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February 6, 1985 

Eric F. Eisenlauer 

Option to Lease 

This is in reply to your memo to Richard Ochsner 
in which you ask whether the Option to Lease (the "Option") 
attached thereto created a taxable poss·essory interest as 
of the date of th~ Option. The parties to the Option are 
the Regents of the University of California (the "Optionor"), 
and Sickels, O'Brien and Associates, California General 
Partnership, {the 8 Optionee"). ~he prop~rty subject to 
the Option consists of approximately 24 acres of land adjacent 
to the University of California in La Jolla. The property 
is currently improved with s~veral old barns, a tack house, 
an office and a single family residence. The Optionee entered 
into the Option for the purpose of evaluating the feasibility 
of developing the prcpecty and to obtain all required gdvernmental 
approvals for the development and construction of a proposed 
conference center and office building, a commercial center, 
condo~iniums, and single family residences before being 
committed to a long term (50 year} ground lease. Since 
the date of the execution of the Option on September· 1,-1983, 
the Optionee's initial proposed plans for development of 
the property have been disapproved,by the San Diego City 
Council and the Optionee is currently in the process of 
redesigning its plans and going back to the San Diego City 
Council again to gain ap2roval of the revised plans. If 
the approvals cannot be obtained, the Optionee will not 
exercise the Option and lease the property for the 50 year 
term and wi.11 never.have any rights of possession or use 
of the property and will gain no economic benefit from the 
Option or the property. If the Optionee exercises the Option 
at a date prior to the end of its three yea~ term, it will 
be entitled to a refund of a pro rata portion ofthe Option 
price, which amounts to $43,750 per month (see paragraph 
2(a) of the Option}. 

Possessory interests are defined by Revenue and 
Taxation Code Section 107. The courts have held that in 
determining whether a possessory interest in nontaxable, 
publicly owned real property exists within the meaning of 
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Section 107, the factors of exclusiv£ness, in<lependence, 
durability and private bcmefit ~ust b~ weighed on a case
by-case basis. Wells National Services Corcoration v. 
Countv of Santa Clara (1976) 54 Cal.App.Jct 579, 533. Similarly, 
Property ~ax Rule 2l(a) (18 Cal. Admin. Code§ 21) provides 
in relevant part that a 

•[•p]ossessory interest' means an interest 
in real property which exists as a result 
of possession, exclusive use, or a right 
to···pos-session or exclusive use of land 
and/or improvements ••• and ~hich may exist 
as the result of: 

•(I} A grant of a leasehold estate ••• or any 
other legal or equitable interest of less 
than freehold, regardless of how the interest 
is identified in the document by which it 
was created, provided the grant confers a 
right of possession or exclusive use which 
is independent, durable, and exclusive of 
rights held by others in the property.N 

Possession is defined by Rule 2l(c} to mean: 0 (1) Actual 
possession, constituting the occupation of land or improvements 
with t'le int~nt .. of excluding ·any occupation by others that 
interferes with the possessor's rights, or (2) constructive 
possession, which occurs when a person although he is not 
in actual possession of land or improvements, has a right 
to possession and no person occupies the property in opposition 
to such right.• The factor of exclusiveness or exclusive 
use is defined by Rule 2l(e) (18 Cal. Admin. Code S 21) 
to mean •the enjoyment of a beneficial use of land or improvements, 

·together with the ability to exclude from occupancy by means 
of legal process others who interfere with that enjoyment." 

Had the parties to the Option executed the lease 
contemplated by the Option, there is no doubt that a taxable 
possessory interest would have been created. Here, however, 
the parties have executed only the Option. Typically, such 
an instrument is merely an irrevocable offer to [lease] 
certain property which renains open for a specified period 
of time. Warner Brothe~sPictures v. Brodel (1948) 31 Cal.2d 
766. It is essentially a sale of the right to enter into 
a lease and normally no lease or rights to possession or 
exclusive use- come into existe·nce until the right is exercised. 
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A review of the Option in question indicates that that is 
the case h~re. By its terms, the Option does not give the 
Optione~ any right to possession, CY.elusive use, or occupancy 
of the property. To the contrary, par-~graph 6 (b) of the 
Option states: "During t~e 09tion p,-;riod no d,~noli tion, 
construction or develop~ent work may be performed on the 
subject property except as permitted by paragraph 9 •••• " 
Paragraph 9 of the Option does grant the Optionee certain 
linited rights of access to the ?roperty during the terrn 
o£ the Option in order to "conduct surveys, soils t-=sts 
and such other planning work anJ fe~sibility studies as 
may be necessary or desirable in connection with Optionec•s 
developMent on the {p]roperty• and to construct a fence 
and repair some of the existing irnprovernents on the property. 
The O?tionee also ~ay use an existing building on the property 
as a project offic~, but £!!1Y if it enters into a separate 
lease for such use. This provision indicates that the parties 
intended that the Optionee would not occupy, possess or 
use the property unless a separate lease was entered into. 

The rights given the Optionee under paragraph 9 of the 
Option are typical of those given in any option to lease, 
i.e., those of allCY,.ring a prospective lessee certain limited 
access to property in order to facilitate a determination 
of whether he wishes to lease t.~e pro?erty. Without such 
provisions, the Optionee•s entry en the property could be 
considered a trespass. Moreover, the terms of the Option 
do not preclude the Optionor from enjoying its full rights 
of possession of the property as owner. It, therefore, 
does not appear that the Optionee has recieved a right of 
possession or exclusive use of the subject proeprty within 
the meaning of Property Tax Rule 21. 

The-concept of taxable possessory interests in 
California developed from the concern that private parties 
making valuable use of government lands with potentially 
no tax liability would gain unfair advantage over persons 
using private land who paid their full share of property 
tax. See Peonle v. Shearer (1666) 30 Cal. 645. The Optionee 
has received no such benefit here. It is true that the 
development and O?eration of tha property as contemplated 
in the lease wotild constitute a valuable use of the property, 
however, the Optionee does not_have the right to develop 
and operate the property unless and until it exercises the 
Option. That will only occur if and when all government 
approvals necessary for the development of the property 
have been obtained. 
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In a somewhat analogous situation, if the Option 
were to purchase instead of lease, the Option would not 
be treated as a disguised sales contract unless there was 
economic COQpulsion to cornrlete the transaction when the 
Option was created (see LTA 80/147 dated October 7, 1980, 
a copy of which is attached). It se~ms clear that no economic 
compulsion could exist until the required governmental approvals 
were obtained so that no disguised sales contract (and right 
to beneficial use of the property) could be deemed to exist 
before that time. For the sarne reasons, the Option here 
should not be treated as a disguised lease. 

Based on the foregoing analysis, it is our opinion 
that no taxable possessory interest was created by the Option. 
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