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INTRODUCTION

As estate planners we devote the vast mgjority of our
attention to the federal transfer tax system W spend far |ess
time on incone taxes, although we do pay sone attention to those
taxes. W spend very little of our tine on property taxes. This
oversight is peculiar when we consider that the real property tax
is quite often the client's first concern. \Wen describing the
benefits of transferring the famly residence to a revocable trust,
or a qualified personal residence trust, an invariable question
fromthe client is whether the transfer will result in a property
tax re-assessnent. Most estate planners can respond confidently
to those questions. Qur confidence is |less certain, however, when
we di scuss real property transfers to famly |imted partnerships
and limted liability conpanies. |If we are candid, not all of our
answers in this area provide our clients with the proper degree of
know edge necessary to make an inforned deci sion.

As Frayda L. Bruton highlighted so well in her article in the
preceding issue of the Quarterly,’ glaring inconsistencies exist
between the California constitution, the enabling | egislation, and
t he day-to-day enforcenent of Proposition 13. Article XIII1A of the

Constitution has been in effect for nearly 20 years, yet it has

E:\JOHN\WPWIN\OUTLINE\PROP-TAX.ART 2



been only recently that its estate planning questions have been

recogni zed, and occasionally resol ved.

CHANGE IN OWNERSHIP AND EXCLUSIONS

Wthout a change in ownership (GO property taxes may not be
increased nore than 2% over the assessed value of the previous
assessment year.’ Upon a CQ however, a re-appraisal of the
property to "full cash value" occurs.® At this tine "full cash
value equals fair market value.® The resulting re-assessnment
generally causes increased property taxes, although with the
decline in California real estate in this decade that conclusion
does not always follow In the years follow ng re-assessnent,
however, "full cash value" may be considerably less than fair
mar ket value.® This result can have significant inplications when
usi ng one of the exclusions discussed later in this article.

Section 60 defines "change in ownership" as follows:
A "change in ownership” neans a transfer of a
present interest in real property, including
t he beneficial use thereof, the value of which
is substantially equal to the value of the fee
interest.® (enphasis supplied)

| npl enentation and interpretation of this deceivingly sinple
phrase has neither been straight-forward nor consistent.’ The
exclusions are similarly nmisleading in their apparent sinplicity.”®
The interpretive problens multiply when exclusions are applied
sequentially; for exanple, an interspousal transfer, followed by a
joint tenancy transfer, followed by a parent child transfer.

The exclusions discussed in this article are the foll ow ng:

1. Interspousal transfers under Revenue and Taxation Code section 63.
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2. Transfers between parent and child under Revenue and Taxation Code section 63.1 and the
corresponding, limited expansion to transfers between parent and grandchild.

3. Transfers among original joint tenants under Revenue and Taxation Code section 65.

4. Transfers where the "owners" remain the same and have the same percentages of
"ownership" before and after the transfer as permitted by Revenue and Taxation Code section 62.
5. Transfers within an entity under Revenue and Taxation Code section 64(a), as qualified by

subsections(c) and (d).

Basic Sources and Forms

The applicable statutory and regulatory structure is found in
Article XII1A of the California Constitution, sections 60 et. seq.
of the Revenue and Taxation Code,  and Title 18 of the California
Adm ni strative Code. These provisions, unfortunately, serve nore
as a framework of general principles than as specific answers for
particular cases. Only in the last 5 years has useful case |aw
energed, although nost of these decisions have focused on the
application of the "step transaction” doctrine in the context of
busi ness entities.

No treatise is readily available to the practitioner to help
resolve all or even nost of the questions. The primary source of

gui dance is the State Board of Equalization ("SBE"). The SBE has

kk

All sections cited hereafter are to the California Revenue and
Taxation Code, unless specifically stated ot herw se.
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the responsibility to "prepare and issue instructions to assessors
designed to provide uniformty through the state and its |oca
taxing jurisdictions in the assessnent of property for the purpose

n9

of taxation. The SBE issues "Letters to Assessors” (referred to
as LTAin this article) for the purpose of providing rules so that
the "law' may be applied uniformy.

In addition to LTA, the SBE provides witten responses to
specific questions from assessors, |legislators, and practitioners.
These responses concern the view of the SBE to the specific
guestion posed. In this article those responses are referred to as
Cor r espondence.

n 10

LTA are entitled to "considerable weight. Cor r espondence,
in contrast, is advisory only. Consequent |y, individual County
Assessors feel free to disagree with the SBE when answering
speci fic questions.

The authors suggest that a practitioner structuring a
transaction with substantial exposure to real property taxes, and
uncertain of the result, first solicit Correspondence fromthe SBE

The authors al so suggest that the practitioner discuss the details
of the anticipated transaction with the |ocal Assessor in advance,
in order to gain sone |level of confidence as to the Assessor=s
treatment of the transaction.

The practitioner also should not hesitate to nake effective
use of the Prelimnary Change of Omership Report Form ("PCOR'")
when filing the transfer documents.™ A well reasoned argument on

t he PCOR expl ai ning why the transfer should be excluded froma C O
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can be very helpful in avoiding the Assessor's issuance of a Notice
of Intent to Re-Assess the Property. Cenerally, once the Notice
of Intent to Re-Assess the property issues, it is too late to stop
the re-assessnment process, and the taxpayer is conpelled to pay the
tax, and then to file a daimfor Refund. Educating the assessor
about the transfer, and the taxpayer's justification for excluding
this transaction froma CIO wll be a significant service to the
client if it avoids the need to file for a Caimfor Refund. The
appeals and refund procedure can take years to resolve, during
which tine the client is obligated to pay the increased property
t axes. Accordingly, using the PCOR to avoid the process can be

time well spent.

INTERSPOUSAL TRANSFERS

Qualifying transfers between husbands and w ves are excl uded
fromthe definition of a Q™ Transfers falling within Section 63
include transfers of real property, or interests in real property,
and transfers through the mediumof a trust. Section 63 includes
as a transfer of an interest in real property joint tenancy
transfers, receipt of the deceased spouse's community property

*or transfers in connection with

interest, gift of alife estate,"’
di ssol ution of the marriage. "

To determ ne whether a transfer through the nmedium of a trust
qualifies for the interspousal exclusion first requires anal yzing
the section 60 definition of ClO To claim the exclusion, the
spouse, "After the transfer...[nust] possess the present ownership
[of the property]” or nust have "the beneficial use thereof, the
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value of which is substantially equal to the value of the fee

n 15

i nterest. (enphasis supplied) A transfer of a conplete interest
in the real property by spouses into a joint revocable trust where
each continues to hold the power to revoke™ for the individual's
benefit therefore qualifies for this exclusion.

A transfer to an irrevocable trust created after the death of
the first spouse may have a |less self-evident answer. Typica
exanpl es of these trusts are "Bypass" Trusts, intended to shelter
the unified credit equivalent, or "Marital Deduction”™ Trusts,
intended to hold that amount of the property in excess of the
unified credit equivalent. |In these circunstances the operative
anal ysis turns on determ ning the requisite qualifying beneficial
interest."

A transfer of real property into a marital deduction trust
which is a qualified termnable interest property (QTIP) trust
under the Internal Revenue Code™ qualifies because the surviving
spouse has a beneficial interest.” QTP Trusts require the
surviving spouse to receive all income for l|ife, and restrict
distribution of principal to the surviving spouse during the
survivor's life. The surviving spouse al so nust have the power to
require the Trustee to nmake the property productive.”

The answer may not be as clear with property transferred to a
Bypass Trust. This trust is intended to avoid, or mnimze,
federal estate taxes at the death of the first spouse, and

therefore the survivor may not have an incone interest, or the
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survivor may share the incone interest wth several other
beneficiaries, such as the children.

To illustrate these issues, consider the effect of the
foll owi ng exanples on a typical conunity property trust that upon
the first death establishes a Bypass Trust funded exclusively with
G eenacre. G eenacre is a parcel of California real property
having a full cash value equal to its present fair market val ue of
$600, 000. Assune that one of spouses died in 1996.

In our first exanple, the trust instrument provides for all
income to be paid to the surviving spouse quarter-annually, wth
principal distributions to the survivor restricted to health,
support, and maintenance; i.e. an ascertai nable standard. The
instrument further provides that upon the surviving spouse's death,
Greenacre will be transferred to the children of the decedent by a
prior marriage.

The surviving spouse has an inconme (beneficial) interest for
life which is substantially equal to the value of the fee interest.

This interest is conparable to the survivor's interest in the QTP
Trust, and therefore the transfer of Geenacre to the Bypass Trust
will not be a C QO

Distribution of principal to the survivor is immterial to
claimng the exclusion, whether pursuant to an ascertainable
standard, or subject to a discretionary standard. Simlarly, the
identity of the remainder beneficiaries after the death of the

survivor is irrelevant to the application of the exclusion.
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In our second exanple, the trust instrunment provides for
income to be distributed by the Trustee to the surviving spouse
pursuant to an ascertainable standard. The Trustee may also
distribute principal to the surviving spouse, or the decedent's
i ssue, pursuant to an ascertai nabl e standard.

Under this standard the surviving spouse is not guaranteed
receipt of all trust incone, because the power to distribute
according to an ascertainable power is the inplicit power to
accunul ate inconme. Nevertheless, the survivor is considered the
sol e owner of the incone interest. Possessing the exclusive incone
i nterest should be sufficient to qualify for the spousal exclusion.

The transfer to the Bypass Trust should not a Cl O because the
surviving spouse retains an interest substantially equal to the
value of the fee interest, even though in this circunstance
substantially equal is not equal. The power of a trustee to
di stribute principal anong the spouse and ot her persons does not
prevent application of the interspousal exclusion because the other
persons only have a "nere expectancy" in the receipt of principal*.

In our third exanple, the trust instrunent provides for incone
to be distributed to the surviving spouse and to issue of the
spouses by the Trustee pursuant to a discretionary "sprinkling"
power. In this circunstance the surviving spouse is no |onger the
sol e beneficiary. The surviving spouse nmay receive all, sone, or
none of the trust inconme. The surviving spouse no |onger has a
beneficial interest which is substantially equal to the value of

2

the fee interest,” and therefore a ClO has occurred. Wether the
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survi ving spouse has the sole beneficial interest is the critical
inquiry when claimng the interspousal exclusion.

An ascertainable power can be limted to the survivor, and
t herefore should not affect claimng the interspousal exclusion.
In contrast, a sprinkling power wll include nore persons than
sinply the surviving spouse, and for that reason will generally
prevent the trustee from claimng the interspousal exclusion for
G eenacre.

The estate planner needs to comuni cate these consequences to
the client if a decision has been nmade to give the trustee a
sprinkling power over the inconme of the Bypass Trust. Gving the

power to a Trustee to sprinkle incone may be beneficial in avoiding
an increase in the surviving spouse's estate, and the survivor=s

estate taxes. Nevertheless, the client should understand that this
benefit will cone at the cost of |osing the property tax exclusion

If the only real property in the estate is the principa
resi dence, however, this problem often can be renedied by

all ocating the decedent's interest in the residence to the QIlP
Trust. |If the client (or the client=s lawer) is not aware of this

nuance, the result nay prove an unfortunate surprise after the
first death to learn that the real property assessed at far bel ow
mar ket val ue nust undergo a Cl O because of the transfer to the
Bypass Trust.

Anot her area of uncertainty concerns interspousal transfers of

interests in entities owing real property. Section 63 does not
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make clear whether such transfers qualify for the interspousa

exclusion. Consider the foll ow ng exanple:
Husband and Wfe contri bute G eenacre to Partnership P
each receiving a 50% interest in P for the exchange.
Subsequently Husband gifts 1% of his interest in P to
Daughter and Wfe gifts 1% of her interest in P to Son.
Husband and Wfe then convey each of their respective 49%
partnership interests to a joint revocable trust.
Husband dies and his 49% partnership interest 1is
transferred to the Bypass Trust, of which Wfe is the
sol e i ncone beneficiary.

Does the transfer of the 49% interest to the Bypass Trust
qualify for the interspousal exclusion? As Frayda Bruton
observes®, a certain answer to this question does not yet exist.
The SBE construes the California Constitution®* expansively in these
circunstances to include interests in legal entities. This reading
i s expansive because the strict |anguage of the Constitution” does
not include transfers of interests in |legal entities. The SBE
bases its interpretation on court decisions resolving simlar
issues in property tax matters.” The SBE also relies on the
| anguage of Section 63, which begins "[n]otw thstandi ng any ot her
provisions of this chapter”". The SBE opines that Section 63 is
intended to be interpreted liberally in favor of the interspousal
exception.® Neverthel ess, the SBE acknow edges the anbiguity of
the Constitutional section, and the county assessor's resulting

aut onomy to make contrary decisions.*
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The reader will note that this exanple is simlar to many
current estate plans. |If the 49% partnership interest transferred
to the Bypass Trust does not qualify for the interspousal
exclusion, then the 49% partnership interest transferred to the
Bypass Trust plus the partnership interest already held by Wfe
will give Wfe ownership of nore than 50% of the partnershinp,
thereby resulting in a ClQ*

In our fifth exanple, the trust instrunent provides for incone
to be distributed by the Trustee to the surviving spouse pursuant
to an ascertainable standard. The Trustee nmay also distribute
principal to the surviving spouse, or the decedent's issue,
pursuant to an ascertai nable standard. |In addition, the surviving
spouse has the noncunul ative power to w thdraw annual ly the greater
of 5% of the trust corpus or $5, 000.

Under federal estate tax law a failure to exercise the
power to w thdraw corpus has no effect except in the year of
death.® The SBE has applied the change in ownership rules to reach
a contrary conclusion. For purposes of interspousal transfers, the
| apse of a "5& power" is the equivalent of the exercise of the
power, even if the power is noncunulative.® The SBE interpretation
may be inexplicable, but it is the (unpleasant) current reality.
As wll be seen in the discussion concerning the Parent Child

Exclusion this interpretation creates real problens.

EXCLUSIONS BECAUSE OF PARENT-CHILD TRANSFER
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On Novenber 6, 1986, California voters passed Proposition 58
to give thenselves sone relief from the strict CIO rules of
Proposition 13. The voters approved exclusion of transfers between
parents and children of a personal residence plus $1,000,000 of
full cash value of other real property transfers per transferor.
Proposition 58 is codified in Section 63. 1.

The general |anguage of Proposition 58 and section 63.1 is
remarkable for its liberality. By using $1,000,000 of full cash
val ue®, the statute allows property with a current fair market
val ue substantially greater than $1 million to qualify for the
exclusion. Since increases in assessnents are limted to no nore
t han 2% per year, over a period of time Full Cash Value wll tend
to lag behind fair market value. For instance, property assessed
as of March 1, 1975 (the inception date for Proposition 13) may
have a Full Cash Val ue assessed substantially below Fair Market
Value. The ability to transfer property worth significantly nore
than its assessed val ue confers a substantial econom c advantage on
t he younger generati on.

The $1, 000,000 is available for each "eligible transferor."®
An "eligible transferor” is "a parent or child of an eligible

4

transferee".* Accordingly, transfers may be between parents and
children, or between children and parents.® A "Transfer" includes
"but is not limted to....any transfer of the beneficial ownership
of property froman eligible transferor to an eligible transferee

t hrough the medium of an inter vivos or testanentary trust".*
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Unfortunately, the drafters of Proposition 58 continued the
sanme pattern found in Proposition 13. The drafters of Proposition
58 also limted its scope to exclude "legal interests.” Mboreover,
t he | anguage of the parent-child exclusion creates a narrower use
than that which occurs with the interspousal exclusion: "rea

property” is defined specifically to exclude "any interest in a

n 37

| egal entity.
This restrictive | anguage seens at odds with the Legislature's
expressed intent that Section 63.1 is to be "liberally construed..

to exclude from change of ownership purchases or transfers between

n 38

parents and their children described therein. The Legislature

stated its intent that

Specifically, a transfer of real property from
a corporation, partnership, trust, or other
legal entity to an eligible transferor or
transferors, where the latter are the sole
owner or owners of the entity or are the sole
beneficial owner or owners of the property,
shal |l be recognized and shall not be ignored
or given less than full recognition under a
subst ance- over-form or step-transaction
doctrine, where the sole purpose of the
transfer is to permt an imredi ate retransfer
froman eligible transferor or transferors to
an eligible transferee or transferees, which
qualifies for the exclusion from change of
owner ship provided by Section 63.1. Further,
transfer of real property between eligible
transferors and eligible transferees shal

also be fully recognized when the transfers
are imediately followed by a transfer from
t he eligible transferee or eligible
transferees to a corporation, partnership,
trust, or other Jlegal entity where the
transferee or transferees are the sole owner
or owners of the entity or are the sole
beneficial owner or owners of the property, if
the transfer between eligible transferors and
eligible transferees satisfies t he
requirenents of Section 63.1. Except as
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provi ded herein, nothing in this section shal
be construed as an expression of intent on the
part of the Legislature disapproving in
principle the appropriate application of the
subst ance- over-form or step-transaction
doctrine.

The Legislature's burial of its intent in an annotation was
unfortunate. This nuddle has created in certain counties problens
for the practitioner attenpting fully to utilize Section 63.1. The
result of this canouflage has also been to create traps for the
unwary when transferring real property anong famly nenbers.

Penner v. County of Santa Barbara® denonstrates the disastrous
effects of deviating fromthe literal ternms of Section 63.1. In
Penner the parent transferred the property to a partnership
conposed of the parent and children, then gifted nore than 50% of
the partnership interest to her children. The transfers "flunked"
Section 63.1, resulting in a CO for tw reasons. First, the
parent transferred interests in legal entities (partnership
interests) rather than undivided interests in real property.
Second, the parent transferred nore than 50% interest in the
property, again resulting ina clQ®

The transferor in Penner should have transferred interests in
real property to her children, followed by a joint transfer of the
real property by both parent and children to the partnership. A
necessary el ement woul d have required each transferor to hold the
same ownership interest in the partnership as they held in the
property prior to the transfer. Under those circunstances the
transfers would not have resulted in a CQ even if nore than 50%

of the real property had been transferred anong parent and chil dren
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before transfer into the partnership. "Should" is used because,
unfortunately, not all county assessors agree with the intention of
Section 2 providing for liberality (precisely the case in Penner).
Certain assessors will inpose the "step-transaction” doctrine on
the transaction to claim a CO* notwithstanding the contrary
intent of the uncodified section.

|f a decedent |eaves G eenacre to her children A, B, and C
equal ly Section 63.1 provides that the Parent-Child Exclusion wll
be avail abl e. In order to take advantage of the exclusion,
however, the children nust file the appropriate Assessor's Form
This formis the Caimfor Exclusion from Re-Assessnent by Reason
of the Parent-Child relationship. No exclusion applies unless the
formis tinmely filed, which nust be the earlier of three years
after the death of the decedent or before the sale of the real
property.® Although not required by statute, certain counties,
such as Al aneda County, require a certified birth certificate of
the transferee to be filed with the Caimfor Exclusion from Re-
Assessnent .

VWhat happens if the assessor gives a notice of supplenental
assessnent arising from the decedent's death and inposes a
suppl enmental assessnent? At this point a Caimfor Refund may be
made so long as tine has not expired as set forth by statute.®
Nevert hel ess, consistent with tax statutes in general, the taxpayer
must pay the tax due as a condition of filing a O aimfor Refund.
In many counties it nmay be years before the Claimfor Refund is

heard. Accordingly, filing the Cdaim for Exclusion from Re-
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assessnent as soon as possible after the Change of Omership has
been filed with the Assessor is recommended in order to "fix" the
right to the excl usion.
Now assune that the decedent |eaves Geenacre equally to
decedent's children A, B, and C, and that A transfers A's right to
receive an interest in Greenacre to B before distribution of the
estate. My B and C claimthe exclusion fromre-assessnent for al
of Greenacre? Wile the answer is not settled, it appears that the
transfer of A's interest to Bis a CQ and one-third of Geenacre
is appraised and re-assessed by the assessor. Under Probate Code
section 7000 and 7001 title vests in the devisees (or heirs) on the
decedent's death subject to adm nistration. California Acadeny of
Sci ences v. County of Fresno® holds to the same effect.
Now assunme that Geenacre is held in decedent's revocable
trust, rather than being subject to a WII, and assune further that
the trust does not restrict the Trustee from nmaki ng non-prorata
distributions.” In LTA dated January 23, 1991, the SBE advised
that the power to nmake non-prorata distributions can reduce the
anount of property qualifying for the parent-child exclusion. The
facts used by this LTA are illustrative.
A parent left a trust estate with a net worth of $500, 000
to his four children in equal shares. The Trustee
distributed Geenacre with a fair market value of
$112,500 to Child 1. The Trustee distributed Bl ackacre
with a fair market value of $225,000, but subject to a
$50, 000 encunbrance, to Child 2.

The SBE advised that Geenacre qualified for the parent-child

exclusion, but only part of Blackacre qualified. The SBE advi sed

that since the value of G eenacre was |ess than the portion of the
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decedent's estate to which Child 1 was entitled ($125,000), the
full cash value of G eenacre would qualify for the exclusion. In
contrast, Child 2's receipt of Blackacre had the effect of Child 2
receiving 28.57% nore property than what Child 2 was entitled to
receive. This percentage was cal culated by dividing the equity in

Bl ackacre ($175,000) by the difference of the child' s share of the
total, divided by the equity ($175,000 - $125,000) ) $175, 000=

28.57% Therefore, 28.57% of Blackacre was re-assessed.”
The SBE advised that if a WIIl gave the Trustee the express
power to make non-prorata distributions the sane result would

occur.

The advice to the Assessor was through LTA, and therefore
carried "consi derabl e weight."

Now assune that the decedent |eaves the decedent's persona
residence to Child A, with the requirenent that Child A pay Child B
an amount of cash equal to the equity in the residence, so that A
and B receive "equal" distributions. Rel yi ng upon Wodl ey v.
Woodl ey” the SBE opined that the devise of the personal residence
qualified for the parent-child exclusion because title was vested
in Child A subject only to an "equitable charge" in favor of Child
B. Child B was considered to be only an "equitabl e encunbrancer."®

A common estate plan includes transfers of real property
t hrough the Bypass, QIlP, and Survivor's Trusts. Upon the deceased
spouse's death the Bypass and QIl P Trusts are funded, and assuni ng
the trust is designed in a manner to qualify for the interspousal

exclusion, the transfers are excluded from a C O Upon the

surviving spouse's death, the typical plan results in either the
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outright distribution of the property to the children, or
continuing trusts in which the children have a present beneficial
i nterest. Odinarily, the transfer of real property from these
trusts to the children, directly or indirectly, qualifies for the
parent-child excl usion.

A problem for the practitioner is deciding when to allocate
t he exclusion. For exanple, assunme that H and Wown their personal
resi dence, plus several parcels of commercial real property with
full cash value of $1, 800, 000. Upon H s death,™ H s Bypass Trust
is allocated a parcel with a full cash value of $100, 000, and the
QP Trust is allocated a parcel with a full cash value of
$800, 000.** The Survivor's Trust is allocated a |ike anount of
property. Wdies several years later, at which tinme the full cash
val ue of the property in the Bypass Trust is $110,000, in the QTP
Trust is $880,000, and in the Survivor's Trust is $990,000. Since
Wheld a present interest in Hs Bypass and QI P Trust, H renai ned
the transferor for purposes of the parent-child exclusion.
Accordingly, the transfers from the Bypass and QIlIP Trusts,
amounting to $990, 000 of full cash value, are within the $1, 000, 000
exclusion of Section 63.1 and qualify wunder Hs available
exclusion. Simlarly, the transfers fromthe Survivor's Trust of
Ws property qualify under Ws exclusion. Under Section 63.1 both H
and W are eligible transferors and each has the $1, 000,000
excl usion available, in addition to the personal residence.*” The

exclusion can only be clained if Hdied after Novenber 6, 1986 (the
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effective date of Proposition 58), even if the child s present
interest arises after Novenber 6, 1986."

If H gives Wa power to wthdraw annually the greater of
$5,000 or 5% of the principal of the Bypass and QIlP Trust, as
mentioned earlier, the 5 + 5 power is deenmed to be exercised each
year, regardless of whether it is actually exercised. In
consequence, 5% of the full cash value of the Bypass and QIlP
Trusts is treated as being transferred fromH s "ownership”" to Ws
"owner shi p" each year. The total anmount of property deened to
have been transferred, therefore, mght be substantial, especially
if Woutlives Hfor nmany years. Under these circunstances, it is
entirely plausible that at Ws death Wwi || be deened to own real
property with full cash value greater than $1,000,000.* This
unf oreseen result can weak havoc on a famly's ability to shield
property fromre-assessnent.

A perplexing problemarising fromthe survivor's "deened" use
of the 5 + 5 power is determning which parcels have been
transferred. No actual transfer fromthe Bypass Trust or the QIlP
Trust occurs. Therefore it is extraordinarily difficult to decide
whi ch property remaining in those trusts at the survivor's death is
eligible for the deceased spouse's exclusion, and which are not.
The converse is true for the surviving spouse's $1,000,000
exenption. How does one conplete the Parent-Child Exclusion forns
for each transferor? Filing two Parent-Child Exclusion Forns,
cross-referencing the other, nmay be the nobst practical choice

because Section 63.1 does not contenplate a joint exclusion.
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Practitioners also should not overlook the consequences of
purchase and sales, or exchanges, on the availability of the
exclusion. If the Bypass Trust buys G eenacre after H s death, but
before Ws death, the children will not be able to claim the
exclusion as to H. In this case H never owned G eenacre, and
therefore His not the original transferor. Accordingly, upon Ws
death, there will be a QO

Simlarly, if the QIlP Trust exchanges G eenacre for Bl ackacre
in a tax-deferred exchange under Internal Revenue Code section
1031, the immedi ate effect is a C1O and re-appraisal, when the
QI P Trust conpletes the exchange. Wen W dies, there will be
another Cl O and re-apprai sal because H did not own Bl ackacre at the

time of his death and again is not an original transferor.
Parent-Grandchild Transfers

The parent-child exclusion fails to provide for the surviving
i ssue of a predeceased child, an oversight the voters corrected in
the 1996 March election. Effective March 27, 1996, "orphaned"
grandchildren are able to receive the sane treatnent as children of
a transferor under Article XIIl A Section (h), sub-division (2) of
the California Constitution. This proposition was codified prior
to the end of the 1996 Legislative session.™

Section (h), sub-division (2), paragraph (A) provides that
where both parents (child of the transferor and the child' s spouse)
of the grandchildren of the transferor are deceased, the grandchild
may participate to the sanme extent as a child in sharing the

grandparent transferor's parent-child exclusion for real property
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with an aggregate full cash value of $1,000,000. The provision,
however, limts a grandchild to receiving one principal residence.

| f the grandchildren receive a second principal residence, the
full cash value of the residence that "fails to qualify" for the
exclusion, and the full cash value of the other real property
transferred by the grandparent-transferor, are included within the
$1, 000, 000 exclusion. This provision is hard to follow, but nay be
illustrated by the foll ow ng exanple.

The parents, Cl and C1S, of grandchildren GC1 and GC2, are
deceased. After March 27, 1996, Cl's father dies and |eaves his
principal residence to GCl1 and GC2. The appropriate parent-
grandchild exclusion formis filed and the principal residence
passing to GCl1 and GC2 is excl uded.

After March 27, 1996, C1S's nother dies |eaving a principal
residence with a full cash value of $400,000 and other real
property with an aggregate full cash value of $900, 000. Cl1S's
not her makes equal distributions of her estate to her children
ClS, @2, C and ¢4, with the surviving issue of any deceased child
taking by right of representation. Therefore, the beneficiaries

and their percentage of the estate of C1S's nother are as foll ows:
C2 (3), G (3), ¢G4 (3), CC1 (x) and GC2 (7).
The parent-child and parent-grandchild exclusion

allow all of the $900, 000 of full cash val ue of the other

real property to be excluded froma C QO As to the
princi pal residence of ClS s nother, however, 3 will not
qualify because GCl1 and GC2 have already received a
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princi pal residence. Therefore, one-quarter of the full
cash value of the principal residence does not fall
within the principal residence exclusion, but nust be

aggregated with the other real property.
In this case, 3 x $400, 000 of full cash value of the

princi pal residence results in $100, 000 bei ng added onto
t he $900, 000 of other real property, resulting in the
full $1,000,000 being utilized to exclude the one-quarter
of the principal residence passing to GC1 and GC2 from a

cl O
Must both children (parents of the grandchildren) be dead in
order for the parent-grandchildren exclusion to apply? This issue
was anticipated by the drafters of the proposition. The purchase or
sal e between grandparents and grandchildren will be excluded if the
transfer "otherwi se qualifies under paragraph (1), if all the
parents of that grandchild or grandchildren, who qualify as the
children of the grandparents, are deceased as of the date of the

n 57

purchase or transfer. In interpreting the parent child
exclusion, the statute provides that the parent-child relationship
with a son-in-law or daughter-in-law "shall be deenmed to exist
until the marriage on which the relationship is based is term nated
by divorce, or if the relationship is term nated by death, unti

the remarriage of the surviving son-in-law or daughter-in-law "
Accordi ngly, where the grandchild has a surviving parent, but the
parent has ceased to be a "child" of the grandparent-transferor

within Section 63.1, the parent-grandchild exclusion applies. A
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| egal separation between the grandchild' s parents will vitiate any
potential parent-grandchild exclusion if the daughter-in-law or
son-in-law of the grandparent-transferor is |iving.

Combi ni ng Excl usi ons

As discussed earlier, if the trust instrunent provides for
income to be distributed to the surviving spouse and to issue of
t he spouses by the Trustee pursuant to a discretionary "sprinkling"
power the surviving spouse is no longer the sole beneficiary. The
surviving spouse no longer has a beneficial interest which is
substantially equal to the value of the fee interest,” and
therefore a Cl O has occurred.

If the parties subject to the discretionary power are the
surviving spouse and the spouse's children, may both the
i nt erspousal and parent-chil d” exclusions be clainmed? If both
excl usions are avail able, how are they to be allocated? In short,
how much of the present interest should be allocated to the
survi ving spouse, and how nmuch should be allocated to the children.

This inquiry is not nerely theoretical. The problempresents
itself when conpleting the Assessor's form This forns generally
entitled Change in Oanership - Death of Real Property Oaner,* the
PCOR, and the Request of Exclusion for Re-Assessnment for Transfers
Between Parent and Child do not contenplate a an allocation of
mul tiple exclusions. These interests are not quantified in the
trust instrunent, and therefore it nmay be unreasonable to expect
t he Assessor to create a formthat would quantify them Arguably,

the inability to quantify the respective interests that qualify for
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an exclusion results in the entire property suffering a C O

The authors do not |ike the conclusion that the inability to
gquantify results in a C QO but are not able to provide any basis
for a contrary conclusion. Inasmuch as no authority or guidance
exists the result is a mnefield waiting to expl ode.

JO NT TENANCY TRANSFERS

The rul es applicable to joint tenancy transfers are arcane.
Section 65(a) defines a change in ownership of a joint tenancy
interest as the "interest or portion which is transferred from one

2

owner to another owner".° A newWy created joint tenancy (i.e. C
conveys to A and B, as joint tenant) results in the joint tenants
being original transferees to the transferor.®

Section 65(b) states there is no change in ownership "upon the
creation or transfer of a joint tenancy interest if the transferor
or transferors, after such creation or transfer, are anong the
joint tenants.® Section 65(d) states that upon termination of a
joint tenancy interest held by any joint tenant other than the
original transferor, there is no reapprai sal under subdivision (b),
if the entire joint tenancy interest is transferred either to an
original transferor or to all remaining joint tenants so |long as
one of the remaining ones is an original transferor.®

Transfers between spouses qualify for the interspousal
exclusion of Section 63. Accordingly, if the spouse of an
original joint tenant is added as a joint tenant after the
acquisition, the spouse beconmes an original joint tenant or

transferor.®
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The "Rule of Convenience" under Revenue & Taxation Code
section 65, subdivision (e), permts a rebuttable presunption that
all owners vested in title as joint tenants on March 1, 1975, are
original joint tenants or transferor. These rules are nost easily
expl ai ned by exanples. Assune that A and B, unrelated parties, buy
Greenacre and are vested intitle as joint tenants. B's spouse is
subsequently added as a joint tenant. B's spouse is an origina
transferor for purposes of creation or transfer of joint tenancy
interests. Additionally, under Section 65(a), A B, and B s spouse
are original transferees, having (or being deened to have) taken
title together froma comon source.

Now assune that A and B, unrelated parties, buy G eenacre and
are vested intitle as joint tenants. After becom ng vested, they
add C, an unrelated party, as a joint tenant. There is no CO
because A and B remmin vested as joint tenants.®

Now assune that after becomng a joint tenant, C sells his
interest in Geenacre to DO There is a transfer of Cs interest
and a CO of Cs interest only. The transfer by C to D is a
partition or severance of the joint tenancy, and therefore, is a
ClO of that tenancy in conmon interest. If C was deleted from
title and D added as a joint tenant, there would not have been a
Cl O because A & B would have remained vested as joint tenants.
Simlarly, if Asold As interest to C, there would be a QO of As
interest, 50% because there would have been a severance of the

joint tenancy.
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Now assune that A and B, unrelated parties, acquire G eenacre
as joint tenants. Subsequent to acquiring G eenacre, B s spouse,
S, is added as a joint tenant. A B, and S, add C and D, unrel ated
parties, as joint tenants. Under the rules described above there
is no ClO

Usi ng the sane exanple, assune that Ctransfers C s interest
to D There is now a transfer to soneone who was not an ori gi nal
transferor, and a O as to a 20% i nterest because of the 5 owners.

The same result occurs for the sanme reasons if C transfers Cs
interest to a new party, T.

Assune that instead of transferring Cs interest to D, C
transfers Cs interest to A Because this transfer is to an
original transferor it would be excluded. If C transfers Cs
interest to A, B, or S or "to all remaining joint tenants" there
is no ClO because the interest passes to an original transferor.

If A transfers A's interest to B, however, there is a CO
because A owned one-half of the original joint tenancy and was only
an original transferee with B under Section 65(a). The original
transferor is not allowed the option of transferring inter vivos to
either another original transferor or to all renmaining joint
tenants without incurring a ClO

No assunme that A dies. B and B's spouse succeed to A's
interest as surviving joint tenants. Because an original
transferee died, there is a ClO under Section 65(a). As between a

and B, B is not an original transferor.® The exclusion only
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applies when the interest of an original transferor passes at death
by "operation of law"®

If B transfers B's interest to B's spouse S no ClO occurs
because of the interspousal exclusion under Section 63. If S
transfers S's interest to anyone else, however, including an
original transferor, such as A, a AQOwll| result because S is not
an original transferor.

If A B, and S transfer their interest to C and D as joint
tenants a conplete turnover of the original transferors has
occurred and there is a C1O as to 100% of G eenacre. After re-
apprai sal and re-assessnent, C and D are now original transferors.

Now assume that A bought G eenacre in 1952, and added B, her
nephew, as a joint tenant in 1956. A dies after March 1, 1975.
If the "Rule of Convenience" applies, then A and B were joint
tenants on March 1, 1975, and there is no Cl O because the interest
passes to B, an original joint tenant by operation of law. If the
Assessor chooses to ignore the "Rul e of Conveni ence" by relying on
the recorded deeds, there wll be a CIO because the "Rule of
Conveni ence" will be rebutted.

If A had instead gifted her interest to B during her life, but
after March 1, 1975, there would have been a CIO as to the entire
property. A was the original transferor of the entire property at
the tinme of acquisition of G eenacre.

As the foregoing exanples denonstrate, the planner should
never assunme or predict there will be no CIOin a joint tenancy

wi t hout knowing all of the facts and considering the result. The
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assessor knows because the assessor has access to all of the deeds
and can determne the result. |If the practitioner records deeds
wi t hout having the sanme information, the practitioner may end up
wi th egg on the chin.

Entities - To and From

Nearly all of the case |law generated from Article XIIl A
concerns changes of ownership in entities owning real property.
D sputes have arisen resulting fromthe transfer of real property
upon the formation of the entity, upon the transfer of ownership
interests anong the entity's owners; and upon the transfer of real
property fromthe entity to the owners. Cenerally, the underlying
facts of the case |aw involves corporate restructuring through
acqui sition, nerger, and parent-subsidiary changes. As a result,
many of the issues addressed by the cases are beyond the ordinary
scope of estate planners and practitioners assisting in a probate
or trust adm nistration.

In recent years, however, estate planners have increasingly
focused on the estate and gift tax benefits of using entities by
whi ch the ol der generation can pass its interest in property to the
younger generation. The much di scussed theory is that ownership of
an interest in an entity owning property is worth | ess than direct
ownership of the property. An additional perceived benefit is that

when the ownership is divided, the value of the retained interest
is dimnished. The proponents of this technique al so argue that
val ue can be reduced because dividi ng ownershi p nakes the property

| ess marketable. Current "cutting edge" estate planning involves
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using S Corporations, limted partnerships, and limted liability
conpani es to take advantage of these factors in order to reduce the
fair market value (and therefore the estate taxes) of the
under | ying property.

An often overl ooked aspect of these techniques, however, is
the effect on real property taxes. These entities are subject to
Article XIIlA so it is inportant to understand how to transfer
property to, and distribute property from these entities w thout
triggering a C1O \Wile the rules appear to be straight-forward,
transfers of interests within entities can create unexpected
results.

Section 64(a) states the general rule:

Except as otherw se provided in subdivision
(h) of Section 61 and subdivisions (c) and (d)
of this section, the purchase or transfer of
ownership interests in legal entities .

shal| not be deemed to constitute a transfer
o% the real property of the legal entity .

Section 62(a)(2) excludes from the definition of change in

owner shi p

Any transfer between an individual or
individuals and a legal entity or between
| egal entities . . . which results solely in a
change in the nethod of holding title to the
real property and in which the proportiona

ownership interests of the transferor and
transferees, whether represented by stock,
partnership interest, or otherwise, in each
and every piece of real property transferred

remain the same after the transfer.

The intention of Section 62(a)(2) is to allow the transfer of
real property upon formation of an entity without a C1O so |ong as
the "proportional ownership interests"” remain unchanged before and
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after the transfer. For exanple, if Husband, Wfe, and Child own
40% 40% and 20% undivided interests, respectively, in real
property, then creation of an entity where the ownership interests

are held by Husband, Wfe and Child in exactly the sanme percentages

will not be a change of ownership wunder Section 62(a)(2).
Addi tionally, i f Husband and Wfe subsequently transfer 10% of
their respective ownership interests to Child, there will be no

change of ownership under Section 64(a).

Now assune, however, that Husband, Wfe and Child own
different percentages of Geenacre (40% 40% and 20% and
Bl ackacre (35% 35% and 30%. A transfer of Geenacre and
Bl ackacre to an entity that Husband, Wfe and Child own 35% 35%
and 30% respectively, wll be a change in ownership for G eenacre.
The "proportional ownership interest” held by Husband, Wfe and
Child in Greenacre is changed after the transfer of Geenacre to
the corporation. Additionally, the CTOwll be as to the entire
property, because there is no applicable exclusion other than
Section 62(a)(2)."”

Section 64(c) & (d) excludes any transfer of interests in an
entity if the entity was fornmed through a transacti on excluded from
a change of ownership under Section 62(a)(2).” Section 64(c)
applies an exception to transfers of interests in any legal entity
whenever or however created. Accordingly, for an entity created
before March 15, 1975, only subdivision (c) applies.

Section 64(c) states that a ClO occurs when any person,

whet her an individual or a "legal entity," gains control of nore
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than 50% of the ownership interests. The section includes "any
purchase or transfer of 50 percent or less of the ownership
i nterest through which control or a majority ownership interest is

n 74

obt ai ned. In gaining "control” it does not matter whether the
individual or legal entity acquires 50.1% or 0.1% a ClO has
occurred.” An explicit exception to subdivision (c) applies when
an owner of a mmpjority interest in any partnership acquires the
remai ning partnership interests after January 1, 1996."

Section 64(d) provides that a C O occurs when nore than 50% of
the total interests of the entity are transferred by the original
co-owners in one or nore transactions.” The difference between
subdi visions (c) and (d) is illustrated by the foll ow ng exanpl e:

Assune that Doe owns 100% of Corporation, which acquires AA
BB, and CC real properties on January 1, 1971. On June 1, 1976,
Doe transfers real property DD to Corporation. On Cctober 1, 1982,
Doe sells 60% of Doe's shares in Corporation to Sam Sally and Seth
in equal amounts of 20%

Section 64(c) permts no change of ownership as to AA, BB, and
CC because no one owns nore than 50% of the shares of Corporation.

Doe owns 40% and Sam Sally, and Seth each own 20% Under 64(d)
there is a change of ownership as to property DD because nore than

78

50% of the interest in Corporation X was transferred.”™ Section
64(c) applies to AA BB, and CC because the transactions
transferring themto the corporation occurred before March 1, 1975,

wi t hout use of 62(a)(2).
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Al though not an explicit exception to Section 64, the
application of the "step transaction" doctrine enables the creative
(or "concocted", depending on your viewpoint) use of the applicable
sections to avoid a CIO by having each transaction in a series
qualify for an exclusion. At the end of the series is a taxpayer
that, when conpared with the entity in the beginning, is a
different taxpayer under Article XIIIA If the series of transfers
were conpressed into one transaction, the result would be a C O
Under the "step transaction"” or "substance over forni doctrine, the
internedi ate steps are disregarded, and a CIO is deened to have
occurred, notw thstanding all of the internedi ate steps. Shuwa
I nvestments Corp. v. County of Los Angeles”™ the senminal case
applying the "step transaction" doctrine, takes the "ganesmanshi p”
out of the Cl O rules.

The only exclusion to the "step transaction” doctrine is for
parent-child transfers. As discussed earlier, the expressed
Legislative intent creates an explicit exception for parent-child
transactions which woul d otherw se be "step transactions".® The
followi ng exanple illustrates the effect of the legislative intent:

Assune that Husband owns Corporation as his separate property
and Corporation owmns G eenacre. Husband di ssol ves Corporati on and
it conveys Geenacre to Husband. Husband then conveys G eenacre
to Husband and Wfe as community property. Husband and Wfe then
convey Greenacre to a general partnership in which Husband and Wfe

are the sol e general partners. Husband and Wfe then give 48% of
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the total general partnership interest to each of their three
children, in equal shares.

Under the "step transaction" doctrine all of the transactions
woul d be conpressed. Husband woul d be deenmed to have conveyed his
sol e ownership interest in Geenacre to an entity owned by him his
spouse, and his children, and there would be a C O Nevert hel ess,
this transaction is precisely the type that the Legislature
explicitly excepts fromthe "step transaction"” doctrine.®

The legislative intent is not without |imts, however, and
can not be used in order to avoid the CIOrules to effect a result
inconsistent with Article XII1A* The lesson of Penner® is that in
order to obtain the benefit of the parent-child exclusion one nust
go through the internediate steps. To phrase it nore bluntly: Form
Over Substance matters when seeking to claimthis exclusion.

In Penner the taxpayer transferred real property directly from
herself to a limted partnership owned by herself and her two
children. The transaction did not qualify for the exclusion under
Section 62(a)(2). To qualify for the exclusion, the taxpayer
shoul d have transferred undivided interests in the property to her
children before transfer to the partnership in which she and her
children owned the same proportionate interests before and after
the transfer.® Penner is the first published case recognizing the
|l egi slative intent found in uncodified Section 2 of the statute,®
and provides practitioners with an exenplary exanple of how not to
transfer property from the older generation to the younger

generation by use of entities. Al beit dictum the reference is
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Penner to Section 2 wll be useful in those counties where the
assessors are ignorant of the section, or prefer to ignore its
exi stence as a legislative exception to the "step transaction”
doctri ne.

Section 2 creates considerable opportunity for estate planners
when establishing the entities our clients desire to use to save
estate taxes. The proportionate ownership interest exclusion of
Section 62(a)(2) remains available even if the character of the
ownership interest is changed upon the transfer. For exanpl e,
assune that A and B own Wiiteacre equally as tenants in common. A
and B transfer their respective interests in Wiiteacre to WAB, a
California limted partnership. A receives a 50% general
partnership interest and B receives a 50% limted partnership
interest. No ClO occurs because the proportionate interests remain
the sanme, even though the ownership relationship between A and B
has changed.

In denonstrating the flexibility of Sections 62(a)(2) and 64
the follow ng, progressive exanple is useful. Assunme that Parent
(P) owns 100% of G eenacre, a property with full cash value of
$500, 000, but with a fair market value of $1,000,000. P transfers
to each of her three children (Cl1, C2, and C3) a one-quarter (3)
undi vi ded interest in G eenacre. P, Cl, C2 and C3 then form
Corporation, owed equally. P, Cl, 2, and C3 each then transfer a
.25% undivided interest (1% total) in Geenacre to Corporation
Corporation, P, Cl, C2, and C3 then forma linmted partnership
(FLP), of which Corporation is the 1% general partner, and P, Ci,
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C2 and C3 are each 24.75%limted partners. Corporation, P, Cl, C2
and C3 then transfer G eenacre to FLP.

If the "step transaction" doctrine applied, all of these
transacti ons woul d be conpressed into a transfer by Pto a limted
partnership in which P owns only a 24.75% |limted partnership
interest, so that the requirenent of the sane proportionate
ownership by owners before and after the transfer would not be
sati sfi ed. Because uncodified Section 2 of Section 63.1 does
apply, however, the transactions are viewed differently.

First, the transfer by P to her children of undivided
interests in Geenacre falls within the parent-child exclusion of

Section 63.1. Assum ng P has not already transferred property to

her children of nore than $625, 000, the transfer of : of G eenacre,

with a full cash value of $375,000 (: x $500,000) is within her

$1, 000, 000 exenption. O course, in order to claimthe exclusion,
P nust file a Parent-Child Exclusion Formw th the county assessor,
and list the transfer and the anmount she is applying to this
transfer.

Second, the transfer by P, Cl, C2 and C3 of an aggregate 1%
interest in Geenacre to Corporation is not a ClO because the
transfer is within Section 62(a)(2). The sanme owners own the sane
proportionate ownership in Geenacre and in Corporation before and
after the transfer. Third, the transfer of Geenacre by
Corporation, P, Cl, C and C3 to FLP is excluded froma C O because

of Section 62(a)(2) as well.
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The prior exanple concerned creating the entity. Wat about
gifting wwthin the entity after formation? This technique is often
suggested to clients by estate planners as a continuation of the
formati on process, still for purposes of m nimzing estate taxes.

Assune the facts of the prior exanple. Now assumne further
that P gifts her 24.75%|limted partnership interest in FLP equally
to C1, C and C3. The result is that Cl, C2 and C3 each own 33%
[imted partnership interests in FLP while Corporation continues to
own a 1% general partnership interest.

Under Section 64 there is no CO First, section 64(a)
provides that transfers of interests in entities are not considered
transfers of real property unless an exception applies. Second,
Section 64(c) provides that when no partner has obtained nore than
50% of the ownership interests of FLP, no OO has occurred. Third,
under Section 64(d) |less than 50% of the partnership interests in
FLP has been transferred (only 24.75%, and therefore no Cl O has
occurr ed.

Assune all of the prior facts, but P and C1L die in a car
acci dent. Under P's estate plan, P's interest passes in equal
shares to C2, C3, and the surviving child of C1 (GC1). Under Cl's
estate plan, GCl receives all of Cl's interest in FLP and
Cor por ati on.

P's death al one does not create a CIO. P s only interest is
the 25% ownership interest in Corporation, and Section 64(a)
requires transfer of nore than 50% interest in Corporation for

Greenacre to suffer a Cl O
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Cl's death, however, would probably cause a Cl O because Cl
owned a 33%interest in FLP and a 25% interest in Corporation. |f
the 33% interest is added to the 24.75% interest previously
transferred by P, the limted partnership interest transferred
exceeds 50% and Section 64(d) would cause recognition of a C QO
8.25% of Cl's |imted partnership interest, however, derived from
P's gift.

Shoul d the sane 8.25%|imted partnership interest be counted
twice? Unfortunately, Section 64(d) does not answer this question.

The transfer of the |imted partnership interest fromCl to
GCl counts as part of the 50% because the parent-child exclusion
applies to transfers of real property or interests in real property
only. The transfer fromCl to GCl of the FLP interest does not
satisfy the requirenments of the exclusion. The 25% interest in
Corporation transferred fromCl to GC1 would not cause a C QO wth
respect to Corp's limted partnership interest in FLP, however,
because nore than 50% i nterest had not been transferred.

Strict adherence to the technical requirenents nmay create a
series of transactions that would nomnally conply wth the
statutes, but which would nevertheless be treated as a C O  For
exanpl e, assune that H and Wown G eenacre. Geenacre has a full
cash val ue of $3,900,000 and a fair market val ue of $8,000,000. H
and Wtransfer a 17% undivided interest in Geenacre to each of
their three children (Cl1, C2 and C3), for a total of 51% The
result is that H and Weach own a 24.5% undi vided interest, and Ci,

C2, and C3 each own a 17% undi vided interest in G eenacre. H W
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Cl, C, and C3 then contribute their respective undivided interests
toalimted liability conpany (FLLC) in which each maintains the
same proportionate ownership interest in G eenacre.
Assuming a aimfor Exclusion is filed, the transfer by H and
Wto Cl, C2 and C3 qualifies for the parent-child exclusion under
Section 63.1. H and W each use $955,500 of their respective
$1, 000, 000 exenptions (.245 x $3,900,000 = $955, 500). In this
manner, H & Ware able to transfer about 64% of the total assessed
val ue of Greenacre ($955,000 x 2 = $1,910,000) and avoid a Cl O
Now assume that one year later H and Wgift the renmai nder of
their nmenbership interests in FLLC to their children, with the
result that Cl1, C2, and C3 each own one-third of FLLC. G eenacre
now has a fair market value of $8, 000,000 and a full cash val ue of
$3,978,000. No CIO has occurred because section 64(c) requires a
transfer of nore than 50% and section 64(d) holds that the
majority of the nenbership interests in FLLC have not been
transferred. It appears that H and W have very effectively
transferred G eenacre, with assessed value in excess of $3,900, 000
and a fair market value of $8,000,000, wthout any increase in
property taxes.®
Despite this adherence to the technical rules of Section 64,
the authors believe that this series of transactions will lead to a
Cl O The last sentence of the uncodified Section 2 states that
Except as provided herein, nothing in this
section shall be construed as an expression of
intent on the part of the Legislature
di sapproving in principle the appropriate
application of the substance-over-form or

step-transaction doctrine.”

E:\JOHN\WPWIN\OUTLINE\PROP-TAX.ART 39



Not wi t hst andi ng an assertion of "business purpose”, the facts
of Exanple 3 show the intent to transfer nore than the $1, 000, 000
of cash value per transferor permtted under Section 63.1. The
aut hors doubt that the SBE, the Assessor, or a Court will viewthe
transaction as anything but an attenpt to transfer nore than what
i s all owed.

Even though H and W were not content to remain pigs, and
becanme hogs that went to market, the authors believe that the
aggregate 51% interest (the portion of Greenacre transferred to CI,
C2 and C3 under Section 63.1) should not suffer a C QO Mbreover,
the transfer of the 49% nenbership interests in FLLC by H and Wdid
not trigger any CtOw thin Section 64(c) or (d). Accordingly, it
would seem the CIO should be |imted to 49% of Geenacre.
Unfortunately, little guidance exists, particularly with fact
patterns which cut across different sections and exclusions of the
Revenue and Taxati on Code.

Now assune that H & Wgive away their interest in FLLC over a
period of years, rather than all at once. The challenge becones
when the Cl O occurs. After two years of gifting 1% interests, and
assumng that the full cash value of Geenacre increases by 2%
annual ly, H and Whave given away nore than $1, 000,000 of full cash
val ue each.®™ Wth no certain answers available, it would seemthe
ClO occurs with the gifts in Year 2 when H and Whave transferred
nore than the $1,000,000 of full cash value of G eenacre occurs
because at this point the exception of uncodified Section 2 no

| onger applies. |If the A Ooccurs in Year 2, it is unclear whether
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all or part of Geenacre be subject to a C1O because all of Hs
and Ws nenbership interests have not yet been transferred (they
still own, cunul atively, 47% of the nmenbership interests). Wiat is
clear is the lack of a definitive answer at this intersection of
Sections 63.1 and 64. As one extends the facts of the exanple, the
i nconsi stencies between Section 63.1, Section 64, and the Step
Transaction Doctrine becone nore evident. For instance, assune in
the | ast exanple that H and Wnake no further gifts to C1, C2 and
C3, and that twenty years after FLLC was formed H and W die
si mul t aneousl y. Should the Step Transaction Doctrine apply to
cause a Cl O because nore than $2,000,000 of full cash value was
transferred? |If the Step Transaction Doctrine does not apply, then
what are the criteria that distinguish this exanple from the
previ ous ones?

As a final contrast, consider the fact that H and W may
transfer their remaining 49% interest in FLLC to anybody besides
their children, including to their grandchildren, wthout
triggering a Cl O because | ess than 50% of the ownership interests
in FLLC w Il have been transferred (assumng Cl, C2 and C3 retain
their interests). No sound policy reason exists to avoid a CIOin
t hese circunstances, while a transfer to C1, C2 and C3 of H s and
Ws remaining interest may trigger a C1O by application of the Step
Transaction Doctrine. Plainly, these are uncommon exanples, but
they do denonstrate the anbiguities within the Article XIIl A

f r amewor k.
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When a C O occurs wthinin an entity, the entity is required
to file a change in ownership statement with the SBE.* If the C1O
is not reported, when it is discovered, the result will be a re-
apprai sal of the property and |evying of escape or supplenental
assessnents for all tax years fromthe COto the present, together
with penalties in appropriate cases.”

CONCLUSI ON

As the authors hope to have highlighted, the superficially
sinple rules of Proposition 13 contain a plethora of traps for the
unwary, as well as inconsistent application by the supervising
adm ni strative agencies. An ounce of prevention is worth a pound
of cure, which in property taxation suggests that clear
communi cation with the Assessor 1is inportant. The authors
recomrend that practitioners conplete the Prelimnary Change of

Omership Report and O aimfor Reassessnent Exclusion as thoroughly
as possible in order to forestall the assessor=s claimof a change

i n ownership.
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1.

12.

13.

14.

15.

16.

Frayda L. Bruton, California Property Tax: Clearing a Path Through the Legislative
Thicket, 2 California Trusts & Estates Quarterly No. 3, p.42 (Fall, 1996) (hereafter
Bruton).

California Constitution, Article XIIIA, Section 2(b); Revenue & Taxation Code section
51.

California Constitution, Article XIIIA, Section 2.
Revenue & Taxation Code section 110.

See City & County of San Francisco v. County of San Mateo, (1995) 10 Cal.4th 554,
566; 41 Cal.Rptr. 2d 888.

Revenue and Taxation Code section 60.
Bruton, p.42

Bruton, p. 42, 44.

Government Code section 15606(e).

"While it has been said that the contemporaneous construction given to a statute by
administrative officials charged with its enforcement and interpretation is entitled to
considerable weight, it is well settled that such interpretation should be followed only if it
is not erroneous (citation omitted]); and that the final responsibility for the interpretation
of the law rests with the courts, not with the administrative agencies (cite omitted])"
Dreyer's Grand Ice Cream, Inc. v. County of Alameda (1986) 178 CA3d 1174, 1183; 224
Cal.Rptr. 285.

Revenue and Taxation Code section 480, subdivision (b).
Revenue and Taxation Code Section 63
Revenue and Taxation Code section 63 (a); Bruton, p.43-44

Revenue and Taxation Code sections 63(b) and (e), concerning transfers to effect a
property settlement agreement which permit spouses dissolving the marriage to transfer
property between them (before or after the actual dissolution) without causing a CIO and
corresponding re-assessment.

Revenue and Taxation Code section 60.

See Family Code section 761 concerning revocation of trusts containing community
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17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

property.

Revenue and Taxation Code section 60.

Internal Revenue Code Section 2056(b)(7)(B).

Revenue & Taxation Code > 63(a).

Treas. Reg. 320.2056(b)-5(b)(f); See PLR8948002, PLR 8931005.

See Estate of Canfield (1947) 80 CA2d 443, 451; Estate of Johnson (1961) 198 CA2d
503, 510. See discussion in Correspondencedated June 16, 1995, and
Correspondencedated December 14, 1993, citing Correspondencedated August 31, 1981.
Under the Correspondencedated June 16, 1995, the other persons possess only an
equitable remainder interest - a future interest; the Correspondencecites Civil Code
section 769. Under the cited cases above, the Correspondencecontinues to state that,
therefore, the other person's interest in a principal distribution is only a "mere
expectancy". The Correspondencethen analogizes the "mere expectancy" to tax law
wherein the interest of the other persons's is deemed a future interest as opposed to a
present interest for federal gift tax purposes because the exercise of discretion by the
Trustee is a barrier to the other persons' present enjoyment of the trust principal. The
Correspondencecites Jactobson v. U.S. (1973) 42AFTR2d 78-6499.

See Endnote 15. above.
Bruton, p 43-44

Article XIIIA, Section 2(g).
Article XIIIA, Section 2(g)

Larson v. Duca (1989) 213 CA3d 324, 329, where the Court stated "[i]n interpreting
constitutional measures enacted by the voters, we must also follow the rule that .... 'The
adopting body is presumed to be aware of existing laws and judicial construction thereof.'
[citation]"

See Corr dated September 12, 1994.
1d.

Revenue and Taxation Code Section 64, subdivision (d). See the Entities section of this
article following.

Internal Revenue Code Section 2041(b)(2). See IRC Regulation 20.2041-3(d)(3), (4),
and (5).
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31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

41.

42.

43.

See Corr dated April 6, 1992.
Section 63.1(c)(3).
Section 63.1 (a).

R&T section 63.1 (c)(4). See R&T section 63.1(c)(5) where "eligible transferee" is
defined as "a parent or child of an eligible transferor". See also R&T section 63.1(c)(2)
(B) where "children" is defined so as to include stepchildren and spouses and section
63.1(c)(2)(C) where spouses of children are included.

Ibid.
Section 63.1. subdivision (c)(7).
Section 63.1, subdivision (c)(6).

Stats 1987 ch 48, Section 2. This section may be found in the annotations to Section
63.1.

Ibid.
(1995) 37 CA4th 1672, 44CR2d 606.

Section 64(d) - see Legal Entities Section later. Along the way, however, the transferor
in Penner failed to qualify the transfer for the exclusion under Section 62(a)(2) which
excludes transfers between an individual and legal entities where the proportional
ownership interests before and after the transfer remain the same so that there is only a
change in form. In Penner there was only 1 transferor - a transfer to a partnership,
therefore, inevitably caused a CIO because the other partners would have an interest they
wouldn't have had before the transfer.

See discussion on step-transaction below.

Similar to all statutes of limitation, when to file is not simple. For transfers before
September 30, 1990, the claim must be filed within 3 years of the date of transfer. Since
a decedent's interest passes upon his or her death, the transfer, subject to administration
of the decedent's estate, passes as of the date of death. See Probate Code section 7000
and 7001 and California Academy of Science v. County of Fresno (1987) 192 CA3d
1436; see Section 63.1(e)(1). For transfers occurring after September 30, 1990, within
three years after the date of transfer or transfer to a third property, whichever is earlier;
see Section 63.1(e)(2). But a claim is timely filed if'it is filed within six months after the
date of mailing of a notice of a supplemental or escape assessment, issued as a result of
the purchase or transfer of real property for which the claim is filed.
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44.  Ibid.
45.  Ibid.

46. One of the powers vested in a Trustee under California law is the power to make non-
pro-rata distributions. See Probate Code section 16246.

47. See LTA dated January 23, 1991. The SBE advised re-appraisal would be as follows:

1975 Factored base year value - $75,000 x 71.43% = $ 53,572
1990 Fair Market Value - $225,000 x 28.57% = 64,282
Re-assessed value $117,854

48.  Ibid.
49.  (1941) 47 CA2d 188.
50. Correspondence dated February 14, 1995.

51. Do the authors need further continuing education in bias because of their assumptions
husband will die first?

52. Remember, "full cash value" is what the property is not assessed at. The property may
have a fair market value of considerably more.

53. See Correspondence dated June 19, 1987, and Correspondence dated April 6, 1992.

54.  Notwithstanding that one of the authors received such advice in correspondence from the
SBE, R&T 363.1(h) explicitly forbids claiming the exclusion for a decedent dying prior
to November 6, 1986.

55. See Correspondence dated April 6, 1992. In an example where W survives H by 17
years, this Correspondence states that 85% of H's full cash value is transferred to W; 17
years X 5% per year. This does not appear a correct result because, after exercise each
year, the 5% of the full cash value changes in value (i.e. there's less to take 5% of).
Moreover, each year the full cash value increases by 2%. Therefore, in determining the
effect of the 5 + 5 power, one must look at the amount transferred each year and
aggregate them.

56. Amendments to R&T 363.1.
57. California Constitution, Article XIII A, Section (h), sub-division (2), paragraph (A).

58.  Revenue and Taxation Code section 63.1, sub-division (c), paragraph (2), sub-paragraph
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60.

61.

62.

63.

64.

65.

66.

67.

68.

69.

70.

71.

72.

73.
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(c) defining "children". Sub-paragraph (B) provides for the spouse of a step-child in the
same way as paragraph (c) provides for a daughter-in-law or son-in-law.

Revenue and Taxation Code section 60.

Revenue and Taxation Code Section 63.1: exclusion from CIO for transfers between
parent and children. See the following section of this Article.

Revenue and Taxation Code Section 480, subdivision (b).
Revenue and Taxation Code Section 65, subdivision (a).

See Corr dated June 29, 1992, for explanation. A transfer to A, B, and C results in A, B,
and C being original transferees to themselves. As seen by rule 2 following, under
Revenue and Taxation Code section 65, subdivision (b) A, B, and C are

original transferors as to future transferees who are added as joint tenants or conveyed
interests by A, B, or C.

Revenue and Taxation Code section 65, subdivision (b).
Revenue and Taxation Code section 65, subdivision (d).

See SBE Correspondence dated April 15, 1987, referenced at 220.0185, at page 4, citing
the legislative history of the joint tenancy exceptions.

See Section 65(d).

See Corr dated July 10, 1991. Therein, a mother and son obtained property from the
mother's parents as joint tenants in August, 1972. In 1982 the mother died and the
succeeded as the surviving joint tenant. This is a change in ownership as to 50% for the
reasons stated. Under Section 65(e) the Assessor could have applied the Rule of
Convenience, but elected not to do so, being able to go back and show that in 1972 both
mother and son were transferees.

1bid, page 6.
Revenue and Taxation Code section 64(a)
Revenue and Taxation Code section 62(a)(2).

The exceptions to 64(a) involve transfer of stock in a cooperative housing corporation
and the exceptions contained in Section 64, subdivisions (c¢) and (d).

The section cites March 1, 1975, as the effective date, which is the "beginning" of the
Article XIII A era.
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74.

75.

76.

77.

78.

79.

80.

81.

82.

83.

&4.

85.

86.

Section 64(c).

See Revenue and Taxation Code section 64(c)(1), Italics are added to emphasize the
point that a transfer of less than 50% will result in a CIO if the acquiring party has
control or a majority interest. The following is an interesting question: Is there a
difference between "control" or a "majority interest"? Although the authors have seen no
case or correspondence on the issue, it would seem there is a difference. For instance,
"control" of a corporation may be obtained through one person acquiring voting proxies
from other minority owners so that , cumulatively, the one person has voting control of
more than 51% interest.

Revenue & Taxation Code section 64(c)(2). The Legislature created the exception after
Zapara v. County of Orange (1994) 26 CA4th, 31 CR2d 555, where a CIO was found
after the majority shareholder acquired all of the other partnership interests. Logically,
subdivision (c)(2) should apply to limited liability companies (where you also need 2 to
have one) as well; but subdivision (c)(2) is limited solely to partnerships.

Revenue and Taxation Code section 64(d).

See LTA dated February 18, 1983. If the example is varied so that S1, S2, and S3
formed a partnership P and partnership P purchased 60% of the outstanding stock in
Corporation X, then there would be a CIO because the entity, partnership P, acquired
majority interest.

(1991) 1 CA4th 1635

See section concerning Parent-Child Exclusions above.
Section 2 of Chapter 48 of the Statutes of 1987.

See e.g. Penner v. County of Santa Barbara, supra.
Penner v. County of Santa Barbara, supra.

The result in Penner was anticipated by the SBE. For instance, see Corr dated
September 19, 1990, wherein the transfer by a husband and wife of community property
to a partnership in which they have 98 percent interest through a revocable living trust
and their daughter and son each have individual 1 percent ownership interests was found
to be a change in ownership because of the failure to comply with Section 62(a)(2).

Penner, id, at 1678, referring to Stats. 1987, ch. 48, Section 2, p. 123.

Obviously, these kinds of examples are for well-propertied clients considering the estate
tax to be paid as a result of transfers by H and W.
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87.

88.

89.

90.

id., see Note 38 above.

The gift of 1% of full cash value in Year 1 is $39,780 (.01 x $3,978,000) and in Year 2 is
$40,576 (.01 x $4,057,560) so that the amount of given by each is: 955,500 + $39,780 +
40,576 = $1,035,856.

For changes in control of the entity under Section 64(c), see Revenue & Taxation Code
Section 480.1. For changes in ownership under Section 64(d) see Revenue & Taxation
Code section 480.2. In both cases the appropriate form must be filed with the State
Board of Equalization in Sacramento.

See Montgomery Ward & Co., Inc. v. The County of Santa Clara (1996) 96 Daily Journal
D.A.R. 9056.
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