Chapter 3  
Community Property
CFP® Certification Examination Principal Topic Covered in This Chapter:
Characteristics and Consequences of Property Titling
· Community property vs. non-community property

Learning Objectives
To ensure that you have a solid understanding of community property interests and the implications of an asset being treated as community property, the following learning objectives are addressed in this chapter:
•
Describe how community property affects property ownership, the manner in which assets will be distributed at a decedent’s death, and the inclusion of an asset in the decedent’s estate.

•
Identify the types of property that are community property interests and those that are not.
•
Understand the implications of moving from a community property state to a non-community property state and vice versa.
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Overview

Community property laws generally provide that all property acquired by a married person during a marriage is communal in nature. Excluded from this are assets owned prior to marriage or acquired by gift, bequest, devise, or descent. States that recognize community property laws include Alaska, Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and Wisconsin. Some of these states are pure community property states, and others are quasi-community property states. In Alaska, spouses can elect community property as a form of property ownership, but in the other states listed it is the default form of ownership.
 It is important for financial planners to identify community property interests and understand the implications of this form of property ownership. Even if the planner is not practicing in a community property state, once an asset is classified as community property, it remains that way, even when the client relocates to a non-community property state. 

Financial planners must understand the income, gift, and estate tax implications of the community property ownership of an asset.  

Practice Standard 300-1

Analyzing and Evaluating the Client’s Information

A financial planning practitioner shall analyze the information to gain an understanding of the client’s financial situation and then evaluate to what extent the client’s goals, needs, and priorities can be met by the client’s resources and current course of action.

Community Property Interests
In common-law states, each spouse can retain individual property. The presumption is that the manner in which property is titled is the manner in which it is owned. In community property states, however, there is a presumption that assets acquired following marriage are community assets that belong one half to each spouse. In a community property state, a couple’s earnings or one spouse’s earnings are considered community property; therefore, each spouse owns a one-half interest in property acquired with such earnings during marriage. (In Alaska, on the other hand, property is not community property unless the couple agrees that property acquired during marriage is the community property of the spouses.) 
Community property can include residences, stocks, bonds, bank accounts, personal property, and life insurance policies if these assets were purchased with money earned after the marriage.  It does not matter whether the assets are titled in individual name or in joint name: if the asset is purchased in a community property state with community income, it will be deemed a community property asset.
In many ways, community property functions as a tenancy in common in that each party has an undivided interest in his share of an asset. The difference is that all income and assets acquired with that income is deemed one-half owned by each spouse, regardless of who earned the income or contributed to the property.

Non-community Property Interests
Certain property is not considered community property even if a couple lives in a community property state. The following assets are considered to be separate property:
· Property acquired by one spouse by gift or inheritance
· Property acquired before marriage, unless it is commingled with community property
· Property acquired by one spouse after marriage with the proceeds of a separate asset
· Property acquired by court order, including recovery for personal injuries

Client Situation
Matt and Jen live in California. Before marrying, Matt owned a home.  After they got married, he sold his home and used the proceeds to purchase a larger home for Jen and him to live in. The new home will remain separate property. Jen’s great-uncle Chris died and left her $100,000. This inheritance is Jen’s separate property.
Spouses are generally free to make agreements regarding community property. For example, the spouses can agree that what would otherwise be community property is not community property. Generally, such agreements must be in writing. 

Practitioner Tip: A prenuptial or marital agreement can be effective in most states to overcome presumptions of community property. In view of the increasing frequency of divorce and remarriage, the use of prenuptial and marital agreements is encouraged by most estate planners.  

Tax Considerations
Income Tax Considerations
Income earned by spouses in a community property state is considered to be earned one-half by each spouse. Similarly, income produced by any community asset is deemed to be earned one-half by each spouse.

For the most part, income earned on a separate asset remains income attributable to the spouse who owns that asset. Four states, however, recognize income derived from separate property as community income: Idaho, Louisiana, Texas, and Wisconsin.
Client Situation 

Matt is a salesman who earns a high income. The money he earns after marrying Jen is community property and is considered one-half Matt’s and one-half Jen’s. Income that Jen earns on the investment portfolio that she started with her $100,000 inheritance is Jen’s separate income.

Gift Tax Considerations
Each spouse is generally free to transfer his one-half interest in the property at death as he wishes. However, while both spouses are alive and married to each other, one spouse cannot dispose of the community property without the consent of the other spouse. When a gift is made to a third party from a community property asset, the gift is deemed to have been made one half by each spouse, even when only one spouse made the gift.  In situations where both spouses consent to making the gift, this is often the intention. If, on the other hand, one spouse gifts his entire interest in a community property asset to a third party and his spouse does not consent, then the donor spouse may be liable to his spouse for one-half of the value of the gift.
Some states allow one spouse to make a “reasonable” gift of community assets to a third party without the other spouse’s consent. What is considered a reasonable gift is determined by state law. In Wisconsin, for example, a spouse is allowed to make a gift of community property of $1,000, “or a larger amount if, when made, the gift is reasonable in amount considering the economic position of the spouses.”
 If one spouse makes a gift that is unreasonable, the other spouse has a claim against him. 
Likewise, in a separate property state, the owner of separate or individual property in a community property state can make gifts of or sell that property without his spouse’s consent.  The owner of separate property in a community property state also has complete testamentary control.  
Client Situation
Matt deposits his earnings in his bank account, which is titled in his name. He makes a gift of $10,000 to his son Max. Jen and Matt are presumed to have made one-half of the gift (or $5,000) each. Matt is required to get Jen’s permission to make this gift, or Jen may have a claim against him. Jen can, however, make a gift from the account funded with her inheritance to whomever she wishes, without obtaining Matt’s consent.  

Estate Tax Considerations
There is a major distinction between community property states and common law states regarding the inclusion of assets for estate tax purposes and for the purpose of making bequests. Although community assets can be titled in a manner similar to other assets—individually, as tenants in common, or even jointly—one-half of the value of all community assets is includible in the deceased spouse’s estate, regardless of titling. Community property is includable in the estate of a decedent to the extent that it represents the decedent’s one-half interest in community property.  
Client Situation 
Carl and Joyce grew up in Arizona and lived there throughout their 32-year marriage. All of their property was acquired after marriage and titled in Carl’s name. When Carl died last year, the value of his assets totaled $3 million, but only $1.5 million was included in his gross estate. If Carl and Joyce had lived in a common-law state, then $3 million would have been included in Carl’s gross estate as an individual owner of the marital property.
One of the main differences in estate planning with community property is that when a community property asset is bequeathed to a surviving spouse, the entire asset—both the decedent’s and the surviving spouse’s interests—gets a step-up in basis to the date-of-death value of the asset.  
Client Situation
Dave and Dorothy bought their home in Nevada for $160,000 two years after they were married. Dave worked full time and the couple was able to purchase the home from Dave’s earnings. Dorothy worked as an unpaid volunteer at a women’s shelter and did not contribute toward buying the home. Dave died suddenly last year and his will bequeathed all of his property to Dorothy. The home was valued at $280,000; therefore, $140,000 was included in Dave’s gross estate. Dorothy inherited Dave’s new basis of $140,000 and, although she did not contribute to buying the home, her basis was also stepped up to $140,000. Dorothy is now the sole owner of the home and will not have a capital gain if she sells the home for $280,000.
Community property assets pass similarly to assets in common law states. If the asset is jointly titled or has a beneficiary designation, it passes by operation of law or by beneficiary designation, respectively. If an asset is simply titled as community property or is titled in an individual’s name, it passes by will. If there is no will, the decedent’s half of the asset passes per state laws of intestate succession.  
Similar to individually titled assets, each individual can bequeath his interest in community property to whomever he wishes. However, it is important to note that only the decedent’s interest can be bequeathed. Assets that are bequeathed to a spouse may qualify for the estate tax marital deduction.  
Client Situation

At the time of Matt’s death, Matt and Jen had the following assets:  

(
Bank account in Matt’s name: $100,000—funded with community earnings

(
Home in Matt’s name: $500,000—purchased with Matt’s separate property

(
Investment account in Jen’s name: $300,000—funded with Jen’s inheritance

(
Mutual fund account in Jen’s name: $500,000—funded with community earnings

(
Joint investment account: $200,000—funded with community earnings

At Matt’s death, only one-half of the bank account in his name will be included in his estate. He can bequeath only one-half of that account, because the other half belongs to Jen.  

The full value of the home will be included in his estate and he can bequeath the full value of the home to whomever he wishes.

The investment account in Jen’s name is not a community property asset and is not included in Matt’s estate.

One-half of the mutual fund account in Jen’s name will be included in Matt’s estate. He may bequeath his one-half interest in Jen’s investment account.

One-half of the joint investment account will be included in Matt’s estate, but it will pass automatically to Jen by operation of law.

To the extent he does not dispose of his interest in the community assets by will or trust, it will pass per intestate succession.

If he bequeaths the assets to Jen, or if they pass to Jen by operation of law, the full value of the asset—not Matt’s interest alone—will get a step-up in basis to the date-of-death value.

If Matt had established a Transfer on Death designation for his bank account, naming his sister, Susie, as the beneficiary, Jen would have a claim against both Susie and against Matt’s estate.

Moving between Community Property States and Non-community Property States
Common-law states rely on the title of an asset to determine ownership. In community property states the titling of property does not determine ownership, but the character of the property—whether it is community property or separate property—determines ownership. When property is acquired in a community property state and the couple later moves to a non-community property state, the character of the property does not change. Once an asset is classified as community property, it will always be community property. When proceeds of a community asset are used to purchase an asset in a common-law state, the new asset is still considered community property.
Client Situation
If John and Megan move from California to New Jersey and use the proceeds of their community investment accounts to purchase a new home in New Jersey, the home would be considered community property. It does not matter if the house is titled in one of their individual names, titled jointly with right of survivorship, or titled as tenants in common; the home would still be considered community property.

Practitioner Tip: Spouses may choose to divide community property into separate property when they move from a community property state to a non-community property state; however, they should consider the tax consequences of doing so. It is not advisable to commingle community property assets with non-community property assets.
Likewise, when a couple moves from a non-community property state to a community property state, the character of the separate property does not change (except in the case of quasi-community property states, discussed below). 
Client Situation

If John and Megan had started out in New Jersey, where the house was titled in John’s name alone and was his separate property, when they moved to Texas and bought their new home using the proceeds of the New Jersey home in John’s name alone, their home in Texas would remain John’s asset, and Megan would have no claim to the house.  

Practitioner Tip: Practitioners often suggest that a client consolidate accounts for ease of administration. However, because community property assets will receive a full step-up in basis for the entire asset, not the deceased spouse’s interest alone, it may make sense to keep these assets segregated from non-community property assets. If a client commingles community property assets with non-community property assets, this step-up in basis may be lost.  

Practice Standard 400-2

Developing the Financial Planning Recommendation(s)

The financial planning practitioner shall develop the recommendation(s) based on the selected alternative(s) and the current course of action in an effort to reasonably meet the client’s goals, needs and priorities. 

Practice Standard 400-3

Presenting the Financial Planning Recommendation(s)

The financial planning practitioner shall communicate the recommendation(s) in a manner and to an extent reasonably necessary to assist the client in making an informed decision. 

Quasi-community Property
California, Idaho, Washington, and Wisconsin are quasi-community property states. Arizona is considered a quasi-community property state in the case of divorce. The major difference between a pure community property state and a quasi-community property state is that property acquired in a separate property state that would have been considered community property if it had been acquired in a community property state is treated as community property. Property that would not have been treated as community property when acquired will not be treated as community property.
Client Situation
In the preceding example where John and Megan owned a home in John’s name in New Jersey, if they had moved to California instead of Texas, the home would be considered community property if community funds had been used to purchase it, even though it was titled and remains titled in John’s name.
Client Situation
Tom and Sue lived in Ohio, a common-law state, and they bought their home soon after they were married. Years later Tom and Sue sold their home and moved to California, a quasi-community property state. The new home in California is considered community property. Why? Because the home in Ohio would have been community property had they originally acquired it in California, because it was purchased with marital assets. 

Practitioner Tip: Assume that Tom had titled the home in Ohio in his name and that he also titled the new home in California in his name. The new home is still considered community property when the couple moves to California because the home in Ohio was originally acquired with marital assets. It does not matter how the home is titled.
Client Situation
Ryan and Denise were married and living in Michigan. Denise inherited money from her grandfather and bought a home in Detroit. Five years later, Ryan was offered a job in San Diego, so they sold the home and moved to California. The new home in California remains Denise’s separate property. Why? Because the home in Michigan would have been separate property if Denise had originally acquired it in California. A gift or inheritance is the recipient’s separate property in a community property state.

Practitioner Tip: Property from a common-law state becomes community property in a quasi-community property state if it was acquired after marriage—unless it was acquired as a gift or an inheritance. Always look back to see how the property was originally acquired!
Community Property Considerations with Life Insurance
Where community property funds are used to purchase an insurance policy and there has been no agreement otherwise affecting the ownership of the policy, the policy is owned by the community and therefore belongs one-half to each spouse. In most cases, even though the insured may be shown on the policy as “Owner,” the policy is considered the community property of both spouses in the absence of any evidence that there was an agreement between the spouses that it would be separate property.
Thus, if a policy on the husband is community property and the beneficiary is someone other than the wife, a transfer subject to both estate tax in the husband’s estate and gift tax from the wife to the third party will occur when the insured dies, and the proceeds will be payable to that third person. The amount of the gift will be one-half of the proceeds, which represents the wife’s one-half community interest in the policy.
Practitioner Tip: Financial planners should note the ownership and beneficiary designations of insurance policies so they can consider any gift tax problems that might exist. 
Client Situation

While John and Megan live in California, John purchases a life insurance policy on his life, and names his son Danny the beneficiary. John pays the life insurance premiums with community assets. At John’s death, the $100,000 death benefit is paid to Danny.  Fifty-thousand dollars of the proceeds will be included in John’s estate and will be subject to estate tax; $50,000 will be a taxable gift from Megan to Danny.

Chapter Highlights
· For a summary of the tax, probate, and estate tax implications of community property interests, see Appendix F.

· Community property is a unique form of ownership recognized by 10 states.  
· One-half of all community assets are considered to be owned by each spouse. 
· Once an asset is community property, it retains that character, even if a couple moves to a non-community property state.  
· Assets acquired in common-law states remain separate assets when moving to a community property state. 
· If a couple moves from a non-community property state to a quasi-community property state, assets that were acquired in the non-community property state may become community property. 
· From an estate planning perspective, one-half of all community property assets are included in a decedent’s estate, regardless of how they are titled.  
· Because the full value of a community property asset that passes to a surviving spouse will receive a step-up in basis to the date-of-death value, planners should exercise caution when advising clients with respect to commingling assets.
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Review Questions
3-1. All of the following are true with respect to community property except: 

A.
Only 10 states have this form of property ownership between spouses and nonspouses. 

B.
Community property retains its character even if the spouses move to a non-community property state. 

C.
At death, it is easy for spouses to transfer their interest in community property without the consent of the other spouse. 

D.
Assets acquired by a spouse prior to marriage are not community property assets. 

3-2. Assume that Jake and Jane are married. They used to live in Florida, and now they live in Texas. Identify the community property interests.
A.
Jake and Jane live in Texas and Jake inherits a summer house from his parents.

B.
Jane purchases an automobile with monies from their joint checking account.
C.
Jane owned a house before she and Jake married. She sold the house and invested the proceeds in mutual funds.

D.
Before moving to Texas, Jake invests $50 from each check in a savings account titled in his name. He keeps these funds in a separate savings account when he and Jane move to Texas.

E.
Jake and Jane move to California, and Jake keeps his separate savings account titled in his name alone.
3-3. Carol and Dick were married in New York, where they lived and acquired all of their property after marriage. The company Dick worked for relocated to California, and they moved there five years ago. The value of their property interests before moving to California was $1.6 million and they have subsequently acquired an additional $700,000 in property interests since moving to California. Dick and Carol have decided to divorce. For property settlement purposes, all of their assets are community property assets.

True or False?

3-4: Lester and Naomi lived in a common law state and titled their marital assets in Lester’s name. Lester died shortly after moving to California; for estate purposes, the assets will be treated as belonging solely to Lester.  
True or False?
3-5:  Amy and Shawn have moved from Alaska (a community property state) to Florida (a common law state).  Which of the following assets will retain community property character?

A. An account in Shawn’s name that was funded with assets he inherited from his mother while he was living in Alaska.  

B. A savings account in Amy’s name that she funded with money from her paycheck each week.

C. An investment account that they opened up after they moved to Florida and funded with excess cash flow.

D. An investment account that Shawn had before he married Amy.  It remained titled in his name alone.

Notes
�.	AlaskaStat § 34.77.010–34.77.995.


�.	Wis. Stat. §§ 766.53 and 766.70. 
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