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This is in response to your FAX letter of November 25,
1991, requesting the views of this office on the gquestion of

whether the acquisitjon of a 15% interest in a limited

partnership, by a partner who already holds a 45% interest,
results in a change in ownership of the partnership property.

Briefly, a limited partnership was formed in 1982 with
eleven partners. R.Mc had a total 45% interest in capital and

profits (16% - general partner; 29% - limited partner).

Four

educational trusts each held a 10% limited partner interest
(total of 40%). The beneficiaries of these trusts were the four

children of R.Mc, who was the trustee of each trust.

addition, J.B. held a 5% general partner interest, while R.B.,
D.B., M.L., I.M., and J.D., each held a 2% limited partner
interest. Your letter states that the indicated percentages

refer to the percentage interest in the partnership capital and
profits. Recently, R.Mc acquired the partnership interests of
J.B., R.B., D.B,, M.L., I.N., and J.D. (a total of 15%). Based
upon this acquisition your office concluded that R.Mc obtained a
majority ownership interest in the partnership as the result of
this acquisition and, in accordance with Revenue and Taxation
Code section 64(c), have reappraised the property of the
partnership., R.Mc contends that the acquisition of the 15% did
not result in a change in ownership because he already owned,
directly or indirectly, 85% of the partnership. The critical
gquestion seems to be, therefore, whether R.Mc should be
considered to be the owner of the 40% partnership interest held
by his children's four educational trusts because he is the
trustee of these irrevocable trusts. We conclude that he should
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not be considered to be the owner of the 40% interest for change
in ownership purposes.

Revenue and Taxation Code section 64 contains the change
in ownership provisions applicable to transfers of ownership
interests in legal entities, such as corporate stock or
partnership interests. Subdivision (¢) of that section provides
that when a corporatlon, partnership or other person obtains

"control, as defined in Section 25105, in any corporation, or
obtains a majority ownership interest in any partnership®” through
the purchase or transfer of corporate stock or partnership
interests, there shall be a change in ownership of the property
owned by the corporation or partnership.

Section 64 is implemented and interpreted by subdivision
(j) of Property Tax Rule 462 (18 Cal., Code of Regs. §462).
Subdivision (j)(4)(A) provides, in part, that when any
corporation, partnership or other person obtains "direct or
indirect ownership" of more than 50% of the total interest in
both partnership capital and profits, there is a change in
ownership of the partnership property. Specifically, the
.subdivision provides, in part, "upon the acquisition of such
direct or indirect ownership or control, all of the property
owned directly or indirectly by the acquired legal entlty is
deemed to have undergone a change in ownership"

Nothing in either the statute or the regulation deals
specifically with the question of whether the trustee of a trust
which owns an interest in a partnership should be considered to
be an owner of the partnership interest for purposes of the
provisions described above. Further, we are not aware of any
appellate court decision dealing with this issue. Thus, our
conclusions must be based upon our interpretation of the language
of the statute and requlations.

Subdivision (c) of Revenue and Taxation Code section 64
makes a clear distinction bhetween the change of ownership
standard applied to corporations (i.e., control as defined in
section 25105) and the standard applied to partnerships (i.e.,
majority ownership). This distinction is reflected in Rule 462
which contains separate provisions for corporations and
partnerships. The portion of the requlation dealing with the
partnerships, subdivision (j)(4)(A)(ii), refers to "direct or
indirect ownership of more than 50% of the total interest of both
partnership capital and profits"™. This standard is distinct from
the standard applicable to corporations which refers to ownership
or c¢ontrol. Even though the language of the closing paragraph in
subdivision (j)}(4)(A) refers to "direct or indirect ownership or
control" the preceding language makes clear that the reference to
"control" is included because it refers to the standard applied
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to corporations., We have never,interpreted this language as
extending the "control® standard to partnerships. Thus, the
question is not whether R.Mc had control of more than 50% of the
partnership interest. It is whether R.Mc had direct or indirect
ownership of more than 50% of the partnership interest.

The facts presented indicate that the subject 40%
interest in the partnership was owned by the four educational
trusts (10% each). The discussion presented on behalf of R.Mc
seems to concede that he does not have direct ownership of the
40% partnership interest. There is a suggestion, however, that
as trustee, he has indirect ownership. The suggestion that R.Mc
indirectly owns the 40% interest is apparently based on the
argument that he has control of the asset and, therefore, has
indirect ownership of it. As indicated in the statute and
regulation, there is a clear distinction made between ownership
and control. For partnership purposes, control is not tantamount
to ownership. Indirect ownership occurs, for example, where A
owns all of the stock of corporation X which owns a 40% interest
in partnership P. 1In that situation A would be the indirect
owner of the 40% interest in P. 1In our opinion, R.Mc does not
have indirect ownership, as that term is used in Rule 462, of the
40% partnership interest held by the four educational trusts
simply because R.M¢ is the trustee of each of those trusts,
Thus, under the facts presented, we conclude that R.Mc held only
a 45% interest, rather than an 85% interest, in the subject
partnership in 1982. When R.Mc acquired the additional 15%
partnership interest, he acquired a majority ownership interest
which triggered a change in ownership under the terms of Revenue
and Taxation Code section 64(c) and Rule 462(3j).

A number of arguments are advanced on behalf of the
taxpayer's position based upon an April 11, 1983 letter written
by Eriec Eisenlauer, Board staff attorney, and upon two court
cases interpreting Revenue and Taxation Code section 25105 for
franchise tax purposes. For various reasons, we do not find
these authorities to be persuasive,

Mr. Eisenlauer's letter deals with the question of
whether an individual had obtained control of the voting stock of
a corporation., Had the partnership at issue here been a
corporation, we might have agreed with the taxpayer's position,
based upon Mr. Eisenlauer's letter.. As explained above, however,
the standard applicable to partnerships is ownership and not
control. Thus, Mr. Eisenlauer's letter is not applicable to the

situation before us.

In Rainbird Sprinkler Mfg. Corp. v. Franchise Tax Board
(4/25/91) 229 cal. App. 34 784, the court dealt with the question
of whether some 17 corporations engaged in various aspects of the
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manufacture and sale of Rainbird sprinklers should be treated as
a unitary business for franchise tax purposes where a majority
stock interest in each corporation was held by a mother and her
two children. The Rainbird decision discusses a related case
dealing with a similar issue. See Hugo Neu-Proler Internat,
Sales Corp. v. Franchise Tax Board (1987) 19% Cal. App. 3d 326,
Since those decisions deal with Revenue and Taxation Code section
25105, the standard applicable to corporations, we fail to see
how they apply to the partnership problem presented here.
Further, we have previously considered thess decisions and have
concluded that these decisions have no legal effect upon property
tax change in ownership questions. Attached for your information
is a copy of my July 10 memo on this subject.

The views expressed above are, of course, advisory in
‘nature. Our intention is to provide timely, courteous and
helpful responses to inquiries such as yours, Suggestions that
help us to accomplish this goal are appreciated.

Very truly vqurs,

Assistant Chief Counsel

RHEHQ:ta

3781D

Attachment

cc: Mr. John W. Hagerty
Mr. Verne Walton
Mr, Eric F. Eisenlauer




Memorandum

To

From

Subject :

Mr. Verne Walton, Chief Oare = July 10, 1991
Assessment Stancderds Division .

Mr. Richard H. Ochsner )(i 7

Assistant Chief Counsel ..

Rainbird Sprirkler Mfg. Corp. v. Franchise Tax Board
(04/25/91) 229 Cal. App. 34 784

. transmitting 2 copy of the above

the case to your attention and suggests that-it

This will acknowledge receipt of your May 9, 1991 memo CLE
appellate court decision, &

together with a copy of & letter from Mr. Max Goodrich, Director

of the Ownership, Exemptions and Mapolnc Division of the Los .
Angeles County Assessor's Office. Mr. Goodrich's letter- brlngs
"ought:to-be:=x
closely reviewed by Roard staff to determine its application to.,,v
our change of ownership rulses” Mr. Goodrich does not indicate -
whether he concludes the case does have any application, or if so,'
what that applwcatlon is. Your memo 1is ecuallv opaque. . S

While it is not clesr whether vour memo was intended as a request
for an opinion, I have treated it as such. I assume that vyou
would like to know whether I feel the P2inbiréd case has any impact
upon the change in ownership rules bhecause 1t interprets Revenue
and Taxation Coce section 25105 in order to determine whether a
group of corporations should be treateé as a unitary business-for
franchise tax purposes. For the reasons set forth below, I have
concluded that the decision has no impact upon the change in

ownership rules.

The Rainbird case involves the aguestion of whether or not
seventeen corporations enrgaged in various aspects of the
manufacture and sale of Tainbird sprinklers should be treated as a
unitary business for franchise tax purposes where a majority stock
interest in each corporation was held by a mother and her two
children. The sprinkler business was founded in 1946 by husband
and wife to manufacture impact drive sprinklers for agricultural
and horticultural irrigation systems. 2s the business grew, other
corporations were formed to conduct the manufacture and sales of
sprinklers and related equipment. When the husband died in 1963,
his stock interest in the Rainbird group of corporations passed to
his wife and two children. With the exception of certain minor

stockholdings by key employees, all of the stock of the
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corporations ‘was held by the mother and her two children. All
stock of each corporation was subject to purchase agreements that
prohibit the transfer of stock by a shareholder to anyone other
than the corporation or its shareholders. The mother and her son
and son-in-law held virtually all corporate offices in each of the
corporations. With one exception, they also comprised the board
of directors of all corporations.  The Franchise Tax Board
cetermined that Rainbird was entitled to file its franchise- tax
return on a unitary basis with only three of its affiljates for
1974 and only four of its affiliates for 1975. This was based
upon the fact that the mother owned more than 50% of the stock of
those corporations in those years. The Board of Egqualization
fustained the position of the FranchiserTax Board, but the trial
court found that all seventeen corporations were entitled to file

on & unjitary basis. -

-

The District Court of Appeal affirmed,:.finding that the
three-prong unitary business test:"unity of ownership, unity of
operation, and unity of use, were present in this case. While the
parties agreed that unity of operation and unity of use were
present, the Franchise. Tax:Poard argued-that unity of ownership
exists only when a =single individual or-entity owns more than 50
percent of the voting stock of each corporatior included in the
unitary aroup. The unity of ownership test set forth in Revenue
and Taxation Code section 25105 provides: "Direct or indirect
cwnership or control of more than 50 percent of the voting stock
of the taxpayer shall constitute ownership or control for the
purposes of this article®. 1In applying this language for unitary
tax purposes, the guestion presented is whether the ownership of
only a single individual or entity may be considered when applving
the 50 percent test or whether there can be attrihution of
ownership hetween related stockholders in satisfying the unity of

ownership test.

- w oo

In concluding that attribution of ownership between related
stockholders is appropriate for purposes of satisfying the unity
of ownership test, the court relies upon Hugo Neu-Proler Internat.
Sales Corp. v. Franchise Tax Board (1987) 195 Cal. App. 3¢ 326,
te only published cazse interpreting the statute. It held t-at
ownersbip and control could be attributed to two corporate
partners, each indirectly owning 50 percent of the stock of a
third corporation. In the Hugo case, the Court of Appeal approved
the trial court's finding that attribution of ownership between
closely related parties, such as business partners, is a well
established principle of tax law, and the statutory language of
section 25105 referring to "direct or indirect ownership or
control” clearly implies a legislative intent that the principle
of attribution should apply to partners to satisfy the . unity of
ownership test in a multiple entity business. In approving the
holding in Hugo, the court goes on to observe that attribution of

-2~
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tock amonag family members is an established principle of tax law,
iting 26 U.S.C.A, section 318. . . 2

£
-~
—

An important element of the analysis in Rainbird is the conclusion
that nothing in the language of section 25105 reguires that
ownership ke held by a2 single individual or entity to .meet the
unity of ownership test. Section 25105 merely refers to "direct
or indirect ownership or control" without specifying whether. one
or more owners are referenced. The court uses this ambigquity as a
hasis for 1nte*pret1nc the Legislature's meaning and concludes
that nothing in the statute precludes the ownership test from
"eina ret where ownercship is held by the members of a closely
related grourn. : £ e e .

It should he recoanized that the dec151on in- Ralnbzrd 1s directed
soleliv to the guestion of whether a group-of-related. corporatlons
should he treated as a unitary business for franchlse tax -
curposes. Nothinag in the Rainbird opinion.. ‘indicates- that the"
court considered any other tax issue, particularly-the. appllcatlon
oI section 25105 in a property tax context.*:The same-comment
z2eplies to the Hugo case. While these cases- contaln ‘some general
anguage regaréing attribution, those comments:were-« made—solely in
ke context of the traditional test used to determine whether .a
-nitary business exists for purposes of income” taxation. ' It would
~2 inappropriate, therefore, to attempt to read the holdings in
Z-ese casges as heing directly applicable to change -in ownership

testions.,

I2 1s also apparent that there is a critical distinction between
trte languaage found in section 25105 and the language applicable to
changes in ownership. Subdivision (a) of Revenue and Taxation
Code section 64 states the general rule that the transfer of
ovwnership interests in legal entities is not a c¢hange.in ownership
of the real property of the entity, with certain exceptions.
Subdivision (c) expresses the primary exception to that general
rule, Insofar as corporations are concerned, it applies a test
vtilizinaga section 25105. Subdivision (c) states: "When a
corporation, partnership or other legal entity or any other person
ohtains control, as defined in section 25105, in any corporation”
there is a change in ownership of the property of the corporation
in which the controlling interest is obtained. The guoted
language seems clear and unambiguous. It refers to a single
corporation, partnership, and so forth, which obtains control as

defined in section 25105,

The general rule of statutory construction is that clear and
unambigquous language is controlling. Words should be given their
ordinary meaning and courts may not add language to a provision
that is plain and definite. See Delaney v. Superior Court (1990)
50 Cal. 34 785. The ordinary meaning of the language found in

L-3-
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subdivision (c) .of section 64 is that the control defined in
sectlon 25105 must .be obtained by a single corporatlon, ‘ L
partnersh1p, ‘etcy:-"Thi% seems clear and unambiguous. "~ The .-:&
contemporaneous-construction of that language found in. Property
Tax Rule-462,:subdivision (j)(4)(A) .is consistent with the . .-
statute., It recocnlzes that a change in ownership occurs:- *When
~ any corporat1on, partnershlp, other legal entity or any- personi"‘
~obtains- dlrect“or indirect- control of more than 50 percent of. the—
" votinagistock: vinvany-corporation, etc, Again, the language-- )
‘referrlng to: corporatlon, partnership, legal entity or person, -is.
..sinqular.._It:has heen my experience that the staff's application:
of the.statute. and regulation has consistently reflected the fact
that the lanauaae is in tbhe sinqular. We have gone so far as .to
“““recognlze th -separate ownership of corporate stock by.husband.
T w1fe. LE . SR R LE O S

-ua~§enr6ealt with in °a1nb1rd . Wwhere nothlng_zn the
f¥sectiqn+25105 requires that ownershlp be held.by -a.
1v18ﬁal“ *entity,. the lanauage of section: 64(c)~c1ear1y
udHﬂslnaular OWnershlp. This. important statutory r

nak e ;the reasonlng in Rainbird inapplicable.: 7. :
i ,gtqévgg‘ Situation-in:Rainbitfd where the absence.of- expresgjﬁﬁh
3 ilanauaqe"ln‘thelstatute allowed the court to imply a’ 1egiSIativers
- . intent'tol embra ithe principle of attribution, section: 64(c)

in Ralnblrd.

While-itrmiqhtﬁbe.auite logical to apply attribution principles
when dzscuselna the three- -prong unity test used to determine
whether:a- bu51ness is unltary, that logic does not necessarlly' -
‘carry- over"to“the ‘change in ownership area. When determining -
whether unltyiof ‘ownership exists, for unitary purposes,. it must.
also be determlned whether unity of operation and unity.of .use .-
also exist. Unity of operation and unity of use are- essentlally_
factual guestions. In dlscu551ng the unity of ownership =~ . "oy
requirement, the court in Rainbird states that the requirement is "~ %~
based upon the need for the existence of effective common control ..
over a functionally integrated busir=ss entity. The court says. . = .
that it is the reality of control, not its form or mode that C
should be determinative. All of this may be gquite logical for
purposes .of determining whether a collection of entities should be
treated as a unitary business for tzx accounting purposes. The

same sorts of considerations are not necessarily applicable to the
change in ownership guestion.

Change in ownership is an arbitrary concept created by statute.
With only a couple of exceptions, the Legislature has given full
recognition to the theory that a corporation or partnership is a
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separate legal person. Section 64(c) is the primary exception to
that approach. 1In adopting subdivision (c), the Legislature
established an arbitrary. bright-line test for® determining when .tha
acguisition of “ownership interests in a legal entity will be -
treated as a change in ownership. 1In the case of corporatiofs
they adeopted the test set forth in section 25105, more than 50

percent of the voting stock. '

If the reasoning of the Rainbird and Hugo czses is applied “to
section 64(c), you to get a very illogical result. The Hugo case
dealt with a partnership made up of two corporations which owned
all of the stock of a third corporation. Using attribution rules,
the court found unity of ownership even thouch neither of the
corporate partnerships had more than a 50 percent interest in-
either the partnership or, indirectly, in tre third corporation.
In order to reach this result, the ecourt attributed the -ownership
interest of one partner to the ownership interest of -therother.
The key to this analysis is the attribution of the indirect ..
ownership interest in the third corporation of one partner .to the
‘other partner in order to achieve a more thz- 50 percent _-
ownership. If this reasoning is applied in the context.of a
change in ownership question, the result would be virtual - :-.. =
elirination of the basic section 64 rule that the acquisition of -
an ownership interest in a corporation or = rartnership is -
aenerzally not a change in ownership.

If we have two partners, A and B, each ownizz 2 50 percent
interest in a partnership which owns 100 percant of the stock of
corporation X, the transfer of A's 50 percent partnership interest
to € would result in a 100 percent change irn ownership of
corporation X, applying the Hugo and Rainhirs attribution
principles. That is, since C would become 2Ts partner, B's
ownership interest would be attributed to C, &s was done in Huao,
The same would be true if A's partnership iznterest was only 10
percent or only 1 percent. Thus, the application of the
attribution rules would, for the most part, rapeal the provisions
of subdivision (a) of section 64. It would == illogical to assume
that the Legislature intended such a resul:.

As you probably know, legislation sponsared 2v the Los Ange'es
Countv Assessor's Office has been introduceé in past years which
proposed change in ownership attribution rules. That legislation
has not been adopted, however. The failure of the Legislature to
adopt such attribution rules supports our conclusion that the
current statutory language does not now permit the application of

attribution principles to section 64(c).
FOr the reasons stated above, I conclude tha:t the Rainbird

decision has no legal effect upon property tax change in ownership
questions. I note that the letter from the Los Angeles County
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The

a

AAssessor's Office expresses no opinionvon this subject,
letter merely suggests that the case ought to be closely
If either you or the Los Angeles County Assessor's

reviewed.
ur analysis, we would be happy to consider

Cffice disagree with o
your views. :

RHO: ta
3359D
cc: Mr. John W. Hagerty
Mr. E. L. Sorensen, Jr.
Mr. Charles Knudsen
Mr. Eric F. Eisenlauer
Mr. Carl Bessent




