














o Estate tax
» For planning purposes, the reduced value of the land subject to a
conservation easement, especially for land rich, cash poor taxpayers
» There is also a special $500,000 exclusion from the gross estate
» The estate tax conservation easement rules (§ 2031) are somewhat
more restrictive than income tax rules under § 170(h)
e For example, type 4 historic easements are not recognized
for estate tax benefits
e Most prohibit anything more than de minimis commercial
recreational uses
e Family ownership rules
e Family must have granted a conservation easement
e First 20 years of IRC § 170(h)’s existence, limited interest in conservation
easements by taxpayers or IRS
o The Georgia state conservation easement enabling statute reserved
common law issues related to perpetual easements
e Around 2000, situation began to change:
o Conservation organizations “got the word out”
o Advisors got comfortable with the technique
o Increased land values made charitable income deduction for conservation
easements more attractive (bull market of 1980-2000 increased asset
values)
o States began to pass state tax incentives
» Most well known — Colorado’s transferable $375,000 tax credit.
Colorado’s tax credit led to a huge increase in legitimate easements,
but also a corresponding increase in promoters and questionable
appraisers (Note: Georgia State tax credit is not transferable)
e Taxpayers placed 1 million acres of Colorado property into

conservations easements claiming $274 million of tax credits
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e Colorado Department of Revenue realized the size of claimed
tax breaks and inadequacy of its staff to review large number
of conservation easements filed and asked the IRS for help

2003 — At the same time, the Washington Post published an exposé on The
Nature Conservancy’s alleged abuses of conservation easements and insider
transactions
2004 — The IRS issued Notice 2004-41 stating the Service was aware of improper
conservation easement deductions and was initiating conservation easement
audit program
2005 — Congressional hearings on conservation easements:
o The Nature Conservancy controversy
o Colorado Department of Revenue’s experience — tax scheme promoters
and rogue appraisers
o Burnet R. Maybank, III, then Director South Carolina Department of
Revenue, testified that of the $290 million in conservation easement
deductions claimed in South Carolina over three years; nearly half ($125
million) went to golf course owners
o Same year, the IRS formed the Interagency Team to coordinate

investigation of fraudulent conservation easements

Colorado Experience

The Colorado Department of Revenue sent the IRS 5,000 returns claiming
conservation easement credits — the IRS pulled 290 for audit
o According to Colorado practitioners and land trusts, most of these 290
conservation easements were legitimate, utilized professional appraisers
and a large number actually involved the State of Colorado as a party
through the state’s conservation easement program
o Two lines of attack:
» Primary: valuation

» Secondary: lack of a conservation purpose
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IRS not set up to value this unique type of non-cash gift and
certainly not in response to large numbers pulled for audit in
Colorado
IRS took the short cut approach to reviewing Colorado conservation
easements:

e Assert zero value, then look for problems later

e Find technical flaws — such as the lack of a written

substantiation letter

2005 — 2007 - In those Colorado cases where statute of limitations

extended, taxpayers provided more information and support for their

valuation and conservation purpose — generally, to no avail

November 2007: IRS initiated a settlement program in the Colorado

cases.

The IRS offered:

30% of the original value claimed for small parcels (less than 40
acres)

60% - for “typical” private conservation easement

75% - where government appraiser and/or program involved

To the surprise of the IRS, relatively few Colorado taxpayers settled
—only 15% to 20%. The rest are beginning to work their way

through appeals, etc.

December 2009 update — most Colorado cases remain unresolved

While valuation remains the predominant audit issue, IRS raising
every conceivable claim to defeat or reduce the deduction
Auditing at least one easement at each of the land trusts

Before 2009, 90% Tax Court cases in Colorado settled; usually at
appeals level. No longer the case — IRS looking for any issue to kill
the deduction and audits becoming more adversarial

The State of Colorado increasingly conducting conservation

easement audits separate from IRS



National Perspective

e 2005 — 2009 — Mixed signals from Washington:

@]

Negative: IRS became more concerned with conservation easement
deduction, organized “fraud team,” denied legitimate valuations

Positive: Land trusts turned Congress into their friend — 2006 Pension
Protection Act included two significant provisions beneficial to
conservation easements

Positive: Conservation easements continue to become more popular with
taxpayers — according to The Land Trust Alliance, from 2000 to 2005 the
number of conservation easements increased 20% per year and $2.5

billion in tax benefits claimed

e The IRS review of conservation easements has expanded beyond Colorado:

@]

2005 — IRS announced 240 open space audits and a “smaller number of
facade easement audits”

2006 — IRS stated open space audits up to 425; 75 facade audits

Over 1,000 conservation easements under review by the IRS as of
February 2008 — number is certainly greater today

More than 20 conservation easement cases on the Tax Court’s docket in
Fall 2008 (far more today)

2008 - The Land Trust Alliance became aware of the first estate tax

conservation easement audit

e Number of reasons conservation easements are targeted:

@]

@]

Average value of conservation easement deduction - $400,000. Compare
this to the average charitable deduction for artwork - $10,000

The IRS has a hard time distinguishing between legitimate conservation
easements and bad/fraudulent/overvalued ones. As such, a number of
conservation—minded landowners are caught up in an expensive defense

of their statutorily-authorized conservation easement deduction

e Vague standards for creation and valuation of easements subject to different

interpretations
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o Uncertainty of easement “conservation purpose” standards

Case law still developing on what constitutes “relatively natural
habitat”

What kind of “habitat” can be protected? Golf course, gravel pit or
bald eagle nesting area?

Can taxpayers reserve building lots? If so, how many? Must they

be established at outset or can they float?

o Conservation easements very difficult to value

Income tax charitable deduction equals unencumbered, or before

value, less the encumbered or after value

o Problem areas:

Before valuation equals highest and best use, for easements, this is
often not present use
Appraisers frequently use a hypothetical subdivision analysis —
strongly distavored by the IRS, but a legitimate valuation method
regularly used by developers
Numerous assumptions in subdivision analysis make appraisals
subject to manipulation
After value, also known as encumbered value, also closely
scrutinized
e Comparable sale of encumbered land is best evidence of after
value
e IRS strongly opposed to appraisals which simply use a
percentage discount of fair market value to establish
encumbered value of property
e Infirst 10 — 15 years after passage of Code Section 170(h),
few conservation encumbered land sales
e Today, experienced appraisers will find comparable
encumbered sales, adjust value for differences in

encumbrances and use to value conservation easements
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IRS closely scrutinizing easement document itself
o Veryimportant to coordinate drafting of the conservation easement deed
with the appraiser and preparer of the baseline environmental study
o Make sure all three documents consistent
» Conservation easement deed
» Baseline environmental report
» Appraisal
o Indrafting conservation easements, track §170(h) regulations very
carefully
o Be specific with conservation purposes
» The Nature Conservancy — conservation purposes usually
specifically defined because of Conservancy’s focus on unique
habitat protection
» Local land trusts forms often overly broad because of broad
standards for easement acceptance
o Make sure reserved rights do not contradict conservation purpose
o Timely record deed in all relevant offices
Does easement holder have the money and staff to enforce the conservation
easement? Is the donor on the board of the easement holder?
Historic Preservation (facade) Easements are also on the IRS’ radar:
o 200+ facade easements under review
o New York City, Washington D.C., Chicago, and New Orleans are current
target areas; could Savannah be far behind?
o IRS places no value on historic preservation easement when historic
ordinances exist that already prohibit surrendered rights, such as

demolition, modern additions, etc.



Southeastern Perspective — Alabama/Georgia/Tennessee
e While audits picked up through the second half of 2008, audit activity seems to

have leveled off
e Audits seem to be clustered in two areas:
o Geographic clusters/spin-off audits of adjacent conservation easements
o Targeted at particular “bad” appraisers
e Few cases are resolving themselves administratively, many are just beginning to

find their way to Tax Court

Recent Cases
e Backeround: Buffalo Tool & Die

o 1980 Tax Court decision — Tax Court indicated it would not “split the

difference” between the IRS and Taxpayer valuations. Instead, it would
examine the credibility of the evidence and go with the more persuasive
appraisal.

e Whitehouse Hotel, Ltd. Partnership, U.S. Tax Court, 131 T.C. 10

o 1995 - Whitehouse Limited Partnership purchased historic building in
New Orleans French Quarter

o 1997 - Limited Partnership entered into contract with Ritz Carlton to
renovate building for hotel

o December 1997 — Taxpayer donated historic preservation easement
(facade easement) to appropriate easement holding entity

o The easement prohibited alteration of building’s facade

o Taxpayer claimed $7.4 million charitable deduction; IRS determined
facade easement only worth $1.1 million; therefore, Taxpayer overstated
deduction by $6.3 million

o Attrial, battle of MAI’s; Taxpayer’s appraiser claimed easement deduction
worth even more - $10 million; IRS’ valuation expert said that if the facade
easement had any value, it was certainly worth less than the IRS’ initial

$1.1 million determination
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Parties disputed nearly every aspect of each other’s experts, including
qualifications and methodology

Tax Court found that although IRS’ expert did not have extensive facade
easement appraisal experience, he was familiar with the New Orleans
market and his testimony was more credible than the Taxpayer’s expert
Tax Court determined that the fair market value of the facade easement
was $1.7 million (vs. $7.4 million claimed by Taxpayer on return and $10
million value claimed by Taxpayer’s expert at trial)

Since facade easement deduction was grossly overstated by Taxpayer, Tax
Court also imposed 40% overvaluation penalty

Case on appeal to 5th Circuit Court of Appeals

Kiva Dunes Conservation, LLC v. Commissioner, U.S. Tax Court, T.C. Memo

2009-145

@]

In 2002, Kiva Dunes Conservation, LLC (Kiva) acquired a 140.9-acre
property that comprised the Kiva Dunes Golf Course and adjoining natural
areas

On December 31, 2002, Kiva donated a conservation easement to the
North American Land Trust, a qualified 501(c)(3) easement holding entity.
The property adjoins the Bon Secours National Wildlife Refuge on two
sides. The natural habitat area of easement property is about 49 acres of
the 140.9 conserved acres. The golf course covers the remaining 9o acres,
with 73 acres actually mowed, and the balance used for lakes and
plantings. The entire area is in a migratory bird flyway and is used
frequently by birds to rest and refuel.

IRS initially challenged the easement both on qualification under Section
170(h)’s conservation purpose requirements and on valuation grounds, but
dropped the conservation purpose argument on the courthouse steps

Kiva claimed a conservation easement donation deduction in 2002 of
$30,588,235

The IRS engineer’s report suggested a value of $1,400,000, although in its

Tax Court brief, the IRS argued Kiva was entitled to no deduction
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A five day trial was held in January 2008 in New Orleans. Among the key
issues were:

» Valuation, including methodology and appraiser qualifications

» The 20% penalty assessed by IRS against the donor for substantial

understatement of income tax

Case set up much like Whitehouse — Taxpayer claimed $30 million
conservation easement charitable deduction; IRS argued $1.4 million
deduction
While denying Kiva’s use of post-valuation-date information, the Tax
Court accepted Kiva’s appraiser’s interpretation of all key valuation issues
The Tax Court also found Kiva’s appraiser was the most experienced in the
county surrounding Kiva. The IRS’ appraiser, according to the Tax Court,
“... has no particular expertise in Baldwin County...”
The Tax Court concluded that the fair market value of the easement was
$28,656,004 (approximately 10% less than Kiva’s reported value),

therefore Kiva was not subject to a valuation penalty

Hughes v. Commissioner, U.S. Tax Court, T.C. Memo 2009-94

@]

@]

@]

One of the Colorado conservation easement cases

Like Whitehouse and Kiva, primarily a valuation case

Taxpayer claimed $3.1 million charitable deduction for contribution of
conservation easement on two parcels of land

Arguments also focused on validity and accuracy of before valuation based
on hypothetical subdivision analysis, whether sale to Taxpayer was
distress sale or fair market value, and whether it was appropriate to value
the conservation easement parcels separately or as a single parcel

IRS’ statutory notice of deficiency allowed $2 million deduction, at Tax
Court trial, IRS asserted zero value

Tax Court found IRS’ appraiser more credible — Taxpayer’s purchase of
tract 15 months before easement was best evidence of before value and
agreed with IRS that there was little demand for residential development

in the area of the property
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o Also issue of access easements — Tax Court did not think Taxpayer could

do what its appraiser assumed as far as development concerned because of
limited nature of easements
After value — because of lack of demand and access easement limitations —
conservation easement limiting use to agriculture really did not
significantly impact likely use of property or its value.

» However, Tax Court disagreed with IRS’ position that the easement

caused little reduction not credible.

Tax Court determined the Taxpayer overestimated by 70% and IRS under

estimated by 0 — 10%

Bruzewicz v. U.S., 604 F. Supp.2d. 1197 (N.D. III. 2009)

o Recent facade easement case illustrates procedural issues under IRS

scrutiny
In 2002 Taxpayer granted a facade easement on their architecturally
significant home in Oak Park, IL — for 2002-2004 Taxpayer took
charitable deduction of $216,000; also $21,610 (10%) deduction for cash
contribution to Landmarks Preservation Council, holder of the facade
easement
IRS audited Taxpayer in 2005 and denied $216,000 facade easement
charitable deduction because Taxpayer not in compliance with
substantiation requests:
» Failed to obtain contemporaneous written acknowledgment letter
from charity that stated no goods and services received
e Court held that alone fatal to charitable deduction
» Taxpayer employed qualified appraiser, but appraisal report did not
set out qualifications of the appraiser
» Appraisal failed to contain adequate description of the facade
easement — what property was encumbered and what restrictions
imposed

» Appraisal failed to describe basis for valuation
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Consolidated Investors Group v. Commissioner, U.S. Tax Court, T.C. Memo
2009-290. The Tax Court, citing Simmons (and prior substantial compliance

cases), held that a Taxpayer that failed to strictly comply with the charitable
contribution substantiation regulations under Treas. Reg. Section 1.170A-13(c)
was still entitled to a charitable contribution for a bargain sale of real property.
Although the charitable contribution did not involve a conservation easement
contribution, the substantiation regulations discussed in the opinion (with regard
to which the Taxpayer failed to strictly comply) are also applicable to
conservation easement contributions. In Consolidated, the Tax Court held that
the Taxpayer was entitled to a charitable contribution because it was in
substantial compliance, despite itsfailure to comply with the following
requirements in the Regs: (1) the obligation to obtain a timely appraisal (the
appraisal was performed more than 60 days before the contribution), (2) the
requirement that a Taxpayer provide the date that a contribution is made, and
(3) the requirement that a Taxpayer obtain a statement from the appraiser that
the appraisal was prepared for income tax purposes.
Miscellaneous Developments
[linois case — Landowner and Land Trust entered into two amendments of an
existing conservation easement
o Illinois statute specifically gives standing to adjoining land owner to
enforce neighboring conservation easement
o Neighbor sued in Illinois appeals court
o Court invalidated two easement amendments
Private Letter Ruling 200836014 — Taxpayer sought determination of
conservation easements compliance with IRS Code Section 170(h)’s natural
habitat and open space requirements
o IRS ruled favorably on Taxpayer’s request
o Private Letter Ruling can only be relied upon by the requesting Taxpayer,
but this ruling is a good overview of the IRS’ current positions on Section
170(h)

o Should we/can we get PLR’s for our easement transactions?
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Information Document Request

40+ questions regarding conservation easement transaction and property

subject to easement

Sample questions include:

@]

@]

All communications with taxpayer, promoter

Was property for sale within five years before conservation easement?
If so, asking price? Offers?

Any efforts to sell or offers received after granting of the easement?
Did taxpayer seek any ad valorem tax adjustments? If so, copies of
claims filed and appraisals

Zoning/homeowner/subdivision/historic district restrictions on
property?

Subordination agreements; contemporaneous acknowledgment letter
Copies of all inspection/monitoring reports from Land Trust post-

conservation easement

Form 990

Schedule D, Part IT seeks information from organizations holding

conservation easements and facade easements

Information requested includes:

@]

@]

@]

Number of conservation easements held by an organization
Staff size

Resources dedicated to enforcement

If you represent a land trust or advise clients in selecting an easement holder,

the question should no longer be which organization is “easiest to work with,”

but rather “does the organization have their act together, and are they
adequately funded and staffed?”
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Form 8283

e Land Trust must adopt policies and procedures to ensure proper review and
execution

e If Land Trust thinks no gratuitous transfer has been made or the property
inaccurately described/valued — should it sign Form 8283?

e Headlands — California Federal Court held Land Trust had no obligation to
sign questionable form

What Have We Learned?

e For new conservation easements:
o Don’t be scared to proceed with legitimate easements
» Less than 5% of 2005 easements are under review
» IRSis overwhelmed with current conservation easement projects
o Easement drafter, appraiser, and environmental engineer must coordinate
the preparation of the easement deed, appraisal and baseline documents
o Use experienced conservation easement appraiser and carefully review
appraisal for gaps
o “Find the bird” — more time should be spent documenting existence of
animal and plant life on protected property
o Strictly follow §170(h) regulations — language in easement and supporting
documents
o Substantiation language in deed
» “Holder acknowledges that no goods or services were received in
consideration of the grant of this conservation easement.”
o Consider Private Letter Ruling, but an expensive process and only
addresses the conservation purpose
o Inform client upfront:
» Risk of review/challenge to their conservation easement deduction
» Gift of conservation easement is a separate transaction from
claiming deduction
» Denial of deduction does not mean taxpayer gets development

rights to property back

521576 16



e For existing conservation easements:

o Closely monitor legal and audit developments, particularly in Colorado
and the Tax Court

o Stay in touch with local land trusts, the Land Trust Alliance and other
practitioners

o Consider not extending the statute of limitations — particularly where IRS
claims zero value

o Do not let the IRS succeed with its “zero valuation” method of tax

enforcement
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