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The encumbered property was located in or near Boston, but the appraiser
used “comparables” from New York City and New Orleans“; the sample
was too small; the New Orleans valuation was based on a settlement
amount when the buyer discovered that the property sold was encumbered
by an easement; only one of the four Boston property appraisals was not
“seriously flawed”; and the appraiser made subjective adjustments that the
court dismissed as unhelpful.64 Significantly, however, while the appraiser
determined that one data point property sold for between 12.8% and 18.5%
less than two other properties because of the differences in their
encumbrances, the court found that the deed of that property contained
substantially similar limitations to the other property’s easements.
According to the court, “This indicates that the difference in price resulted
from some other factor that [the appraiser] did not consider. This error
undermines [the appraiser’s] credibility concerning not only this
comparison, but the entire r(:‘:port.”65

At the same time, the court rejected the government’s appraisal that
showed an appreciation in value in Boston encumbered property66 after the
easements were granted because it did not specify how much of that
increase was due to renovations property owners had made. Although the
taxpayers pointed to distinctions between the easement and local law
limitations, the court held that, like in Kaufmman IV, those differences were
not likely to be meaningful to a buyer. Rejecting the taxpayers’ appraisal
report in its totality as not credible, the court held that the taxpayers had not
proved any value for their fagade easement contribution.

Despite that the properties were already subject to local rules and
regulations requiring them to maintain the historic features of their house,

% The court considered the out of state easements unpersuasive. Id. slip op. at 12

(“The values of easements 1n other markets tell us little about easement values in Boston’s
unique market.”).

 The taxpayers” appraiser made major adjustments based on his own subjective rating
of the properties’ condition. “Because of these significant subjective adjustments, [the
appraiser’s] conclusions flowing from these comparisons largely reflect his opinion rather
than the objective market values of the casements. When an appraiser makes numerous
adjustments to a subject property’s comparables, the subject property’s valuation becomes
less reliable.” /d. slip op. at 14. The taxpayers’ appraiser’s report also had procedural
mistakes. “He calculated the easement values by dividing the difference in sale prices by the
encumbered property’s price. He then applied that percentage to the before value of
petitioners’ properties to calculate the easement values. He should have divided the
difference in sale prices by the unencumbered property’s sale price. We have adjusted the
data in his report to account for this error.” Id. slip op. at 11 n.3.
8 14 slip op. at 15.

% 14 slip op. at 15-16 (“Mr. Bowman selected nine recently encumbered Boston
properties that sold between 2005 and 2011.”).
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the easement values for which the taxpayers had claimed charitable
deductions were very large: 6/ York Acquisition, LLC, $10,730,000
(partnership level deduction);®’71982 East, $6,570,000 (partnership level
deduction);® Carpenter, $385,600;° Chandier, $191,400 (the Claremont
property easement) and $371,250 (the West Newton easement);70 Dunlap,
$237,000;”"  Friedberg, $3,775,000;> Gorra, $605,000;° Graev,
$990,000;"*  McSweens,  $2,210,464;”°  Scheidelman,  $115,000;’®
Schrimsher, $705,000;”" Simmons, $162,500 (Logan Circle) and $93,000
(Vermont Avenue),”® and Van Wyhe, $801,121.7

7 61 York Acquisition, LLC v. Commissioner, T.C. Memo. 2013-266, 2013 Tax. Ct.

Memo. LEXIS 274 (T.C. 2013) (Despite its fagcade easement deduction claim, the court
disallowed any deduction on the ground that because the partnership owned only the first
fourteen levels of a twenty story building, it could not satisfy the statutory requirement that
its grant of a fagade easement restrict the entire exterior of the historic structure as required
under LR.C. § 170(h)(1)).

6% 1982 East, LLC v. Commissioner, 101 T.C.M. (CCH) 1380 (T.C. 2011), available
at http://www.ustaxcourt.gov/InOpHistoric/1982EastLLC. TCM.WPD.pdf.

° Carpenter v. Commissioner, 103 T.C.M. (CCH) 1001 (T.C. 2012). Carpenter was a
consolidated case, involving other taxpayers with substantially similar facts. Carpenter
claimed a deduction on her 2004 return; Van Wyhe, partly on his 2004 return with
carryovers on his 2005 and 2006 returns; the McSweens, partly on their 2003 and 2004
returns, with carryovers on their 2004 and 2005 returns. See LR.C. § 170(b).

7 The Chandlers deducted a part of this amount over three tax years (2004-2006). See
I.R.C. § 170(b).

"' This figure represents the Dunlaps’ claimed fagade easement deduction (i.e., their
share of the total Cobblestone easement appraised value of $8,171,000).

2 Friedberg v. Commissioner (Friedberg I), 102 T.C.M. (CCH) 356 (T.C. 2011).

" Gorra v. Commissioner, 106 T.C.M. (CHH) 523, slip op. at 15-16 (2013).

7 Graev v. Commissioner, 140 T.C. 377, 384 (2013).

The McSweens were taxpayers in the consolidated Carpenter case. See supra note
69.

76 Scheidelman v. Commussioner (Scheidelman 1), 100 T.C.M. (CCH) 24, slip op. at 11
(T.C. 2010), available at http://www.ustaxcourt.gov/InOpHistoric/Scheidelman. TCM.
WPD.pdf.

" Schrimsher v. Commissioner, 101 T.C.M. (CCH) 1329 (T.C. 2011) (The taxpayers
deducted $193,180 in 2004 and took carryover deductions of $206,699 in 2005 and $120,724
in 2006. The court denied the fagade easement deduction on the basis that the taxpayers did
not receive a contemporaneous written acknowledgement of their donation as required under
LR.C. § 170(f)(8)).

7% Simmons v. Commissioner, 98 T.C.M. (CCH) 57924 (T.C. 2009), aff’d 646 F.3d 6
(D.C. Cir. 2011). The taxpayer had donated the larger deduction easement in 2003 and the
other easement in 2004, taking the full deduction respectively in the applicable year. The
Tax Court reduced these easement values to $56,250 (Logan Circle) and $42,250 (Vermont
Avenue).

™ Van Wyhe was a taxpayer in the consolidated Carpenter case. See supra note 69.
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Very recently, in Zarlengo,80 the Tax Court reduced the total value of
the fagade easement deduction claimed from $660,000 to $157,500. Even
though the buyer of the townhouse, who did not know about the easement
when he made an offer of $4,605,500, did not change his offer after he
learned about the easement, the court nevertheless applied a 3.5%
diminution to what the court determined was the townhouse’s pre-easement
value of $4.5 million when the easement was recorded in 2005. The court
allowed a 2005 deduction of $78,750 (and any appropriate carryover
deductions for 2006 and 2007) to Ms. Sander-Zarlengo for her one-half
interest in the townhouse because the court held that the applicable local
restrictions, although similar to those under federal law, were less extensive
than the federal limitations.®'

B. As if that weren’t enough — if no deduction is allowed, I want that
easement removed from my property and my cash contribution returned to
me!

Fagade easement charitable deductions have encouraged an increase in
bogus deductions as a result of the “I’d like to have my cake and eat it too”
mentality that has led to the encouragement of transfers contingent on
receiving the charitable deduction. Both cash required donations (required
by the charity to fund the statutorily imposed duty of monitoring the
easement in perpetuity) and the transferred property interest (the easement
itself) are revocable either by the consent of the parties or in the event of a
denial of the deduction.

In Graev,82 a 2013 case involving tax years 2004 and 2005,83 the court

80 Zarlengo v. Commissioner, 108 T.C.M. (CCH) 155 (T.C. 2014).
81 The taxpayers, Dr. Zarlengo and his ex-wife Ms. Sander-Zarlengo, each owned one-
half of the encumbered townhouse subject to the fagade easement and each claimed one-half
of the total easement’s value as a charitable donation. The court held that under New York
law, a gift of a conservation easement is not complete until it is recorded; here, that
recordation date was January 26, 2005. Also, the court held that the taxpayers had not
satisfied the perpetuity requirement for conservation easements under .R.C. §§ 170(h)(2)(C)
and 170(h)(5)(A) until that date. Dr. Zarlengo had filed a joint 2004 return with his current
wife in which he claimed his share of the easement deduction; because his 2004 return was
the only return before the court, he was denied any deduction. By contrast, Ms. Sander-
Zarlengo’s 2005-2007 returns were all under the court’s jurisdiction.

%2 Graev v. Commissioner, 140 T.C. 377 (2013); see Wendy C. Gerzog, Graev:
Conditional Fagade Easement, 140 Tax Notes 1607 (Sep. 30, 2013), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2333211.

3 The 2005 deduction was a carryover from the 2004 easement grant due to the
percentage limitations on current deducibility under I.R.C. § 170(b). Graev, 140 T.C. at 387.
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disallowed the taxpayers’ claimed easement value of 58990,000.84 The
easement grant had a refundable feature whereby the charity agreed to
refund the taxpayers’ easement and cash donation. The charity sent a side
letter to the taxpayers explaining their standard policy to refund their
donation if the taxpayers could not receive the promised favorable
charitable deduction. Specifically, the letter promised, “to join with Graev
to immediately remove the fagade easement from the property’s title.”®>
The court held that the potential for the Service to disallow those
deductions and for the charity to remove the easement and return the cash to
Graev was not so remote as to be negligible.86 The court stated that by
filing returns with the deductions and failing to remove the refund feature
of their donations, the taxpayers acted in response both to the Service notice
indicating additional scrutiny applicable to overvalued facade easements
and to the charity’s second letter warning of the government’s disallowance
of a deduction for a fagade easement that was coupled with a refund
provision. Thus the court held that the risk of the government’s disallowing
the deduction was “well above ‘negligible.”’87 According to the court,
Graev required the charity’s letter with the refund feature before making his
contribution. Also, the easement charity understood that a Service
disallowance was more than a remote possibility and that was why it
routinely issued comfort letters to potential donors. Thus, as conditional
donations, the court held that the taxpayers’ easement grant and cash
donations were nondeductible.®®

¥ 1d at 384. In Graev, the taxpayers also made a required cash contribution of

$99,000. /d. at 385.

% Id. at 383.

8 1d at 393 (“Accordingly, a conservation easement fails to be ‘in perpetuity’ . . . if,
on the date of the donation, the possibility that the charity may be divested of its interest in
the easement is not so remote as to be negligible.”).

¥ 1d. at 397.

88 1d. at 409. One month after Graev, in Carpenter v. Commissioner (Carpenter I),
106 T.CM. (CCH) 62 (T.C. 2013) available at http://www.ustaxcourt.gov/InOpHistoric/
CarpenterMemo.Haines. TCM.WPD.pdf, the Tax Court wrote a supplemental memorandum
opinion on a motion to reconsider its 2012 memorandum opinion Carpenter v.
Commissioner (Carpenter I), 103 T.CM. (CCH) 1001 (T.C. 2012) available at
http://www.ustaxcourt.gov/InOpHistoric/ CARPENTER. TCM.WPD .pdf, in light of the First
Circuit opinion in Kaufman Ill. See Kaufman Il discussion infra Part II1.C,. Although not a
fagade easement, this case involved a conservation easement that, under Colorado law, could
be terminated through the parties” mutual consent because state law would not apply the cy
pres doctrine to restricted gifts. As such, the court held Kaufinan 11 to be inapplicable. Thus,
the court denied the taxpayers’ motion for reconsideration. Carpenter I, slip op. at 12, 18—
23; see Wachter v. Commissioner, 142 T.C. No. 7, slip op. at 6~7 (Mar. 11, 2014), available
at http://www .ustaxcourt.gov/InOpHistoric/WachterDiv.Buch. TC.WPD.pdf (The court held
that where the state restricts an easement’s duration to a maximum of ninety-nine years, the
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C. Kaufman: Four Opinions Necessary to Show a Valueless Contribution
(Much Ado About Nothing)

1. Kaufmanl

In Kaufman I, % the Tax Court granted summary judgment for the
government on the issue of the disallowance of a charitable deduction for
the value of the taxpayers’ Boston rowhouse fagade easement’’ because the
easement was not granted in perpetuity.9I The court held that because the
mortgage on the building gave first preference of proceeds distribution to
the mortgagee rather than to the charity holding the easement, the easement
was not granted in perpetuity.

According to the regulations, when conditions change so that the
perpetual easement is extinguished, the donee organization must be entitled
its proportionate share of the proceeds.92 The taxpayers conceded that if a
casualty occurred, the bank, as mortgagee, had a prior claim to those
funds;93 however, they maintained as a factual matter, in those
circumstances, they would likely have been able to satisfy both the bank
and the charity’s claims. The court rejected that reading and stated that the
perpetuity obligation is one that does not encompass probabilities but only
necessary legal requirements.94

conservation easement does not satisfy the perpetuity requirement of the statute. The “so
remote as to be negligible” exception in the regulations goes to the likelihood that the
property interest will return to the donor, regardless of the length of time it takes for the
reversion to take effect).

% Kaufman v. Commissioner (Kaufiman I), 134 T.C. 182 (2010).

% The taxpayers had claimed a charitable deduction of $220,800 related to their
easement grant, which because of the income percentage restrictions on current year
deductibility in I.R.C. § 170(b)(1)(C), had to be partially deducted in the following year,
2004. Kaufman [ at 184.

' See LR.C. § 170(h)(2)(C), (5)(A); Treas. Reg. § 1.170A-14(a), (g)(6)(ii) (2009). The
court denied the government summary judgment on the other two issues: (1) the
deductibility of the conditional cash gift to the charity and (2) the taxpayers’ accuracy related
penalty liability under I.LR.C. § 6662 because of the presence of genuine issues of material
fact. Kaufman I at 182-84.

2 Treas. Reg. § 1.170A-14(g)(6)(ii) (2009).

3 Kaufinan I at 186.

* Id. at 186-87. Kaufman I can be contrasted with Irby v. Commissioner, 139 T.C.
371, 382-83 (2012) (where the source of funds for a bargain sale creating the conservation
easement were grants from governmental entities that must use the proceeds “in a manner
consistent with the original conservation purposes of the [donors’] contribution . . . .”).
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2. Kaufman II

In Kaufman II,95 the Tax Court reviewed its partial summary judgment
in favor of the government and decided the two factual issues (the
taxpayers’ cash contributions and related penalties) that it had earlier held
could not be decided by summary judgment. The court allowed both parties
to amend their positions on the taxpayers’ 2003 and 2004 cash charitable
deductions,96 which in turn caused a reassignment of their respective
burdens of proof. After its amendments, the government bore the burden of
proof regarding the increased deficiency and penalty for 2004 from its
disallowing the $3,032 deduction, and the quid pro quo ground for
disallowing the taxpayers’ 2003 $16,840 cash contribution deduction, as it
represented new matter for the taxpayers to rebut.”’

The court in Kaufman II reviewed its grant of partial summary
judgment for the government that denied any deduction for the taxpayers’
facade easement contribution because it did not satisfy the perpetuity
requirements outlined in the regulations98 and was not a qualified
conservation contribution under section 170(h)(1). The taxpayers contended
that the agreement in fact required enforcement in perpetuity as defined in
the regulations.99 The government maintained that the combination of the
easement and lender agreement did not comply with the extinguishment
provision in the regulations.100

The court first cited to the treatise Powell on Real Property wherein
Powell wrote, “a conservation easement may be terminated without the
consent of the holder: through the foreclosure of a pre-existing mortgage or
mechanic’s lien on property subsequently encumbered by the easement.”!
The court then explained that no deduction is permitted for an interest
subject to a mortgage unless the mortgagee subordinates its property rights

% Kaufman v. Commissioner (Kaufman II), 136 T.C. 294 (2011); see Wendy C.

Gerzog, Mortgage and Conservation Easements: Not a Good Mix, 132 TAX NOTES 437 (July
25, 2011), available at http://papers.ssm.com/sol3/papers.cfm?abstract_1d=1894739.

% In May 2010, before the trial, petitioners amended their petition, claiming a 2004
deduction of $16,840. In June 2010, after the trial, the government amended its answer to
increase the taxpayers’ 2004 deficiency and to assess an accuracy-related penalty. Both
parties agree that the $300 bank fee Kaufman paid to NAT is nondeductible. Kaufinan II at
314.

Id at 315.

See Treas. Reg. § 1.170A-14(g) (2009); Kaufiman I at 187.

Kaufman II at 302 (referring to Treas. Reg. §§ 1.170A-14(g)(2) and (3)).

Kaufman II at 302-03 (referring to Income Tax Reg. § 1.170A-14(g)(6)); see Wall

v. Commissioner, 103 T.C.M. (CCH) 1906 (T.C. 2012) (same issue with the same result).
101

100

Kaufman 11 at 304 (although Powell also explains that public policy considerations
may make the doctrine inapplicable).
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to the donee organization’s perpetual conservation enforcement obligation.
The court discussed an exception that provides a deduction will not be
disallowed if an event that could defeat the interest from passing to the
charity is only remotely likely to occur.' However, the regulations did not
conceive of a mortgage failure as a remote event and the court emphasized
that the charity’s property rights must remain the same even when there are
changed conditions and an extinguishment of the easement. Thus, on a sale,
exchange, or involuntary conversion, the charity must retain its
proportionate share of the proceeds. The court interpreted the
extinguishment regulations to require that “the donee have a right to a share
of the proceeds and not merely a contractual claim against the owner of the
previously servient estate.”'

The first of the two new issues in Kaufman Il was the deductibility of
the taxpayers’ conditional cash contributions to the charity. The charity had
sent a letter to the taxpayers stating that easement donors were required to
contribute a cash endowment to the charity equal to ten percent of the value
of the tax deduction. The letter explained that the cash contribution would
cover the present and future costs of monitoring the donation in
perpetuity.l04 In addition, the letter explained that if the taxpayers did not
qualify for a charitable deduction, the donors and the charity would join
together to void the easement and the donors would be reimbursed for their

appraisal costs and cash contribution.'®

192 Jd. at 305 (citing Treas. Reg. §§ 1.170A-14(g)(1)~(3)). Although the taxpayers
argued the applicability of the regulation’s remote and negligible” standard protects against
the possibility that “events of such low probability will defeat the donee’s interest in the
servient property,” but that the regulation also does not address compensation on actual
defeasance. The court explained that: “unlike the risk addressed by the so-remote-as-to-be-
negligible standard, in order to satisfy the extinguishment provision, section 1.170A-
14(g)(6) . . . provides that the donee must ab initio have an absolute right to compensation
from the postextinguishment proceeds for the restrictions judicially extinguished. It is Lorna
Kaufman’s failure to accord NAT an absolute right to a fixed share of the
postextinguishment proceeds that causes her gift to fail the extinguishment provision. /d. at
312-13.

183 Kaufman v. Commissioner (Kaufinan II), 136 T.C. 294, 309 (2011).

104" 1d. at 297. The form indicated that if the donation could not be processed in time to
qualify for a deduction in 2003, the charity would allow a ten percent reduction in the cash
contribution to the donor once the process was completed in 2004. /d.

% 14 Ina subsequent letter, the charity explained that the required cash donation
would be discounted by ten percent because the taxpayers had been delayed in filing their
2003 tax return because of the uncompleted easement contribution. That resulted in a
discounted cash contribution of $19,872, plus fees of $300, with a net amount due of $3,332.
That amount was due after the easement had received National Park Service certification,
which occurred August 9, 2004. The taxpayers submitted the required payment to the
charity, which in turn sent an LR.S. Form 8283, substantiating the facade easement
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The government denied the taxpayers’ deductions of cash contributions
to the charity because it asserted they were quid pro quo for the services the
charity provided regarding the fagade easement deductions and because
they were conditional on subsequent events (the value of the easement or
the allowance of a deduction). In its reply brief, the government agreed that
the “expected receipt of a tax deduction is not a benefit that invalidates the
deduction” but argued that the deduction must be disallowed because the
payments were required.lo6 The government also denied a deduction for
$3,032 of the 2004 cash payment to the charity, asserting the taxpayers had
“relied on a contemporaneous written acknowledgment that they knew was
inaccurate in claiming the erroneous charitable deduction.”'® The
taxpayers contended that although the payments may have been subject to a
refund, in 2004 they became fixed and deductible because the parties’
understanding was that the cash contributions were not refundable. The
taxpayers argued that the requirement of a cash contribution was a
customary practice and was what allowed the charity and similar
organizations to have operating funds to administer their easements, and
that the cash donation was not conditional on the charity’s approval of the
easement and provision of a Form 8283.'08

The court found that before the 2004 appraisal it was possible for the
easement to be valued at zero. Therefore, the court held that the taxpayers
had not satisfied their burden of proof that they were entitled to a cash
contribution deduction for 2003.'% However, the court agreed with the
taxpayers that the clause in the agreement setting cash payments at ten
percent of the donation value was not intended to allow for a refund if the
1o Furthermore, the court agreed
with the government that Hernandez'"! requires payments to be
“unrequited’’ for them to be deductible. However, the court pointed out that
neither party had cited any precedent to support its more specific argument,
making it difficult for the court to find any benefit accruing to the taxpayers
from the cash contribution apart from its enabling the charitable
contribution. Therefore, the court allowed the taxpayers a 2004 cash
charitable contribution deduction for $19,872.""?

taxpayers’ deductions were disallowed.

contribution. /d. at 300-01.
1% 136 T.C. at 317
7 1d. at315.
198 14 at315-18.
19 14 at 316 (“Petitioners bear the burden of proving that, at the end of 2003, the
possibility of a zero appraisal value was not so remote as to be negligible.”).
"0 1d at316-17.
Hernandez v. Commissioner, 490 U.S. 680 (1989).
Kaufman II at 320-22. The court noted that in another case, McMillan v.

111
112
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The second new issue in Kaufinan II was the imposition of various
penalties,] 13 for which the government bore the burden of proof.l ' Because
of government concessions and because the taxpayers proved reasonable
cause and good faith, a statutory defense to the penalties,]15 the court
upheld only the accuracy-related penalty. The court found the taxpayers had
been negligent in their 2003 underpayment attributable to the taxpayers’
cash contributions to the charity.

3. Kaufman III

In Kaufman III,l ' both the government and the taxpayers appealed the
2010 and 2011 Tax Court decisions (Kaufiman I & II). The First Circuit
Court of Appeals vacated the lower court’s judgments, apart from its
holding on the deductibility of the taxpayers’ cash contributions and the
accuracy-related penalty on the 2003 cash contribution claim, and remanded
the case for the lower court to determine the other issues consistent with the
appellate court’s decision. 17

In its brief background summary, the appellate court described the
taxpayers’ need to have their mortgagee agree to subordinate its interest to
the easement charity. In their letter to the mortgagee, they stated that the
easement imposed basically the same restrictions as those imposed under

Commissioner, 31 T.C. 1143 (1959), it had disallowed a deduction for a required fee paid to
a charity to place an adopted child in the taxpayers’ home. In that case, the taxpayers’
payment significantly inured to their benefit. By contrast, the court explained that Kaufman’s
cash payment to the charity only served to assist her to obtain a charitable deduction and no
other benefit. Kaufman 1 at 318, n.12. Moreover, the court cited Scheidelman v.
Commissioner (Scheidelman I), 100 T.C.M. (CCH) 24, slip op. at 11 (T.C. 2010), available
at http://www.ustaxcourt.gov/InOpHistoric/Scheidelman. TCM.WPD.pdf, involving a similar
cash payment to the same easement charity in which the court denied a taxpayer deduction.
However, in Scheidelman I, the taxpayers had the burden of proof to show the extent to
which their payment exceeded the value of their benefit, and they failed to produce any
evidence to show that excess. Here, the government had to prove quid pro quo, and the court
found the evidence ambiguous. Finally, the government failed to provide evidence of the
value of Kaufman’s benefit and failed to show that the taxpayers had not substantiated their
contribution as required by statute. Kaufman Il at 319.

" R.C. § 6662.

"4 1R.C. § 7491(c).

"5 LR.C. § 6662 (c).

116 gaufman v. Shulman (Kaufinan 11I), 687 F.3d 21 (1st Cir. 2012).
"7 14 at 33. Because the Tax Court’s decision not to impose penalties in connection
with the claimed noncash contributions were intertwined with its grant of partial summary
judgment in Kaufman 11, the appellate court also vacated the Tax Court’s holdings on that
issue. /d. at 30. In addition, the court also held that each party was liable for its own court
costs. /d. at 33.
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local law. The court then stated that, if that assertion were true, then the
mortgagee “would lose little or nothing by consenting.”118 Likewise, when
Mr. Kaufman worried that the easement would reduce the property’s value
to a degree that would undermine the tax benefit from the charitable
deduction, the charity’s representative “sought to reassure him that it was
‘very unlikely’ that the easement would affect the marketability of the
propf:rty.”]19 The taxpayers received the mortgagee’s agreement to
subordinate its rights to the charity’s right to enforce the easement in
perpetuity. However, the lender agreement contained a stipulation that gave
the mortgagee a prior claim to insurance proceeds from a casualty on, or a
condemnation of, the property.lzo

The circuit court’s legal analysis of the conservation easement
charitable deduction statute and regulations focused on the subsection (g) of
the income tax regulation121 and specifically paragraph (g)(6) that, the court
said, the Tax Court had “relied entirely on” to disallow the taxpayers’
facade easement deduction.'? The court described what it considered to be
the two reasons for the extinguishment provision that requires that the
charity be entitled to its pro rata share of insurance proceeds: to prevent a
windfall to the easement donor and to insure that the charity could use its
share to pursue its charitable purpose elsewhere.'?

The circuit court’s reading of the Tax Court’s opinion was that
although the taxpayers had ostensibly satisfied the extinguishment
regulation, the lender agreement provision between the taxpayers and the
mortgagee prevents such compliance by granting the mortgagee a superior
claim to the easement charity regarding casualty and condemnation
insurance proceeds. Regarding the Tax Court’s reading, the appellate court
stated that the taxpayers had no power over the mortgagee just as they had
no power over a preferential federal or state tax tien."** In so doing, the
circuit court did not recognize any difference between a statutory preference
and one derived by private parties to a contract.

Further, the circuit court stated that “the IRS’s reading of its regulation
would appear to doom practically all donations of easements, which is

"® 1d at24.
ne 4
120 4
"2 Treas. Reg. § 1.170A-14(g) (2009).
122 Kaufman III at 26. As noted by the court and the taxpayers, moreover, the paragraph
applies only where an extinguishment is “by judicial proceeding.” /d. at 26 n.3.

' 1d at26.

124 14 at26-27.
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surely contrary to the purpose of Congress.”125 While that may be true, such
an inference may not be accurate because almost all facade easement
deductions are taken by very wealthy individuals.'?® Facade easement
holders may either have more clout with their mortgagees than the
taxpayers in Kaufman or most fagade easement donors may not have the
financial need to carry a mortgage on their property.

Finally, the court rejected the government’s reading of an easement
provision127 that it said the government had misinterpreted to mean that the
charity had a “blank check” to consent to any statutorily disallowed
activity. The appellate court seemed to consider that provision as having no
legal effect, that is, as surplusage. Basically, the First Circuit aligned itself
with the D.C. Circuit’s opinion in Simmons'®® and agreed that charitable
deductions “cannot be disallowed based upon the remote possibility [that
the donee organization] will abandon the easements.”’

Ultimately, the main thrust of the circuit court opinion was that the
case rested on factual findings and therefore granting summary judgment
was inappropriate. In its discussion of the taxpayers’ valuation
overstatement, the court seemed to warm to the government’s contention
that the easement was valueless, as illustrated by the following court
statements: (1) “[gliven these pre-existing legal obligations the Tax Court
might well find on remand that the Kaufmans’ easement was worth little or
nothing[,]””'0 and (2) “[i]n an effort to reassure them, a Trust representative
told the Kaufmans that experience showed that such easements did not
reduce resale value, and this could easily be the IRS’s opening argument in
a valuation trial.”*! Finally, the court stated, “we do not question the IRS’s
concern, transcending this case, that individuals and organizations have

125 14 at27 (Because of the circuit court’s holding on the mortgage subrogation, several

Tax Court cases filed a motion for reconsideration); see, e.g., Mitchell v. Commissioner, 106
T.C.M. (CCH) 215 (T.C. 2013) (motion to vacate decision and reconsider the court’s earlier
opinion in Mitchell v. Commissioner (Mitchell I), 138 T.C. 324 (2012) denied, with the
court’s holding that Kaufman 1II decided legal issues (the application of the proceeds
regulation) different from the one in Mitchell I (application of the subordination
regulation).)).

126 See infra Part I11.C.Kaufman IV; supra notes 124, 38, text in Part I.
The easement agreement states, “[N]othing herein contained shall be construed to
limit the [Trust’s] right to give its consent {(e.g., to changes in the Fagade) or to abandon
some or all of its rights hereunder.” Kaufman III at 27-28.

128 Commissioner v. Simmons, 646 F.3d 6 (D.C. Cir. 2011).

122 14, at 10, cited in Kaufnan Il at 28.

130 Kaufman 111 at 31.

Bl Jd. The appellate court also noted that the charity “had a substantial economic
incentive” to strive for “a high valuation” due to its cash contribution requirement geared to
ten percent of the easement’s value. /d. at 32,

127
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been abusing the conservation statute “to improperly shield income or

. 132
assets from taxation.”

4. Kaufman IV

In Kaufman 1V, 133 the Tax Court held that each party’s appraisal was
admissible, but that the taxpayers’ expert’s valuation approach was
defective and that the court would not give it any weight. Thus, the
taxpayers had not proved their fagade easement donation had any value. In
addition, the Tax Court imposed a gross valuation penalty on the taxpayers
because they had not proved they were entitled to the defense of reasonable
cause or good faith."**

On remand from the appellate court, the Tax Court supplemented its
findings of fact and opinion. The court found the following facts regarding
taxpayers’ appraisal. The taxpayers employed Timothy J. Hanlon, one of
the two appraisers recommended by the charity. Mr. Hanlon had written
nine reports valuing facade easements for the charity in 2003 and 2004, but
had no other experience appraising partial real property interests. Mr.
Hanlon spoke with someone at the charity in connection with his first such
appraisal and his notes from that discussion indicate that with respect to
facade easements in heavily regulated areas, the Service has accepted a
value of about eleven percent of the property’s value, that “95% fall in this

132 Jd. (The court then cited to both L.R.S. News Release IR-2005-19 (Feb. 28, 2005)
and L.R.S. News Release, IR-2006-25 (Feb. 7, 2006) (repeating language from 2005 news
release) and to the “formidable” penalties assessed against taxpayers abusing the deduction
statute).

133 Kaufman v. Commissioner (Kaufman 1¥), 107 T.C.M. (CCH) 1262 (T.C. 2014),
available ar http://fwww.ustaxcourt.gov/InOpHistoric/KaufmanMemo.Halpern. TCM.WPD.
pdf.
134 Other court facade easement examples of protracted litigation similar to the four
Kaufman opinions are the four opinion cases Scheidelman, supra notes 10, 18, 51, 76, and
112, and WhiteHouse Hotel. WhiteHouse Hotel v. Commissioner, 131 T.C. 112, 118, 172,
176 (2008) (The taxpayer’s 1999 claimed deduction was $7,445,000 reduced by the court to
$1,792,301and resulting in the taxpayer’s liability for a 40 percent gross valuation
misstatement penalty. “Therefore, on the 1997 Form 1065, the partnership claimed an
amount for the value of the servitude slightly more than 415 percent of its correct value™),
vacated and remanded, 615 F.3d 321, 324 (5th Cir. 2010), (with the Tax Court on remand
valuing the fagade easement at $1,857,716, subject to the forty percent penalty. See
Whitehouse Hotel v. Commissioner, 139 T.C. 304, 348, 361-62 (2012)), aff’d in part (on the
valuation issue) and vacated in part and remanded (on the penalty issue),  F.3d __ (5th
Cir. 2014) (reversing as clearly erroneous, the court stated, “Obtaining a qualified appraisal,
analyzing that appraisal, commissioning another appraisal, and submitting a professionally-
prepared tax return is sufficient to show a good faith investigation as required by law.”).
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percentage,” and that he “could use | 1.5%12.5%.”'%

Mr. Kaufman, a professor emeritus of the Sloan School of Management
at M.I.T, a specialist in statistical analysis,136 emailed a representative of
the charity that he was concerned about the resale devaluation of a facade
burdened home and asked for statistical documentation on the potential for
such an effect. In response, the charity’s representative emailed him that
there would be no valuation loss created by the easement.

We have tracked 26 resold properties to-date on which we held an
easement, andnone was resold at a loss or had any issues for resale
that we are aware of . . .. Over 100 lenders have approved to
subordinate their loans to our easements to-date in over 800 cases.
* * * Why would these banks (including yours) approve these
transactions if they saw a risk or adverse financial impact on their
collateral? ?* * *QOne of our directors, Steve McClain, owns
fifteen or so historic properties and has taken advantage of this tax
deduction himself. He would have never granted any easement if
he thought there would be a risk or loss of value in his
properties. 137

In a letter to their mortgagee, moreover, the taxpayers stated: “[t]he
easement restrictions are essentially the same restrictions as those imposed
by current local ordinances that govern this property.”l38

The government’s expert, John C. Bowman III, a Massachusetts
certified general real estate appraiser, held a Certificate of Completion for
the Valuation of Conservation Easements program offered by the American
Society of Appraisers and had served on the Boston Landmarks
Commission for ten years, serving as chairman of the commission for six
years. “He ha[d] extensive experience appraising partial interests in real
property, including conservation easements.” > Mr. Bowman reviewed
both the Hanlon appraisal and an appraisal prepared by Joan Gootee, a
Service employee. His preliminary view on the Hanlon appraisal was that
there was no devaluation related to development potential since the property
was being used at its highest and best use as a single-family home. In
determining the value of the easement, Hanlon used a percentage discount
to the unencumbered value of the property and made no appraisal of the
“after” easement value despite his acknowledging that the “before and

135 Kaufman IV slip op. at 7-9.

136 1d. slip op. at 4.

B 14 slip op. at 11.

138 Id
139 1d. slip op. at 13.



258 Virginia Tax Review [Vol. 34:229

after” approach was the correct appraisal method for conservation
easements.' * Further, Bowman agreed with the conclusion of the Gootee
appraisal that the easement duplicated local historic building restrictions.
For those reasons, Bowman concluded that the facade easement value was
zero."*!

The court’s opinion began with a discussion of which party held the
burden of proof on the value of the fagade easement, but ultimately held it
need not decide that issue because the court was able to determine “the
valuation question on the basis of essentially agreed facts along with the
assistance we may find helpful in the parties’ expert’s opinions.”l42 On the
penalties issue, by statute,]43 the government has the burden of production;
but, if it has met that burden, the taxpayers have the burden to prove that
they should not be subject to those penalties due to reasonable cause.'**

Next, the court addressed the valuation issue. The fair market value of
a conservation easement is its value at contribution. Where there are no
significant comparable sales, the easement’s value is determined by
subtracting the “after” (encumbered) value of the property from the
“before” (unencumbered) value of the property. The taxpayers contended
that its value was $220,800, while the government asserted its value was
zero.'¥?

In great detail, the court discussed each expert’s report and
methodology. The court found that the experts were qualified experts but
expressed concern about the close relationship between Hanlon and the
charity.146 The court also stated that the charity had an interest in

140 g slip op. at 14.

o

2 1q slip op. at 16.
3 LR.C. § 7491(c).
"4 Kaufman IV slip op. at 17.

Id. slip op. at 18.

Id. slip op. at 47 (“What does concern us with respect to Mr. Hanlon’s qualification
to testify, however, is his close relationship with NAT. His only experience in appraising
facade easements is the nine reports that he did with respect to nine facade-easement
contributions to NAT. He looked to NAT to learn how appraisals of facade easements were
done before he attempted the first of those reports, and he submitted a draft of the first report
to NAT for validation before he completed it. He incorporated in his reports wording

145
146

suggested by NAT. After he completed eight reports, NAT’s director of operations, Ms.
Bookwalter, expressed NAT’s satisfaction with his work but required that he add a document
(the easement document) to all future reports. The tone of her communication to him
suggests that she believed that NAT had a proprietary interest in Mr. Hanlon’s reports. She
begins her communication by speaking of “the 8 appraisals you have done for the National
Architectural Trust”. (Emphasis added.) Without asking permission from him, she says that
NAT would add the easement document to the reports he had already submitted. She
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overvaluing an easement due to its ten percent required cash donation and
that Mr. Hanlon would benefit by the charity’s continued recommendation
of him as an appraiser.147

The court found that Hanlon’s valuation was primarily based on
imposing a percentage on the pre-contribution value of the property. That
percentage was derived from unsubstantiated and generalized conclusions
of a report the charity provided to him. The court rejected Hanlon’s
methodology since even he had conceded “that his deconstruction of the
15% upper bound in the Primoli article into smaller, component percentages
reflective of the burdens imposed by a facade easement was a method
unique to him and not a generally accepted appraisal practice or valuation
method.”'*® Likewise, the court rejected similar, unsubstantiated additional
percentages that Hanlon applied to value the easement.'

On the other hand, the court found the testimony of the government’s
expert, Bowman, more reliable. Bowman concluded “that the typical buyer
would find the restrictions of the preservation restriction no more
burdensome than the underlying South End Landmark District Standards
and Criteria” and that the fagade easement had no value.'™® The court

thanked him for his work and expressed NAT’s expectation that it would work with him in
the future.”).

M7 1. slip op. at 48—49.
Id. slip op. at 50-51 (The court stated, “Mr. Hanlon’s starting poit—that properties
in lightly regulated areas suffer a 15% reduction in value on account of the severance and
conveyance of a facade easement—is based on neither reliable market data nor specific
attributes of the property. It is based on what he believes the courts and the IRS had allowed
in prior cases. Whether it is an upper or lower bound, there is no standard percentage to
which one may make adjustments to arrive at a value appropriate for a particular property.”).

49 1d. slip op. at 52-53 (“When asked how he came to the conclusion that the
marketability of property would be diminished by 2%, he answered: “[I]t’s common sense”
that the more restricted property “is going to have lower marketability.” He did not,
however, explain how he got to 2%. He testified that he based the 0.5% that he assigned to
“recapture” on “what I felt the limitation on marketability would be.” As to the 1.25% he
assigned to “maintenance and insurance requirements in excess of unencumbered
properties”, he admitted that he did no analysis to arrive at that figure and “just chose” it.
Similarly, with respect to the 0.5% assigned to “legal exposure if easement is breached™:
“just judgment.” Simply put, given his limited experience appraising facade easements and
his apparent preconception that the component percentages would total 15% in a lightly
regulated area, we are not persuaded that Mr. Hanlon’s common sense, feelings, and
judgment constitute a reliable basis for the percentage reductions in value that he assigned to
each of the constituent burdens constituting a facade easement (and, further, the adjustments
he made to those percentages to reflect differences between the burdens imposed by the
South End Standards and Criteria and the burdens imposed by the preservation
agreement).”).

30 14 shp op. at 55.

148
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compared the easement restrictions with the limitations imposed by local
law and held that the taxpayers had not shown that the easement reduced
the value of the property. “To the contrary, our own comparison of the two
sets of restrictions and Mr. Bowman’s expert testimony [has] convinced us
that the restrictive components of the preservation agreement are basically
duplicative of, and not materially different from, the South End Standards
and Criteria, and we so find.”"*!

An accuracy-related twenty percent penalty152 is imposed where an
income tax underpayment is due to negligence, a substantial understatement
or a substantial valuation misstatement.'>® Where there is a gross valuation
misstatement,154 the penalty is forty percent.155 A taxpayer may be excused
from the penalty upon reasonable cause and good faith;156 however, that
exception is only available when the taxpayer’s valuation was based on a
“qualified appraisal” by a “qualified appraiser” and the taxpayer made a
good-faith investigation of the value of the contributed property.157 In
Kaufman, the government argued for the imposition of a forty percent
penalty; the taxpayers claimed they fell within the reasonable cause
exception and thus should be exempt from the penalty.158

Although the court found that Mr. Hanlon was a qualified appraiser as
defined by the statute,159 it also found that the taxpayers did not satisfy the
good faith investigation requirement of the exemption.“’0 The taxpayers
looked to the charity’s emails to prove they were not liable for the penalty;
yet, those very emails indicated that they knew the imposition of a facade
easement would not devalue their property.lé] In determining good faith
reliance, the court considers a taxpayer’s educational background and
experience. In this instance, Mr. “Kaufman was a sophisticated consumer of

Y slip op. at 63.

152 1 R.C. § 6662.
153 A substantial misstatement is where the claimed value is 200 percent or more of the
correct value of the property. See 1.R.C. § 6662(e)(1)(B)(i).
154 A gross misstatement is where the claimed value is 400 percent or more of the
correct value of the property. See I.R.C. § 6662(h)(1)—(2).

155 1 R.C. § 6662(h)(1).

136 [R.C. § 6664(c)(1).

57 I R.C. § 6664(c)(2)-(3).

158 Kaufinan 1V ship op. at 66.

159" 1d. at 71; see LR.C. § 6664(c)(2)(A).

19" Kaufman Iv slip op. at 72.
Id. slip op. at 73-74. The taxpayers also claimed that they relied on their accountant
for the valuation overstatement; however, the court pointed out that “the value of the facade
easement involves an issue (valuation) on which [their accountant] neither was qualified to
advise petitioners nor advised them.” /d. slip op. at 77.

161
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statistical analyses, and both the [charity’s representative’s] email and the
Hanlon appraisal gave him good reason to question Mr. Hanlon’s value

. 162
conclusion.”

IV. THE PENSION PROTECTION ACT OF 2006

The PPA made numerous changes specifically to the facade easement
charitable deduction provisions. First, not only the front of a historic
structure, but the entire exterior  must be subject to the easement and its
restrictions.' According to its legislative history, to be a qualified real
property interest, the entire exterior refers to “the space above the building,
the sides, the rear, and the front of the building” 155 and no part of the
exterior may be changed in a way “inconsistent with the historical character
of such exterior.”'®® The PPA requires substantiation that the charitable
organization is a qualified recipient with “the resources to manage and
enforce the restriction and a commitment to do so.”'®’ Further, appraisal

12 14 slip op. at 80. Alternatively, the court upheld the accuracy related penalties

imposed because of negligence or a substantial misstatement as defined under LR.C.
§ 6662(e)(1)(A). The court cited to both Mr. Kaufman’s disregard of the error in the Hanlon
appraisal and the taxpayers’ carelessness in certifying to the mortgagee that the easement
restrictions were virtually the same as those imposed by local law while they were
simultaneously claiming large deductions attributable solely to the easement’s restrictions.
Id. slip op. at 81-82. The court rejected the taxpayers’ argument that there was substantial
authority to support their positions and that they had a reasonable basis for their tax
treatment. /d. slip op. at 85. Finally, the court held that the government met its burden of
production on the issue of the existence of substantial understatements and that the taxpayers
did not prove either reasonable cause or good faith exceptions for their understatements. /d.
slip op. at 86.

'8 LR.C. § 170(h)4)B)(i)I) (“including the front, sides, rear, and height of the
building”™).

184 See I.R.C. § 170(h)(4)(B)(i)(11) (“prohibits any change in the exterior of the building
which is inconsistent with the historical character of such exterior™).

15 H.R. Rep. No. 109-455, at 145 (2006) [hereinafier 2006 H. CONF. REP.]; STAFF OF
JOINT COMM. ON TAXATION, 109TH CONG., GEN EXPLANATION OF TAX LEGISLATION ENACTED
IN THE 109TH CONG., 590 (Comm. Print 2007) [hereinafier 2007 JOINT COMM.
EXPLANATION].

166 T R.C. § 170(h)(4)(B)Gi)(II); see 2006 H. CONE. REP., supra note 165; 2007 JOINT
CoMM. EXPLANATION, supra, note 165.

7 1R.C. § 170(h)(@)(B)(ii) (I)<(II); see 2006 H. CONF. REP., supra note 165 (“In
addition, the donor and the donee must enter into a written agreement certifying, under
penalty of perjury, that the donee is a qualified organization, with a purpose of
environmental protection, land conservation, open space preservation, or historic
preservation, and that the donee has the resources to manage and enforce the restriction and a
commitment to do so.”).
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requirements were tightened,168 including requiring qualified appraisals169
by certified appraisers.170 The appraiser must sign a declaration that he or
she is aware of the penalty imposed on the appraiser who should have
known that the appraisal was being used as part of a tax return or refund
claim if the appraisal results in a substantial overvaluation. The legislation
imposes a $500 enforcement fee to be paid to the Service on a donor
claiming the deduction for a fagade easement valued at the greater of: three
percent of the property’s fair market value or $10,000.171 Finally, for
property receiving or having received a rehabilitation tax credit'"? for the
past five years, there is a requirement that the additional benefit of the
fagade easement deduction be reduced.'” At the same time, the PPA added

168 | R.C. § 170(h)(4)(B)(iii) (stating that the taxpayer must include “with the taxpayer’s

return for the taxable year of the contribution— (I) a qualified appraisal (within the meaning
of subsection (f)(11)(E)) of the qualified property interest, (II) photographs of the entire
exterior of the building, and (I1I) a description of all restrictions on the development of the
building.”). 2006 H. CONF. REP., supra note 165 states that:

For any contribution relating to a registered historic district made after the date
of enactment of the provision, taxpayers must include with the return for the
taxable year of the contribution a qualified appraisal of the qualified real property
interest (irrespective of the claimed value of such interest) and attach the
appraisal with the taxpayer’s return, photographs of the entire exterior of the
building, and descriptions of all current restrictions on development of the
building, including, for example, zoning laws, ordinances, neighborhood
association rules, restrictive covenants, and other similar restrictions. Failure to
obtain and attach an appraisal or to include the required information results in
disallowance of the deduction.

2006 H. CONF. REP., supra note 165, at 338; see I.R.S. Chief Couns. Advisory 201334039

(Aug. 23,2013).

19 [ R.C. § 170(H 1)E)().

70 1 R.C. § 170(H(1 1)(E)(i), (iii).

1 IR.C. § 170(H)(13) (“Contributions of certain interests in buildings located in
registered historic districts — (A) In general —No deduction shall be allowed with respect to
any contribution described in subparagraph (B) unless the taxpayer includes with the return
for the taxable year of the contribution a $500 filing fee. (B) Contribution described — A
contribution is described in this subparagraph if such contribution is a qualified conservation
contribution (as defined in subsection (h)) which is a restriction with respect to the exterior
of a building described in subsection (h)(4)(C)(ii) and for which a deduction is claimed in
excess of $10,000. (C) Dedication of fee —Any fee collected under this paragraph shall be
used for the enforcement of the provisions of subsection (h).”). See 2006 H. CONF. REP.,
supra note 165, at 338-39.

"2 |R.C.§47.
1B 1R.C. § 170(f)(14) (“In the case of any qualified conservation contribution (as
defined in subsection (h)), the amount of the deduction allowed under this section shall be
reduced by an amount which bears the same ratio to the fair market value of the contribution
as— (A) the sum of the credits allowed to the taxpayer under section 47 for the 5 preceding
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what was at that time a two-year provision (for 2006 and 2007) to increase
the percentage limitations on current year deductibility of noncash capital
gain real property conservation contributions from thirty to fifty percent;174
that temporary provision has been extended in two-year intervals with the
most recent amendment retaining the benefit through 2013.'7

V. REPEAL, NOT REFORM: POST-PPA PROPOSALS

There have been legislative efforts to reform conservation easements,
including fagade easements. Some have been enacted into law; other good
efforts have not.'”® However, what is clear in the constant patching or “fine

taxable years with respect to any building which is a part of such contribution, bears to (B)
the fair market value of the building on the date of the contribution”). That is, the reduced
donation deduction amount is calculated by multiplying the value of the fagade easement by
the fraction that is the same ratio as the sum of those credits for the past five years to the
building’s value when the fagade easement contribution was made.

If the aggregate amount of credits claimed by the taxpayer within such five year
period is $100,000, and the fair market value of the building with respect to
which the contribution is made is $1,000,000, the taxpayer must reduce the
amount of the deduction by 10 percent (or 100,000 over 1,000,000).

2007 JOINT CoMM. EXPLANATION, supra note 165, at 591.

7% Pension Protection Act of 2006, Pub. L. No. 109-280, § 1206(a), 120 Stat. 780,
1068-69 (2006) (codified at I.R.C. § 170(b)(1)(E)). This is an exception to the thirty percent
limitation under Inter IR.C. §170(b)(1}(B). The 100 percent limitation under
§ 170(b)(1)(E)(iv), also enacted as part of the PPA, is only applicable to “qualified farmers
and ranchers” as defined in section 170(b)(1)(E)(v). See I.R.S. Notice 2007-50, 2007-1 C.B.
1430 (providing guidance on the PPA percentage limitations).

5 LR.C. § 170(b)(1)(E)(vi), as enacted in the PPA, was a two-year provision that was
intended to last through 2007. The statute has been extended several times so that the current
provision, enacted in the American Taxpayer Relief Act of 2012, currently extends through
2013. American Taxpayer Relief Act of 2012, Pub. L. No. 112-240, § 206(a), 126 Stat. 2313,
2324 (2013). Conservation Easement Incentive Act of 2014, H.R. 2807, 1131H CONG. (2013)
seeks to make the provision a permanent one. See Bill Summary & Status, LiBR. OF CONG.,
THOMAS,  http://thomas.loc.gov/cgi-bin/bdquery/z?d113:HR02807:@@@D &summ2=m&
(last action Jun. 26, 2014) (showing the current status of the bill).

176 See, e. g, 2005 JOINT COMM. FACADE EASEMENT PROPOSAL, supra note 6, at 284 (an
example of a proposal that was not enacted into law). The Tax Court, in Glass court referred
to the 2005 Joint Committee proposal and stated that the Committee characterized section
170(h) as too broad to enable the government to dispute a taxpayer’s claim of a conservation
purpose, particularly because both the donor and donee are motivated to agree on that
characterization. See Glass v. Commissioner, 124 T.C. 258, 285 n.19 (2005) (citing 2005
JOINT COMM. FACADE EASEMENT PROPOSAL, supra note 6, at 286). The Glass court stated
that the proposal would not only require the “protection of natural habitats” purpose in
section 170(h)(4)(A)(1i) be tied to “a clearly defined governmental policy; i.e., it furthers a
specific, identified conservation project,” but also would deny the donor or his family the
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tuning” of this Code section is that abuse is unavoidable and that there are
better ways to provide a public benefit. Clearly, repeal is warranted.'”’

One major positive effort for partial repeal of the facade easement was
the 2005 Joint Committee proposal. The Committee’s recommendation
provided that there would be no deduction for the contribution of a historic
facade easement “relating to a certified historic structure that recently has
been or is being used or is reasonably expected to be used, by the donor or a
family member of the donor as a personal residence (principal or
otherwise).”178 For historic buildings not having a personal residence use,
such as commercial, rental, or investment property, the Committee’s
recommendation was not for repeal and was more complex. For those
easements, its proposal allowed a charitable deduction equal to the lesser of
5% of the value of the building (ignoring the existence of the easement) or
33% of the fagade easement’s value. The proposal contained recapture rules
if the property was converted to personal residential use within eleven years
of the contribution.'”” Donors would be required to report the conversion
both to the Service and to the donee easement holder.'®°

While the Committee’s proposal is a vast improvement over current
law, its nonresidential use recommendation both incorporates the ever-
problematic valuation issue'®! of a fagade easement (due to the thirty-three
percent alternative) and may engender enforcement issues with its complex
recapture provision and reporting requirements. The Committee’s report
acknowledged the valuation problem in general terms: “[v]aluation
difficulties and conservation purpose issues are especially problematic in
the case of a contribution of a partial interest in property, such as
easements, because the donor both relinquishes and retains rights and value
relating to the underlying proper‘cy.”182 Moreover, in its discussion
justifying repeal of personal use residential property easements, the
Committee noted issues that would likewise apply to nonresidential
property easements: “[s]uch personal use cases involve competing public

right to use any part of the land as a personal residence after the contribution. The court
pointed out that if those recommendations had been in effect with respect to the Glass’
conservation easements, since they lived on the unencumbered part of the property, they
would have been denied their deduction. /d.
77 See Halperin, supra note 13, at 313 (“None of the lesser remedies are recommended
here, however, because of the strength of the case for repeal.”).
1782005 Joint Comm. FACADE EASEMENT PROPOSAL, supra note 6, at 282.
' Jd. The proposal required 100% recapture within two years of the contribution, and a
ten percent reduced recapture for each year beginning in the third post contribution year. /d.
180
181 See supra Part 1I1.4.

1822005 JOINT CoMM. FACADE EASEMENT PROPOSAL, supra note 6, at 284.
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and private interests, as well as subjectivity regarding valuation of the
contributed partial interest, that are not efficiently addressed in a context
where proper valuations are expensive and the IRS lacks the expertise or
resources to assess conservation purposes”183 and indeed justified its
imposition of a percentage limitation on the deduction because of valuation
difficulties.'™

While the report states that “weighing competing public and private
benefits when the underlying property is the donor’s residence is inherently
more difficult than when the underlying property is to be used for
investment or commercial purposes,”185 it does not explain how it has
arrived at this conclusion.'®® Increased property values are likely to apply
to nonresidential property because of historic preservation restrictions just
as they adhere to similarly encumbered residential properties.

The latest proposal to amend the fagade easement deduction is two-
fold: to deny a deduction for not developing the space above historic
buildings and to extend the PPA amendments to National Register
properties.187 The Joint Committee analysis begins with a statement of the
continued valuation problems in the area of the charitable contribution of
partial property interests. “Whether due to mistake, incompetence,

183 0

8% 1d. at 286 (“However, significant valuation concerns justify a cap on the deduction
amount for contributions of such other properties. The proposed cap of 33 percent of the
value of the easement goes directly to valuation abuses pertaining to easements.”).

85 14 at 285. The report also states, without discussion or explanation, that “[i]n
general, property held for business or investment purposes is not subject to the same
concerns of competing public and private benefits applicable to property used as a personal
residence.” /d. at 286.

'8 The Chandler court explains the different considerations that apply to commercial
property with fagade easements:

Restrictions on construction impair the value of commercial property more
tangibly than they impair the value of residential property. Commercial property
derives its value from its ability to generate cashflows. For commercial property,
development generally correlates with increased future cashflows. More retail
space, more space for tenants, and more room for customers generally increase
profitability. Restrictions on the development of commercial property reduce
potential for increased future cashflows and thus diminish value.
Chandler v. Commissioner, No. 16534-08, 2014 WL 1924147, at *7 (T.C. May 14, 2014).
187 See DEP’T OF TREASURY, GENERAL EXPLANATION OF THE ADMINISTRATION’S FISCAL
YEAR 2014 REVENUE PROPOSALS, 162 (2013) [hereinafter ADMINISTRATION’S FISCAL YEAR
2014 REVENUE PROPOSALS]; STAFF OF THE JOINT COMM. ON TAXATION, 113TH CONG.,
DESCRIPTION OF CERTAIN REVENUE PROVISIONS CONTAINED IN THE PRESIDENT’S FISCAL
YEAR 2014 BUDGET PROPOSAL 125 (2013) [hereinafter 2013 JOINT COMM. DESCRIPTION OF
2014 BUDGET PROPOSAL].
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misunderstanding of the law or facts, or efforts to evade taxes, valuation
misstatements are common.”' °® Those difficulties are inherently present
because (1) there is no market for facade easements,189 and (2) the
definition of fair market value requires a buyer and a seller with competing
interests'>® and that tension is absent between the donor and charitable
donee.”’! In its analysis, the Joint Committee continued to invoke the
concerns expressed in the Service’s 2004 Notice."”? As justification for the
first proposed amendment, the Committee again described the difficulty and
expense of contesting these easement deductions:

The first part of the proposal provides that a taxpayer may not take
a deduction for any reduction in value resulting from forgone
upward development of an historic building. As noted by the
Treasury Department, “Some taxpayers... have taken large
deductions for contributions of easements restricting the upward
development of historic urban buildings even though such
development was already restricted by local authorities. Because of
the difficulty of determining the value of the contributed easement,
it is difficult and costly for the Internal Revenue Service to

. o . 19
challenge deductions for historic preservation easements.’ 3

Because the PPA did not subject National Register properties to its
additional requirements, the second part of the proposal on facade
easements extends those rules to both because of the same policy concerns

188 1013 JoINT COMM. DESCRIPTION OF 2014 BUDGET PROPOSAL, supra note 187, at 125.

Id at 126 (“[I]n general, there is no market and thus no comparable sales data for
such easements.”).

190" See Treas. Reg. § 20.2031-1(b) (1992).

912013 JoINT CoMM. DESCRIPTION OF 2014 BUDGET PROPOSAL, supra note 187, at 125
(“Unlike in an arm’s length negotiation, in a charitable contribution situation, the interests of
a donor and a donee organization are not adverse. A donee organization may have no

189

knowledge of the amount a donor has claimed as the value of the easement and, even if
known, has no incentive to question a donor’s inflated value because there is no
countervailing tax consequence to the donee if a donor inflates the value of contributed
property, i.e., the donee generally does not pay tax on the receipt of the contribution or a
subsequent disposition of the contributed property. Some donees may even directly or
indirectly support an inflated value in order to secure a desired gift. Such circumstances
cause the valuation of property in the charitable contribution context to be a particularly
difficult determination.”).
2 1d at 127 (noting that “[t]he proposal is a direct response to such policy concerns.”);
see L.R.S. Notice 2004-41, 2004-1 C.B. 31.

1932013 JOINT COMM. DESCRIPTION OF 2014 BUDGET PROPOSAL, supra note 187, at 127
n.324 (emphasis added) (citing ADMINISTRATION’S FISCAL YEAR 2014 REVENUE PROPOSALS,
supra note 187, at 162).
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expressed about the first part of the proposal and in order to provide
consistency in this area of fagade easement charitable donation.”® While
extending the application of the PPA to National Register Properties is
another improvement, this latest amendment does not satisfactorily deal
with the inadequacies of the PPA or the endemic issues persistent with
facade easements.

CONCLUSION

In today’s world, real estate is often subject to regulation that buyers
and their neighbors accept in order to retain and increase a community’s
property values. The wealthiest of homeowners who purchase homes in
historic districts willingly accept local restrictions on the use of their
property. There is little reason to retain the fagade easement deduction tax
benefit and there are many reasons to urge its repeal: the revenue loss, the
small number of beneficiaries, the financial demographics of that group of
beneficiaries, the continual marked overvaluation and abuse despite
Congressional, court, and administrative review and expenses, and the
dubious industries that are supported by the deduction, but whose practices
contribute to inflated and improper deductions. Very few benefit from the
large deductions, least of all the public.

194

127.

2013 JOINT CoMM. DESCRIPTION OF 2014 BUDGET PROPOSAL, supra note 187, at 123,



