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The U.S. Court of Appeals considered whether the Tax Court properly determined the value of a historic
facade easement claimed as an income tax deduction. Ultimately, the court of appeals vacated the Tax Court’s
decision because it failed to consider the highest and best use of the property and failed to consider the
easement’s effect on a building adjacent to the easement.

TAKEAWAY
While this appeal is centered on the value of a real estate facade easement, it presents issues that are
applicable to other appraisal professions, too:

e  After considering his extensive real estate appraisal experience, the appeals court upheld the Tax
Court’s ruling that the IRS’ expert was qualified to appraise the subject interest even though the
taxpayer asserted he lacked significant experience valuing facade easements.

e  Strict compliance with the Uniform Standards of Professional Appraisal Practice (“USPAP”) is not
required for an appraisal to be admissible in court. However, failure to comply with USPAP may
determine the relevant weight the report will be given.

e  On remand, the Tax Court will be required to consider a “reasonable and probable” future event that
likely will impact the fair market value of the easement.

FACADE EASEMENT CONTRIBUTED TO NONPROFIT

Whitehouse Hotel Limited Partnership (“Whitehouse”) owned a parcel of land in New Otleans. The property
included the Maison Blanche and Kress buildings. Whitehouse conveyed an easement to a nonprofit
corporation on December 29, 1997. The easement prohibits changes to the terra-cotta facade of the Maison
Blanche building. A day after the easement was donated, Whitehouse combined the two properties and
developed the area into a single condominium unit.

Whitehouse claimed a charitable-contribution deduction for the easement in the amount of $7.445 million on
its 1997 tax return. The IRS allowed a deduction in the amount of $1.15 million and asserted a gross
undervaluation penalty of 40%.

In the Tax Court trial, the experts argued, among other things, which property should be valued and the
nature of its highest and best use.

GROSS VALUATION MISSTATEMENT ASSERTED

Based on parts of each expert’s valuation, the Tax Court determined the value of the easement was
$1,792,301. Additionally, the Tax Court assessed a gross valuation misstatement penalty of 40% of the
portion of underpayment of taxes.

Whitehouse challenged the Tax Court’s valuation of the fagade easement and the underreporting penalty.


http://www.ca5.uscourts.gov/opinions/pub/09/09-60085-CV0.wpd.pdf
http://www.ca5.uscourts.gov/opinions/pub/09/09-60085-CV0.wpd.pdf
http://www.uspap.org/

EXPERT QUALIFICATIONS AND USPAP COMPLIANCE CHALLENGED

Whitehouse asserted that the Tax Court erred in admitting the IRS” expert’s opinion based on his
qualifications. The IRS expert is a licensed appraiser in Louisiana with over 25 years of experience.
Additionally, he has appraised 50 to 70 hotels, commercial properties near the Maison Blanche building, and
the Maison Blanche building itself three times prior. Whitehouse argued that a facade easement appraisal
requires additional or different qualifications. The court of appeals disagrees with Whitehouse and indicated
that an appraiser with the IRS’ expert’s background is qualified to “value a specific type of interest — even one
as ‘esoteric and specialized’ as a conservation easement”.

Whitehouse also challenged whether the IRS” expert’s report should have been admissible. Specifically, the
IRS’ expert’s report failed to comply with USPAP. The court of appeals determined that strict compliance
with USPAP should not render a report inadmissible. Instead, compliance with USPAP should be considered
when determining the relevant weight the report should be given.

MATERIAL POST VALUATION DATE EVENT KNOWABLE

Whitehouse challenged the Tax Court’s valuation because it solely relied on the comparable-sales method.
Given reproduction of the property is unlikely, the Tax Court ruled that the replacement-cost method was of
little use in determining fair market value. The Tax Court recognized the income method is typically favored
when comparable sales are unavailable but noted that it is unsatisfactory when the property has no track
record of earnings. Without historical data to evaluate, the appraisal’s reliability comes into question. The
court of appeals did not determine whether the Tax Court erred in rejecting the replacement-cost and income
methods. On remand, the Tax Court is ordered to reconsider all three methods.

In basing its valuation in part on the IRS’ expert’s analysis, Whitehouse argues the Tax Court
miscomprehended the highest and best use of the Maison Blanche and Kress buildings as a non-luxury hotel
rather than as a Ritz Carlton as Whitehouse’s expert asserts. The court of appeals indicated that the Tax
Court will have the ability to decide this issue on remand.

The buildings were not combined on the date of the donation of the easement. As a result, the Tax Court
concluded that the easement did not burden the adjacent Kress building. The court of appeals indicated that
the Tax Court was correct in that the easement does not burden the Kress building in the same manner that
the easement burdens the Maison Blanche building. However, the condominium declaration was recorded the
day after the easement conveyance. The appeals court indicated that a hypothetical buyer would have
considered the pending combination of the buildings and the effect of the easement on the value of the entire
contiguous property, including the subject property.

The Tax Court’s valuation was vacated and the court was asked to consider the easement’s impact on fair
market value given the “reasonable and probable” combination of the two buildings.

WILL QUALIFIED APPRAISAL BY QUALIFIED APPRAISER BENEFIT TAXPAYER?
Whitehouse argued that the Tax Court erred in upholding the gross undervaluation penalty because the value
of the easement was based on a qualified appraisal prepared by a qualified appraiser and Whitehouse made a
good faith investigation of the value of the easement. The court of appeals indicated that if necessary, on
remand, the Tax Court will need to decide whether Whitehouse showed reasonable cause by relying on its
accountants’ and attorneys’ opinions.
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PERKINS VALUATION GROUP:

Perkins’ dedicated business valuation practice group can help both companies and individuals with their
valuation needs. Our team can perform an objective analysis to determine the fair market value of your
business and advise you on the next steps. Our team has performed valuations for closely-held companies,
trust and pattnership interests, restricted securities and other intangibles for the purposes of estate and gift
planning, ESOP and Phantom Stock issues, merger and acquisition studies, divorce, buy-sell agreements and
business succession planning. In addition, we can offer expert witness and litigation support.

ABOUT FINANCIAL CONSULTING GROUP:
Perkins & Co has chosen to join I'inancial Consultants Group (FCG), one of the largest F‘ G

valuation organizations in the country. This membership helps us stay current on

valuation best practices and industry issues and give us a forum of other professionals —_—
for discussions, consultations, and second opinions. It also provides us with additional .ll.'
training opportunities and resources, including access to the nation’s top experts in Financial
valuation and litigation support. Consulting

Group


http://www.perkinsaccounting.com/what-we-do/practice-groups/business-valuation-bdo-tax-preparation.html
http://www.gofcg.org/

