is discussed further in Chapter 4.  
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Use value is the value a specific property has for a specific use. In estimating use 
value, the appraiser focuses on the value the real estate contributes to the 
enterprise of which it is a part, without regard to the property's highest and best 
use or the monetary amount that might be realized upon its sale.6 

As already discussed, market value, as opposed to use value, presupposes a value determined by 
relevant market forces, such as supply and demand, scarcity, and utility, in a competitive market 
in which the participants act prudently, rationally, knowledgeably, and for self-interest. These 
market forces and the interactions of buyers and sellers ensure that market value will be the value 
of the property when put to its most profitable or "highest and best" use.7 

Property tax appraisers in California, with certain exceptions set forth in the next chapter, are 
required by the California Constitution, statutes, and regulations to appraise property at market 
value. This requirement means that appraisals of both real and personal property must be based 
on the most productive, or highest and best use of the property. A section in the following 
chapter will discuss the issue of market value as opposed to use value in the context of appraising 
limited-market properties. 

OTHER VALUE CONCEPTS 

PRICE, COST, AND VALUE 
Appraisers should not confuse the concepts of price, cost, and value.  

Price is the amount actually paid for a property in a particular transaction. Price is a historical 
fact; it is not a prospective concept. The price paid is the amount a particular buyer has agreed to 
pay and a particular seller has agreed to accept under the conditions surrounding their transaction. 

Cost refers to production, not exchange. It is the expenditure required to produce property, such 
as the cost of constructing a building. Cost can be a historical amount, a current amount, or a 
prospective amount. Appraisers also distinguish among direct costs, indirect costs, and 
development cost.  

Direct costs are the expenditures for labor and materials, sometimes called hard costs, or brick 
and mortar costs. Direct costs include the general contractor's overhead and profit, as well as 
payments to subcontractors.  

Indirect costs are expenditures for items other than labor and materials. Indirect costs include 
administrative costs related to a project, professional fees (e.g., payments for architectural, 
engineering, or legal services), construction financing costs, property taxes and insurance during 

                                                 
6 Appraisal Institute, The Appraisal of Real Estate, 24. 
7 The principle of highest and best use is discussed further in Chapter 4. Briefly, highest and best use is the legally 
permissible, physically possible, financially feasible or probable, and maximally productive use that produces the 
highest residual land value. It is the use that produces the greatest long term net return to the owner. 
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AH 502 10 December 1998

RESTRICTED VALUE CONCEPT

As previously mentioned, there are certain exceptions to the fair market value standard. These
exceptions fall under the "restricted value" concept. Rule 460(b)(3) defines "restricted value" to
mean "a value standard other than full cash value prescribed by the Constitution or by statute
authorized by the Constitution."

For properties subject to a restricted value standard, the law sets aside the general concept of fair
market value based on highest and best use in favor of specific value limitations. In some cases,
the statutory appraisal formula is compensation for the owner’s agreement to limit the future use
of the property; that is, the property value is premised on the restricted use rather than the most
profitable or productive use.13

MARKET VALUE, USE VALUE, AND LIMITED MARKET OR SPECIAL PURPOSE
PROPERTIES

It is important to distinguish between the concept of market value and another value concept
known as "use value" or "value in use."14 The concept of use value is concerned with the value of
property based on its utilization by a particular owner or group of owners. As defined in a current
appraisal text:

Use value is the value a specific property has for a specific use. In estimating use
value, the appraiser focuses on the value the real estate contributes to the
enterprise of which it is a part, without regard to the property’s highest and best
use or the monetary amount that might be realized upon its sale.15 [Emphasis
retained.]

It is clear that the standard of value for property tax purposes is market value and not value in
use. However, questions concerning market value in relation to use value sometimes arise when
appraising limited market or special use properties. A widely used appraisal text provides the
following definition of a limited market property:

A limited-market property is a property that has relatively few potential buyers at
a particular time. It may be a limited-market property because of unique design
features or changing market conditions. Large manufacturing plants, railroad
sidings, and research and development properties are examples of limited-market
properties that typically appeal to relatively few potential purchasers.16

                                                
13 Several types of restricted value properties are discussed in Chapter 2 of AH 501, Basic Appraisal.
14 This concept is also sometimes referred to "value to an owner."
15 Appraisal Institute, The Appraisal of Real Estate, 11th ed. (Chicago: Appraisal Institute, 1996), 24.
16 Appraisal Institute, The Appraisal of Real Estate, 25.
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replacement cost of a newly constructed improvement is easier to estimate and more relevant to
the basic principle of substitution, because it relies on the cost of comparable improvements
rather than the historical costs of the property being appraised. Common sources of replacement
cost data include Marshall Valuation Service, published by Marshall and Swift; AH 531,
Residential Building Costs, and AH 534, Rural Building Costs, published by the California State
Board of Equalization.

One means of estimating reproduction cost uses the historical, or original, costs incurred by the
property owner during the construction of a structure or fixture. When using reproduction cost to
appraise new construction, appraisers should distinguish between "uniquely useful" properties
and "special-purpose" designs for which there might be a market. Historical, or original, costs for
owner-occupied properties may reflect specialized designs, building materials, expedited
construction schedules, or other items that would not be currently recognized by the market for
such properties. Under certain conditions, these abnormal costs may reflect value in use, rather
than value in exchange.

Costs of Construction May or May Not Equal Value

Appraisers should use caution when applying the cost approach, since construction costs may be
highly divergent between different projects. Especially in the cases of over- or under-
improvements, the actual market value of new construction may vary widely from the cost to
construct those improvements. To compensate for these potential differences, the values derived
with the cost approach should be checked against values derived from the other approaches to
value whenever possible.

EXAMPLE 6–2: Cost May Not Equal Value

Owners of a single family residence construct a new, average quality, in-ground swimming
pool on their property. The owners reported actual costs of construction at $35,000. An
analysis of relevant market data, however, shows that adding a swimming pool increases that
property’s value by only $20,000. In this case, the addition of the swimming pool should be
assessed at its market value of $20,000, rather than the actual cost of $35,000.

Income Approach

When new construction involves income-producing properties, the appraiser may estimate the
value of new construction using the income approach. Using current market-derived rates, the
appraiser may capitalize the difference in the subject property’s economic rent with and without
the new construction to yield an estimate of value for the new construction. As with the
comparative sales approach, application of the income approach requires income data and
capitalization rates from highly comparable properties. In certain circumstances, the income
approach may capture value attributable to more than just the qualifying new construction.
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property being valued is not so regulated as to make current replacement costs irrelevant to

value.

 Rule 6 allows and prescribes more than one type of cost approach that an appraiser may use.

The three variations of the cost approach provided are reproduction cost, replacement cost, and

historical cost.  Although an appraiser may not utilize each variation, general knowledge of the

terms and concepts associated with each is important to a thorough understanding of value in the

context of property tax appraisal.  Each variation is briefly described below.

Reproduction Cost Approach

 The reproduction cost approach, as a variation of the cost approach, has limited usefulness

because it uses reproduction cost (the cost to replace an existing property with an identical

property, a replica) as a basis for estimating value.  It is frequently not possible or desirable to

duplicate an existing property, due either to the lack of certain materials or trade skills or the

functional obsolescence of a property.

 The difficulty of using reproduction cost increases as a property ages.  When a property would

not be exactly duplicated, as is often the case, reproduction cost loses validity as an indicator of

market.  This lack of validity can be overcome if depreciation is accurately estimated, but this

can be somewhat difficult to determine for an exact replica.

Replacement Cost Approach

 Replacement cost is the cost to replace an existing property with a property of equivalent

utility
111

 as of a particular date.  The replacement cost concept is the most meaningful as far as

the principle of substitution is concerned.

 In the replacement cost approach, elements of a property that would clearly not be included in a

substitute of equal utility are excluded from the estimated replacement cost.  For example, a

buyer may not look for an identical new property to replace an older property.  The buyer would

look instead for the best way to perform the same function(s).  The best way may be to use the

latest state-of-the-art technology and materials, or may be another used piece of equipment able

to perform to specifications of equivalent utility.  In making this decision, a buyer would look at

various aspects of available properties.  These considerations include, but are not limited to, the

cost to acquire each property, the age of the properties, the remaining expected lives of the

properties, and the expected cost to operate each in comparison to the property being replaced

and to each other.

Historical Cost Approach

 Historical cost reflects the level of cost at the time of a property's original construction or

acquisition, and is discussed in Rules 3 and 6 in two contexts:  (1) as a method of estimating

                                                

 
111 Rule 6(d) provides that the "replacement cost of a reproducible property may be estimated . . . by applying

current prices to the labor and material components of a substitute property capable of yielding the same services

and amenities, with appropriate additions . . . ".
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 Types of Depreciation Defined
 A property may suffer from one or more forms of depreciation.  That is, a single piece of
equipment may contain elements of physical deterioration as well as both functional and external
obsolescence.  In some cases, calculation methodologies may be used to separately estimate the
amount of depreciation attributable to each cause.  In many situations, however, it may be
impossible to categorize the amount of depreciation attributable to each cause.  Regardless of
whether total depreciation is calculated as a whole or as a sum of parts, recognizing and
identifying the types of depreciation applicable to a property may aid in estimating total
depreciation to arrive at value.

 Physical Deterioration
 Physical deterioration is the loss in value which may be the result of wear and tear either from
use or exposure to various elements.  This type of depreciation is expected on most equipment.
Virtually all properties deteriorate as they age, and it is not abnormal unless equipment is put to
excessive use or misused.  Good maintenance will slow the process, while lack of maintenance
and overuse will increase physical deterioration.

 Most physical deterioration can be corrected.  However, the relationship between the costs
involved and the economic benefit derived determines whether it is economically feasible to
correct or repair physical deterioration.  An element of physical deterioration is considered
curable when the cost to correct the deficiency is less than the economic benefit resulting
therefrom.  When the cost to correct the deficiency is greater than the resulting economic benefit,
the element of physical deterioration is considered incurable.

 Functional Obsolescence
 Functional obsolescence is the loss of value in a property caused by the design of the property
itself.  When the capacity of a property to perform the function for which it was intended
declines, functional obsolescence is present.  Functional obsolescence may include such things
as changes in taste in the marketplace, changes in equipment design, materials, or process, or
poor initial design.

 Changing technology commonly creates functional obsolescence for machinery and equipment,
and some functional obsolescence can be or should be considered normal to varying degrees
(depending upon the industry and equipment type).  Older machines and sometimes newer
machines or entire lines of equipment, even though still in use, may be made obsolete by new
technologies and manufacturing processes and the market value may be reduced because of
functional obsolescence.

 Functional obsolescence may be less tangible or visible than physical deterioration, but it may be
more significant.  However, it may be curable.  An element of functional obsolescence is
considered curable when the cost to correct the deficiency is less than the resulting economic
benefit.  When the cost to correct the deficiency is greater than the resulting economic benefit,
the element of functional obsolescence is considered incurable.
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 External Obsolescence
 External obsolescence, also known as economic obsolescence, is a loss in value resulting from
adverse factors external to the property that decrease the desirability of the property.  This type
of depreciation may include the loss of value due to: inflation, high interest rates, legislation,
environmental factors, reduced demand for the product, increased competition, changes in raw
material supplies, and increasing costs of raw material, labor or utilities without a corresponding
price increase of the product.

 Loss in value attributable to external obsolescence is usually beyond the owner's control and is
mostly atypical depreciation.  It can, however, be normal in industries where markets have
shown long-term, sustained, and predictable shifts, such as the market for semiconductor and
other high-technology equipment.  It can be identified by studying the overall market conditions
for a property.  For example, if the output of a machine is superseded in the marketplace by
output of a different material (i.e., fiberglass for metal or plastic for wood), and the market no
longer absorbs the superseded output, then the machinery has suffered external obsolescence.

 Methods of Estimating Depreciation and Value
 There are several methods of estimating depreciation and value for appraisal and assessment
purposes.  Appraisers may need to use one or more of these methods while determining
depreciation from all causes.  Again, the appraiser's methods are not the same as the accountant's
methods because an accountant uses depreciation to recover cost over a preselected useful life of
the property as determined by GAAP and/or federal and state income tax laws while an appraiser
uses depreciation to estimate market value.143

 Market Method
 The Market Method of calculating value factors (and/or developing depreciation tables) relies on
market data, with adjustments made for relevant property characteristics incorporated (see
Appendix H).  It is a method of estimating a property's total depreciation directly without
utilizing indirect engineering economics calculations.  The market method is the preferred
method when reliable data144 are available because it captures all forms of depreciation,
including both external and functional obsolescence.

 Using a variation of this methodology, an analyst and/or appraiser may gather market data for
identical or similar property to compare the used price of an asset to the original new price of
that same asset.  The difference is the analyst and/or appraiser's estimate of percent good
(used price / new price = percent good factor or value factor)145 at the age it was at the time of

                                                
 143 Assessors tend to utilize equipment index factors and percent good factors published by the Board for the
majority of appraisals concerning machinery and equipment, and fixtures.  However, different methods of
estimating depreciation and value may be appropriate.
 144 See AH 501, Basic Appraisal, Chapter 6, under the discussion of the cost approach for information regarding
data collection and analysis.
 145 Using the market method, a combined factor may be estimated similar to the result of multiplying the index
factor and the percent good factor used from AH 581 tables discussed in this chapter.
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