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community.

ROBERT E. BOSSO

LLOYD R. WILLIAMS

CHARLENE B. ATACK

JOHN M. GALLAGHER

PETER L. SANFORD

MICHELLE E. ANDERSON

EDWARD L. CHUN

JENNIFER J. GRAY

THOMAS D. MORELL

VIVA I. HARRIS

CHRISTOPHER C. KIRK

Of Counsel

PHILIP M. SACHS

WHAT'S NEW

We are proud to announce that Michelle E. Anderson became a share-
holder in the firm, effective in January, 2006. Michelle practicesin the areas
of estate planning, probate and trust administration and is a Certified Special-
ist in Estate Planning, Trust and Probate Law by the State Bar Board of Legal
Specialization. She received her Bachelor of Arts degree with highest distinc-
tion in 1993 and her law degree in 1996, both from the University of Califor-
nia and was selected Phi Beta Kappa. Sheis actively involved in the Rotary
Club of Santa Cruz, and is President-Elect of the Santa Cruz County Bar As-
sociation.

Attorney Robert E. Bosso of the firm is one of a group of authors of the
newly released book, “A Legal History of Santa Cruz County”. The work is
the result of over seven years of research and has received favorable reviews.
Copies are available for purchase at The Museum of Art & History (MAH).
All proceeds of the book sales go to the MAH and the local law library.

Our newest attorney is Christopher C. Kirk, who joined our firm in Janu-
ary. Christopher concentrates his practice in taxation, business and estate
planning. He is working closely with Peter L. Sanford and Michelle E.
Anderson.

Christopher received a Bachelor of Arts degree in 1997 from McGill Uni-
versity in Montreal, Canada, and graduated cum laude from Tulane Univer-
sity School of Law in 2000. In 2005, Christopher graduated from New Y ork
University School of Law with a Master of Laws (in Taxation). Prior to pur-
suing his Master of Laws degree, Christopher practiced in San Francisco,
representing clients in matters including business and project finance. He
volunteers with One Brick, a national non-profit organization.
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TAXATION UPDATE

Because taxes affect al of us, every day, our cli-
ents regularly request advice on a variety of tax mat-
ters. Due to the many changes and updates to the tax
laws, this newdletter is dedicated to updating our cli-
ents on some of the many federal and state taxes that
affect them.

TRANSFER TAXES

Annual Gift Tax Exclusion: The annual gift tax ex-
cluson remains $12,000 for 2007. Commonly
thought of as the “$10,000 per year” exclusion, Con-
gress enacted legislation several years ago to index
the amount that each taxpayer may give to arecipient.
This annual gift exclusion permits you to make gifts
of up to $12,000 of cash or property to any person,
without requiring a gift tax return, and without affect-
ing your lifetime gift tax exclusion or estate tax exclu-
sion. Married couples may effectively combine their

While we cannot predict changes
to the estate tax system, most
analysts anticipate that there will be
some form of estate tax for the
foreseeable future, with exemption
amounts increasing to as high as
$5 million per person.

gifts, allowing gifts of up to $24,000 from the couple
to an individual. By making gifts up to the annual
exclusion amount over a period of years, it is possible
to transfer large amounts of wealth to younger genera-
tions free of tax, and can be used to transfer signifi-
cant assets, such as a house or a family-owned busi-
ness, over a reasonable period of time. For example,
if structured properly, a married couple making an-
nual gifts to their four children can transfer $480,000
over a five-year period without requiring a gift tax
return.

Lifetime Gift Tax Exemption: The lifetime gift tax
exemption equivalent remains $1 million. This ex-
emption was once coupled with the estate tax exemp-
tion, but was separated from the estate tax exemption
when Congress raised the estate tax exemptions in
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2001. A gift tax return must be filed for any year in
which the total value of gifts by ataxpayer to asingle
recipient exceeds the annual gift tax exclusion, cur-
rently $12,000. Amounts reported on a taxpayer’s
gift tax returns are tracked over the taxpayer’'s life-
time; once a taxpayer’s lifetime gifts exceed $1 mil-
lion, the donor-taxpayer must pay gift tax on any gifts
above the annua exclusion amount. For gifts of
property, the amount of the gift is the fair market
value of the property transferred, less any mortgages
or other debts that the transferred property carries
with it. As discussed below, any property that is
transferred by gift has a carryover basis for tax pur-
poses.

Estate Tax Exemption: In 2006, the estate tax ex-
emption increased to $2 million. This exemption
amount will remain in effect for the estates of dece-
dents dying in 2007 and 2008. The exemption
amount will increase to $3.5 million in 2009. Under
current law, the estate tax will be eliminated for
2010. For the estates of decedents dying in that year,
there will be no estate tax, and any person receiving
property from the estate will take that property with a
carryover basis. The estate tax is scheduled to return
in 2011, with the exemption amount reverting to $1
million.

Efforts in Congress to eliminate the estate tax perma-
nently have continued, without success as of the writ-
ing of this update. While we cannot predict changes
to the estate tax system, most analysts anticipate that
there will be some form of estate tax for the foresee-
able future, with exemption amounts increasing to as
high as $5 million per person. One proposal would
allow married couples to combine their estate tax ex-
clusion, permitting a combined estate of up to $10
million to pass to heirs and beneficiaries free of tax.
The uncertainties as to the future of the estate tax is
one of the reasons that we recommend that al our
estate planning clients check in with us at least every
five years to determine whether their estate plans
meet thelr current needs.

Basis. Basis is the cost of an asset, or its cost less
depreciation. Under the current estate tax system,
property that passes from a decedent to his or her
heirs receives a “step-up” in basis, equal to the prop-
erty’s fair market value on the date of death. For ex-
ample, if a decedent owns a house purchased in 1975
for $50,000, and dies in 2007 when the house has a
fair market value of $1 million, her heirs would have
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abasis of $1 million, and could sell the property soon
after inheriting the property with no capital gains.
Under the system that is currently scheduled to go
into place in 2010 for decedent’s estates, property
that is transferred has a “carryover” basis, with the
recipient stepping into the shoes of the donor. Gifted
property aso has carryover basis. If the person in the
previous example made a gift of her house while she
was still alive, the recipients would have a basis of
only $50,000 even though the house was worth $1
million on the date of the gift, and the recipients
would have capital gains of $950,000 if they turned
around and sold the property. You should carefully
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tal gain when trading down into a less valuable prop-
erty after reaching age 55. Now, all taxpayers may
exclude up to $250,000 of capital gain ($500,000 for
married couples) on the sale of a home. To qualify
for this exclusion, the taxpayer must have used the
home as a principal residence for at least two of the
five years preceding the sale. This exclusion from
capital gainisno longer limited to seniors, and is not
limited to a single use, athough it cannot be used
more frequently than every two years.

Tax-Deferred Exchanges. Taxpayers may defer gain
on the sale of real estate held for investment or busi-

consider the tax effect of any sig- s €SS purposes by exchanging it for

nificant lifetime gifts, especialy if
such gifts are made in anticipation
of death, as an analysis of tax bene-
fits may indicate that it is better to
postpone the gift and have it pass as
an inheritance.

Advanced Tax Planning Tech-
nigues. If your estate has signifi-
cant value, and includes assets such
as a vacation home or income-
producing property, it may be worthwhile to consider
some advanced tax planning techniques, including
Qualified Persona Residence Trusts (“QPRTS’),
Grantor Trusts, and Charitable Remainder Trusts
(“CRTS"). QPRTs enable a taxpayer to make a gift
of a personal residence at a (sometimes significant)
discount from the property’ s fair market value. Gran-
tor Trusts can enable the taxpayer to make a gift of
property such as commercial real estate, with a
stream of income from the property going back to the
donor. Charitable remainder trusts enable a taxpayer
to give highly appreciated property to a charity, to
avoid capital gains, while keeping an income stream
coming back from the property. If you have highly
appreciated assets, such as rental property or stock in
a closely held business, or if you have a second (or
third) home, one or more of these planning tech-
nigues may be right for you.

REAL PROPERTY

Sale of Principa Residence: In 1997, Congress
changed the rules regarding recognition of capita
gain when selling a principal residence. Previoudly,
taxpayers could defer recognition of capital gan
when selling their home to trade up to a more valu-
able one, and could take a one-time exclusion of capi-

other rea estate. By engaging in

It is possible to such “1031" or “like-kind ex-
sell one property and

reinvest the proceeds
into a new property,
without recognizing

current gain.
|

changes,” it is possible to trade up
into larger and more valuable prop-
erties, or to transfer investments
from one market to another in or-
der to maximize returns on invest-
ment. By exchanging, one may
sell one property and reinvest the
proceeds into a new property, with-
out recognizing current gain. Like-
kind exchanges are not limited to real estate, but the
acquired property must be the same genera type as
the disposed property—real estate must be exchanged
for real estate, atruck must be exchanged for atruck,
and so on. With respect to real estate, what is consid-
ered “like-kind” is extremely broad; a taxpayer may
exchange a single residential rental unit for a com-
mercial building, or a piece of raw land outside of
Fresno for a long-term lease in a building in New
York City. However, if you exchange real property
for any property that is not “like-kind,” such as furni-
ture or cash, you must recognize gain on the value of
the non-like-kind property received; additionaly, you
cannot exchange property held for investment or
business use for property held for personal use.
There are important time limits to the purchase of the
replacement property, and specia rules apply when
engaging in tax-deferred exchanges involving related
parties.

Doubling Up: Deferral and Exclusion: If you have a
dedicated home office, or moved out of your house
less than three years ago and kept it as a rental prop-
erty, you may be able to sell the property and take
advantage of both the principal residence exclusion
and the like-kind exchange rules. The IRS issued a
procedural ruling in 2005 providing instructions for
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the exchange of property that was used as both a
principal residence and a property held for invest-
ment or business purposes (such as a rental cottage).
A taxpayer may receive cash on other non-like-kind
property in an exchange up to the $250,000/$500,000
[imitation without being taxed.

Property Taxes: While property values in California
may be leveling off, many people still have highly
appreciated real estate. Under Proposition 13, real
property is reassessed when transferred. Neverthe-
less, some transfers between family members are
excluded from reassessment.

The prospect of a property tax re-assessment can dis-
courage seniors from downsizing into a smaller
home. A common concern is that if the senior sells
the big family home, and buys a smaller house or
condominium, the property taxes on the new house
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We g’rate{:ully take a
moment to wish you
and your loved ones
the g’ifts of peace,
hope and joy this
holi(lay season

will be greater than the taxes on the old one. Fortu-
nately, it is possible for seniors to sell their home
with alow assessed value, buy a new, less expensive
home, generally in the same county, for less than they
received for their old home, and transfer the assessed
value of their old home to their new one, preserving
their low property tax payments. If conditions are
right, due to the $250,000/$500,000 exclusion dis-
cussed above, the taxpayer will also be able to ex-
clude most or al of their gain on the sadle. Thistrans-
fer of assessed value is generally only available once
to each taxpayer.

We look forward to the opportunity to assist you dur-
ing this time of rapid change and uncertainty in the
area of taxation of estates and real property.

By: Michelle E. Anderson
Christopher C. Kirk

Thearticlesin “Legal Lines’ are presented for general information purposes. The result in any specific case may be different

based on particular facts or law. Always consult an attorney before acting on legal matters.
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