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SERIATIM OPENING BRIEF FOR RESPONDENT

PRELIMINARY STATEMENT

This case involves the determination of proposed

deficiencies set forth in respondent's Notices of Deficiency to

petitioners for tax years 2003 through 2008, inclusive. The

court consolidated these cases for trial, brief and opinion on

February 6, 2014. The primary issue in the notices is

respondent's disallowance of a non-cash charitable deduction in

the amount of $5,670,340. There are other issues raised in the

notices issued to petitioners which are addressed in the

Questions Presented below. After taking into account the
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parties' settlement on various issues and respondent's

concessions, the only non-penalty issue is petitioners'

entitlement to the non-cash charitable contribution. In

amendments to the answers, respondent asserted that the 40%

gross valuation misstatement penalty is applicable to

petitioners. On October 5, 2016, this Court issued an order

granting petitioners' oral motion to shift the burden of proof

to respondent. Respondent requests that the Court reconsider

that order because respondent was not provided an opportunity to

fully present a response to petitioners' oral motion.

The parties tried this case before the Honorable Mark V.

Holmes in Birmingham, Alabama, from October 3, 2016, to

October 5, 2016, inclusive. The evidence consists of a written

stipulation of facts with exhibits and oral testimony and

exhibits introduced at trial. Respondent will refer to pages in

the trial transcript as "Tr. ;" paragraphs in the stipulation

of fact as "Stip. par. ;" and exhibits as "Ex. -J."

The briefing schedule was set for respondent's seriatim

opening brief due January 19, 2017, petitioners' seriatim

answering brief due February 27, 2017 and respondent's seriatim

reply brief due April 13, 2017. A Rule 155 computation will be

necessary.
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QUESTIONS PRESENTED

CONSERVATION EASEMENT ISSUES COMMON TO ALL PETITIONERS:

1. Whether petitioners are entitled to a claimed flow-

through non-cash charitable contribution, made by their Limited

Liability Company (LLC), Burning Bush Farms, LLC, in the amount

of $5,395,000.00 for the donation of a conservation easement of

232.96 acres located in Calhoun County, Alabama to the Chattowah

Open Land Trust in 2003.

2. Whether petitioners are entitled to a claimed flow-

through non-cash charitable contribution, made by Burning Bush

Farms, LLC, in the amount of $275,340.00 for the donation of

timber located on 208 acres of land owned by Burning Bush Farms,

LLC, in 2003.

3. Whether the claimed conservation easement was a qualified

conservation contribution, such that it was exclusively for

conservation purposes, protected in perpetuity.

4. Whether petitioners are liable for the I.R.C. § 6662(h)

gross valuation misstatement penalty for the deduction related

to the contribution of the conservation easement.

5. Whether petitioners are liable for the I.R.C. § 6662(a)

accuracy related penalty for the deduction related to the

claimed contribution of the conservation easement and the

claimed contribution of timber.
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ADDITIONAL ISSUES FOR VARIOUS PETITIONERS:

1. Kevin A. Sells, Docket No. 6267-12:

a. Whether petitioner Sells can establish he is entitled

to other expenses on his Schedule C in the amount of $70,247 for

2004. (On August 22, 2016, this Court granted respondent's

motion for partial summary judgment on the issue listed above.)

b. Whether petitioner Sells can establish he is entitled

to the health coverage tax credit in the amount of $5,452 for

2004. (On August 22, 2016, this Court granted respondent's

motion for partial summary judgment on the issue listed above.)

2. Lori Brown-James, Docket No. 6801-12:

a. Whether petitioner Brown-James failed to report

interest income in the amount of $1,286 in tax year 2006.

(Respondent concedes this adjustment.)

3. Freddy H. & Penny J. Welch, Docket No. 6837-12:

a. Whether petitioners Freddy & Penny Welch failed to

report interest income in the amount of $32,509, in tax year

2006. (Petitioners conceded this adjustment in the stipulation

of settled issues filed on December 18, 2014.)

4. Stephen & Lucile Whatley, Docket No. 6838-12:

a. Whether petitioners Stephen & Lucile Whatley are

entitled to flow-through losses from Sheepdog Farm LLC in the

amounts of $87,415, $75,893, $102,252, $88,570 and $146,946 for
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tax years 2004, 2005, 2006, 2007 and 2008, respectively. (This

issue will be addressed in a separately filed brief.)

b. Whether petitioners Stephen & Lucile Whatley failed to

report interest income of $7,437 for tax year 2005. (Respondent

conceded this adjustment in a stipulation of settled issues

filed on October 21, 2014.)

5. Steven & Janine Moses, Docket No. 19246-12:

a. Whether petitioners Steven & Janine Moses failed to

report IRA distributions of $911 in tax year 2004. (Respondent

concedes this adjustment.)

b. Whether petitioners Steven & Janine Moses failed to

report ordinary dividends of $58 and $244, in tax years 2004 and

2005, respectively. (Respondent concedes this adjustment.)

c. Whether petitioners Steven & Janine Moses failed to

report qualified dividends of $59 in tax year 2005. (Respondent

concedes this adjustment.)

d. Whether petitioners Steven & Janine Moses failed to

report interest income of $4 and $8 in tax years 2004 and 2005,

respectively. (Respondent concedes this adjustment.)

6. John & Tammy Davis, Docket No. 13553-13:

Whether petitioners John and Tammy Davis are entitled to a

Net Operating Loss (NOL) of $3,282,715 carryforward in tax year
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2007, or should it be limited to $3,092,194. (Computational

adjus tment. )
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RESPONDENT ' S NARRATIVE OF FACT

Calhoun County, Alabama

The subject property is located near the City of Anniston

which is in Calhoun County, Alabama.¹ Calhoun County, Alabama,

is situated along Interstate 20 in the foothills of the

Appalachian Mountains near Alabama's eastern boundary with

Georgia.2 The county has common amenities such as hospitals,

public transportation, schools and utilities.3 The population of

the county reflects a general population decline from the 1990

census (116,034) to the 2000 census (112,249).4 The population

estimate for 2003 was 112,705 which reflected minimal population

growth from 2000 to 2003.5 Also, the 2000 census reflects that

Calhoun County lagged behind the state overall in terms of

median household income and per capita income.6

Ninety percent of the houses had values less than $150,000

during 2000.7 Calhoun County was previously home to Fort

McClellan but the closing of the fort in 1999 resulted in a

1 Ex. 136-R, at 38.
2 Ex. 136-R, at 31.
3 Ex. 136-R, at 31-32, 35.
4 Ex. 136-R, at 31.
5 Ex. 125-P, at 8.
6 Ex. 136-R, at 31.

Ex. 136-R, at 31-32.
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reduction of military personnel living in the county.8 In 2002,

the Washington Post newspaper reported the presence of PCBs

(polychlorinated biphenyals) in Anniston, Alabama.9 During a "60

Minutes" broadcast on August 31, 2003, an investigative

journalist reported that Anniston was among the most toxic

cities in the country and over 20,000 residents of Anniston

filed suit or received settlements as a result of the

contamination.1° In fact, the Chocolocco Creek Watershed

Alliance was formed to restore the Chocolocco Creek watershed

that was severely polluted by Monsanto.11 During 2003, there was

also widespread publicity of the Anniston Army Depot disposing

of chemical weapons in Anniston.¹²

Although the general economy was good, an excess supply of

houses available in the market on 2003 negatively impacted the

demand for additional housing in Calhoun County.¹³ The nearby

City of Oxford, Alabama, is home to the Cider Ridge Golf Course,

a 6,976-yard, par 72, 18-hole regulation golf course located in

Ex. 136-R, at 32.
Ex. 136-R, at 33-34; Tr. 443, L. 18-24.
Ex. 136-R, at 33-34.
Tr. 153, L. 6-14.

2 Ex. 136-R, at 34; Tr. 444, L. 5-9.
¹³ Ex. 136-R, at 31-32; Ex. 125-P, at 59-62; Tr. 441, L. 4-8; Tr.
443, L. 7-10; Tr. 459, L. 16-18.
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the foothills of the Appalachian Mountains.14 Development of the

Cider Ridge Golf Course began in early 2002 and platted 290

lots.¹³ Cider Ridge only sold 28 lots as of December 29, 2003,

which indicates an average adsorption rate of 1.17 lots sold per

month.16 As of December 29, 2003, it would have taken over 18

years for Cider Ridge, a high-end subdivision based on lot

prices and amenities, to sell out its existing lots.¹7 The

excess inventory is evidenced by the fact that unsold lots in

Cider Ridge still existed thirteen years later at the time of

trial in 2016.¹ª Also, Cider Ridge's inability to sell lots and

the expensive costs of developing a mountainous property

resulted in Cider Ridge filing Chapter 11 bankruptcy on May 19,

2005.¹9

In addition to Cider Ridge, the Lazy Brooke subdivision

consisted of 94 platted lots in the City of Oxford.2°

Development of Lazy Brooke began in late 2000.2¹ As of

December 29, 2003, Lazy Brooke only sold 51 of its originally

¹4 Ex. 136-R, at 39.
¹³ Ex. 125-P, at 61; Tr. 457, L. 19-22.
16 Ex. 125-P, at 61; Tr. 459, L. 1-9.
¹7 Ex. 125-P, at 61; Tr. 458, L. 6-15; Tr. 480, L. 1-9.
¹ª Tr. 459, L. 22-23.
¹9 Stip. par. 192; Ex. 121-R.
2° Ex. 125-P, at 59.
21 Ex. 125-P, at 59.
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platted 94 lots.22 Based on its average monthly absorption rate

of 1.31 lots sold per month, Lazy Brooke would take an

additional two and a half years to sell out its remaining lots

as of December 29, 2003.23

The Edgefield Farms subdivision began in mid-2002 and

consisted of 112 platted lots in the City of Anniston.24 As of

December 29, 2003, Edgefield Farms had only sold 16 of its

originally platted 112 lots.25 Based on its average monthly

absorption rate of 0.94 lots sold per month, Edgefield Farms

would take an additional eight and a half years to sell out its

remaining lots as of December 29, 2003.26

Excess inventory of lots also existed in the Laurel Ridge

and Meadow Lakes subdivisions as of December 29, 2003.27

History of the Subject Property

On November 10, 1999, petitioners Steven and Janine Moses

purchased a 398 acre parcel of land located in Calhoun County,

Alabama for about $2,400,000.2° Steven and Janine Moses took out

22 Ex. 125-P, at 59.
23 Ex. 125-P, at 59.
24 Ex. 125-P, at 60.
25 Ex. 125-P, at 60.
26 Ex. 125-P, at 60.
27 Ex. 125-P, at 58, 62; Tr. 459, L. 16-18.
28 Stip. par. 108; Tr. 147, L. 1-16.
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a mortgage on the parcel of land to finance the purchase.25 That

parcel of land consisted of approximately 161 acres of flatland

and 234 acres of mountainous land.3°

During early 2001, Steven and Janine Moses attempted to put

the entire parcel up for auction.31 However, the parcel did not

sell at auction.32 On August 31, 2001, after the auction ended

with no bids, the Calhoun County Economic Development Council

negotiated a purchase of the 161 acres of the northern portion

of the parcel that consisted of flatland for $1,372,750.33 The

flatland portion of the property was the better portion of the

property in terms of development compared to the southern

mountainous portion of the property.34 Steven and Janine Moses

retained the remaining 232.96 acres of mountainous land.3° No

buyer (e.g., developer or otherwise) expressed an interest in

purchasing the mountainous land.36

The Burning Bush Property

On August 8, 2002, Burning Bush Farm, LLC (Burning Bush)

filed a Certificate of Formation with the Alabama Secretary of

25 Tr. 155, L. 18-21; Tr. 156, L. 13-14.
3° Tr. 155, L. 1-4.
31 Tr. 154, L. 22-23.
32 Ex. 125-P, at 48.
33 Ex. 125-P, at 48; Tr. 155, L. 1-7.
34 Tr. 768, L. 14-16; Tr. 783, L. 3-9.
35 Tr. 155, L. 3-4.
36 Entire record.
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State.37 Between 2002 and 2007, Burning Bush was a partnership

and Kevin Sells, Charlie Williams, Steven Moses, Freddy Welch,

Jay Pumroy, John Davis, Lori Brown-James and Stephen Whatley.3°

Each owned a 12.5% membership interest in Burning Bush.39

On August 8, 2002, petitioners Steven and Janine Moses sold

the subject property to Burning Bush for $1,400,000.4° According

to the Warranty Deed dated August 6, 2002, the Burning Bush

property consisted of 232.96 acres of land located in Calhoun

County, Alabama on December 29, 2003.4¹ At the time Burning Bush

granted the easement, two mortgages encumbered the Burning Bush

property: one with SouthTrust Bank and one with Steven Moses

and Janine Moses.42 On December 29, 2003, Burning Bush granted a

deed of easement over its property in favor of The Chattowah

Open Land Trust, Inc. (a § 501(c)(3) entity).43 On its Form 1065

for taxable year 2003, Burning Bush claimed a non-cash

charitable contribution for the donation of the conservation

easement in the amount of $5,395,000.44 Burning Bush also

37 Stip. par. 97.
38 Stip. par. 98.
39 Stip. par. 98.
4° Stip. par. 107; Tr. 156, L. 18-21.
4¹ Stip. par. 107, Ex. 52-J; Ex. 136-R, at 25-26; Tr. 777, L. 17-
24; Ex. 61-J; Ex. 62-J.
42 Stip. par. 109, 110; Ex. 136-R, at 27; Tr. 157, L. 4-7.
43 Stip. par. 111; Ex. 55-J; Ex. 136-R, at 28.
44 Stip. par. 99 and 125.
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claimed a non-cash charitable contribution in the amount of

$275,340.00 for the alleged donation of timber located on 208

acres of land owned by Burning Bush Farms, LLC, in 2003.4° Each

partner reported their respective share of the deduction from

Burning Bush on their income tax returns.46

The Burning Bush property (subject property) is located

within the boundary and along the northern edge of the Talladega

National Forest.4 The subject property is an irregular-shaped

parcel of predominantly wooded land in Calhoun County.48 The

subject property contains several branches of the Dry Creek

tributary and rises to two peaks.49 The subject property

consists of ranges from 650 feet above sea level along the creek

to 1,060 feet above sea level at the two peaks of the property.5°

The majority of the subject property has slopes that exceed 20%

in grade with several areas exceeding 50% in grade.5¹ The

subject property can best be described as unimproved wooded

mountainous land with steep slopes in certain areas.52 Over 85%

45 Ex. 49-J, at Bates Number 001494.
45 Stip. par. 98, 126.
47 Ex. 136-R, at 38.
48 Ex. 136-R, at 40.
49 Ex. 136-R, at 41.
5° Ex. 136-R, at 41; Tr. 606, L. 2-5.
SI Ex. 135-R, at 4 and Exhibit 5 (Slope Map).
52 Ex. 136-R, at 41, 47.
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of the soil on the subject property is stony rough land, slate.53

The stony rough land, slate makes potential residential

development more expensive.54 There is road access at one point

on the western portion of the property to CC Road."

The Burning Bush property is also located in a flood plain

that covers a portion of the northwest property acreage.se There

was telephone and electric service access as of December 29,

2003.57 Public water did not extend to the subject property and

would have to be extended to the subject property to make it

habitable.5° Septic systems could be installed subject to county

subdivision regulations." The subject property was not zoned

but remained subject to county subdivision regulations.6°

The Burning Bush property was not part of the City of

Oxford as of December 29, 2003.61 There were no plans in effect

to annex the Burning Bush property into the City of Oxford as of

December 29, 2003, or any time thereafter.62

53 Ex. 136-R, at 43; Ex. 135-R, at 5 and Exhibit 7 (Soils Map);
Tr. 606, L. 18-22; Tr. 607, L.
54 Ex. 136-R, at 44, Tr. 607, L

Ex. 136-R, at 42.
56 Ex. 136-R, at 42.

Ex. 136-R, at 43.
58 Ex. 136-R, at 43.

Ex. 136-R, at 43.
6° Ex. 136-R, at 47; Ex. 135-R,
el Ex. 136-R, at 40.
62 Entire record.

1-6.
. 4-6; Ex.

at 5.

135-R, at 4-5.
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Subordination Agreements

On or about August 6, 2002, the Burning Bush partners

executed a promissory note in favor of SouthTrust Bank in the

amount of $1,130,806.84 in connection with the purchase of the

subject property.63 The SouthTrust Bank mortgage and promissory

note make no reference to a subordination agreement.64 The

SouthTrust Bank mortgage encumbered the subject property at the

time the deed of easement was granted.6° SouthTrust Bank

retained a right to foreclose on the subject property if Burning

Bush defaulted on the terms of the promissory note.66

On or about August 6, 2002, the Burning Bush partners

executed a second mortgage in favor of Steven and Janine Moses

in the amount of $219,016.64 in connection with the purchase of

the subject property.67 The Moses second mortgage makes no

reference to a subordination agreement.68 The Moses second

mortgage encumbered the subject property at the time the deed of

easement was granted.69 Steven and Janine Moses retained a right

to foreclose on the subject property if Burning Bush defaulted

63 Stip. par. 172; Ex. 105-R.
64 Stip. par. 109; Ex. 53-J; Stip. par. 172; Ex. 105-R.
65 Stip. par. 109; Ex. 53-J.
66 Ex. 53-J, at 4.
67 Stip. par. 110; Ex. 54-J.
68 Ex. 54-J.

69 Stip. par. 110; Ex. 54-J.
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on the terms of the promissory note.7°

On December 8, 2005, Burning Bush refinanced the mortgages

with Cheaha Bank and the prior mortgagees executed releases.7¹

The deed of conservation easement references the SouthTrust

Bank and Moses mortgages.72 However, the deed of conservation

easement makes no reference to any subordination agreements.73

On May 23, 2007, the Internal Revenue Service mailed petitioner

Steven Moses (Tax Matters Partner for Burning Bush) a letter

notifying Mr. Moses that Burning Bush's partnership tax return

for 2003 was under examination.74

On January 14, 2008, Burning Bush recorded subordination

agreements for the SouthTrust Bank and Moses mortgages.

Paragraph 8 of both subordination agreements expressly state

that, "This agreement shall be recorded immediately after the

Easement."76 Both subordination agreements indicate the

agreement is "Effective the 29th day of November, 2003," instead

of an execution date of the agreement.

Ex. 54-J.
Stip. pars. 113-117.

2 Stip. par. 111; Ex. 55-J, at Deed 3042 Page 484.
Ex. 55-J.
Ex. 170; Ex. 103-R.
Ex. 61-J, 62-J.
Ex. 61-J, 62-J.

Ex. 61-J, 62-J.
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Indeed, the deed of easement states:

Grantee, by its execution hereof, accepts the foregoing
grant of the Conservation Easement, and the recordation of

this Deed shall constitute a "recordation of the
acceptance" by Grantee within the meaning of Code of
Alabama § 35-18-2(b). Upon the recordation hereof, Grantee
shall be entitled to enforce the Conservation Easement
pursuant to Code of Alabama § 35-18-3.78

Two of Burning Bush's partners, Pumroy and Brown-James,

were real estate attorneys familiar with recording documents.79

None of the witnesses who testified at trial could recall when

the subordination agreements were executed.8° Katherine Eddins,

who was Executive Director of the land trust that received the

easement, could not recall seeing the final executed

subordination agreements.8¹ The subordination agreements were

not executed prior to the granting of the conservation easement

on the subject property on December 29, 2003.82

Work Performed by Mike Rogers

Respondent retained Mike Rogers, MAI, SRA, AI-GRS, to

prepare a valuation of the conservation easement at issue.83 Mr.

Rogers is experienced and holds all necessary professional and

educational credentials that support an accurate valuation of

Ex. 55-J, at Deed 3042 Page 484.
Tr. 169, L. 3-7; Tr. 372, L. 22-24; Tr. 373, L. 2-4, 16-20.
Tr. 173, L. 16-20; Tr. 175, L. 12-14; Tr. 332, L. 23-25.
Tr. 329, L. 5-7; Tr. 332, L. 3-10; Tr. 332, L. 23-25.

2 Entire record.
3 Ex. 136-R; Tr. 690, L. 2-11.
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the conservation easement at issue.84 Mr. Rogers is licensed to

appraise real estate in Alabama and has been appraising real

estate in Alabama for over 10 years.85 Mr. Rogers valued the

Burning Bush property as of the date the easement was granted

over the property: December 29, 2003.86 Mr. Rogers correctly

recognized that the subject property consisted of 232.96 acres.

Mr. Rogers valued the property before the easement was granted

and then determined the diminution in value after the easement

was granted.88

Based on his analysis, the Burning Bush property had a

value before placement of the easement in the amount of

$1,280,000 and a value after placement of the easement in the

amount of $350,000.88 Therefore, the value of the conservation

easement is $930,000.8° To reach his conclusion of value, Mr.

Rogers employed both a Sales Comparison approach and an income

based approach to determine the fair market value of the

84 Ex. 136-R, at 15-19; Tr. 679, L. 4-23; Tr. 680, L. 7-42; Tr.
681, L. 1-23; Tr. 682, L. 10-12.
85 Ex. 136-R, at 15; Tr.682, L. 19-24; Tr. 682, L. 25; Tr. 683,
L. 1-16.
86 Ex. 136-R.

87 Ex. 136-R, at 2, 8, 26; Ex. 52-J.
88 Ex. 136-R, at 20.
88 Ex. 136-R, at 5.
8° Ex. 136-R, at 5.
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conservation easement.9¹

Mr. Rogers personally inspected the subject property,

researched the local real estate market and gathered relevant

information to determine the correct fair market value of the

conservation easement.92 Mr. Rogers looked for other similar

properties (including topography) to the subject property in his

sales comparison analysis.93 The tax assessor reported a value

of the subject property in 2003 in the amount of $231,310 and a

current use assessed value of $103,219.94

Mr. Rogers worked with Mark Llewellyn, Sr., P.E.

(Professional Engineer), to evaluate the development potential

of the subject property. After performing that research, Mr.

Rogers determined that the highest and best use of the subject

property on the valuation date was for future single family

residential development.96 Due to the large quantity of

inventory (e.g. lots and houses) still on the market,

specifically lots in nearby Cider Ridge, a superior residential

subdivision with hundreds of unsold lots as of the valuation

date, and the costs associated with developing the subject

9¹ Ex. 136-R, at 56.
92 Ex. 136-R, at 29; Tr. 687, L. 17-25; Tr. 688, L. 1.
93 Tr. 693, L. 12-20.
94 Ex. 136-R, at 30.

Ex. 136-R, at 47.
Ex. 136-R, at 47.
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property, the immediate development of the subject property did

not make economic sense."

Building a residential subdivision on the subject property

was physically possible and legally permissible, but not

economically feasible.°° The costs involved based on the

topography of the subject property and the market demand for

further residential houses did not make the immediate

development of a residential subdivision a financially viable

venture at the valuation date." Therefore, the highest and best

use of the subject property as of the valuation date was interim

recreation and silviculture use and speculation on future

residential development.¹°°

Before Value: Comparable Land Sales

Mr. Rogers researched the subject property's neighborhood

and located four comparable land sales for the "before" value

circumstance.¹°¹ The comparable land sales had the same highest

and best use as the subject property.1°2

Land Sale 1, located in Calhoun County, was wooded mountain

acreage similar in topography, shape, zoning, utilities, size

Ex. 136-R, at 47.
Ex. 136-R, at 54-55.
Ex. 136-R, at 54-55.
Ex. 136-R, at 54-54.

¹°¹ Ex. 136-R, at 57-73.
¹°2 Ex. 136-R.
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and road access as the subject property.1°3 However, Land Sale 1

had inferior natural amenities to the subject property.¹°4 Land

Sale 1 sold on November 2003 for $1,453 per acre.¹°³ Because

Land Sale 1 is inferior to the subject property, the subject

property would command a price per acre in excess of $1,453

($4,359 as adjusted).¹°6

Land Sale 2, located in Calhoun County, was gently rolling

pasture acreage with similar utilities and zoning to the subject

property.¹°7 Land Sale 2 had superior road access, topography

and size (i.e., smaller than the subject property) to the

subject property.¹°° Land Sale 2 was inferior with respect to

timber contribution and natural amenities to the subject

property.¹°° Land Sale 2 sold on November 2003 for $6,820 per

acre.11° Because Land Sale 2 is superior to the subject

property, the subject property would command a price per acre

less than $6,820.¹¹¹

Land Sale 3, located in Calhoun County, is the subject

¹°³ Ex. 136-R, at 57-59, 70-73.
¹°4 Ex. 136-R, at 57-59, 70-73.
¹°³ Ex. 136-R, at 57-59, 70-73.
¹°6 Ex. 136-R, at 57-59, 70-73.
¹°7 Ex. 136-R, at 60-62, 70-73.
¹°° Ex. 136-R, at 60-62, 70-73.
¹°° Ex. 136-R, at 60-62, 70-73.
¹¹° Ex. 136-R, at 60.
¹¹¹ Ex. 136-R, at 60-62, 70-73.
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property.¹¹² Steven Moses and Janine Moses sold the subject

property to Burning Bush on August 6, 2002, for $6,310 per

acre.¹¹³ Given the relationship between the parties in this

case, the sale to Burning Bush may not have been an arm's length

transaction.¹¹4 The sale indicates a potential range of values

for the subject property as of December 29, 2003, because only

16 months lapsed from the purchase of the subject property to

the granting of the conservation easement over the property.115

The 96% loan to value financing of the purchase of the property

is favorable financing that indicates the value of the subject

property, as of December 29, 2003, is lower than the $6,310

purchase price because the average buyer would not be able to

obtain 96% loan to value financing.¹¹6

Land Sale 4, located in Calhoun County, was wooded gently

rolling acreage with similar zoning, utilities and shape as the

subject property.¹¹7 Land Sale 4 had superior road access,

timber contribution, topography, and size in comparison to the

subject property.¹¹² Land Sale 4 had inferior natural

¹¹² Ex. 136-R, at 63-65, 70-73.
¹¹³ Ex. 136-R, at 63-65, 70-73.
ll4 Ex. 136-R, at 64.
¹¹³ Ex. 136-R, at 63-65, 70-73.
¹¹6 Ex. 136-R, at 63-65, 70-73.
¹¹7 Ex. 136-R, at 66-68, 70-73.
¹¹ª Ex. 136-R, at 66-68, 70-73.



Docket No. 6267-12 et al. - 23 -

amenities.¹¹9 Land Sale 4 sold on September 2001 for $2,174 an

acre.¹²° When adjusted, Land Sale 4's price per acre is

$7,174.121 Because Land Sale 4 is superior to the subject

property, the subject property would command a sales price per

acre of less than $7,174.122

After selecting comparable land sales similar to the

subject property, Mr. Rogers made adjustments to the price per

acre for the various comparables to take into account variations

in size, topography, location, etc.¹²³ The adjusted land sale

prices resulted in three comparable land sales being superior to

the subject property and one land sale being inferior to the

subject property.¹²4 This analysis indicates that the price per

acre of the subject property before granting the easement had to

be in excess of inferior Land Sale 1 ($4,359/acre adjusted) but

less than superior Land Sales 2, 3 and 4 ($6,319/acre being the

lowest superior land sale).¹²³ Mr. Rogers selected a price per

acre within the range of the inferior land sale and the superior

land sale to arrive at a price per acre in the before

¹¹9 Ex. 136-R, at 66-68, 70-73
¹²° Ex. 136-R, at 66.
121 Ex. 136-R, at 73.

¹²² Ex. 136-R, at 66-68, 70-73.
¹²³ Ex. 136-R, 70-73.
124 Ex. 136-R, at 73.

¹²³ Ex. 136-R, at 73.
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circumstance of $5,495 ($1,280,000 in total).¹²6

Before Value: Subdivision Analysis

Mr. Rogers also performed a Subdivision Analysis.¹²7 Mr.

Rogers and Mr. Llewellyn, Sr., prepared a proposed subdivision

plan for the subject property.¹²² Mark Llewellyn, Sr., is a

Professional Engineer licensed in the State of Alabama.129 He

possesses the necessary education and experience to determine

the development potential of a parcel of land and the associated

costs of development.¹³° The subdivision plan takes into

consideration the topography, county subdivision regulations and

other physical features of the subject property.¹³¹

Mr. Rogers and Mr. Llewellyn, Sr., prepared a land

development plan with the goal of maximizing the landowner's

profit from developing the property.¹³² The conceptual plan

encompassed 166 residential lots of varying sizes, with open

spaces reserved for a clubhouse and parks.133 The hypothetical

subdivision would be sold in three phases in order to minimize

expensive outlays as long as possible and to maximize sales

126 Ex. 136-R, at 73.
127 Ex. 136-R, at 74.
¹²ª Tr. 609, L. 4-6.
¹²9 Tr. 590, L. 18-25.
¹³° Ex. 135-R; Tr. 590, L. 18-25; Tr. 591, L. 1-23
¹³¹ Tr. 609, L. 8-14.
¹³² Ex. 136-R, at 48-49.
¹³³ Ex. 136-R, at 48-50.
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revenue by selling premium lots early on.¹³4

Mr. Rogers referenced similar residential subdivisions in

the local market to determine the appropriate lot prices for

respondent's plan as of December 29, 2003.¹³³ The market data

reveals that the unit pricing for any lot in respondent's plan

should not exceed $2.00 per square foot because those unit

prices are only observed in the Cider Ridge subdivision which is

superior to the subject property.¹³6

After determining the retail price for each of the 166

residential lots, Mr. Rogers calculated an absorption rate that

would determine how fast each lot in the subdivision would

sell.137 Based on the market for lots on sloping topography, a

developer would be able to sell two lots per month in

respondent's plan.¹³ª

Mr. Rogers consulted with Calhoun County officials to

determine the appropriate tax assessment rates on the lots.139 A

developer selling the lots would also incur closing costs,

stamps on deeds, advertising, legal, maintenance and accounting

¹³4 Ex. 136-R, at 50-51.
135 Ex. 136-R, at 74-76.
136 Ex. 136-R, at 74-76.
¹³7 Ex. 136-R, at 80.
¹³ª Ex. 136-R, at 80.
139 Ex. 136-R, at 81.
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expenses in the development and sale of the lots."° Sales costs

would be 3% of sales and closing costs would be 1% of sales.¹4¹

Developer overhead and profit are 10% of sales.¹42

To determine the appropriate costs to develop the subject

property, Mr. Llewellyn, Sr., researched Alabama Department of

Transportation Bids (ADOT) for 2003 and used engineering

software."3 ADOT provides a large database of actual

construction costs for items involved in development of the

subject property.144 After analyzing the ADOT database and

considering the stony land, mountainous topography, multiple

tributaries, and county subdivision regulations applicable to

the subject property, Mr. Llewellyn, Sr., determined that the

costs to develop each phase is as follows:

Phase 1 $3,599,160
Phase 2 $2,095,200
Phase 3 $1,250,400
Total $6,944,760¹45

The Assistant County Engineer for Calhoun County agreed

that Mr. Llewellyn, Sr.'s, costs for development of the subject

¹4° Ex. 136-R, at 81.
¹4¹ Ex. 136-R, at 81.
¹42 Ex. 136-R, at 81.
"3 Ex. 135-R, at 9; Tr. 611, L. 3-13; Tr. 612, L. 24-25; Tr.
613, L. 2-9.
144 Ex. 135-R, at 9.

"3 Ex. 135-R, at 9-10, and Attachment E (Conceptual Opinion of
Probable Cost) - contains itemized breakdown of each cost.
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property appeared accurate."6 In Mr. Llewellyn, Sr.'s

experience, most contractors are unable to bid or develop a

project for less than Mr. Llewellyn, Sr.'s, opinion of probable

cost.

After factoring in the revenue, costs, absorption rate and

discount rate for the plan, an investor in the subject property

would have incurred a net loss on the investment of $625,000 on

December 29, 2003 (see Exhibit A)."3 Due to the loss incurred

on immediate development of the property, the highest and best

use of the subject property was for interim recreation and

silviculture use and speculation on future residential

development (i.e., when market demand increases lot prices

sufficiently to offset the costs of development)."9 The

escalating value of real estate in late 2005 and early 2006 may

have been the earliest time when the lot prices would have

exceeded the costs of development and made a subdivision

economically feasible. This is further evidenced by the fact

that Cider Ridge eventually resumed selling lots and operating

ue Tr. 738, L. 13-20.
"7 Tr. 596, L. 22-25, Tr. 597, L. 1-16.
"3 Ex. 136-R, at 82 - Exhibit A corrects the math error in the
cash flow analysis.
"9 Ex. 136-R, at 82.
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after filing bankruptcy in 2005.¹³°

After Value

The deed of easement imposed limitations on the development

potential of the subject property.151 For instance, residential

development was limited, and thus, revenue generating potential

uses were curtailed.¹³² The reserved rights by the members of

Burning Bush allow for some minor residential development and

continued recreational use.¹³³ The highest and best use of the

subject property after granting the easement is speculation on

future residential development.¹³4

Mr. Rogers located five closed sales transactions that were

comparable to the subject property in the after condition.155

All five land sales are located in Calhoun County, Alabama.156

The size of each comparable is reasonably similar to the subject

property and the topography of each comparable is similar to the

subject property.¹" All of the comparables are unimproved land

not subject to zoning restrictions.155

l³° Ex. 121-R; Ex. 125-P, at 61.
¹³¹ Ex. 136-R, at 83.
¹³² Ex. 136-R, at 83-86; Ex. 55-J.
¹³³ Ex. 136-R, at 83-86; Ex. 55-J.
¹³4 Ex. 136-R, at 89.
¹³³ Ex. 136-R, at 90.
¹³6 Ex. 136-R, at 91-106.
19 Ex. 136-R, at 91-106.
¹³³ Ex. 136-R, at 91-110.
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After adjusting for the differences between the subject

property and the comparables, Mr. Rogers determined that the

subject property had an after value of $350,000 as of

December 29, 2003.¹³9

George Galphin, Jr.'s Report

Petitioners retained George Galphin, Jr., to prepare a

valuation of the conservation easement in this case.¹6° As of

the time Mr. Galphin prepared his report in this case, he had

only been licensed to appraise real estate in Alabama for about

one year.¹6¹ Also, Mr. Galphin viewed the original appraisal

prepared by David Roberts.162 Mr. Galphin knew the amount of the

deduction claimed by the petitioners before he prepared his own

valuation of the easement.¹63 In fact, Mr. Galphin took the same

land development plan used by Mr. Roberts and included it in his

own report.1"

Mr. Galphin performed a sales comparison approach and an

income approach to value the easement.165 Mr. Galphin put more

weight on the income approach instead of the sales comparison

159 Ex. 136-R, at 110.
16° Ex. 125-P.
¹61 Tr. 551, L. 4-10.
162 Tr. 478, L. 7-13.
163 Tr. 478, L. 7-13.
1" Ex. 125-P, at 23; Ex. 56-J, at bates number 001586.
165 Ex. 125-P.
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approach.166

In performing his background research of Calhoun County,

Mr. Galphin copied and pasted portions of promotional materials

for a shopping center called the Oxford Exchange into his

report.¹67 The Oxford Exchange was developed by Burning Bush

member and petitioner John Todd Davis.168 Mr. Galphin failed to

include the discovery of PCBs and the related contamination in

Anniston in the background of his report, despite being aware of

the events.169 He was also aware of the publicized disposal of

chemical weapons in Anniston, but failed to include that

information as well.17° The discovery of PCBs and disposal of

chemical weapons in Anniston were not in the Oxford Exchange

marketing materials.¹7¹ Finally, Mr. Galphin included amenities

in his background of Calhoun County that would not be completed

until years after the valuation date.¹72

In preparing to value the subject property, Mr. Galphin did

not research basic facts, such as the soil composition of the

166 Tr. 431, L. 14-18.
¹67 Tr. 445, L. 12-15; Ex. 126-R; Tr. 449, L. 5-8.
¹68 Tr. 445, L. 12-15; Ex. 126-R.
169 Tr. 443, L. 18-25; Tr. 444, L. 1-13.
17° Tr. 444, L. 4-13.
171 Ex. 126-R.

172 Tr. 454, L. 4-9.



Docket No. 6267-12 et al. - 31 -

property."3 Mr. Galphin admitted that he would need an engineer

to determine whether the property could even be developed.174

Mr. Galphin never directly consulted with an engineer."3 Also,

Mr. Galphin never investigated any other land development

plan."6 Instead, he relied upon the plan given to him by the

petitioners that may have been altered before he received it."

Mr. Galphin had no explanation for inconsistencies in the plan

provided to him.178

Mr. Galphin assumed that immediate residential development

was the highest and best use of the subject property."9 Mr.

Galphin located five land sales he believed were comparable to

the subject property.¹²° In Mr. Galphin's sales comparison

approach, he did not select a single comparable land sale with

similar topography to the subject property.¹ª¹ Three of the land

sales were government purchases which even Mr. Galphin admitted

could lead to an inflated price.182 Finally, only one of the

comparable land sales was located in Calhoun County and that

173 Tr. 454, L. 22-23; Tr. 455, L. 10-12.
174 Tr. 454, L. 24-25; Tr. 455, L. 1-12.
"3 Tr. 493, L. 1-20; Tr. 494, L. 7-19.
¹76 Tr. 490, L. 12-19.
¹77 Tr. 490, L. 12-19; Tr. 492, L. 9-19.
"3 Tr. 493, L. 1-20.
¹79 Ex. 125-P.
18° Ex. 125-P.
IB1 Ex. 125-P; Tr. 470, L. 2-6.
182 Tr. 470, L. 7-18.



Docket No. 6267-12 et al. - 32 -

sale was by a related party to this case.¹²³

Mr. Galphin also performed a subdivision analysis on the

subject property.184 Mr. Galphin acknowledged that certain lots

in the subdivision plan were located in a flood plain and some

lots were platted in the middle of a planned lake for the

subdivision.185 Mr. Galphin explained that the conceptual plan

proposed by the petitioners would likely be modified if the

property were actually developed.¹²6 But Mr. Galphin's opinion

of value is based on the conceptual plan in his report, not a

modified or practical version of that plan.

Mr. Galphin's lot prices were based on unsupported sales

data and his subjective opinion of views from various lots.18e

Mr. Galphin was unable to provide any objective explanation of

how he arrived at his costs for his subdivision plan.¹ª9 Also,

many of the lots in Mr. Galphin's plan could not be developed

based on county subdivision regulations (see Exhibit B).19°

183 Ex. 125-P; Tr. 470, L. 19-25.
184 Ex. 125-P.
¹ª³ Ex. 125-P, at 22-23; Tr. 483, L. 24-25; Tr. 484, L. 1-3.
¹²6 Tr. 483, L. 1-15; Tr. 484, L. 1-16; Tr. 545, L. 12-21.
¹²7 Ex. 125-P.
¹ªª Tr. 487, L. 19-21; Tr. 512, L. 20-25; Tr. 513, L. 1-11; Tr.
515, L. 10-18.
¹²9 Tr. 495, L. 14-22; Tr. 496, L. 3-25; Tr. 497, L. 1-18; Tr.
498, L. 1-25; Tr. 499, L. 1-5; Tr. 500, L. 19-23; Tr. 501, L.
21-23; Tr. 502, L. 15-22; Tr. 505, L. 11-19; Tr. 507, L. 21-25.
19° Ex. 135-R, Attachment B (Regulations) at 26; Ex. 135-R, at
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Mr. Galphin applied the sales comparison approach in the

after value circumstance."¹ Mr. Galphin selected four

comparables land sales in his after value."2 Three of the four

land sales did not occur in the State of Alabama.¹² Mr.

Galphin's second and fourth comparable land sales were multiples

in size compared to the subject property."4 Mr. Galphin's first

comparable land sale occurred more than two years after the

valuation date at issue."3

Penalties

On August 17, 2016, respondent filed motions for leave to

file amendment to answer and corresponding amendments to answer

in all docket numbers except 6267-12 (Kevin Sells). The

amendments to answer asserted an increase to the I.R.C.

§ 6662(a) penalty for a gross valuation misstatement.

Respondent's counsel Christopher A. Pavilonis made the initial

determination to seek a gross valuation penalty by drafting each

of respondent's motions and amendments to answer which Associate

Area Counsel A. Gary Begun approved in writing by initialing

Attachment C (Regulations), p. 23-24; Tr. 846, L. 23-25; Tr.
847, L. 1-25; Tr. 848, L. 1-25; Tr. 849, L. 1-25; Tr. 850, L. 1-
3.
"1 Ex. 125-P.
"2 Ex. 125-P; Tr. 546, L. 10-12.
1" Ex. 125-P; Tr. 546, L. 10-12.
"4 Ex. 125-P; Tr. 546, L. 21-25; Tr. 547, L. 1-3.
"3 Ex. 125-P; Tr. 547, L. 4-9.
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(agb) on the drafts. Mr. Begun is Mr. Pavilonis's immediate

supervisor. On November 20, 2016, the Court granted

respondent's motion for leave to file the amendments to answer,

and respondent's answers were thereby amended to assert the 40

percent penalty.

Burning Bush valued the conservation easement at

$5,395,000."6 The amounts petitioners reported on their Federal

income tax returns reflected this claimed value.¹" This

valuation was premised on the conclusion that the 232.96 acres

of property for which Burning Bush granted a conservation

easement diminished in value by $5,395,000."3 Respondent's

expert Mike Rogers established that the easement is correctly

valued at $930,000, which is based on a diminution in the

property's value of $930,000 as a consequence of the conveyance

of the easement."9 Petitioners' valuation of $5,395,000 is

greater than 400% of the correct value of the conservation

easement.2°°

B6 Ex. 49-J.

1" Entire record.
"8 Ex. 49-J.
"9 Ex. 136-R.
2°° 5,395,000/930,000 = 580%
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ULTIMATE FINDINGS OF FACT

1. Petitioners' did not protect the subject property in

perpetuity due to their failure to timely execute and record the

mortgage subordination agreements.

2. The subject property declined in value in the amount

of $930,000 as a resulting of placing the conservation easement

over the subject property.

3. Petitioners' grossly overvalued the conservation

easement on their income tax returns and the I.R.C. § 6662(h)

penalty applies.

4. If the I.R.C. § 6662(h) penalty does not apply, the

I.R.C. § 6662(a) penalty should apply because petitioners have

not established a defense to the penalty.

5. Petitioners should bear the burden of proof as to

establishing the timber contribution value claimed on their

original Form 1065 for Burning Bush. The remaining issues

should be resolved on the preponderance of the evidence for non-

legal issues.
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POINTS RELIED UPON

On August 8, 2002, Burning Bush purchased a 232.96 parcel

of wooded mountainous land located in Calhoun County, Alabama,

from petitioners Steven and Janine Moses for $1,400,000. On

December 29, 2003, Burning Bush granted a conservation easement

over the subject property. At the time Burning Bush granted the

easement, two mortgages encumbered the Burning Bush property.

Petitioners failed to timely execute and record subordination

agreements for the two mortgages encumbering the Burning Bush

property. On its Form 1065 for taxable year 2003, Burning Bush

claimed a non-cash charitable contribution for the donation of

the conservation easement in the amount of $5,395,000.

At the time Burning Bush granted the easement over the

subject property, Calhoun County, Alabama, had an excess supply

of lots and houses on the market. Immediate development of the

subject property would result in a financial loss because the

cost to develop the subject property exceeded the lot prices as

of December 29, 2003. Based on a comparable sales analysis and

a subdivision analysis, the highest and best use of the subject

property was speculation and future residential development.

Comparable land sales in the subject property's neighborhood

reflect that the property was worth $1,280,000 before granting
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the easement. It was worth $350,000 after granting the easement.

Therefore, the value of the conservation easement is $930,000.

Petitioners claimed a value for the conservation easement

that exceeded 400% of the correct value of the easement. As a

result, they are liable for the I.R.C. § 6662(h) gross valuation

misstatement penalty. Petitioners are also liable for the

I.R.C. § 6662(a) accuracy-related penalty for the portion of the

underpayment attributable to the claimed donation of timber.

Petitioners Welch and Williams did not appear at trial to assert

a defense to these penalties. The petitioners that did appear

failed to establish a defense to the penalties.
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ARGUMENT

I. Burden of Proof

Except as otherwise provided by statute or determined by

the Court, the Commissioner's determinations are presumed

correct, and the taxpayer bears the burden of proving that those

determinations are erroneous. Tax Court Rule 142(a); Welch v.

Helvering, 290 U.S. 111, 115 (1933).

I.R.C. § 7491 shifts the burden of proof from the taxpayer

to the Commissioner as to discrete factual issues only if

certain conditions are met. Discussing that section, this Court

has explained:

Section 7491(a)(1) provides that if, in any court
proceeding, the taxpayer introduces credible evidence
with respect to factual issues relevant to
ascertaining the taxpayer's liability for a tax (under
subtitle A or B), the burden of proof with respect to
such factual issues will be placed on the
Commissioner. For the burden to be placed on the
Commissioner, however, the taxpayer must comply with
the substantiation and record-keeping requirements of
the Internal Revenue Code. See sec. 7491(a)(2) (A) and
(B). In addition, section 7491(a) requires that the
taxpayer cooperate with reasonable requests by the
Commissioner for "witnesses, information, documents,
meetings, and interviews". Sec. 7491(a)(2)(B).
Finally, the benefits of section 7491(a) are
unavailable in the cases of partnerships,
corporations, and trusts unless the taxpayer meets the
net worth requirements of section 7430(c) (4) (A)(ii).

Higbee v. Commissioner, 116 T.C. 438, 440-441 (2001).

Respondent's concedes that petitioners cooperated with
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reasonable requests by respondent for access to "witnesses,

information, documents, meetings, and interviews" as required by

I.R.C. § 7491(a) (2) (B). However, petitioners failed to offer

testimony of the alleged timber non-cash charitable contribution

in the amount of $275,340 on 208 acres of land owned by Burning

Bush. As a result, petitioners failed to comply with I.R.C.

§ 7491(a)(1) with regard to that factual matter and the burden

of proof should not shift to respondent on that issue.

With respect to the value of the conservation easement, it

is unnecessary for the Court to determine whether the burden has

shifted because the parties provided sufficient evidence for the

Court to determine the value of the conservation easement at

issue. See Estate of Bongard v. Commissioner, 124 T.C. 95, 111

(2005); Trout Ranch, LLC v. Commissioner, T.C. Memo. 2010-283.

This Court has held that "[i]n a situation in which both parties

have satisfied their burden of production by offering some

evidence, then the party supported by the weight of the evidence

will prevail regardless of which party bore the burden of

persuasion, proof or preponderance. * * * Therefore, a shift in

the burden of preponderance has real significance only in the

rare event of an evidentiary tie." Knudsen v. Commissioner,

131
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T.C. 185, 188 (2008 (quoting Blodgett v. Commissioner, 394 F.3d

1030, 1039 (8th Cir. 2005), aff'g T.C. Memo. 2003-212). The

respective expert reports offered by each party provide this

Court with sufficient evidence to determine the proper value of

the conservation easement at issue without relying on the burden

of proof.

II. Petitioners' Timber Donation is Fundamentally
Inconsistent with the Contribution of the Conservation
Easement.

Burning Bush Farms, LLC, petitioners' Limited Liability

Company, claimed two separate charitable contributions in 2003:

one in the amount of $5,395,000.00 for the contribution of the

conservation easement, and a second one for donation of the

timber on the same property, in the amount of $275,340.00. Both

contributions were made to the Chattowah Open Land Trust. The

timber was never harvested, but the donation is apparently based

on the harvest value of the timber. Petitioners presented no

evidence concerning the claimed donation of the timber at trial.

Even assuming that petitioners had provided evidence of the

value of the claimed timber donation, this donation still fails

because it is fundamentally inconsistent with the donation of

the conservation easement encumbering the same property.

Section 170(h) (4) and Treas. Reg. § 1.170A-14(a) provide

that, in order to be eligible for a deduction under § 170, a
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qualified conservation contribution must be made "exclusively

for conservation purposes." These purposes include the

protection of a "relatively natural habitat of fish, wildlife,

or plants, or similar ecosystem" or "the preservation of open

space" (which includes forest land). § 1.170A-14(d) (1)(ii) and

(iii). Therefore, the conservation easement must either serve

to protect a "relatively natural habitat of fish, wildlife, or

plants" or to preserve forest land. It is difficult to imagine

how the conservation easement could protect a natural habitat or

preserve forest land if that same land was cleared of all of the

standing timber. See Atkinson v. Commissioner, T.C. Memo. 2015-

236 (2015)(conservation easement on land containing a golf

course did not serve a conservation purpose protecting a

relatively natural habitat of fish, wildlife, or plants).

Because the donation of the timber is fundamentally inconsistent

with the donation of a conservation easement "exclusively for

conservation purposes," petitioners' claimed deduction for the

timber donation must be disallowed.

III. The Conservation Easement was not Protected in Perpetuity
at the Time of the Transfer.

A. Petitioners and a Third Party failed to timely execute the
mortgage subordination agreements.
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Treas. Reg. § 1.170A-14(g)(2) provides that, for

conservation contributions made after February 13, 1986, no

deduction will be permitted for an interest in property which is

subject to a mortgage unless the mortgagee subordinates its

rights in the property to the right of the qualified

organization to enforce the conservation purposes of the gift in

perpetuity.

In Mitchell v. Commissioner, 775 F.3d 1243 (10th Cir.

2015), the Tenth Circuit affirmed the Tax Court's disallowance

of the taxpayer's claimed conservation easement deduction where

the taxpayer failed to obtain a mortgage subordination agreement

until nearly two years after the gift. The taxpayer argued that

they did not default on the loan and no foreclosure actions were

instituted during the two year period, thereby excusing their

failure to obtain the subordination. Id. at 1250.

The Tenth Circuit held that "[b]ecause a conservation

easement subject to a prior mortgage obligation is at risk of

extinguishment upon foreclosure, requiring subordination at the

time of the donation is consistent with the Code's requirement

that the conservation purpose be protected in perpetuity. Id.

at 1251. The Court further held that "the Commissioner is

entitled to demand strict compliance with the mortgage
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subordination provlslon, irrespective of the likelihood of

foreclosure in any particular case." Id. at 1251-52.

In Minnick v. Commissioner, 796 F.3d 1156 (9th Cir. 2015),

the Ninth Circuit agreed with the Tenth Circuit's holding in

Mitchell and affirmed the Tax Court's decision disallowing the

Minnick's claimed conservation easement deduction where the

taxpayers failed to obtain a mortgage subordination agreement

until 5 years after the date of gift. As in Mitchell, the

taxpayer did not default on the loan and no foreclosure

proceedings were instituted. The Ninth Circuit held that the

regulations make clear that "subordination is a prerequisite to

allowing a deduction." Id. at 1159 (emphasis added). The

Court further stated that "[a]n easement can hardly be said to

be protected 'in perpetuity' if it is subject to extinguishment

at essentially any time by a mortgage holder. Id. at 1160.

As in Mitchell and Minnick, petitioners' charitable

contribution here fails because the mortgagees did not

subordinate their rights in the property at the time of the

contribution. It is undisputed that the subject property was

subject to two mortgages at the time the easement was granted on

December 29, 2003. Also, both mortgages granted the mortgagee

the right to foreclose on the property in the event of a default
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by the mortgagor. In the event of a foreclosure, all junior

interests (including the deed of easement) in the subject

property would be extinguished. No witness could identify

exactly when the subordination agreements were executed. As

discussed in part B. below, petitioners did not offer credible

evidence to establish that the subordination agreements were

executed on or before December 29, 2003, the date the

conservation easement was contributed to the land trust.

The fact that SouthTrust Bank and petitioners Steve and

Janine Moses did not foreclose on their mortgages is irrelevant.

The subject property was exposed to foreclosure proceedings

which could extinguish the conservation purpose. Therefore, the

easement was not protected in perpetuity. See Mitchell and

Minnick, supra.

A. Petitioners failed to timely record the mortgage
subordination agreements.

If the court finds the subordination agreements were timely

executed on or before December 23, 2003, petitioners' failure to

timely record the agreements still results in a disallowance of

the conservation easement deduction.

The subordination agreements at issue were not recorded

until January 14, 2008, over four years after the year of the
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contribution. All other sale and easement documents were

recorded in the year the transaction occurred.

No witness could identify exactly when the subordination

agreements were executed. Also, petitioners offered incredulous

explanations when questioned on the failure to record the

easement. Tax Matters Partner Steven Moses testified as

follows:

Q: What was your understanding about what you were

supposed to do once [the subordination agreements] got signed?

A: Stick them in the file. I didn't know - there's no

other - no other check of this item or anything else, or any

feedback from Chattawah or anything different.

(Tr. 167, L. 22-25; Tr. 168, L. 1-2.)

Q: Why didn't you ask your accountant or someone at

the Chattawah Land Trust - what you should do with [the

subordination agreement]?

A: They told me that I needed the document. I

assumed if there was more to be done, they would have told me.

Q: Did you consult an attorney, a real estate

attorney, to determine what you should do with that agreement?

A: I probably should have but I didn't.

(Tr. 181, L. 2-11.)
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Q: Prior to the IRS communication did you have any

reason to believe it needed to be recorded?

A: No.

(Tr. 187, L. 7-9.)

Paragraph 8 which is less than two inches above Mr.

Moses's signature on agreements states as follows:

This agreement shall be recorded immediately after the

Easement.

(Exs. 61-J and 62-J)

Mr. Moses's explanation that he did not know what to do

with the agreements after execution is belied by the fact that

both of the documents he signed clearly state that they are

supposed to be "recorded immediately after the Easement." (Exs.

61-J and 62-J)

In fact, two of Burning Bush's members (who were all

friends except for Kevin Sells) were real estate attorneys.

Petitioner Jay Pumroy was a licensed attorney working in

Anniston who practiced real estate law. (Tr. 373, L. 16-20.)

Mr. Pumroy has recorded many documents in the Calhoun County

Courthouse. (Tr. 373, L. 16-20.) Petitioner Lori Brown-James

is also a licensed attorney who practices real estate law with

Mr. Pumroy. (Tr. 390, L. 23-25, Tr. 391, L. 1-8.) In fact, Mr.
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Moses is a friend to the Executive Director of the Chattawah

Land Trust, Katherine Eddins, and he could have asked her what

to do with the agreements. (Tr. 329, L. 17-25.)

The deed of easement itself references both mortgages on

the subject property but makes no reference to any subordination

agreement on either mortgage. Mr. Moses had no problem getting

the subordination agreements recorded once he took them to the

courthouse. (Tr. 186, L. 3-9.)

State law determines the nature of the property rights, and

Federal law determines the appropriate tax treatment of those

rights. Carpenter v. Commissioner, T.C. Memo. 2012-1; Estate of

Lay v. Commissioner, T.C. Memo. 2011-208. The subject property

is located in Alabama. Therefore, Alabama law determines the

impact the subordination agreements have on priority.

Alabama law requires conveyances of real property to be

recorded in order to be operative as to purchases for value:

All conveyances of real property, deed, mortgages, deeds of
trust or instruments in the nature of mortgages to secure
any debts are inoperative and void as to purchasers for
valuable consideration, mortgagees and judgment creditors
without notice, unless the same have been recorded before
the accrual for the right of such purchasers mortgagees or
judgment creditors.

Ala. Code § 35-4-90-(a).
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Burning Bush granted SouthTrust a power of sale in the mortgage.

Power of sale to foreclose on a mortgage is statutorily

authorized in Alabama. Ala. Code § 35-10-1.

The terms of the mortgage granted SouthTrust a remedy of a

nonjudicial sale. Notice of the nonjudicial sale, if it had

occurred, would have been given in a newspaper for three

consecutive weeks in the county where the real property was

located, publicizing the time, date and place for the sale.

The nonjudicial foreclosure notice requirement in the

SouthTrust mortgage is consistent with Alabama statutory law and

case law. Ala. Code § 35-10-8; Stanley v. Robinson, 822 So.2d

406, 409 (Ala. 2001). Indeed, Alabama law even requires the

deed of easement to be recorded in order for it to be effective

and enforceable. See Ala. Code § 35-18-3 and Ex. 55-J, bates

number 001542. In recognition of that fact, the parties timely

recorded the deed of easement to ensure it would be enforceable.

The subordination agreements were not recorded until January 14,

2008, over four years after the date of the gift.

SouthTrust Bank and petitioners Steve and Janine Moses

released their mortgages against the subject property prior to

recording the subordination agreements (Stip. pars. 116 and

117). As a result, the SouthTrust Bank and Moses' (first
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mortgage) mortgages were never subordinated to the Easement as

to purchasers for value without notice.

The subordination agreements purport to amend the priority

of the mortgages executed and recorded by SouthTrust Bank and

the Moses' with respect to the Easement. The subordination

agreements' purpose is to effectively change the recording

filing dates of the mortgages such that they are subordinate to

the filing date of the Easement, and to preserve the Easement in

event of foreclosure proceedings. (Alabama is a first in time,

first in right state, so the recording date is determinative.

Baxter v. SouthTrust Bank of Dothan, N.A., 584 So.2d. 801,804

(Ala. 1991); Bailey Mortgage Co. v. Gobble-Fite Lumber Co., 565

So.2d. 138 (Ala. 1990)).

Consequently, the subordination agreements are instruments

in the nature of a mortgage, and impact the priority of the

mortgage and chain of title to such an extent that it is part of

the mortgage. As a result, Alabama law required the

subordination agreements be recorded to be operative as to

purchasers for value without notice. See Ala. Code § 35-4-90(a).

Petitioners' failure to record the subordination agreements

in Alabama caused such agreements to be inoperative and void as

to purchasers for value without notice. During a foreclosure
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sale, a third party with no constructive or actual knowledge of

the subordination agreement (if it was in fact in place as of

December 29, 2003), could have purchased the property for value.

This purchase would extinguish the Easement due to priority of

the SouthTrust mortgage. As a result, the conservation purpose

was not protected in perpetuity due to the petitioners' failure

to timely record the subordination agreements.

IV. Valuation of the Conservation Easement.

A. Methodology to value conservation easements.

The amount allowed as a deduction under I.R.C. § 170 for

the contribution of property other than money generally is

measured by the fair market value of the property at the time of

contribution. I.R.C. § 170(e)(1). If there is a substantial

record of sales of comparable easements, the fair market value

of a conservation easement is based on the sales prices of

comparable easements. Treas. Reg. § 1.170A-14(h) (3)(i). If

there is not a substantial record of sales of comparable

easements, the fair market value of the easement is generally

determined by comparing the fair market value of the property

before the granting of the easement to the fair market value of

the property after the granting of the easement (the before and

after method). See Treas. Reg. § 1.170A-14(h) (3); Symington v.
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Commissioner, 87 T.C. 892 (1986); Hilborn v. Commissioner, 85

T.C. 677 (1985).

Fair market value is defined as the "price at which the

property would change hands between a willing buyer and a

willing seller, neither being under any compulsion to buy or

sell and both having reasonable knowledge of relevant facts."

Treas. Reg. § 1.170A-1(c)(2).

Neither party identified sales of comparable easements.

Both parties' experts utilized the before and after method to

value the easement. As discussed below, respondent's expert

properly applied the before and after method to reach an

accurate value of the easement.

A. Highest and best use is for future residential development.

The fair market value of the easement is the difference

between the value of the property based on its highest and best

use before granting the easement to the property's highest and

best use after granting the easement. See Hilborn v.

Commissioner, 85 T.C. 677, 689-690 (1985); Treas. Reg. § 1.170A-

14(h) (3). A property's highest and best use is the highest and

most profitable use for which it is adaptable and needed or

likely to be needed in the reasonably near future. Olson v.

United States, 292 U.S. 246 (1934). A property's highest and
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best use is presumed to be the use to which the property is

currently being put absent proof to the contrary. Mountanos v.

Commissioner, T.C. Memo. 2013-138, *7 (citing United States v.

L.E. Cooke Co., Inc., 991 F.2d 336, 341 (6th Cir. 1993)).

Although the economy in Calhoun County was doing well

during 2003, there was an excess inventory of lots and houses on

the market. (Ex. 136-R, at 31-32) In addition to a general

population decline leading up to 2003, there were also various

residential subdivisions that platted a significant number of

available lots. Those lots were selling at a pace of one or two

lots a month. In fact, the property most similar (and located

only a few miles away from the subject property) was Cider

Ridge. Cider Ridge platted 290 lots. It began selling lots in

2002 and it still has lots available as of the trial in October

2016. Like the subject property, it has lots that cannot be

developed.

As discussed below, immediate development of the subject

property would have resulted in a net loss in the amount of

$625,000. The costs of developing a stony mountain are great

and Cider Ridge learned that lesson when it filed bankruptcy in

2005, a mere three years after commencing development. Cider
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Ridge's bankruptcy filings reflect that it owed its 20 largest

creditors over $11 million.

If developed into a subdivision, the subject property would

have had to compete with Cider Ridge for buyers and Cider Ridge

had several distinct advantages. Cider Ridge had an 18-hole

golf course and superior amenities. Any hypothetical developer

of the subject property needed to consider not only the great

costs to develop the challenging topography on the subject

property, but also deal with market competition in the immediate

neighborhood that was already established and selling superior

lots.

Both parties' experts' land development plans envisioned a

subdivision less impressive than Cider Ridge. Naturally, lot

prices for this less impressive subdivision would be lower than

Cider Ridge's lot prices as well. These lot prices would not be

sufficient to offset the costs of development in 2003.

Cider Ridge eventually emerged from bankruptcy after likely

renegotiating its massive debts incurred to finance construction

of the subdivision. Given the general spike in real estate

prices in late 2005 through part of 2006, the lot prices at

Cider Ridge and the subject property may have been great enough

to overcome the costs of development.
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As a result, the negative return expected on a residential

subdivision on the subject property and the excess inventory of

competing subdivisions in the immediate market made speculation

and future residential development the highest and best use of

the property.

A. Sales Comparison Approach to Value.

The comparable sales method "is based on the commonsense

approach of taking the actual sales price of properties similar

to the subject property and then relating these prices to the

subject property." Wolfsen Land & Cattle Co. v. Commissioner,

72 T.C. 1, 19 (1979). Where comparable properties are present,

the market approach is generally the best determinant of value.

See Whitehouse Hotel Ltd. P'ship v. Commissioner, 131 T.C. 112,

156 (2008), vacated and remanded on another issue, 615 F.3d 321

(5th Cir. 2010); Van Zelst v. Commissioner, T.C. Memo. 1995-396,

aff'd, 100 F.3d 1259 (7th Cir. 1996).

The comparable sales approach is generally the most

reliable indicator of value when there is sufficient information

about sales of properties similar to the subject property. See

Estate of Spruill v. Commissioner, 88 T.C. 1197, 1229 n.24

(1987); Estate of Giovacchini, T.C. Memo. 2013-27; Estate of

Rabe v. Commissioner, T.C. Memo. 1975-26, affd without
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published opinion, 566 F.2d 1183 (9th Cir. 1977). The comparable

sales approach is based on the principle that the prudent

purchaser would pay no more for a property than the cost of

acquiring an existing property with the same utility. Hughes v.

Commissioner, T.C. Memo. 2009-94.

Respondent's expert Mike Rogers selected four comparable

land sales located in the City of Anniston that had the same

highest and best use as the subject property. Also, three of

the land sales had topography similar to the subject property.

All four comparable sales occurred within the relevant time for

valuing the subject property.

After making adjustments for certain physical attributes of

each property (e.g., amenities, location, etc.), Mr. Rogers

concluded that the subject property was worth $5,495 an acre or

$1,280,000 (232.96 acres x $5,495).

IV. The income approach to value.

The income approach relates to capitalization of income and

discounted cash-flow. Chapmen Glen Limited v. Commissioner, 140

T.C. 294, 327 (2013). This approach values property by computing

the present value of the estimated future cash-flow as to that

property. Id.
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The income or earnings methods in valuation of real estate

are less favored than comparable sales data. See, e.g.,

Pittsburgh Terminal Corp. v. Commissioner, 60 T.C. 80, 89 (1973)

("[E]xpert witness demonstrated the folly of trying to estimate

the value of undeveloped property by looking to its anticipated

earnings.").

The income approach has been judged as an unsatisfactory

valuation method for property that does not have a track record

of earnings. See Duncan Indus., Inc. v. Commissioner, 73 T.C.

266, 280 n. 13 (1979) (rejecting capitalization-of-income

approach where corporation had just come into existence);

Ambassador Apartments, Inc. v. Commissioner, 50 T.C. 236, 243-

244 (1968) (rejecting real estate valuation based on

capitalization-of-income approach in favor of market value

established by recent sales), aff'd, 406 F.2d 288 (2d Cir.1969).

Even scholars recognize the importance of placing greater

weight on the sales comparison approach under similar

circumstances:

[T]he sales comparison approach is generally considered to
provide the most reliable estimate of value, the income
capitalization approach generally should not be used as the
sole or primary method of valuation because it is
particularly susceptible to manipulation and abuse, and the
appropriateness of using the reproduction cost approach to
value easement is questionable.
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Nancy A. McLaughlin, Conservation Easements and the Valuation
Conundrum, 19 Fla. Tax Rev. 225, 236 (2016).

Unlike petitioners' expert, respondent's expert placed

greater weight on the more reliable sale comparison approach

instead of the income approach. In order to determine the value

attributed to the income approach, Mr. Rogers determined the

sales revenue, costs, absorption rate and discount rate for his

conceptual subdivision plan.

Mr. Rogers located sales of lots in similar subdivisions

that would be similar to lots sold in his conceptual subdivision

plan. All of Mr. Rogers's comparable lots were located in the

same neighborhood as the subject property and most had similar

mountainous or rolling topography. (Ex. 136-R, at 75) Taking

into account the variations for lot sizes, amenities and

location, Mr. Rogers determined average lot prices for each

phase of development in his conceptual subdivision plan. Based

on that analysis, Phase 1 would generate an average price of

$55,500 per lot, Phase 2 would generate an average price of

$33,500 per lot and Phase 3 would generate an average price of

$38,500 per lot. (Ex. 136-R, at 74-80)

Mr. Rogers then determined that the conceptual subdivision

would sell two lots per month for a sellout time period of

approximately seven years. (Ex. 136-R, at 80)
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Mr. Rogers obtained his holding costs and expenses of sale

from discussions with the Chief Appraiser for the Calhoun County

Revenue Commissioner and his own professional experience. (Ex.

136-R, at 81) Mr. Rogers relied upon reputable industry data to

select his discount rate of 8.5%. (Ex. 136-R, at 81-82)

Finally, Mr. Rogers consulted with Professional Engineer

Mark Llewellyn, Sr., to determine the development costs of the

subject property. Mr. Llewellyn, Sr., visited the subject

property and familiarized himself with the local neighborhood to

determine the type of expenses that will be incurred to develop

the subject property. Mr. Llewellyn, Sr., researched Alabama

Department of Transportation bids which encompassed numerous

bidders vying for a contract in a competitive process to derive

reliable cost estimates for the subject property. The Assistant

County Engineer for Calhoun County agreed that Mr. Llewellyn,

Sr.'s, costs for development of the subject property appeared

accurate.

The subject property affords several challenges to

development because of the steep topography, stony land and

tributaries throughout the property. Mr. Llewellyn, Sr.,

determined the costs for Phase 1 would be $3,599,160, the costs

for Phase 2 would be $2,095,200 and the costs for Phase 3 would
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be $1,250,400. The costs for Phase I are the greatest because

two bridges are needed to provide access to the best lots in the

subdivision.

Even with an optimal plan that maximizes the potential of

the subject property, an investor would suffer a net loss in the

amount of $625,000 if they attempted to develop the subject

property on December 29, 2003. (See Exhibit A) As of December

29, 2003, the costs to develop the subject property would exceed

the market prices for lots in the subject's neighborhood and for

the subject property. As a result, an investor would likely

purchase the subject property with the intention of developing

the property when market conditions changed and lot prices

increased. In 2001, the Calhoun County Economic Development

Counsel purchased the more desirable flatland abutting the

subject property to the north. If the subject property had been

very desirable for immediate development, certainly someone

would have bid on the subject property when it was put up for

auction in 2001 or inquired into acquiring the parcel

afterwards.

Petitioners' expert's subdivision analysis is unreliable

for several reasons. Petitioners' expert, George Galphin,

underestimated the costs incurred in his proposed plan. Mr.
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Galphin failed to retain the services of a Professional Engineer

to assess the costs of developing the property according to his

plan. Mr. Galphin lacked the experience and familiarity with

development costs to determine the costs with any level of

accuracy. Mr. Galphin simply chose costs that were similar to

another subdivision he was involved with. It is difficult to

imagine how Mr. Galphin would be able to determine accurate

costs of development when he did not even know the soil

composition of the property. Mr. Galphin's inability to explain

even one dollar of his cost per square foot undermines his

conclusion of the development costs of the property. Without

any objective substantiation of his development costs, Mr.

Galphin's plan is not helpful in determining the development

potential of the property.

Mr. Galphin's plan is further discredited by the fact that

multiple lots could not be developed because of violations of

county subdivision regulations. (See Exhibit B) The townhome

lots are too small for septic systems and the slope of several

roads are too steep to be constructed.2°¹ Also, several lots are

2°1 Ex. 135-R, at Exhibit 5 Slope Map; Ex. 135-R, at Attachment B
Calhoun County Subdivision Regulations p. 31, 36; Ex. 135-R, at
Attachment C Rules of the State Board of Health, et al. p. 23-
24; Tr. 847, L. 2-25; Tr. 848, L. 1-8; Tr. 848, L. 12-25; Tr.
849, L. 1.
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impermissibly platted in flood plains and in a lake.2°2 Mr.

Galphin candidly admitted that his plan would require changes if

it were actually going to be developed. Unfortunately, Mr.

Galphin did not provide an appraisal of his redesigned land

development plan.

V.After value approach.

After taking into consideration the limitations imposed on

the subject property by the easement, Mr. Rogers selected five

land sales to determine the after value of the subject property.

(Ibc. 136-R, at 86-106) All five land sales are located in

Calhoun County with similar topography, size2°³ and zoning as the

subject property. All five sales occurred within about three

years of the date the easement was placed on the subject

property. Finally, all five land sales are subject to similar

restrictions on development as the subject property.

After evaluating the similar land sales in the after

circumstance, Mr. Rogers determined the subject property was

worth $350,000 after granting the easement on December 29, 2003.

2°2 Ex. 125-P, at 22-23; Ex. 135-R, at Attachment B Calhoun
County Subdivision Regulations p. 26; Tr. 849, L. 2-15.
2°³ Land Sales 3 and 5 were smaller than the subject property.
Mr. Rogers considered these differences when determining his
opinion of value.
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Petitioners' expert George Galphin selected four land sales

in the after circumstance. (Ex. 125-P, at 73) Land Sales 1, 2

and 3 were located outside the State of Alabama and Land Sale 4

is more than 13 times the size of the subject property. Also,

Land Sale 1 occurred more than two years after the valuation

date and Land Sale 4 occurred more than five years before the

valuation date.

None of Mr. Galphin's comparable land sales in the after

circumstance are similar to the subject property and should be

disregarded. The court should adopt Mr. Rogers's determination

that the conservation easement caused the subject property to

decline in value in the amount of $930,000.

V. The Court Should Impose the 40 Percent Penalty Under
I.R.C. § 6662(h) Due to Petitioners' Gross Valuation
Misstatement.

A. Compliance with I.R.C. § 675100).

As the court noted in its September 20, 2016, Order in this

case, "[the section 675100)] issue has been extensively briefed

in [Graev v. Commissioner, Docket No. 30638-08]..." In the same

order, the Court also invited petitioners to include arguments

on the I.R.C. § 6751 issue in their posttrial briefs,

specifically, "any relevant developments in these other cases on

[the section 6751 issue]."
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On November 30, 2016, this court issued its opinion in

Graev v. Commissioner, 147 T.C. No. 16 (2016). As the majority

noted in Graev, the only temporal condition in the plain

language of section 6751(b)(1) is that written supervisory

approval of the penalty must occur before the penalty is

assessed. The statue states that "[n]o penalty under this title

shall be assessed unless the initial determination of such

assessment is personally approved (in writing) by the immediate

supervisor of the individual making such determination or such

higher level official as the Secretary may designate." I.R.C. §

6751(b) (1) (emphasis added). No language in the statute

requires approval prior to respondent's assertion of the penalty

or prior to the Tax Court's decision with respect to the

penalty. See Graev v. Commissioner, 147 T.C. No. 16 at *28. To

apply the statute to require approval before the Court considers

this case would be to reject what the statute actually says and

to read language into the statute that does not appear there.

Petitioners' assertion of I.R.C. § 6751 as a defense to the

assertion of penalties in this case is, therefore, premature.

Even if the Court were to determine that petitioners'

argument on this issue is not premature, respondent would still

prevail because respondent has satisfied the requirements of
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I.R.C. § 675100). The initial determination to seek a gross

valuation misstatement penalty under § I.R.C. 6662(h) was made

by respondent's counsel, Christopher A. Pavilonis. Mr.

Pavilonis made this determination by drafting each motion to

amend the answer and each amendment to answer. Associate Area

Counsel A. Gary Begun, Mr. Pavilonis's immediate supervisor,

approved these determinations in writing by initialing (agb) on

the drafts. The initial determinations to assert gross

valuation misstatement penalties against each of the petitioners

in this case were, therefore, approved in writing, as required

by I.R.C. § 6751(b).

B. Petitioners are liable for accuracy-related penalties.

Generally, I.R.C. § 6662 imposes a 20% penalty on any

portion of an underpayment of tax required to be shown on a

return that is attributable to one or more of the types of

misconduct listed in subsection (b), including negligence or

disregard of rules or regulations, a substantial understatement

of income tax, or a substantial valuation misstatement under

Chapter 1. I.R.C. § 6662(a) , (b) (1), (2), and (3). In the

case of a gross valuation misstatement, the penalty is increased

from 20 percent to 40 percent. I.R.C. § 6662(h); See e.g.,

United States v. Woods, 134 S.Ct. 557, 565 (2013).
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Although the petitioners bear the burden of proving they

are not liable for the accuracy-related penalties determined by

the Commissioner, the Commissioner has the initial burden of

producing evidence to support applicability of these penalties.

I.R.C. § 7491(c); Cohan v. Commissioner, T.C. Memo. 2012-8, at

*40. If the Commissioner satisfies his burden of production, the

burden of producing evidence shifts to petitioners, who must

demonstrate by a preponderance of the evidence that they are not

liable for the penalties either because the penalties do not

apply or because, under I.R.C. § 6664(c)(1), they had reasonable

cause and acted in good faith with respect to the underpayment.

Cohan v. Commissioner, T.C. Memo. 2012-8, *40. The Commissioner

bears the burden of proof with respect to an increased penalty

pleaded in the answer. T.C. Rule 142(a).

Only one accuracy-related penalty may be applied to any

portion of an underpayment, even if that portion is subject to

the penalty based on more than one of the grounds available

under I.R.C. § 6662(b). Treas. Reg. § 1.6662-2(c). Similarly,

the maximum accuracy-related penalty imposed on any portion of

an underpayment attributable to both a gross valuation

misstatement and one of the types of misconduct listed in
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subsection (b) is 40% of such portion. Treas. Reg. § 1.6662-

2(c).

Respecting tax returns filed on or before August 17, 2006,

a substantial valuation misstatement exists if the value or

adjusted basis of any property claimed on a return is "200

percent or more of the amount determined to be the correct

amount of such valuation or adjusted basis . . . ." I.R.C.

§ 6662(e) (1) (A). If the valuation misstatement is 400% or more

of the amount determined to be the correct amount, I.R.C.

§ 6662(h) imposes a 40% penalty. No penalty may be imposed

unless the portion of the underpayment attributable to a

substantial or gross valuation misstatement exceeds $5,000 for

the taxable year. I.R.C. § 6662(e)(2). The determination of

whether there is a substantial or gross valuation misstatement

of property in regard to the return of a passthrough entity is

made at the entity level. Treas. Reg. § 1.6662-5(h). However,

the dollar limitation ($5,000) is applied at the individual

partner level. Id. Under section 1.6662-5(c)(1), the penalty for

a substantial or gross valuation misstatement applies to any

portion of an underpayment for a year to which a loss, deduction

or credit is carried that is attributable to a substantial or

gross valuation misstatement for the year in which the carryover
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of the loss, deduction or credit arises, provided the applicable

dollar limitation in section 6662(e)(2) is satisfied. Reisner

v. Commissioner, T.C. Memo. 2014-230, *5.

Burning Bush valued the conservation easement at $5,395,000

and claimed a charitable contribution deduction for that amount

on its Form 1065 for tax year 2003. Petitioners reported their

proportionate share of this deduction on their Federal income

tax returns for that year. This valuation was premised on the

conclusion that the 232.96 acres of property for which Burning

Bush granted a conservation easement diminished in value by

$5,395,000. Respondent established that the easement is

correctly valued at $930,000, which is based on a diminution the

property's value of $930,000 as a consequence of the conveyance

of the easement. Thus, petitioners' valuation of $5,395,000 is

greater than 400% of the correct value of the conservation

easement. Consequently, petitioners are liable for the 40%

gross valuation misstatement penalty on the portion of the

underpayment attributable to the deduction for the donation of

the conservation easement.

1. Negligence Penalty

The underpayments attributable to deductions for the

donation of the timber and the conservation easement were also
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due to negligence or disregard of the rules or regulations.

Negligence is the lack of due care or failure to do what a

reasonable and ordinarily prudent person would do under the

circumstances. Turner v. Commissioner, 126 T.C. 299, 318

(2006). Negligence also includes a failure to make a reasonable

attempt to comply with internal revenue laws or to exercise

ordinary and reasonable care in preparing a tax return. I.R.C.

§ 6662(c); Treas. Reg. § 1.6662-300) (1). Negligence is also

strongly indicated when a taxpayer fails to make a reasonable

effort to ascertain the correctness of a deduction, credit or

exclusion on a return which would seem to a reasonable and

prudent person to be "too good to be true" under the

circumstances. Treas. Reg. § 1.6662-300)(1)(ii). The term

"disregard" includes any careless, reckless, or intentional

disregard. I.R.C. § 6662(c).

Petitioners were required to use reasonable care in

claiming deductions or risk being liable for the penalties under

I.R.C. § 6662(a). The evidence shows that the petitioners

ignored, whether carelessly or recklessly, the requirements for

a deduction for a conservation easement under section 170 and

the implementing regulation when they prepared and filed their

returns in reliance on a partnership return that did not comply
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with I.R.C. § 170 and the related regulations. The evidence

also shows that petitioners acted negligently in claiming

charitable contribution deductions for amounts attributable to

the partnership's alleged contribution of timber. Any

reasonable and prudent person would know that it is

impermissible to claim two deductions for the same property and,

furthermore, that the harvesting of timber is fundamentally

inconsistent with the nature and purpose of a conservation

easement. At trial, the petitioners who testified have not

established that they exercised the required degree of care or

that they had reasonable cause and acted in good faith.

Further, petitioners Charlie and Mary Williams (6836-12) and

Freddy and Penny Welch (6837-12) did not even appear at trial to

articulate a defense to the penalties in this case.

2. Substantial Understatements of Income Tax

The underpayments reflected in petitioners' returns are

attributable to substantial understatements of income tax for

the taxable years at issue. A "substantial understatement of

income tax" is defined as an understatement that exceeds the

greater of 10 percent of the tax required to be shown on the

return for the taxable year or $5,000.00. I.R.C.

§ 6662(d)(1) (A).
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The amount of the understatement will be reduced by any

portion that is attributable to an item the tax treatment for

which there is or was substantial authority or for which the

taxpayer had a reasonable basis and made adequate disclosure.

I.R.C. § 6662(d)(2)(B).

The substantial authority standard is an objective standard

that involves an analysis of the law and application of law to

the facts. Treas. Reg. § 1.6662-4(d)(2). A taxpayer shows

substantial authority for a filing position if the weight of

authorities supporting his treatment is substantial in relation

to the weight of authorities supporting a contrary treatment.

Treas. Reg. § 1.6662-4(d)(3)(i). The weight of authorities is

determined in light of the particular facts and circumstances of

the case, and the weight accorded a particular source of

authority depends upon its relevance and the type of document

providing the authority. Treas. Reg. § 1.6662-4(d)(3)(i) and

(ii). A reported case or revenue ruling, for example, which has

some facts in common with the item at issue is not relevant if

the authority is materially distinguishable on its facts, or

otherwise inapplicable to the tax treatment at issue. Treas.

Reg. § 1.6662-4(d) (ii). Treas. Reg. § 1.6662-4(d)(3)(iii)

specifies the types of authority, including the provisions of
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the Code, regulations, court cases, and other sources, which

qualify as "authority" for purposes of section 6662(d) (2)(B).

As respondent established in the statutory notices of

deficiency issued to each of the petitioners in this case, all

of the underpayments for the years at issue are attributable to

substantial understatements of income tax. Petitioners did not

argue or present any evidence that there is or was substantial

authority for the flowthrough deductions they claimed in

connection with Burning Bush Farms' donation of timber rights or

a conservation easement, or any of the other misreported items

identified in the notices of deficiency. Similarly, because the

petitioners did not make adequate disclosures by attaching

properly completed Forms 8275 or 8275-R, as appropriate, to

their returns, they are not entitled to reductions of the

understatements reflected in their returns under section

6662(d) (2) (B) (ii). Treas. Reg. § 1.6662-4(e) and (f) ("adequate

disclosure" requirements for accuracy-related penalty based on

substantial understatement).

3. Section 6664(c) Reasonable Cause Defense.

A taxpayer may avoid liability for the accuracy-related

penalty by showing that there was reasonable cause for the
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underpayment reported on a tax return and that he acted in good

faith. I.R.C. § 6664(c)(1); Weber v. Commissioner, 144 T.C.

324, 377 (2015). The determination of whether a taxpayer acted

with reasonable cause and in good faith is made on a case-by-

case basis, taking into account all pertinent facts and

circumstances. Treas. Reg. § 1.6664-4(b) (1). The regulations

under I.R.C. § 6664(c)(1) provide in part that the most

important factor is the extent of the taxpayer's effort to

assess the taxpayer's proper tax liability. Id. "Circumstances

that may indicate reasonable cause and good faith include an

honest misunderstanding of fact or law that is reasonable in

light of all of the facts and circumstances, including the

experience, knowledge and education of the taxpayer.." Id.

In the case of a substantial or gross valuation

overstatement with respect to property for which a charitable

contribution under section 170 was claimed, the reasonable cause

exception does not apply unless the claimed value of the

property was based on a "qualified appraisal" by a "qualified

appraiser," and the taxpayer made a good faith investigation of

the value of the property. I.R.C. § 6664(c)(2); Dunlap v.

Commissioner, T.C. Memo. 2012-126, *26. The terms "qualified

appraisal" and "qualified appraiser" have the meanings ascribed
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to them in Treas. Reg. § 1.170A-13(c)(3) and (5), respectively.

See Treas. Reg. § 1.6664-4(h)(2).

Reliance on the advice of a tax advisor or appraiser may

constitute reasonable cause and good faith, but the taxpayer

must demonstrate that such reliance was reasonable and that he

or she acted in good faith. See Treas. Reg. § 1.6664-4(b) (1).

The regulations caution that reasonable cause is not ordinarily

indicated by the mere fact that the taxpayer obtained an

appraisal of the property. Id.; see also Kaufman v.

Commissioner, T.C. Memo. 2014-52, *29. "Other factors include

the methodology and assumptions underlying the appraisal, the

appraised value, the relationship between the appraised value

and purchase price, the circumstances under which the appraisal

was obtained, and the appraiser's relationship to the taxpayer

or activity in which the property was used." Id.

Here, petitioners have not shown that they acted with

reasonable cause and in good faith. As stated earlier,

petitioners Williams and Welch did not even appear at trial to

assert a defense to the penalties in this case. While the

remaining petitioners appeared at trial and offered testimony

with respect to their liability for penalties, they nonetheless

failed to prove that they acted with reasonable cause and good
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faith. In particular, the petitioners failed to demonstrate

compliance with the heightened reasonable cause requirements

applicable in the case of a substantial or gross valuation

overstatement with respect to property for which a charitable

contribution under section 170 was claimed. While petitioners

may have obtained a qualified appraisal of the conservation

easement prepared by a qualified appraiser, the petitioners did

not show that they conducted a good faith investigation of the

value of the property. Petitioners also failed to demonstrate

that their reliance on the appraisal of the conservation

easement was reasonable and in good faith. Even a minimal

investigation would have revealed that the easement was

overvalued; it was valued at several times the purchase price of

the entire property and the property had recently failed to sell

at auction. Furthermore, the petitioners are financially

sophisticated individuals, several of whom are real estate

professionals. Petitioners cannot avoid liability for penalties

by relying blindly on an appraisal which a reasonable and

prudent person in their circumstances would know to be

unreasonably high. The petitioners failed to act with

reasonable case and in good faith with respect to the charitable

contribution deductions reported on their 2003 income tax
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returns and are therefore liable for accuracy-related penalties

for that year.
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CONCLUSION

It follows that the determination of the Commissioner of

Internal Revenue, except as modified herein, should be

sustained.
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SELLOUT PROGRAM (Best Case Scenario)

PROPOSED 166-LOT SUBDIVISION ON BURNING BUSH FARM PROPERTY

Projection period Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7

Beginning Lot Inventory 60 36 12 45 21 46 22

New Inventory 0 0 57 0 49 0 0

Total Inventory 60 36! 69 45 70 46 22

Sales Projection

Total Sales 24 24 24 24 24 24 22

Ending Lot Inventory 36 12 45 21 46 22 0

Lot Pricing

Residential Lots (Price/Lot) $55,500 $58,275 $49,061 $38,780 i $43,429 $49,137 $51,594

Acreage Sale $24,000 $0 $0 | $0 | $0 | $0 | $0

Projected Sales Revenue $1,356,000 $1,398,600 $1,177,470 $930,720 | $1,042,297 $1,179,280 | $1,135,068

Cost of Phase Development ($3,599,160) $0 ($2,095,200) $0 ($1,250,400) $0 $0

Taxes (l4,928) (7,837) (7,415) (4,508) (l5,228) (9,373) (3,184)

Cost of Sales -3.00% (40,680) (41,958) (35,324) (27,922) (31,269) (35,378)| (34,052)

Closing Costs -1.00% (13,560)| (13,986) (11,775) (9,307) (10,423) (11,793)| (11,351)
Overhead and Profit -10.00% ( l 35,600) ( l 39,860) ( l 17,747) (93,072) Ll_04_,2_30.1 ( l 17,928)| ( l 13,507)

Net Sales Revenue ($2,447,928) $1,194,959 ($1,089,991) $795,911 ($369,253) $1,004,808 $972,974

Discount Rate 8.50% 0.96003 0.88482 0.81550 0.75162 0.69273 0.63846 0.58845

Present Value/Period ($2,350,086) $1,057,325 ($888,891) $598,220 ($255,794) $641,534 $572,543

Net Present Value of Lot Sales Revenue ($625,150)

PRESENT VALUE TO A SINGLE PURCHASER ................ ($625,000)

Tax ($311) (S327) (SI30) ($137) ($263) ($276) ($289)

Lot Price
Phase 1 - 60 lots $55,500 $58,275 $61,189
Phase 2 - 57 Lots $33,500 $35,175 $36,934 $38,780 $40,719
Phase 3 - 49 lots $38,500 $40,425 $42,446 $44,569 $46,797 $49,137 $51,594

$49,061 $43,429
Lots 60| 57 48

cost cost cost

Tax -$311 -$327
-$118 -$124 -$130 -$137
-$216 -$227 -$238 -$250 -$263 -$276 -$289 Exhibit A
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