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Practical Pointer Series

Special Appraisal Bulletin for Southern Land Trusts and their Easement Donors
 

A number of appraisers in the southeast have based their appraisals of conservation easements on the prices paid for Wetland Reserve Program (WRP) easements.  The IRS regulations state that “if there is a substantial record of sales of easements comparable to the donated easement (such as purchases pursuant to a government program), the fair market value of the donated easement is based on the sales prices of such comparable easements.”
 

But we have seen a number of audits of easements in the southeast that reveal that the IRS views the use of WRP purchases to value a donated easement as problematic. The IRS has challenged a number of these appraisals, both on the resulting value, and increasingly on the legal validity of the appraisals using this methodology.
 

IRS engineers assert that Wetland Reserve Program (WRP) easements are NOT comparable to donated easements.  While this specific issue has not yet come up in court, donors can expect to see the IRS challenge the use of WRP easements as comparables, particularly where it is done without adjustment or other supporting analysis.  It is interesting to note that in a 1997 case, the Tax Court rejected the direct use of easement sales as a means of setting easement value, in favor of a “before and after” analysis (see Browning v. Commissioner, 109 T.C. No. 16).
 

The IRS does have at least some basis for their assertions.  
1. WRP easements are very restrictive – far more restrictive than many land trust easements.  
2. They are reserve interest deeds, in which all rights are assigned to USDA, the easement holder, except for the rights to hunting, fishing and quiet enjoyment of the property.  
3. Although enforcement of these easements can be lax, the legal document itself precludes farming and makes grazing and forestry allowable only with express approval of USDA (of which there is no guarantee).
4. WRP easement sales prices are not set in a free market of unencumbered buyers and sellers.  
5. USDA has determined the price it would pay for WRP easements in a variety of ways over the years, with those means being set out in legislation and regulation, often using countywide or statewide averages rather than a specific appraisal of a specific piece of land.
 

It is also true that when WRP easement values are set by an appraisal, they are appraised in a very different way than the IRS regulations require valuation of donated easements.  For example, IRS regulations require valuation of the donor’s entire contiguous property, even if only a small portion of that is covered by the easement, and requires adjustment for changes to the value of all the donor’s nearby property, even if not contiguous.  WRP valuation generally pays no attention to property outside the easement area.  This difference can be significant. 

If an easement appraisal refers to WRP easement purchases, it should clearly and carefully analyze the similarity or differences between the WRP easement and the donated easement and account for those differences in the value. 
 

Lastly, if donors use appraisals using WRP sales as comparables, they should expect the IRS to look for sales of WRP easement-encumbered properties in their market area as indicating the true “after” value of their property.  Appraisers should know what that data is – because it will be brought up by the IRS.
 
In a related recent US Tax Court decision, (Trout Ranch, T.C. Memo. 2010-283; No. 14374-08, December 27, 2010) the Tax Court created its own appraisal of the value of a conservation easement using the before-and-after method. In determining that the value of the conservation easement granted in 2003 on Colorado recreational property, the Tax Court rejected the opinions of two expert witness appraisers for the IRS who testified that the conservation easement had zero value. The Court also did not accept the opinion of the expert witness for the taxpayer who testified that the conservation easement had a value of $2,200,000. 
The taxpayer's expert witness submitted an analysis of the sales of 4 conservation easements in the vicinity of the property purchased by land trusts with state and federal funds. The Court appeared to conclude that the nature of the restrictions in the other conservation easements  was too dissimilar from the subject conservation easement to constitute "a substantial record of sales of easements comparable to the donated easement."  In most cases the property was restricted to development of a single lot.
The most important factor in the decision was the value of residential lots after the imposition of the conservation easement.  The Tax Court selected a lot value that was closer to the value suggested by the two IRS appraisers and higher than that suggested by the taxpayer's appraiser.  Factoring this into the DCF model resulted in a lower value for the conservation easement. 
NOTICE

Land Trust Alliance furnishes materials as tools to help land trusts with the understanding that the Land Trust Alliance is not rendering legal, accounting or other professional counsel. If a land trust requires legal advice or other expert assistance, seek the services of competent professionals. The Land Trust Alliance is solely responsible for this content.
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