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The parties agree that W a partnership, is
entitled to a charitable contribution deduction on
account of its having nmade a qualified conservation
contribution to a qualified organization. They
di sagree as to the amount of the contribution. They
further disagree as to whether, if Woverstated the
anmount of the deduction, the overstatenment anounted to
a substantial valuation m sstatenent or a gross
val uation m sstatenent and, if either, whether any
resulting accuracy-related penalty is excused on
account of reasonable cause. P also objects to the
apprai sal testinony of Rs expert witness, A on the
grounds that (1) he is not qualified to testify as an
expert as to “facade donations” and (2) even if he is
so qualified, his witten report is per se unreliable
since it is not in conformance with the Uniform
St andards of Professional Appraisal Practice (USPAP)
and it cannot, for that reason, be received into
evi dence by the Court pursuant to our duty inposed by
Daubert v. Merrell Dow Pharmas., Inc., 509 U S. 579
(1993), Kunho Tire Co. v. Carmchael, 526 U S. 137
(1999), and Fed. R Evid. 702 to exclude unreliable
testi nony.




-2 -

1. Held: Ais qualified to testify as an expert.
2. Held, further, Fed. R Evid. 702 requires that
expert testinony be based on “reliable principles and
met hods”, and we wi Il not supplant our responsibility
to assess an expert appraiser’s reliability by
accepting USPAP as the defining standard of
reliability; failure to adhere to USPAP may affect the
wei ght we accord to an expert appraiser’s testinony;
that failure does not, however, necessarily preclude
our receiving the expert’s testinony into evidence; A's
testinmony is the product of the application of reliable
princi pl es and net hods of valuation to sufficient facts
and data; it is adm ssible as expert testinony pursuant
to Fed. R Evid. 702.

3. Held, further, value of qualified contribution
det erm ned: deduction over st at ed.

4. Held, further, overstatenent is a gross
val uati on m sstatenent.

5. Held, further, accuracy-related penalty
appl i cabl e because failure to make good-faith
i nvestigation of value of contribution precluded
reasonabl e cause excepti on.

Gary J. Elkins and Andrew L. Kraner, for petitioner.

Linda J. Wse, Robert W Wst., 111, and Susan S. Canavell o,

for respondent.
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HALPERN, Judge: By notice of final partnership
adm ni strative adjustnent (the notice), respondent proposed a
reduction of $6,295,000 in the ambunt of the charitable
contribution deduction clainmed by Witehouse Hotel Limted
Partnership (the partnership) on its 1997 Form 1065, U. S
Partnership Return of Inconme (1997 Form 1065). Respondent al so
determ ned that an accuracy-related penalty is applicable.

Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code in effect for 1997, and all Rule references
are to the Tax Court Rules of Practice and Procedure.

The parties agree that the partnership is entitled to a
charitabl e contribution deduction for 1997 on account of its
having nade a qualified conservation contribution to a qualified
organi zation. They disagree as to the anount of that
contribution. If we find that the partnership overstated the
val ue of the property constituting the qualified conservation
contribution, we nust then determ ne whether that overstatenent
anobunted to a substantial valuation m sstatenment or a gross
val uation m sstatenent and, if either, whether any resulting
penalty is excused on account of reasonabl e cause.

FI NDI NGS OF FACT

| nt roducti on

Sone facts have been stipulated and are so found. The
stipulation of facts, supplenental stipulation of facts, and
second suppl enental stipulation of facts, w th acconpanying

exhibits, are incorporated herein by this reference.
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At the tinme the petition was filed, the partnership’ s
princi pal place of business was in New Ol eans, Loui siana.
Backgr ound

The partnership is a Louisiana limted partnership forned on
Decenber 15, 1995. Its taxable year is a calendar year. On
Decenber 21, 1995, the partnership acquired a parcel of inproved
real property in New Ol eans, Louisiana, on the square (bl ock)
bordered by Canal, Burgundy, lberville, and Dauphine Streets.
Principally, the parcel consisted of a historic building, the
Mai son Bl anche Buil ding, built between 1907 and 1909, two
annexes, one built in the 1920s and the other built in the 1950s,
and the land under all. The Mai son Blanche Building is on the
corner of Canal and Dauphine Streets, while the 1920s annex faces
Dauphi ne Street, and the 1950s annex is on the corner of Dauphine
and Iberville Streets. At the tinme the partnership acquired the
parcel, the first through third floors of the M son Bl anche
Bui | di ng were under | ease to Maison Blanche, Inc., for use as a
departnent store. The |essee had previously prepaid rent for a
termending in 2004. The upper floors of the building were
vacant. The partnership agreed to pay $6 mllion for the parcel
pl us additional anmounts based on the partnership’s “Net Cash
Flow and “Net Capital Proceeds”. In Septenber 1996, the
partnership paid an additional $625,000 in cancellation of its
obligation to pay those additional anounts and for other things.

I n Septenber 1996, the partnership bought out the remaining term
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of the | ease for $3, 375,938 and obtained the right to use the
Mai son Bl anche nane.

On or about Cctober 30, 1997, the partnership purchased
additional property in the sane bl ock as the Maison Bl anche
Bui | ding, including the Kress Building, which is adjacent to the
Mai son Bl anche Buil ding on Canal Street, and the Kress parking
garage, on the corner of Burgundy and lberville Streets. The
Kress Building was built in 1910. The partnership paid $3.4
mllion for the additional property.

The Mai son Bl anche Buil ding consists of a base level and a
U-shaped tower. The base | evel includes a basenent and five
floors, with a nezzanine | evel between the first and second
floors. The tower portion of the building has eight floors. The
1920s annex has five floors, and the 1950s annex has six floors.
Exterior street facades of the Mii son Bl anche Buil di ng consi st
al nost entirely of glazed terra cotta; sone interior portions of
the building (e.g., interior courtyard areas) are primarily
constructed of white glazed brick with | ess extensive terra cotta
ornanentation. The Kress Building has six floors.

The Mai son Bl anche Building is |ocated adjacent to the Vieux
Carre (French Quarter) nei ghborhood of New Oleans. It is in the
Vieux Carre National Historic District but not in the locally
designated Vieux Carre Historic District. It is also |ocated
within the Canal Street Historic District, which is part of the
Central Business District. The Central Business District

Historic District Landmark Comm ssion (the conm ssion) is the
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muni ci pal body with oversight authority over the Canal Street
Hi storic District. The conmssion is charged with preserving,
protecting, and regulating historic districts in the Central
Business District. The New Oleans Cty Council may review,
approve, reject, or nodify the comm ssion’s actions, and the
council’s decisions are subject to review by the State’s courts.
The conmm ssion assigns ratings to buil dings according to their
architectural and historic significance. It designated the
Mai son Bl anche Building as a “Category B’ building. That rating
means the comm ssion determ ned that the Maison Bl anche Buil di ng
is a building of major architectural inportance. The conm ssion
does not permt alterations to the exterior of buildings |ocated
in the Central Business District until the work is approved by
the comm ssion. On June 24, 1996, the U. S. National Park Service
determ ned that the Maison Blanche Building is a certified
hi storical structure.

On February 19, 1997, the partnership and the Ritz-Carlton
Hotel Conmpany, L.L.C. (Ritz-Carlton), a Delaware limted
l[Tability conpany, entered into agreenents under which the
partnership agreed to renovate the Mai son Bl anche and Kress
Buil dings, and Ritz-Carlton agreed to operate a Ritz-Carlton
Hotel in the renovated buildings. Ritz-Carlton was to receive
certain fees and expense rei nbursenents in exchange for its
servi ces.

The Mai son Bl anche Building, its annexes, the Kress

Bui |l ding, and the Kress parking garage were ultinmately devel oped



- 9 -
into a 452-roomRitz-Carlton Hotel, a 230-room lIberville Suites
Hotel, a 75-room Mai son Ol eans Hotel, the Ritz-Carlton Spa,
approxi mately 20,000 square feet of retail space, and a parking
garage for approximately 290 cars. The Ritz-Carlton Hotel, the
spa, and the garage commenced operations on Cctober 6, 2000. The
remai ning facilities comenced operations thereafter.

Creation of the Servitude

On Decenber 29, 1997 (the valuation date), the partnership
conveyed certain of its rights in the Mii son Blanche Building to
a Loui siana nonprofit corporation, Preservation Alliance of New
O leans, Inc., d.b.a. Preservation Resource Center of New Ol eans
(PRC). The conveyance was by “Act of Donation of Perpetual Real
Ri ghts” (the conveyance). A copy of the conveyance, excl uding
exhibits, is appended hereto. |In sunmary, the conveyance
provides that: (1) The owner intends to convert the Maison
Bl anche Buil ding (described as the “lInprovenent”, to distinguish
it fromthe underlying land) into a hotel; (2) there is no
servitude or other encunbrance that would Iimt the rights
conveyed; (3) the rights conveyed (described as the “Servitude”
(servitude)) are conveyed in perpetuity; (4) the servitude
relates to certain exterior surfaces of the Inprovenent (referred
to as the “Facade” (the facade)); (5) the owner will naintain the
facade in a good and sound state of repair; (6) wthout
perm ssion, the owmer will do nothing in or to the facade that
woul d alter its appearance; and (7) PRC has the right to require

the owner to maintain the facade.



The 1997 Form 1065

On account of the conveyance of the servitude to PRC, the
partnership clained a charitable contribution deduction of $7.445
mllion on the 1997 Form 1065. |In making that claim the
partnership relied on an apprai sal made as of Septenber 1, 1998,
by M Richard Cohen (M. Cohen), an appraiser, who was of the
opinion that, taking into account the value of the M son Bl anche
Bui | di ng both before and after conveyance of the servitude, the
di mnution of the value of the Mai son Bl anche Buil di ng on account
of the conveyance was $7.445 mllion. The partnership showed
t hat anount as the value of the servitude on a Form 8283, Noncash
Charitable Contributions, attached to the 1997 Form 1065. M.
Cohen signed the “Declaration of Appraiser”, constituting part of
the Form 8283. The 1997 Form 1065 is dated October 14, 1998.
Exam nation of the 1997 Form 1065

Respondent exam ned the 1997 Form 1065 and determ ned t hat
the $7.445 mllion charitable contribution deduction should be
reduced by $6.295 mllion since the partnership had not
established that the | oss of value on account of the conveyance
of the servitude exceeded $1.15 million. ©On account of the size
of his reduction in value, respondent determ ned that an
accuracy-rel ated penalty under section 6662(a) is applicable.

The notice, described previously, followed.



Petitioner’'s Expert Wtness

Petitioner offered, and the Court accepted, Ri chard J.
Roddewi g (M. Roddewi g) as an expert witness with respect to (1)
t he val uation of conservation easenments and (2) the site
selection, feasibility, and valuation of hotels. The Court
received M. Roddewig’'s witten report as his direct testinony.!?
M. Roddewig is of the opinion that the conveyance of the
servitude to PRC by the partnership reduced the value of the
Mai son Bl anche Buil di ng and associ ated properties by $10 mllion.

M. Roddewig is a real estate appraiser and attorney. He is
a nenber of the Appraisal Institute and he holds its MNA
designation.? He is also a nenber of the Counsel ors of Real
Estate, a professional organization for real estate appraisers
and devel opnent feasibility analysts. He conducts his appraisal
busi ness from Chi cago. He obtained a tenporary license fromthe
State of Louisiana as a Certified General Real Estate Appraiser
for the purpose of making his apprai sal here under consideration.
Bef ore reaching his conclusion as to the loss in val ue occasi oned
by the partnership’s conveyance of the servitude to PRC
(hereafter, sonetines, the value of the servitude) he spent 4 to

6 days in New Oleans. Hi s staff nade additional visits. M.

! Cenerally, we receive an expert’s witten report into
evidence as his direct testinmony. Rule 143(f)(1).

2 Recently, in Schwartz v. Conmi ssioner, T.C Menp. 2008-
117 n. 8, we said: “MAl is a designation awarded to qualifying
menbers of the Appraisal Institute * * * . Wthin the rea
estate appraisal community MAI is viewed as the highest regarded
appr ai sal designation.”
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Roddewi g’ s previous appraisal experience in Louisiana consisted
of two or three prelimnary appraisals made in the early 1980s of
preservation easenent grants in New Ol eans and a market
feasibility study for a site in Lafayette, Louisiana. M.
Roddewi g determ ned the value of the servitude by estimating the
val ue of the Maison Bl anche Buil di ng and associ ated properties
both before and after the conveyance of the servitude. He used
t hree approaches: a cost approach, a conparabl e sal es approach,
and a nodified i ncone approach.

Respondent’s Expert Wtness

Respondent offered Richard Dunbar Argote (M. Argote) as an
expert witness with respect to commercial real estate appraisal.
Petitioner objected to M. Argote’s qualification to appraise the
servitude. Petitioner also objected to the adm ssion of M.
Argote’s report as his direct testinony on the value of the
servitude on the ground that the testinony was unreliable. W
reserved ruling on both objections, conditionally accepting M.
Argote as an expert and conditionally receiving his witten
report as his direct testinmony. W instructed the parties to
address petitioner’s objections on brief. M. Argote is of the
opi nion that the conveyance of the servitude to PRC by the
partnership did not reduce the value of the M son Bl anche
Bui | di ng by any anount.

M. Argote is licensed by the State of Louisiana as a
Certified General Real Estate Appraiser and as a Real Estate

Broker. Like M. Roddewi g, he is a nenber of the Appraisal
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Institute and holds its MAI designation. He has conpleted
several appraisal courses offered by the American Institute of
Real Estate Appraisers. He has attended many other sem nars and
synposia on a variety of appraisal topics, including hotel and
notel feasibility and valuation, partial interest valuation, and
determ ning the highest and best use of commercial properties.
From 1986 to 1989, he was a nenber of the Board of Exam ners of
the Anerican Institute of Real Estate Appraisers. He has
presented several semi nars on various appraisal topics relating
primarily to commercial real estate.

M. Argote has been appraising real estate in Louisiana for
over 25 years. From 1990 to 2000, he apprai sed between 50 and 70
buil dings in and around New Ol eans that were to be used as, or
to be converted into, hotels. About 85 percent of those
apprai sals were of buildings |ocated within the Central Business
District or the Vieux Carre. Over the years, M. Argote has
apprai sed every building within the sane square as the Maison
Bl anche Buil ding. He has apprai sed the Mison Bl anche Buil di ng
on three prior occasions. He has valued easenents of various
types, including one facade easenent and one conservation
easenent .

On July 27, 2006, M. Argote inspected the M son Bl anche
Bui | ding for purposes of determ ning the value of the servitude.
He produced a report (his direct testinony) valuing the servitude
as of the valuation date. To prepare his report, he used | egal

descriptions and city maps to identify the Mai son Bl anche
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Building. He relied on an engineer’'s report to confirmthe size
of inprovenents nade to the building. He searched the multiple
listing service and courthouse records to | ocate property sales
and | eases conparable to the building. He identified conparable
property sal es based on date of sale, proximty to the Maison
Bl anche Bui |l di ng, physical characteristics, and any speci al
conditions of the sale. To determ ne the value of the servitude
he determ ned the difference between the value of the Mison
Bl anche Buil di ng before and after the conveyance of the
servi tude, enploying a conparable sal es approach. H's report
states that it was produced in conformty with the Uniform
St andards of Professional Appraisal Practice.

OPI NI ON

| nt r oducti on

The principal questions before us are whether the
partnership overstated the charitable contribution deduction to
which it was entitled for 1997 on account of its making a
qgqual i fied conservation contribution of the servitude to PRC, a
qualified organization, and, if so, the amount, if any, of any
resulting accuracy-related penalty. Before we address those
guestions, however, we nust dispose of petitioner’s objections to
respondent’ s expert witness (M. Argote) and his direct

testi nony.
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[1. Objection to M. Argote’'s Testinony

A. | nt r oducti on

Petitioner objects to M. Argote’'s direct testinony on the
grounds that (1) he is not qualified to testify as an expert
wtness with respect to “facade donations”, and (2) even if he is
so qualified, his direct testinony is inadm ssible because it is
not reliable.

B. CQualification as an Expert Wtness

Proceedings in this Court are conducted in accordance with
t he Federal Rules of Evidence. See sec. 7453; Rule 143(a). Rule
702 of the Federal Rules of Evidence states that one is qualified
as an expert wtness “by know edge, skill, experience, training,
or education”. Respondent offered M. Argote as an expert with
respect to commercial real estate appraisal, qualified on that
basis to testify as to the value of the servitude. W nust
determ ne whether he is so qualified. *“ The essential elenents
of the real estate expert’s conpetency include his know edge of
the property and of the real estate market in which it is
situated, as well as his evaluating skill and experience as an

appraiser.’” Hi dden Caks, Ltd. v. Gty of Austin, 138 F.3d 1036,

1050 (5th G r. 1998) (enphasis omtted) (quoting United States v.

60.14 Acres of Land, 362 F.2d 660, 668 (3d Cr. 1966)).

M. Argote is a licensed real estate appraiser in Louisiana
with over 25 years of experience appraising real estate in the
New Ol eans area. He is a nenber of the Appraisal Institute and

possesses its MAI designation. He has taken many apprai sal
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courses, and he has presented sem nars on comercial real estate
apprai sing. He has extensive experience appraising buildings
used as or to be used as hotels in the New Ol eans area.
Specifically, he appraised 50 to 70 of those buil di ngs between
1990 and 2000, about 85 percent of which were located in the
Vieux Carre or the Central Business District of New Ol eans, the
nei ghbor hood i n which the Maison Blanche Building is |ocated. He
has apprai sed commerci al properties nei ghboring the Mison
Bl anche Buil ding. Moreover, he has appraised the Maison Bl anche
Bui |l ding on three prior occasions. |In carrying out his appraisal
assi gnnent for respondent, he used infornmation gathered from
public records. M. Argote inspected the property and studied
the zoning restrictions, plat maps, and an engineer’s report to
determne a value for the servitude. He estimated the val ue of
the servitude by enpl oying a conparabl e sal es approach, an
approach that M. Roddewi g al so enpl oyed and that generally is
accepted by courts as the best evidence of value (if

conparability can be showmn). E.g., Estate of Janeson v.

Conmm ssi oner, 267 F.3d 366, 373 (5th Cr. 2001), vacating T.C

Meno. 1993-43; Terrene lnvs., Ltd. v. Conm ssioner, T.C. Meno.

2007- 218.

M. Argote’'s experience, skills, approach, and the effort he
took to val ue the Mison Bl anche Buil di ng place himsquarely
within the definition of an individual qualified to provide
expert appraisal testinmony on the value of comercial real

estate. Petitioner argues, however, that M. Argote has
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insufficient experience with conservation restrictions to be
accepted as an expert qualified to testify with respect to the
val ue of the servitude. W do not agree.

A taxpayer may be entitled to a charitable contribution
deduction on account of its contribution of a qualified
conservation contribution to a qualified organization. See sec.
170(f)(3)(B)(iii). “A qualified conservation contribution is the

contribution of a qualified real property interest to a qualified

organi zati on exclusively for conservation purposes.” Sec.

1. 170A-14(a), Incone Tax Regs. “A perpetual conservation
restriction is a qualified real property interest.” Sec. 1.170A-
14(b) (2), Inconme Tax Regs. “A ‘perpetual conservation

restriction’” is arestriction granted in perpetuity on the use
whi ch may be made of real property—including, an easenent or
other interest in real property that under state | aw has

attributes simlar to an easenment (e.g., a restrictive covenant

or equitable servitude).” [d.?

8 The reqgul ations continue: “For purposes of this section,
the terns ‘easenent’, ‘conservation restriction’, and ‘' perpetual
conservation restriction’ have the sanme neaning.” Sec. 1.170A-

14(b)(2), Income Tax Regs. W shall use the term “conservation
restriction” to describe that common neaning. The servitude is a
(continued. . .)
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A qualified conservation contribution resulting fromthe
creation of a conservation restriction in favor of a qualified
organi zation nmay give rise to a charitable contribution deduction
if the value of the property burdened by the restriction is
di m ni shed on account of the creation of the restriction. The
fair market val ue of a conservation restriction generally cannot
be determ ned by | ooking to sales of conparable property since a
mar ket for the purchase and sale of conservation restrictions

rarely exists. Symngton v. Conm ssioner, 87 T.C. 892, 895

(1986). Therefore, a conservation restriction’s value is
determ ned by neasuring the inpact of the restriction on the
val ue of the property affected by the restriction; i.e., the

di m nution (or enhancenent) in value of that property resulting
fromthe creation of the restriction. See sec. 1.170A-
14(h)(3) (i) and (ii), Inconme Tax Regs. The procedure involves
determ ning the difference between the fair market value of the
af fected property before and after the restriction is inposed.
Sec. 1.170A-14(h)(3)(i), Incone Tax Regs.; e.g., Thayer v.

Comm ssioner, T.C. Meno. 1977-370. O that procedure, we have

said: “This valuation procedure involves traditional real estate
val uation principles, except it is necessary to derive two

val uations rather than one.” Thayer v. Commi Sssioner, supra. The

second valuation may be nore difficult than the first because the

property is then encunbered by the conservation restriction,

3(...continued)
conservation restriction within that nmeaning of the term
“conservation restriction”.
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whose effect on the value of the property may be difficult to
judge. Nevertheless, it is common that real estate appraisers
val ue encunbered property (e.g., inproved or uninproved realty
subject to an easenent). By definition, a conservation
restriction is an encunbrance on real property. Petitioner has
failed to show a categorical difference in the skills necessary
to val ue property encunbered by a conservation restriction as

opposed to the skills necessary to val ue property encunbered by

sonme other restriction or burden. |ndeed, petitioner admts on
brief that, within the field of real estate appraisal, “there may
not be a formal subspeciality of facade donations”. Moreover, on

past occasions, in determning the value of a conservation
restriction, we have accepted the testinony of a real estate
appraiser with no prior experience in valuing that type of

restriction. Johnston v. Comm ssioner, T.C. Menp. 1997-475;

Losch v. Conm ssioner, T.C Meno. 1988-230. Besides, M. Argote

has val ued easenents of various types, including one facade
easenent and one conservation easenent. Neither this Court nor
the Court of Appeals for the Fifth Crcuit, the court to which,
barring a stipulation to the contrary, an appeal would lie, see
sec. 7482(b)(1)(E), has ever denied expert testinony froman
apprai ser based on his |ack of specific experience with
conservation restrictions.

As stated, M. Argote is qualified to provide expert
apprai sal testinony on the value of comercial real estate. The

specific subject matter of his direct testinony in this case is
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the before restriction and after restriction values of the Mison
Bl anche Building. It is within his qualifications to so testify.
| ndeed, considering M. Argote’s history of valuing hotels in the
Central Business District, and the fact that he has val ued the
Mai son Bl anche Buil ding on three prior occasions, he is perhaps
nore famliar with that subject matter than petitioner’s expert
W t ness.

We find respondent’s witness, M. Argote, emnently well
qualified to give expert testinony as to the value of the
servitude. Petitioner’s objection to the contrary is overrul ed.

C. Reliability

1. | nt roducti on

Petitioner argues that M. Argote’s direct testinony (i.e.,
his witten report) “has nunerous and significant deficiencies
* * * [that] render it unreliable and appropriate for exclusion”
Specifically, petitioner criticizes M. Argote’s direct testinony
for failing to (1) conply with certain provisions of the
Secretary’s regul ati ons governing charitable contribution
deductions and (2) conformto the Uniform Standards of
Prof essi onal Appraisal Practice. Reliability is made a
prerequisite to expert testinony by rule 702 of the Federal Rules
of Evidence, which, in pertinent part, provides that a w tness
qualified as an expert with respect to scientific, technical, or
ot her specialized know edge may provide testinony thereto: “if
(1) the testinmony is based upon sufficient facts or data, (2) the

testinmony is the product of reliable principles and nethods, and
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(3) the witness has applied the principles and nethods reliably
to the facts of the case.” M. Argote arrived at his opinion as
to the value of the servitude by a three-step conparabl e sal es
approach: He first determ ned the value of the Maison Bl anche
Bui | di ng unencunbered by the servitude; he then determned its
val ue encunbered by the servitude; lastly, he determ ned the
val ue of the servitude by calculating the difference (which he
found to be zero). M. Argote’ s direct testinony was of a

technical nature. See G oss v. Commi ssioner, T.C Meno. 1999-254

(finding a discounted cashflow analysis to be a reliable tool to
determ ne the value of a mnority stock interest), affd. 272 F. 3d
333 (6th Gr. 2001). W therefore nust determne the reliability
of M. Argote’'s proffered direct testinony. See Fed. R Evid.
104(a).

2. Qualified Appraisal

Petitioner’'s first claimis that M. Argote’s direct
testinmony is unreliable because it is not a qualified appraisal
as defined by section 1.170A-13(c)(3), Incone Tax Regs. W can
summarily di spose of that claim Petitioner fails to understand
that the requirenents of section 1.170A-13(c)(3), Incone Tax
Regs., are applicable to taxpayers in connection with certain
charitable contributions of property. The regulation has no
application to an apprai sal obtained by respondent in support of

[itigation.
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3. Excl usi on of the Kress Buil di ng

Petitioner argues that M. Argote’s direct testinony is
unrel i abl e because, in valuing the servitude, he failed to take
account of the detrinment in value to the Kress Buil ding on
account of the conveyance of the servitude to PRC, as required by
section 1.170A-14(h)(3)(i), Incone Tax Regs. In pertinent part,
that regul ation specifies that the anmount of the deduction in the
case of a charitable contribution of a conservation restriction
covering a portion of contiguous property owned by the donor is
the difference between the before and after values of the entire
contiguous parcel. The Maison Bl anche and Kress Buil dings are
contiguous, and petitioner believes that the conveyance of the
servi tude reduced not only the value of the Mison Bl anche
Bui I ding but also the value of the Kress Building. It is
respondent’s position that the servitude does not burden or
affect the Kress Building. Mreover, as evidenced by his direct
testinmony, the appraisal assignnment given M. Argote was “[t]oO
estimate the market val ue of the facade donation on the subject
i nprovenents”, which he identifies as “a 13-story retail/office
bui | di ng known as the Mai son Bl anche Building”. Petitioner
criticizes M. Argote for, in effect, msidentifying the parcel
giving rise to petitioner’s charitable contribution deduction.
Petitioner does not, however, bring into question the reliability
of what M. Argote did, which was to estimte the change in val ue
of the Maison Blanche Building to the partnership on account of

its conveyance of the servitude to PRC. Petitioner nay argue
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that M. Argote’ s direct testinony provides no basis to support
respondent’s adjustnent to the partnership’s charitable
contribution deduction, but we shall not exclude that direct
testinmony as unreliable for failing to take account of any val ue
reduction to the Kress Building. M. Argote was not asked by
respondent to opine on that issue.

4. Uni f orm St andar ds of Prof essi onal Apprai sal
Practice

Uni f orm St andar ds of Professional Appraisal Practice (USPAP)
are pronul gated by the Appraisal Standards Board of The Apprai sal
Foundation, a nonprofit organization conprising other nonprofit
organi zati ons that represent appraisers and users of apprai sal
services.* Petitioner argues that M. Argote’s direct testinony
is unreliable because in various respects it is not in
conformance with USPAP. The prem se underlying petitioner’s
argunent is that USPAP is the defining standard for an

appraiser’s reliability. Petitioner clains: “Daubert [v.

Merrell Dow Pharmas., Inc., 509 U S. 579 (1993)] and its progeny

mandate that the Argote Appraisal be tested for its conpliance

wi t h USPAP. ”°

4 The Appraisal Foundation, Frequently Asked Questi ons:
http://ww. apprai sal foundati on. org/ s_apprai sal / doc. asp?Cl D=9&DI D=
172 (last visited Cct. 25, 2008).

5 In Daubert v. Merrell Dow Pharmas., Inc., 509 U S. 579
(1993), the Suprenme Court charged trial judges with the
responsibility of acting as gatekeepers to exclude unreliable
expert testinony, and the Court in Kunho Tire Co. v. Carm chael,
526 U.S. 137 (1999), clarified that that gatekeeper function
applies to all expert testinony, not just testinony based in
science. Fed. R Evid. 702 was anended in 2000 in response to

(continued. . .)
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USPAP is widely recogni zed and accepted as contai ni ng
standards applicable to the appraisal profession.® Adherence to
t hose standards is evidence that the appraiser is applying
met hods that are generally accepted within the appraisal
profession. Therefore, at a m ninmum conpliance with USPAP is an
indication that the appraiser’s valuation report is reliable.
However, a nonconpliant valuation report is not per se
unreliable. Full conpliance with professional standards is not
the sole nmeasure of an expert’s reliability.’

Petitioner has not cited any authority, nor do we know of
any, for the proposition that an appraiser’s conpliance with
USPAP is the sole determning factor as to whether an appraiser’s
val uation report is reliable. This and other courts have found
that an expert’s valuation opinion that does not fully conport
wth USPAP is still adm ssible although it may or may not be
hel pful. See Kohler v. Comm ssioner, T.C Menp. 2006-152 (expert

report not conformng to USPAP consi dered but given no weight);

5(...continued)
Daubert and the many cases applying it, including Kumho. See
Fed. R Evid. 702 advisory commttee s note (2000 anendnent), 28
U S.C. app. at 893-896 (2000).

6 Many States have incorporated conpliance with Uniform
St andards of Professional Appraisal Practice into their appraiser
licensing requirenments. See, e.g., IIl. Admn. Code tit. 68,
sec. 1455.240 (2007); Tit. 876 Ind. Adm n. Code sec. 3-6-2
(2008); Tit. 22 Tex. Adm n. Code Pt. 8, sec. 155.1 (2001).

" As professors Saltzburg, Martin, and Capra state: Expert
W tness testinony can be “reliable even though the expert’s
met hodol ogy is not generally accepted in her field.” 3 Saltzburg
et al., Federal Rules of Evidence Manual, sec. 702.02[5], at 702-
718 (9th ed. 2006).
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EPCO,_ Inc. v. Comm ssioner, T.C. Menp. 1999-103 (report of expert

not famliar with USPAP received into evidence but of little use

to Court); Cheatle v. Katz, 2004 WL 906249 (E. D. Pa. 2004)

(report of “highly qualified and credible” expert considered

al though a portion in contravention of USPAP); MKesson Corp. v.

Islam c Republic of Iran, 116 F. Supp. 2d 13, 23 n.6 (D.D.C

2000) (expert’s valuation testinony adm ssi bl e although he
conceded that, in performng his valuation, he had violated the
ethics rules established in USPAP), affd. in part, revd. in part

on ot her issues and remanded sub nom MKesson HBOC, Inc. V.

Islam ¢ Republic of Iran, 271 F.3d 1101 (D.C. Gr. 2001), vacated

in part 320 F.3d 280 (D.C. GCr. 2003). Petitioner essentially
asks the Court to supplant its responsibility to assess an
expert’s reliability with a rigid standard of reliability. Sole
reliance on USPAP is a far nore inflexible definition of
reliability than the definition (depending on “reliable
princi pl es and nmethods”) incorporated into rule 702 of the
Federal Rules of Evidence. Therefore, we decline to adopt USPAP
as the sole standard for reliability of an expert appraiser under
rule 702 of the Federal Rules of Evidence.

M. Argote arrived at his conclusion as to the value of the
servitude by rejecting two approaches to determ ning that val ue
accepted by M. Roddew g, the cost approach and the inconme
approach. He relied exclusively on a conparabl e sal es approach,
an approach on which M. Roddewi g also relied. Like M.

Roddewi g, M. Argote relied on a conparison of the before
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restriction and after restriction values of the buil ding.
Petitioner’s catal og of the alleged deficiencies under USPAP in
M. Argote’'s direct testinony goes to the “ bases and sources’”

of that testinony, see United States v. 14.38 Acres of Land, 80

F.3d 1074, 1077 (5th Gr. 1996) (quoting Viterbo v. Dow Chem

Co., 826 F.2d 420, 422 (5th Cr. 1987)), and accordingly, if of
any consequence, those alleged deficiencies affect the weight we
accord that testinony, see id., not the threshold question of its
reliability.

5. Concl usi on

M. Argote’ s direct testinmony is the product of the
application of reliable principles and nethods of valuation to
sufficient facts and data (as we shall discuss). It is
adm ssi bl e as expert testinony pursuant to rule 702 of the
Federal Rules of Evidence. Petitioner’s objection to the
contrary is overrul ed.

D. Concl usi on

M. Argote is accepted as an expert witness with respect to
commercial real estate appraisal qualified to testify as to the
val ue of the servitude, and his witten report, received into
evi dence conditionally, is received absolutely.

[, Expert Testinobny as to the Val ue of the Servitude

A. | nt roducti on

The parties agree that the partnership is entitled to a
charitabl e contribution deduction for 1997 on account of its

maki ng a qualified conservation contribution of the servitude (a
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conservation restriction) to PRC. They disagree as to the anount
of that deduction because they disagree as to the value of the
servitude. Notw thstanding respondent’s expert’s (M. Argote’s)
opinion that the value of the servitude was zero, respondent does
not ask that we find that its value was any | ess than determ ned
by respondent in his exam nation and set forth in the notice;
viz, $1.15 mllion.

Section 170 allows for a charitable contribution deduction.
In pertinent part, the Secretary’s regulations interpreting
section 170 provide: “If a charitable contribution is nmade in
property ot her than noney, the anmount of the contribution is the
fair market value of the property at the tine of the
contribution”. Sec. 1.170A-1(c)(1), Inconme Tax Regs. “The fair
mar ket value is the price at which the property woul d change
hands between a willing buyer and a willing seller, neither being

under any conpul sion to buy or sell and both having reasonabl e

knowl edge of relevant facts.” Sec. 1.170A-1(c)(2), Incone Tax
Regs. As noted supra in section Il1.B. of this report, a market

for the purchase and sale of conservation restrictions rarely
exists, and a conservation restriction’s value is determ ned by
measuring the inpact of the restriction on the fair market val ue
of the donor’s property affected by the restriction; i.e., any
dimnution in that fair market value resulting fromthe creation
of the restriction.

The parties rely exclusively on their experts to establish

the value of the servitude. Each expert arrived at an opinion as
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to the fair market value of the servitude by making the before
and after conparison contenplated by the regul ati ons. See sec.
1. 170A-14(h)(3) (i), Incone Tax Regs. M. Roddewi g (petitioner’s
expert) determned the requisite before and after values in three
different ways. He relied primarily on a cost approach and an
i ncome approach, but he also used, in part, a conparable sales
approach. He determ ned that the appropriate parcel of property
to val ue was the M son Bl anche Buil ding, the 1920s and 1950s
annexes, and the Kress Building (the M son Bl anche-Kress
parcel). He determ ned the follow ng before and after
restriction val ues:

Bef ore Restriction Val ues

Cost approach $43, 000, 000
Adj ust ed i nconme approach 41, 000, 000
Conpar abl e sal es approach 40, 000, 000

After Restriction Val ues

Cost approach $35, 500, 000
Adj usted i ncone approach 28, 000, 000
Conpar abl e sal es approach --
He determ ned no after restriction conparabl e sal es approach
val ue because, although he had found “[a] few sales in New
Ol eans that were precisely conparable to the * * * [ Maison
Bl anche-Kress parcel] in * * * [its before restriction]
condition”, he could find no “directly relevant” postrestriction
sales. Wth respect to the relevant weights to be given to the
adj usted i ncone and cost approaches, he concluded that, because

on the valuation date the Mii son Bl anche-Kress parcel “was a

truly unique property in New Ol eans”, “significant weight”
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shoul d be given to the greater difference between before and
after restriction values determ ned under the adjusted inconme
approach. Taking into account his three approaches, he reached
the followng ultimate determ nations as to the before and after
restriction values of the Miison Bl anche-Kress parcel and the
val ue of the servitude:

Val ue of the Servitude

Before restriction val ue $41, 000, 000
After restriction val ue 31, 000, 000
Difference; i.e., fair market

val ue of the servitude 10, 000, 000

M. Argote relied exclusively on a conparabl e sal es
approach. He concluded that the before restriction value of the
Mai son Bl anche Building was $10.3 million and the after
restriction value was $10.3 nmillion. He determ ned that the
val ue of the servitude was zero.

The fair market value of property is determ ned by taking
into account the highest and best use of that property on the

rel evant valuation date. E.g., Stanley Wrks v. Conm ssioner, 87

T.C. 389, 400 (1986). The experts differ on whether the
conveyance changed the hi ghest and best use of the property each
val ued. M. Roddew g determ ned the highest and best use of the
Mai son Bl anche- Kress parcel before the conveyance was a m xed use
devel opment, including a Ritz-Carlton Hotel wth 512 roons (60 of
t hem above the Kress Building), an additional all-suites hotel

W th approximately 268 roons, and retail use on the first two

fl oors and nezzani ne of the Miison Blanche Building. He

determ ned that the highest and best use of the Mison Bl anche-
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Kress parcel after the conveyance was different in that: “The
opportunity to add up to 60 additional hotel roons [above the
Kress Building] * * * [had] been elimnated.” That difference
contributed to his conclusion that, under both the cost and
i ncone approaches, the fair market val ue of the Maison Bl anche-
Kress parcel was reduced on account of the conveyance. M.
Argote believes the highest and best use of the M son Bl anche
Bui | ding both before and after the conveyance was use as a hotel
(not necessarily a Ritz-Carlton Hotel) wth retail space.

We begin with a discussion of the parties’ differences as to
whet her, on account of the conveyance, the highest and best use
of the Mai son Bl anche-Kress parcel changed. W then expl ain each
expert’s val uation nethods, and we follow with our conclusions as
to the persuasi veness of each expert’s opinion.

B. Hi ghest and Best Use Consi derati ons

1. | nt roducti on

“The realistic, objective potential uses for property

control the valuation thereof.” Stanley Wirks v. Conm ssi oner,

supra. The potential uses of the property nmust have a
“reasonabl e probability”, however. |1d. at 401. Wil e respondent
believes that the possibility that the partnership would add 60
roons above the Kress Building was too renote and specul ative to
be taken into account in determ ning the highest and best use of
t he Mai son Bl anche-Kress parcel, respondent’s principal argunment
is that M. Roddewi g erred in his belief that the conveyance

elimnated the possibility of constructing 60 hotel roons above
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the Kress Building. Wether M. Roddew g erred in that belief
presents a question of |ocal |aw

2. Di scussi on

We have summarized the terns of the conveyance supra, and
set it out in full (excluding exhibits) in an appendi x.
Petitioner contends that the conveyance “prevents * * * [the
partnership] fromconstructing additional floors above the Kress
Building and fromselling the Kress Buil ding unencunbered”.
Petitioner describes the conveyance as granting PRC a “servitude
of view', which petitioner further describes as “a servitude of
the view of [the] Facade, including that visible fromand above
the former Kress Building side of the Facade.” Petitioner
describes the partnership’s risk from buil ding above the Kress
Building or selling the Kress Buil ding “unencunbered” as the
“risk of being sued by the PRC for breach of contract.”
Petitioner concedes: “No portion of the protected Facade is
actually located on the * * * Kress building, and the definition
of ‘Inprovenent’ in the * * * [conveyance] does not include the
* * * Kress building.” Petitioner maintains, however, that the
Mai son Bl anche and Kress Buil dings share a common wall, which is
a part of the facade and is included in the term*®inprovenent”.
Petitioner clains that the servitude “was created in accordance
with the express statutory provisions of * * * [La. Rev. Stat.
Ann. sec. 9:1252 (1991)]".

La. Rev. Stat. Ann. sec. 9:1252 (1991) provides for the

creation of a perpetual real right burdening the whole or any
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part of inmmovable property, including but not limted to its
facade, in favor of an entity formed exclusively for certain
public purposes. Pertinent portions of that section are set out
in the margin.® A commentator has observed: “Since facade
servitudes and conservation servitudes are usually in favor of an
entity rather than an estate, they are properly classified as

rights of use rather than predial servitudes.” 1 Title, La.

8 Creation of real right for educational, charitable, or
hi stori c purposes

A The owner of i nmovable property nay create a perpetual
real right burdening the whole or any part thereof of that
i mmovabl e property, including, but not limted to, the facade,
exterior, roof, or front of any inprovenents thereon to any
corporation, trust, community chest, fund, or foundation,
organi zed and operated exclusively for religious, scientific,
literary, charitable, educational, or historical purposes, no
part of the net earnings of which inure to the benefit of any
private sharehol der or individual, or to the United States, the
state of Louisiana, or any political subdivision of any of the
foregoing. A real right established pursuant hereto may
additionally obligate the owner of the inmovable property as is
necessary to fully execute the rights granted herein.

B. Avreal right created pursuant to this Section shall be
bi nding on the grantor, his heirs, successors, assigns, and al
subsequent owners of the imovable property, regardl ess of the
fact that the grantee does not own or possess any interest in a
nei ghboring estate or the fact that the real right is granted to
the grantee and not to the estate of the grantee, the fact that
the real right was not created as a part of a comon devel opnent
or building plan, devised by an ancestor in title of the grantor.

C. Areal right created under the authority of this
Section shall be granted by authentic act and shall be effective
against third parties when filed for registry in the conveyance
records of the parish in which the i movable property is | ocated.
Any right or obligation inposed on the owner of the imovable
property by the real right created pursuant hereto, including any
affirmative obligation established therein, shall be enforceable
by the grantee through judicial proceeding by actions for
i njunctions or damages brought by the grantee.

[La. Rev. Stat. Ann. sec. 9:1252 (1991).]
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Prac. Real Est., sec. 3:47 (2d ed. 2007). The Louisiana Cvil
Code explains with respect to servitudes: “There are two kinds
of servitudes: personal servitudes and predial servitudes.” La.
Civ. Code Ann. art. 533 (1980). “A personal servitude is a
charge on a thing for the benefit of a person.” 1d. art. 534.
“A predial servitude is a charge on a servient estate for the
benefit of a dom nant estate.” La. GCv. Code Ann. art. 646

(2008). A right of use is a type of personal servitude. See La.

Civ. Code Ann. art. 534 (1980). It “confers in favor of a person
a specified use of an estate less than full enjoynment.” 1d. art.
639.

The point to be taken fromthis recitation of local lawis
that La. Rev. Stat. Ann. sec. 9:1252 allows the owner of
i mmovabl e property to create a right burdening the property in
favor of another person. The difficulty with respect to
petitioner’s argunent relying on La. Rev. Stat. Ann. sec. 9:1252
is his concession that the servitude created by the conveyance
does not burden the Kress Buil ding, except, perhaps, for the
comon wall it shares with the Maison Blanche Building. To
appreciate that difficulty, we need to understand sonething nore
of local |aw

Except where the rule is inconpatible, a right of use is
regul ated by application of the rules governing usufruct and
predi al servitudes. La. GCv. Code Ann. art. 645 (1980). Wth
respect to predial servitudes, La. Cv. Code Ann. art. 730 (2008)

provides: “Doubt as to the existence, extent, or manner of
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exercise of a predial servitude shall be resolved in favor of the
servient estate.” Comment (b) acconpanying that article
observes:

(b) I't is a cardinal rule of interpretation that,
in case of doubt, instruments purporting to establish
predi al servitudes are always interpreted in favor of
the owner of the property to be affected. The rule
i ncorporates into Louisiana |law the civilian principle
that any doubt as to the free use of imovabl e property
must be resolved in favoremlibertatis. * * * The
Loui si ana Suprene Court has repeatedly decl ared that
“servitudes are restraints on the free di sposal and use
of property, and are not, on that account, entitled to
be viewed with favor by the law.” Parish v.
Muni ci pality No. 2, 8 La. Ann. 145, 147 (1853), cited
wi th approval in Buras lIce Factory, Inc. v. Departnent
of Hi ghways, 235 La. 158, 103 So. 2d 74 (1958). See
also mauffy v. Weil, 240 La. 758, 767, 125 So. 2d 154,
158 (1960): “any doubt as to the interpretation of a
servitude encunbering property nmust be resolved in
favor of the property owner”. The rule that the proper
interpretation of an anbi guous instrunment is that which
| east restricts the ownership of the | and has been
applied by Louisiana courts in a variety of contexts.
See, e.g., Witehall Gl Co. v. Heard, 197 So. 2d 672
(La. App. 3rd Gr.), wit refused 250 La. 924, 199 So.
2d 923 (1967) (determ nation of the question whether a
| andowner created a single servitude over contiguous
tracts or a series of nmultiple interests). [ld.
(Revi si on Comrents-1977) . ]

The Court of Appeal of Louisiana has held that an agreenent
to establish a servitude that is anbi guous is unenforceable.

Exxon Corp. v. Barry, 384 So. 2d 826 (La. C. App. 1980).

There is no |l anguage in the conveyance that identifies the
partnership as the owner of the Kress Building and obligates it,
as owner of that building, to preserve a view of the Mison

Bl anche Building.® There is no | anguage in the conveyance that

® Petitioner has asked us to find that, on Dec. 30, 1997,
petitioner established a condom niumregime by which the Maison
(continued. . .)
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grants PRC (or anyone el se) any use whatsoever of the Kress
Buil ding. Indeed, there is no nention whatsoever of the Kress
Building in the conveyance. Mdreover, as we have discussed, in
determ ni ng whether an estate is burdened by a servitude, we nust
resol ve doubt in favor of the negative. See La. Cv. Code Ann.
art. 730 and discussion of that article supra. On the evidence
before us, we find that the conveyance creates no charge on the
Kress Building in favor of PRC 1° Petitioner has therefore failed

to prove that, by the conveyance, and pursuant to La. Rev. Stat.

°C...continued)
Bl anche Buil di ng and the Kress Buil ding were established as one
condomniumunit. W have not nade that finding in part because
petitioner concedes that the condom nium decl arati on was recorded
on the day follow ng the conveyance. Petitioner’s proposed
finding, even if supportable, would have little, if any
rel evance, to the valuation date questions before us.

10 W note in passing that petitioner’s claimthat the
Mai son Bl anche and Kress Buil dings share a conmon wall that is a
part of the facade and that is included in the term“inprovenent”
may not be to petitioner’s advantage. Were a conmon wall is
bet ween two properties, and the owner opens the wall for the
adm ssion of light, he may by acquisitive prescription burden the
nei ghboring estate wth a servitude of light that includes the
right to prevent the neighbor from obstructing the opening.
Pal oneque v. Prudhomme, 664 So. 2d 88, 91 (La. 1995); see La.
Cv. Code Ann. art. 703 (2008). Blueprints of the Mii son Bl anche
Bui | di ng depi ct about 120 wi ndows on the common wall that rises
above the Kress Building. W assune that they are old and, by
acquisitive prescription or otherwi se, their existence nmay, on
the valuation date, the date of the conveyance, have burdened the
Kress Building with a servitude of light in favor of the Mison
Bl anche Building. Such a servitude would |ikely have a negative
affect on the highest and best use of the Maison Bl anche-Kress
parcel since it would appear to deprive the owner of the Kress
Bui l ding of sonme freedomto add to the height of that buil ding.
M. Roddewi g did not consider the possibility of a pre-existing
servitude that limted the addition of height to the Kress
Bui | ding, thus, he may have erred in determ ning that the highest
and best use of the M son Bl anche-Kress parcel before the
conveyance included 60 hotel roons above the Kress Buil di ng.
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Ann. sec. 9:1252, the partnership granted PRC a perpetual real
right (servitude) of any extent in the Kress Building. Wile the
partnership may have obligated itself personally to nmaintain a
vi ew of the Maison Blanche Building, petitioner has failed to
show how t hat prom se bi nds anyone who does not undertake it;
e.g., a person acquiring ownership of the Kress Buil ding by
em nent donmain or as a result of the owner of the building s
bankruptcy. Petitioner has failed to show that the highest and
best use of the Mi son Bl anche-Kress parcel after the conveyance
differed fromits highest and best use before the conveyance on
account of the conveyance’s depriving the partnership of the
ability to add 60 hotel roons above the Kress Buil ding.

3. Concl usi on

M. Roddewig erred in his opinion that the highest and best
use of the Maison Blanche-Kress parcel differed after the
conveyance on account of the partnership’s disability to add 60
hotel roons above the Kress Building. W shall take that error
into account in considering his valuation concl usions.

C. Cost Approach

1. | nt roducti on

The cost approach to valuing inproved real property is based

on the principle of substitution. E.g., Talkington v.

Conmi ssioner, T.C. Menp. 1998-412:

The cost approach derives the value of a property by
estimating the reproduction or replacenent cost of the
i nprovenents, deducting therefromthe estimated
depreciation, and then addi ng the market value of the
| and. This approach estimtes val ue based on the
assunption that a prudent person will not pay nore for
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a property than it would cost to acquire a site and
erect a conparable structure (less accrued
depreciation) * * *,

2. Before Restriction Reproducti on Cost

M. Roddewi g cal cul ated the before restriction cost to
reproduce the Miison Bl anche Buil ding shell, the building s
annexes, and the Kress Building. He used the Marshall Valuation
Servi ce manual, which he described as a comonly used
construction cost manual published by Marshall and Swift, for
estimating construction costs for excavation and site
preparation, the foundation, the frane, the floors, portions of
the exterior walls, the basenent walls, and the roof structure.
For the terra cotta portions of the exterior walls of the Mison
Bl anche Buil ding, he relied on reproduction cost estimtes that
he obtai ned fromone or nore conpanies specializing in the
manufacture of terra cotta. He estimated those terra cotta
portions to cost $42.025 mllion. Finally, he added other
devel opnent costs, such as architect and project nanagenent fees.
He arrived at a total reproduction cost of $54.3 mllion before
depreci ati on and obsol escence.

To the $54.3 mllion so determned, he first applied a
di scount of 20 percent for physical depreciation to arrive at a
tentative depreciated reproduction cost. He then applied

di scounts of 10 and 15 percent for functional obsol escence (due

1 M. Roddewi g believed that only the basic shel
structure of the Miison Blanche Building contributed to its
mar ket val ue on the valuation date since the rehabilitation plan
for the building was to renove all interior partitions as well as
mechani cal and el ectrical systens.
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to the antiquated design of the Mii son Bl anche Buil ding), and
ext ernal obsol escence (due to | ocal preservation restrictions),
respectively, to arrive at a depreciated reproduction cost of
$32.58 million.

H's |ast step was to add the value of the land. He
identified six land sales in New Ol eans that he considered sal es
of conparable properties (all involving | and sales for hotel
construction). He made adjustnents for the type of interest
conveyed, market conditions, an adjacent purchaser prem umin one
case, locality, zoning, size, hotel price point, denolition
costs, and retail space. The range of adjusted prices he
determ ned for those sales, on a square foot basis, was $65 to
$126, and he decided to use $95 per square foot in valuing the
| and under the Maison Bl anche-Kress parcel. Applying that to the
parcel’s | and area of 68,105 square feet, he arrived at a val ue
of $6, 469,975 for the | and.

He al so derived a value for the cost of the | and based on
the | and cost per hotel room constructed (roomcost) for his six
conparabl e parcels. He nmade adjustnents for the sanme factors
that he considered in his price per square foot cal cul ati ons.

The range of the roomcosts was $9, 212 to $19, 340. He determ ned
that the Mai son Bl anche-Kress parcel |and should be valued on the
basis of a room cost of $15,000. He applied that cost to 780
roons (which included 60 roons above the Kress Building), and
that indicated to hima land value of $11.7 mllion. Gving nore

wei ght to his roomcost analysis than his square footage



- 39 -
anal ysis, he determ ned a before restriction value for the Mison
Bl anche- Kress parcel land of $10.5 mllion.
The follow ng table summari zes the results of M. Roddew g’s
before restriction approach:

Before Restriction Reproducti on Cost

Repr oduction cost before depreciation

and obsol escence $54, 300, 000
Less: Physical depreciation (20% 10, 860, 000
Depr eci at ed reproducti on cost 43, 440, 000
Less: Functional obsol escence (10% 4,344, 000

Ext ernal obsol escence (15% 6,516, 000
Depreci at ed reproducti on cost 32, 580, 000
Plus: Val ue of |and 10, 500, 000

Total before restriction reproduction

cost (rounded) 43, 000, 000

3. After Restriction Reproduction Cost

M . Roddew g assuned that the cost to reproduce the Mison
Bl anche Buil ding shell, the building s annexes, and the Kress
Bui | di ng, before depreciation and obsol escence, did not change on
account of the conveyance. He reduced his estimte of physical
depreciation from 20 percent to 15 percent because he believed
the useful life of the buildings would be greater by 5 years
after the conveyance on account of PRC s nonitoring and
enforcenment of the servitude. He did not change his estimate of
functi onal obsol escence. He increased his estimte of external
obsol escence from 15 percent to 30 percent.

He reduced his estimate of the cost of land from $10.5
mllion, before restriction, to $8 mllion, after restriction,
because the conveyance had reduced the partnership’s interest in

t he Mai son Bl anche-Kress parcel to less than a fee sinple
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construct 60 roons above the Kress Buil ding.

after

cost

the partnership had lost the right to

The follow ng table summari zes the results of M. Roddew g’s

restriction approach:

After Restriction Reproduction Cost

Repr oduction cost before depreciation

and obsol escence $54, 300, 000
Less: Physical depreciation (15% 8,145, 000
Depreci at ed reproducti on cost 46, 155, 000
Less: Functional obsol escence (10% 4,615, 500

Ext ernal obsol escence (30% 13, 846, 500
Depreci at ed reproducti on cost 27,693, 000
Plus: Val ue of |and 8, 000, 000

Total after restriction reproduction

cost (rounded) 35, 500, 000

4. Cost Approach Val ue

M . Roddewi g determ ned the value of the servitude using
approach to be $7.5 mllion, calculated as foll ows:

Val ue of Servitude Deternined Usi ng Cost Approach

Before restriction reproduction cost $43, 000, 000
Less: After restriction reproduction cost 35, 500, 000
Val ue of servitude 7, 500, 000
D. Incone Approach

1. Introduction

The i ncone approach to valuing real property involves

di scounting to present value the expected cashflows fromthe

t he

property. E.g., Marine v. Conm ssioner, 92 T.C. 958, 983 (1989),

affd. wi thout published opinion 921 F.2d 280 (9th Gr. 1991).

The theory behind the approach is that an investor would be

willing to pay no nore than the present value of a property’s

antici pated net incone.
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2. Bef ore Restriction I ncone Approach

M. Roddewi g cal cul ated a before restriction value for the
Mai son Bl anche Buil ding as of Decenber 29, 1997, using the incone
approach. He nade various assunptions, anong which were the
followng. The building would be rehabilitated to house a 452-
roomRitz-Carlton Hotel. Construction would comrence on January
1, 1998; it would be conpleted on Decenber 31, 1999, and the
hotel would open on January 1, 2000. The building would be held
until the end of 2002 and would then be sold. Devel opnent costs
to rehabilitate the building for the operation of the hotel would
be $887,938, $22,549,691, and $47, 689,058 for 1997, 1998, and
1999, respectively. Net operating incone fromoperation of the
hotel would be $9, 262, 297, $10, 825, 659, and $13, 149, 400 for 2000,
2001, and 2002, respectively. The selling price of the building
at the end of 2002, determi ned by applying a capitalization rate
of 9.5 percent to expected net operating incone for 2003 of
$12, 947, 254, would be, rounded, $136.3 million, which, after
deducting selling expenses of $3,407,500 (2.5 percent of the
selling price), would produce a net selling price of
$132, 892,500, which, after paynent of a $8.95 million devel oper’s
note, would | eave net sal es proceeds of $123,942,500. Al
cashfl ows were discounted at 13 percent, to produce a before
restriction net present value of $29, 275,863, which he rounded to

$29.5 mllion.
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3. After Restriction | ncone Approach

M. Roddewi g’s cal culation of an after restriction val ue
using the inconme approach differed in inportant particulars from
his before restriction approach. He expl ained those differences
as being due to the burden of the servitude. He reduced his
estimates of net operating incone fromoperation of the hotel for
each of the years 2000 through 2003 on account of increased
adm ni strative and general expenses, operations and mai nt enance
expenses, and insurance expenses. The average increase in each
of those categories was $197,500, $201, 500, and $99, 250 for 2000
t hrough 2003, respectively. For each of those years, he further
reduced his estinmate of net operating incone by $370, 000 on
account of an annual addition to an accounting reserve for the
pur pose of replacing the Maison Blanche Building's terra cotta
f acade.

He increased from2.5 to 2.75 percent his estimate of the
cost to sell the building at the end of 2002, which increase he
attributed to additional marketing, |legal, and adm nistrative
expenses. He increased from9.5 to 10 percent the capitalization
rate that he used to determne the selling price of the building,
and he increased from13 to 13.5 percent the rate he used to
di scount all cashflows, which increases he attributed to the
addi tional risks and uncertainties he believed attended the
servi tude.

He determ ned an after restriction net present val ue of

$17, 868, 456, which he rounded to $18 milli on.
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4. | ncome Appr oach Val ue

Usi ng the inconme approach, M. Roddew g determ ned the val ue
of the servitude to be $11.5 mllion, calculated as foll ows:

Val ue of the Servitude Determ ned Using | ncone Approach

Before restriction net present val ue $29, 500, 000
Less: After restriction net present val ue 18, 000, 000
Val ue of the servitude 11, 500, 000

M . Roddewi g expl ained that that determ nation of val ue was

i nconpl ete, however, because it ignored the portions of the

Mai son Bl anche-Kress parcel devoted to retail departnment store
use and to the planned 268-roomall-suites hotel (including 41
roons to be constructed above the existing building). Because he
| acked data as to incone and expenses with respect to those uses
and therefore could not pursue an incone approach with respect to
them he made adjustnents to his prelimnary cal cul ati ons using

i nformati on devel oped under the cost approach. That hybrid
approach produced the follow ng results:

Before Restriction Hybrid Approach

Prelimnary determ nation of val ue $29, 500, 000
Plus: Adjustnent for departnent store space
(128,463 sqg. ft. x $62.65 per sqg. ft.) 8, 048, 207

Plus: Adjustnent for portion of building devoted
to all-suites hotel (48,325 sq. ft. x $62.65 per

sq. ft.) 3,027,561
Plus: Adjustnent for additional roons constructed
above building (41 roons x $14, 000 per roon) 574, 000

Tot al adj usted val ue by inconme approach (rounded) 41, 000, 000
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After Restriction Hybrid Approach

Prelimnary determ nation of val ue $18, 000, 000
Plus: Adjustnent for departnent store space
(128,463 sq. ft. x $53.25 per sq. ft.) 6, 840, 655

Plus: Adjustnent for portion of building devoted
to all-suites hotel (48,325 sq. ft. x $53.25 per

sq. ft.) 2,573, 306
Plus: Adjustnent for additional roons constructed
above building (41 roons x $12, 000 per roon 492, 000

Tot al adj usted val ue by inconme approach (rounded) 28, 000, 000
M. Roddewi g determ ned the value of the servitude using the
hybrid i ncone approach to be $13 mllion, calculated as foll ows:

Val ue of Servitude Determ ned Using Hybrid | ncone Approach

Before restriction reproduction cost $41, 000, 000
Less: After restriction reproduction cost 28, 000, 000
Val ue of servitude 13, 000, 000

E. Conmparabl e Sal es Approach

1. | nt roducti on

Messrs. Roddewi g and Argote both enpl oyed the conparabl e
sal es approach. M. Roddewi g enployed it only in aid of
determining a before restriction value for the Mii son Bl anche-
Kress parcel. He did not enploy it in aid of determ ning an
after restriction value for the parcel because he could find no
sales “that were directly conparable.” M. Argote enployed the
conpar abl e sal es approach exclusively to determ ne both the
before and after restriction values of the M son Bl anche
Bui | di ng.

The “conparabl e sales” (or “market data”) approach to
val uing real property involves gathering information on sal es of
property simlar to the subject property and then conparing and

wei ghing that information to determ ne a value for the subject
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property. E.g., Estate of Spruill v. Conm ssioner, 88 T.C 1197,

1229 n. 24 (1987); Estate of Rabe v. Comm ssioner, T.C. Mno.

1975-26, affd. w thout published opinion 566 F.2d 1183 (9th G
1977). The rationale is that the marketplace is the best

i ndi cat or of value, based on the conflicting interests of many

buyers and sellers. Estate of Rabe v. Comm ssioner, supra. That
in turn is based on the principle of substitution; i.e., that a
prudent man will pay no nore for a given property than he would
for a simlar property. 1d. One using the conparable sales
approach nmakes adjustnents to the sales prices of the conparable
properties to reflect differences between the conparables and the

subj ect property being valued. E.g., Talkington v. Conm Ssioner,

T.C. Meno. 1998-412. “Positive adjustnents are made to
conparabl e properties that are inferior in sonme fashion to the
subj ect property; negative adjustnents are nade to conparable
properties that are superior in some fashion to the subject
property.” 1d. n.8.

2. Before Restriction Conparable Sal es Approach

a. M. Roddewi g’ s Approach

M. Roddewig identified two sets of buildings suitable for
hi s conparabl e sal es approach. The first set included downt own
New Ol eans buil di ngs purchased as shells for adaptive reuse as
hotels. He identified five purchases, two of which involved
properties that the purchaser conbined to formone hotel. He
determ ned the sales price per square foot of each building and

made adj ustnents to those prices for several nmajor and a few
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m nor differences to arrive at an adjusted price per square foot
for each building.! He nade positive adjustnments at the rate of
7.5 percent a year to account for appreciation in the New Ol eans
hotel market fromthe date of purchase of each conparable to
Decenber 1, 1997. He believed that the |ocation of each of the
conpar abl es was inferior to that of the M son Bl anche Buil di ng,
so he made a positive adjustnment to each, ranging from 10 to 25
percent, to account for that difference. He nmade positive or
negati ve adjustnents to each conparable to reflect the relative
burden of zoning and historic designation differences. He nade
negati ve adjustnents to several of the conparables for size and
configuration differences. He nade a positive adjustnent to each
conparabl e ranging from 15 to 60 percent to reflect the higher
roomrates expected for a Ritz-Carlton Hotel. Finally, he nmade a
positive adjustnment to each conparable of 25 percent to reflect
each’s lack of retail space. He calculated the average adjusted
price per square foot to be $53. 44.

He al so determ ned the sales price per roomfor each
building in the first set and made the sane adjustnents he nade
in determning the adjusted price per room although, wthout
expl anation, sonme of his percentages differed slightly. He

cal cul ated the average adjusted price per roomto be $31, 263.

2 The minor adjustnents were relatively small and affected
only two of the properties. One is a 10-percent reduction for a
sal e that involved seller financing and the other is a 10-
percent reduction for the property being purchased by the owner
of the adjacent property.
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The second set of buil dings consisted of office buildings
out side of New Ol eans purchased for conversion to hotel use.
He identified seven buildings, four of which were located in
Manhattan, one in Boston, another in Washington, D.C, and a
final one in Ceveland. He used those sales to calculate an
average adjusted price per square foot and per room He nade
adj ustnments with respect to the nenbers of the second set simlar
to the adjustnents he made with respect to the nenbers of the
first set; however, he applied different percentages. For the
| ocation adjustnent, he made negative adjustnments to six of the
conpar abl es, ranging from25 to 40 percent, and he nmade a
positive adjustnent to one of 45 percent. He calculated the
average price per square foot for the non-New Ol eans properties
to be $75.42 and the adjusted price per roomto be $60, 886.

The followi ng table sumari zes the average adjusted prices
M . Roddew g cal cul at ed.

Average Adjusted Prices Per Square Foot and Per Room

Set 1: (New Ol eans buil dings)

Adj usted price per sq. ft. $53. 44

Adj usted price per hotel room 31, 263. 00
Set 2: (buildings in other cities)

Adj usted price per sq. ft. 75. 42

Adj usted price per hotel room 60, 886. 00

Based on those average adjusted prices, he determ ned that the
val ue of the Maison Bl anche-Kress parcel could be determ ned by
assum ng a value of $70 per square foot for the existing

i mprovenents and $55,000 for each hotel roomto be built. On a
square footage basis, assum ng that the existing inprovenents

(i ncluding the Kress Building) conprised 530,646 square feet, he
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determ ned a val ue of $37, 145, 220, and, on a hotel room basis he
determ ned a value of $39.6 mllion if only 720 roons were to be
built and $42.9 mllion if 780 roonms were to be built (i.e.,
i ncludi ng 60 roons above the Kress Building). Determning that
“[a] nal yzi ng the conparabl es based upon a price paid per room
results in a nore accurate way of conparing the hotel potential”
of the conparables to the Maison Bl anche-Kress parcel, he
concl uded the value of the parcel under the conparabl e sales
approach as of Decenber 1997 was $40 mllion.

b. M. Argote’s Approach

M. Argote identified nine buildings in New Ol eans that he
t hought conparable to the Mai son Bl anche Buil ding and that were
sol d between January 1995 and Decenber 1997. He determ ned the
sales price per square foot of each building and nade adjustnents
for differences in conditions of sale, tinme of sale, |ocation,
size, and configuration. He nmade positive adjustnents at the
rate of 5 percent a year to account for appreciation in prices
paid for New Ol eans buildings suitable for conversion to hotels.
He made positive adjustnents to eight of the buildings, ranging
from5 to 20 percent, to account for what he thought were the
inferior |ocations of those buildings. He nade negative
adjustnments to all of the buildings, ranging from5 to 30
percent, to account for the greater size of the Miison Bl anche
Buil ding (which he viewed as a detrinent). He nmade positive or
negati ve adjustnents to four of the buildings to account for

configuration and | ayout differences.
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He cal cul ated the average adjusted price per square foot to
be $20.12. He decided that the value of the Miison Bl anche
Bui | di ng shoul d be cal cul at ed assumi ng a val ue of $20 per square
foot. He assuned the gross building area of the Maison Bl anche
Building to be 514,697 square feet, which led to his concl usion
that the value of the building before the restriction was
(rounded) $10.3 mllion.?®

3. After Restriction Conparable Sales Approach

Only M. Argote used the conparabl e sales approach to
determ ne an after restriction value. He identified five
buildings in New Ol eans that he thought conparable to the Mison
Bl anche Buil di ng, were encunbered by facade restrictions, and
were sold between Decenber 1991 and Decenber 1997. He determ ned
the sales price per square foot of each building and nade
adjustnents for differences in conditions of sale, tine of sale,
| ocation, size, and configuration. One building was sold by a
| ender who obtained the property by foreclosure and m ght have
had a strong notivation to sell; on that account, M. Argote nade
a positive adjustnent of 30 percent. He made positive
adjustnents at the rate of 5 percent a year to account for

appreciation in prices paid for New Ol eans buil dings suitable

13 Messrs. Roddewi g’s and Argote’s square footage
calculations differ in substantial part because M. Roddew g
i ncluded the area of the Kress Building in the area of the
property he was valuing and M. Argote did not. |If the area of
the Kress Building is elimnated from M. Roddew g’s cal cul ati on
of the area of the property he was valuing, the resulting area
equal s 514,436 square feet, not substantially different fromthe
area assuned by M. Argote; i.e., 514,697 square feet.
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for conversion to hotels. He made positive adjustnents to four
of the buildings, ranging from20 to 30 percent, to account for
what he thought were the inferior |ocations of those buil dings.
He made negative adjustnents to all of the buildings, ranging
from15 to 30 percent, to account for the greater size of the
Mai son Bl anche Building. He nmade positive adjustnments to two of
the buil dings, one by 30 percent and the other by 10 percent, to
account for configuration and | ayout differences.

He cal cul ated the average adjusted price per square foot to
be $20.75. He decided that the value of the Miison Bl anche
Building after the restriction should be cal cul ated assum ng a
val ue of $20 per square foot. He therefore concluded that the
val ue of the Miison Blanche Building after the restriction was
the sane as its value before the restriction; viz, (rounded)
$10.3 million.

4., Conparabl e Sal es Approach Val ue

M. Roddew g did not determ ne the value of the servitude
usi ng the conparabl e sal es approach because he was unable to
determ ne an after restriction value for the property under that
approach. M. Argote determ ned the value of the servitude using
t he conparabl e sal es approach to be zero because he determ ned
the value of the M son Bl anche Buil ding both before and after

the restriction was the sane.



V. Value of the Servitude

A. | nt r oducti on

Val uation is not a precise science, and determning the fair
mar ket val ue of property on a given date is a question of fact to
be resolved on the basis of the entire record. E.g., Kaplan v.
Commi ssioner, 43 T.C. 663, 665 (1965); Arbini v. Conm ssioner,

T.C. Meno. 2001-141. Expert testinony may assist the Court to
understand areas requiring scientific, technical, or other
speci al i zed know edge. See Fed. R Evid. 702. O course, we are
not bound by the opinion of any expert w tness, and we nay accept
or reject expert testinony in the exercise of our sound judgnent.

Hel vering v. Natl. Gocery Co., 304 U S 282 (1938); Estate of

Newhouse v. Comm ssioner, 94 T.C 193, 217 (1990). Al though we

may | argely accept the opinion of one party’s expert over that of

the other party’ s expert, see Buffalo Tool & Die Manufacturing

Co. v. Commi ssioner, 74 T.C. 441, 452 (1980), we nay be sel ective

in determ ning what portions of each expert’s opinion, if any, to

accept, Parker v. Conmm ssioner, 86 T.C. 547, 562 (1986).

Finally, because valuation necessarily involves an approxi mation,
the figure at which we arrive need not be directly traceable to
specific testinony if it is within the range of values that may
be properly derived fromconsideration of all the evidence.

E.g., Peracchio v. Comm ssioner, T.C Meno. 2003-280.

Wth those principles in mnd, we address the question of

t he val ue of the servitude.



B. Cost Approach

1. | nt r oducti on

We have in the past questioned the suitability of the
reproduction cost approach when applied to value older, historic

struct ures. Dorsey v. Commi ssioner, T.C Meno. 1990-242; Losch

v. Comm ssioner, T.C Meno. 1988-230. For exanple, reproduction
cost is of little assistance if no one would think of reproducing

the property. United States v. Toronto, HamlIton & Buffalo

Navi gation Co., 338 U. S. 396, 403 (1949). The Mai son Bl anche

Bui |l ding was built between 1907 and 1909. It is true that the
servitude obligates the building’s ower to repair the facade and
structural elenents of the building if they are damaged. 1In the
case of a total loss or destruction of the building, however, the
servitude provides: “Ower shall pronptly renove all debris and
trash and properly maintain the Land. Omer nust obtain Donee’s
witten approval of and prior consent to any construction or
reconstruction of * * * [the Mison Bl anche Buil ding], as

provi ded herein.” Petitioner has failed to convince us that,
notw t hstanding the historic significance of the M son Bl anche
Bui | ding, the owners of the building would want to, or would be
required to, reconstruct that 100-year-old structure if it were
destroyed. Mreover, even if an ol der building would be
reconstructed if destroyed, there are reasons why the cost
approach is an inappropriate method for val uing ol der buil di ngs.

In Crocker v. Conm ssioner, T.C. Mno. 1998-204, we said that the
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cost nethod is a poor indicator of value when estimating the

val ue of ol der, special-purpose buildings, since any estinate of
obsol escence (a necessary conponent of the valuation process) is

subjective. In Losch v. Conm ssioner, supra, we said: “[I]n

dealing with an older, historic structure, it is highly

guesti onabl e whet her the replacenent cost nmethod can be used to
provi de nmeani ngful results.” Finally, the Court of Appeals for
the Fifth GCrcuit has also raised a cautionary flag with respect
to the admssibility of reproduction cost evidence. United

States v. Benning Housing Corp., 276 F.2d 248, 250 (5th G

1960) (“absent sone special show ng, reproduction cost evidence
is not adm ssible in a condemation proceedi ng”).

VWil e our jurisprudence does not reject the reproduction
cost approach altogether, we have considered it an appropriate
measure of value only where the taxpayer establishes a probative
correl ati on between such cost and the fair market value of the

property. See Crocker v. Conm ssioner, supra. Generally, as a

precondition to using the approach, the taxpayer nust show that
the property is unusual in nature and other nethods of val uation
such as conparable sales or incone capitalization, are not
applicable. 1d. Wether the M son Bl anche Building is unusual
or not, petitioner’s application of the income approach and
conpar abl e sal es approach (at |least with respect to the before
restriction value of the building) would seemto rule out our

consideration of the cost approach in this case. Wile that is

a
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sufficient basis for us to give no weight to M. Roddew g’ s cost
approach testinony, we shall continue our analysis because, in
addition, we find his testinony on that subject to be
unpersuasive. Therefore, even if there were no other applicable
met hods of valuation, we would find that petitioner has failed to
establish a probative correlation between M. Roddewi g’s estimte
of reproduction cost and the fair market value of the Mison
Bl anche- Kress parcel

2. Fi rst | npression

Qur first inpression of M. Roddew g’s estimate of a before
restriction value of $43 million for the Mii son Bl anche- Kress
parcel is that it defies reason. The partnership paid $6, 625, 000
for the Mison Blanche Building, $6 million in Decenber 1995 and
an additional $625,000 in Septenber 1996 (all of which, for ease
of analysis, we shall consider as having been paid in Decenber
1995). It paid $3.4 mllion for both the Kress Building and the
Kress parking garage in Cctober 1997. Petitioner proposes that
we find as a fact that the cost of the Kress Building was $1
mllion, which anount we shall accept for purposes of this
analysis. M. Roddewi g testified that, in Septenber 1999, the
partnership paid $3,375,938 to buy out the remaining termof the
Mai son Bl anche Building retail |lessee. W shall for this
anal ysi s accept that anount as an estimte of the value of the
| ease to the partnership in Septenber 1999. W shall further

assune that (1) the $1 mllion that the partnership paid for the
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Kress Building in 1997 is what it would have paid in Decenber
1995 (although that is contradictory to M. Roddew g’'s testinony
about the direction of real estate prices during that tine
period); and (2) the $3,375,938 it paid to buy out the lease is
what it would have paid in Decenber 1995 (al though, at that tine,
it may have been willing to pay nore because of the |onger
remai ning termof the |ease). Thus, altogether, the partnership
can be deened to have paid $11, 000, 938 ($6, 625, 000 + $1, 000, 000 +
$3, 375,938) for the Miison Bl anche-Kress parcel in Decenber 1995.
If M. Roddewig is correct that, on the valuation date (before
t he conveyance), the parcel was worth $43 mllion, then the
parcel had appreciated in value by 291 percent during the 2 years
bet ween Decenber 1995 and Decenber 1997. Wiile he recites a |ist
of reasons for the “significant increase in the market val ue of
the * * * [ Maison Bl anche Building]”, including inprovenent of
the hotel market in New Ol eans and the agreenents entered into
by the partnership and Ritz-Carlton Hotel chain, his evaluation
of the real estate market in and around New Ol eans indicates no
conpar abl e i ncrease. He describes the single-famly housing
mar ket as “growing at a relatively stable pace as of the end of
1997.” He describes office market conditions during the 1991
t hrough 1997 period as “generally not good”, and he describes the
i ndustrial market as being “in a condition simlar to the office
market.” He describes the retail vacancy rate as stable between

1994 and 1997, although he reports Rosen Consulting G oup as
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saying that the dowmntown retail market “had fared relatively
well.” He adds: “The retail market as of Decenber of 1997 was
expected to remain stable over the next few years”. Wth respect
to the hotel market, and in particular with respect to what he
describes as the “New Ol eans Upscal e and Luxury Lodgi ng Market”,
in which the planned Ritz-Carlton Hotel would conpete, he
testified: “Overall market supply and denmand i ncreased at
conmpound annual rates of 1.9 and 1.8 percent, respectively, from
1995 to 1997.” In response to a question fromthe Court, M.
Roddew g ascri bed sonme increase in value due to the common
ownership of the Mison Bl anche and Kress Buil di ngs, but he did
not quantify that increase. Sinply put, we cannot reconcile M.
Roddewi g’ s report of a New Ol eans real estate market enjoying,
at best, stable growh with his explanation of 291-percent
appreciation in the value of the Maison Bl anche-Kress parcel. W
shal | continue by exam ning particul ar aspects of his cost
appr oach.

3. Terra Cotta Cost

M. Roddewi g has failed to convince us that the reproduction
cost of the Mison Blanche Building shell and the Kress Buil di ng
on the valuation date, before depreciation and obsol escence, was
$54.3 million. O that total estinmated cost of reproduction,
$42.025 mllion is attributable to reproducing the terra cotta
facade on the Mai son Bl anche Building. M. Roddew g’s testinony

as to that cost is the only evidence of it in the record. His
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testinony is based upon estimates which he obtained fromterra
cotta industry specialists, rather than fromhis own experience.*
The estimated cost is not detailed or broken down, meking it
i npossible for us to know what is and is not included and how t he
cost was determined. Wile the terra cotta specialists he relied
on may be highly qualified, he has not articulated the facts
relied on by, and the reasoning of, those specialists, which
prevents us from properly evaluating both their and his

conclusions. See Estate of Palner v. Commi ssioner, T.C Mno.

1992-48 (quoting 15 Mertens, Law of Federal Incone Taxation, sec.

4 M. Roddewi g's testinony with respect to how many
specialists he relied on is inconsistent. Note 5 to the table in
his witten report | abel ed “Segregated Cost Anal ysis: Before
Preservati on Easenment Mai son Bl anche Hotel Conplex (Ritz-Carlton
Hotel ) —- Bui Il ding Shell Only— As of Decenber 29, 1997 expl ai ns
that the terra cotta reproduction cost “has been estinmated based
on calculations fromterra cotta specialists.” Note 40 to that
witten report explains: “The costs used by us to calculate the
reproduction cost of the Mii son Bl anche exterior were determ ned
based upon multiple calls with M. Pete Pederson of d adding
McBean terra cotta between February 23 and March 4, 2005.” W
cannot determ ne how many terra cotta specialists M. Roddew g
consulted. W shall continue to use the term “specialists”
al t hough we are uncertain as to whether there was one or nore.
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59.08, at 26 (1989)).% The estimated cost of $42.025 mllion to
reproduce the terra cotta portion of the facade is the nmgjor
el ement of his reproduction cost estimate. Wthout adequate
support for a terra cotta cost of $42.025 mllion, we give no
wei ght to his conclusion that the total cost to reproduce the
Mai son Bl anche Buil ding shell and the Kress Building is $54.3
mllion.

4. Ext er nal (Obsol escence

In both his before and after restriction cal cul ati ons of
reproduction cost, M. Roddew g deducted an amount to reflect
ext ernal obsol escence: 15 percent of the before restriction
depreci ated reproduction cost and 30 percent of the after
restriction depreciated reproduction cost ($6,516,000, and
$13, 846, 500, respectively). He described the before restriction
external obsol escence as resulting fromthe designation of the

Mai son Bl anche-Kress parcel as part of the Canal Street H storic

15 15 Mertens, Law of Federal |ncone Taxation, sec. 59.08,
at 26 (1989):

A common fallacy in offering opinion evidence is
to assune that the opinion is nore inportant than the
facts. To have any persuasive force, the opinion
shoul d be expressed by a person qualified in
background, experience, and intelligence, and having
famliarity wwth the property and the val uation probl em
involved. It should also refer to all the underlying
facts upon which an intelligent judgment of valuation
shoul d be based. The facts nust corroborate the
opinion, or the opinion will be discounted. [Fn. refs.
omtted.]
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District. He justified the after transaction increase as
fol | ows:
We concluded earlier that the regul ati ons enforced

by the * * * [Central Business District Hi storic

D strict Landmarks Conm ssion] resulted in external

obsol escence of 15% Qur analysis indicates that the

additional restrictions resulting fromthe operation of

the preservation and conservati on easenent add an

additional layer of restriction at |east as severe as

t hose inposed by the New Ol eans historic district

regulations. It is appropriate, therefore, to deduct

an additional 15% for the external obsol escence created

by the easenent, an anmount of external obsol escence

equal to that also created by regulation of the Mison

Bl anche and Kress buildings by the * * * [Central

Busi ness District Historic District Landmarks

Comm ssion]. The result is total external obsol escence

“after” considering the easenent of 30% conpared to

only 15% “before” the easenent was i nposed.
In his oral testinony, M. Roddew g expl ained his adjustnents for
ext ernal obsol escence as being based on his experience and on
mar ket data indicating that sonme buyers reject buildings burdened
by preservation easenents. Sone adjustnent is plausible. He
further testified that he arrived at his percentage adjustnents
as a matter of judgnent. What is inportant here is not M.
Roddew g’ s application of a 15-percent adjustnent both before and
after the restriction for external obsol escence on account of
historic district regulations. By itself, that adjustnent does
not contribute to the value of the servitude. Wat is inportant
is his failure to provide us with anything beyond a request to
trust in his judgnent that the enforcenment of the provisions of
t he servitude doubl es the cost of external obsol escence. As

illustrated by our discussion supra of our first inpression, M.
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Roddewi g has failed to engender in us full confidence in his
judgment. Moreover: “W need not rely on the unsupported

opi nion of an expert witness.” Holman v. Conm ssioner, 130 T.C.

170, 213 (2008).
5. Land Val ue

In noving fromhis before to after restriction value, M.
Roddewi g reduced his estimate of the cost of land by $2.5 million
because the conveyance had reduced the partnership’s interest in
t he Mai son Bl anche-Kress parcel to less than a fee sinple
interest and, he believed, the partnership had lost the right to
construct 60 roons above the Kress Building. W have already,
supra, in section Il11.B.2. of this report, described our reasons
for disagreeing wwth his second conclusion. Wile M. Roddew g
may be right that, after the conveyance, the partnership held
less than a fee sinple interest in the Maison Bl anche-Kress
parcel, we reject the translation of that conclusion into a 10-
percent negative adjustnent to the prices of his six conparable
parcels. M. Roddewig testified that he was unable to find any
sale of land in New Ol eans encunbered by a preservation
easenent. As aresult, to determne the after restriction |and
cost conponent of his reproduction cost analysis, he considered
the same six sales he utilized earlier but he “adjust[ed] each
conpar abl e downward by 10% to account for the decrease in the
property interest resulting fromthe inposition of the * * *

[servitude].” The question before us is whether a servitude
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requiring mai ntenance of a building' s facade would survive and
affect the value of the underlying land if that |land were w ped
clean of the building. While for the sake of argunment we wll
concede that possibility, M. Roddew g s conclusion of a 10-
percent reduction in value as a general rule is not persuasive,

and we do not accept it. See Holman v. Conmm Sssioner, supra

at 213.

6. Concl usi on

M. Roddewi g has failed to persuade us that $43 mllion and
$35.5 nmillion are reliable estimtes of the before and after
restriction reproduction costs of the Mi son Bl anche-Kress parcel
or that the resulting value of the servitude is $7.5 mllion. W
shal | disregard petitioner’s cost approach in determ ning the
val ue of the servitude.

C. | ncone Appr oach

1. | nt roducti on

The i ncone approach to valuation is a recogni zed net hod t hat
has been favored where conparabl e market sales were |acking. See

Chertkof v. Comm ssioner, 72 T.C 1113, 1122 (1979), affd. 649

F.2d 264 (4th Gr. 1981); CGottlieb v. Conmm ssioner, T.C. Mno.

1974-178. The useful ness of the incone approach di m nishes,
however, as the quality of the evidence of the incone- producing
potential of the property (usually evidence of its past
performance) dimnishes. |t has been judged an unsatisfactory

val uation nmethod for property that does not have a track record
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of earnings. See Duncan Indus., Inc. v. Conm ssioner, 73 T.C.

266, 280 n.13 (1979); Pittsburgh Term nal Corp. v. Comm ssioner,

60 T.C. 80, 89 (1973), affd. w thout published opinion 500 F.2d
1400 (3d Cr. 1974); Sec. Mirtgage Co. v. Conmm ssioner, 58 T.C

667, 675 (1972). In the absence of that track record, the
apprai ser has no alternative to using data fromsimlar
properties or estimates of the property’s income-producing
potential, which may reduce the reliability of his concl usions.

See Anbassador Apartnents, Inc. v. Conmm ssioner, 50 T.C 236, 243

(1968) (“a conputation based on the actual income and expenses of
the property to be valued [an apartnent building] is nore
reliable” than a conputation based on “incone and expense figures
ascertained fromconparable apartnments in the * * * vicinity”),
affd. 406 F.2d 288 (2d Cir. 1969). The weakness of the incone
approach is the many judgnent calls often required inits

application. See Estate of Berg v. Conm ssioner, T.C Meno.

1991- 279 (“The princi pal weakness of the Inconme Approach is that
the value estinate can be easily distorted by the use of
i nappropriate or incorrect incone figures, expense figures, and
capitalization rates.”), affd. in part, revd. in part on another
i ssue and remanded 976 F.2d 1163 (8th Cr. 1992).

2. M. Argote’s Opinion

M. Argote did not use the inconme approach. He testified
that, as applied to the Mii son Bl anche Buil ding, the incone

approach relied upon too nmany assunptions, thus making it prone
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to error. He believes that even a small change in estinmated
construction costs, the timng of those costs, the length of tine
to conplete construction, estimated inconme, estimted expenses,
capitalization rate, or discount rate could substantially affect
the present value arrived at using a discounted cashfl ow
anal ysi s.

3. Di scussi on _and Concl usi on

M. Roddew g did use the inconme approach, but he did not
rely on the Maison Blanche Building' s track record because he
took it as a fact that the building would be rehabilitated to
house a 452-room Ritz-Carlton Hotel. He assunmed a construction
period from 1997 through 1999, and he further assuned the
devel opment costs incurred in each of those years. He assuned
what the net operating inconme of the hotel would be for 2000
t hrough 2002, and he assuned the anount that the building would
fetch if sold at the end of 2002. Based on those assunptions and
an assunption as to an appropriate discount rate, he determ ned
that “the nost probable price that a purchaser would be willing
to pay for the unrehabilitated * * * [ Mai son Bl anche-Kress
parcel] prior to considering the inpact of the * * * [servitude]”
was $29.5 mllion. WMking sonme adjustnments to his assunptions,
he determned an after restriction value of approximtely $18
mllion, which led to his assigning to the servitude a val ue of

$11.5 mllion.
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There are obvious risks of error in the assunptions M.
Roddewi g nmade: e.g., the hotel m ght not be finished on
schedul e; ** occupancy m ght be |l ess than expected; the hotel m ght
not fetch $123,942,500 at the end of 2002 (ignoring the
servitude). Moreover, in estimting construction costs and hot el
recei pts and costs alone, M. Roddew g nmade hundreds of
assunptions, involving amunts both |arge ($9, 904,936 in
construction period interest) and small ($4.50-a-night tel ephone
revenue from occupied roons), each carrying with it sone risk of
error. He has provided us with no neasure of the overall risk of
error in his assunptions. Qur own cal culations, set forth infra,
show that relatively mnor changes in only a few of his
assunptions woul d have |l arge bottomline effects. W agree with
M. Argote that the many assunptions made by M. Roddew g make
hi s conclusions prone to error, and, w thout sone estimate of the
risk of error in his assunptions, we are reluctant to accept
t hose conclusions at face value. Mreover, an inportant reason
for his incone analysis is to show the | oss in val ue brought
about by the conveyance of the servitude. W have specific

concerns about sone of the assunptions he nade in determning a

6 And apparently it was not finished on schedule. M.
Roddewi g assuned that construction would end on Dec. 31, 1999,
and the hotel would open the next day, Jan. 1, 2000. Petitioner
makes no objection to respondent’s proposed finding of fact that
t he hotel commenced operations on Cct. 6, 2000, and we have so
f ound.
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| oner value for the Miison Bl anche-Kress parcel after the
conveyance of the servitude.

M. Roddewi g increased his estimte of operating expenses to
reflect (1) increased adm nistrative costs on account of dealing
with PRC, (2) increased mai ntenance costs for the protected part
of the Maison Blanche Building, (3) increased insurance costs for
“reproduction insurance”, and (4) annual additions of $370,000 to
a “facade replacenent reserve”. M. Roddewi g estimated the cost
of replacing the facade to be $46, 719, 755, of which the cost of
terra cotta would be $42, 025,000. W have already expressed our
doubts as to that latter amount. See supra section |V.B.3. of
this report. W express further doubt as to other conponents of
the facade replacenent cost that are not adequately expl ai ned,
including an alnost $3 million architect’s fee, approxinmately $4
mllion for a devel opnent fee, interest, real estate taxes,
“Etc.”, a project nmanagenent fee of approximately $2.6 mllion,
and a financing fee of approximately $4.7 mllion. M. Roddew g
also offers little support for the anobunts he estimtes as
i ncreased adm ni strative, naintenance, and insurance costs.

In determning an after restriction value, M. Roddew g al so
increased the capitalization rate he used in determ ning the
selling price of the building in 2002 from9.5 to 10 percent, and
he increased the interest rate used to discount all cashfl ows
from1l3 to 13.5 percent. He explained those adjustnents as

resulting fromthe additional risks and uncertainties attendant
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on owi ng a building subject to a preservation easenent. As
exanpl es of those risks he identified the risk that, on account
of the servitude, the rehabilitation cost of the M son Bl anche
Buil ding for hotel use would increase and, in particular, that
the reproduction cost of the terra cotta facade woul d increase.
He nade no attenpt to quantify the influence of the various risks
he identified on the two rates, nor did he explain why overal
rehabilitation costs and terra cotta costs were risky enough to
contribute to rate changes but safe enough to accept w thout
reservation in calculating the devel opnent costs and the
additions to the facade repl acenent reserve included in his after
restriction analysis. |If we reduce his 0.5-percent increase in
both the capitalization and di scount rates by 0.1 percent (a 20-
percent reduction), the value that he cal culated for the
servitude woul d be reduced by close to $1 mllion.¥ M. Roddew g
has of fered an i nadequate expl anation of why any after

restriction increase in risk justifies a rate change of 0.5

percent .
7 We illustrate the effects of a 0.1- and a 0. 2-percent
change in the capitalization and discount rates:
Capitalization Di scount
Rate After Rate After Val ue of
Restriction Restriction Servi tude
As assuned by
M. Roddew g 10. 0% 13. 5% $11, 407, 407
0.1 % adj ust nent 9.9 13. 4 10, 534, 740

0.2 % adj ust nent 9.8 13.3 9, 649, 088
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The risk of error inherent in the incone approach as applied
by M. Roddewig in this case, together wwth the fact that we have
reliable alternative evidence of value arrived at by the
conpar abl e sal es approach, is sufficient grounds for us to reject
t he i ncone approach, and we do. 1

D. Comparabl e Sal es Approach

1. | nt roducti on

We have found the conparabl e sal es approach to be the nost
reliable indicator of value when there is sufficient data about
sal es of properties simlar to the subject property. See, e.g.,

Estate of Spruill v. Conmi ssioner, 88 T.C. at 1229 n.24; Estate

of Rabe v. Commi ssioner, T.C Mno. 1975-26.

2. Di scussi on

a. Introduction
As we reported supra in section IIl.E. 1. of this report, M.

Roddew g enpl oyed t he conparabl e sal es approach only in aid of
determining a before restriction value for the Mii son Bl anche-
Kress parcel, while M. Argote enployed it as his exclusive
approach to determ ne both the before and after restriction val ue

of the Mai son Bl anche Buil di ng.

18 Because we give no weight to the incone approach, we
need not decide the parties’ disagreenent over whether it is
appropriate to use the financial results of operating the hotel
in determning the fair market value of the M son Bl anche
Bui | di ng.
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b. M. Roddewi g’'s Use of Nonl ocal Conparabl es

M. Roddewi g identified two sets of building sales he
beli eved were suitable for conparison to the Maison Bl anche
Buil ding. One set conprised downtown New O | eans buil di ngs
purchased as shells for adaptive use as hotels. The second set
conprised office buildings outside of New Ol eans purchased for
t he sane purpose. M. Roddewi g explained that he had a need for
nonl ocal conparabl es because none of the buildings that he found
in downtown New Ol eans were simlar to the Miison Bl anche-Kress
parcel in size, luxury, or hotel market orientation. He added:
“Bui | di ngs purchased for rehabilitation into first class |uxury
hotels trade in a national marketplace, so it is appropriate to
anal yze sales in other cities for purposes of establishing the
val ue of the Maison Bl anche Hotel Conplex by the Sal es Conpari son
Approach.”

M. Argote disagreed on the need for nonl ocal conparables.
Wil e he agreed that, on occasion, an appraiser has to | ook
outside the location of the subject property for conparables,
“particularly when there are no sales avail able”, he was of the
opinion that, “in the New Ol eans market at that point in tine,
there were at | east nine sales that he [M. Roddew g] coul d have
used, and he did not do that.”

In determning the fair market value of property under the

conpar abl e sal es approach, we have preferred evi dence of |oca
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sales. ' The reason is sinply that |location plays a huge role in
determning the desirability, and, thus, the value of rea
estate.? W reduce substantially the risk of error in enploying
t he conparabl e sal es approach if, on account of proximty, we can
elimnate (or reduce the significance of) location as a
di stinguishing factor. |Indeed, M. Roddewi g testified that nore
wei ght shoul d be given to |ocal sales, but that the adjusted
val ues for those sales should be considered in light of the
hi gher adjusted val ues he determ ned for his nonlocal sales. The

adj usted val ues he determ ned for his nonlocal sales were

19 See, e.g., Garwood Irrigation Co. v. Commi ssioner, T.C
Meno. 2004-195 (rejecting use of conparable property located in a
di fferent market than subject property); Borgatello v.

Comm ssioner, T.C Menp. 2000-264 (declining to place weight on
conpar abl e properties | ocated in other communities); Eugene D
Lanier, Inc. v. Comm ssioner, T.C. Meno. 1998-7 (disregarding
conparabl e properties |ocated in other cities w thout evidence
that these markets were simlar to subject property market);
Estate of Hillebrandt v. Comm ssioner, T.C. Meno. 1986-560
(placing little to no weight on appraiser’s use of conparable

| ocated farther from subject property where cl oser conparable
properties existed); Marks v. Comm ssioner, T.C Meno. 1985-179
(relying on value of properties in closer proximty to subject
property); Kewaunee Engg. Corp. v. Comm ssioner, T.C Meno. 1979-
154 (finding properties within close proximty to subject
property nore persuasive of val ue).

20 Location is said to have been the notto of the hotelier
Conrad Hilton:

The late Conrad Hilton who built a chain of hotels
across the world, was firmy of the belief that if he
built a hotel in the right location it would make
nmoney. Location, Location, Location was his notto.
Never build a hotel where there is no traffic.
[Ferrers, “In a Town Called Google, the Keyword is Real
Estate”, Smart News Direct,

http://ww. smart newsdi rect. com real est at e/ i nat own. ht n
(last visited Cct. 25, 2008).]
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significantly higher than the adjusted values he determ ned for
his | ocal sales: 64 percent higher on a square footage basis and
at | east double on a per-roombasis.? Those large disparities in
val ues convince us that the risk of using nonlocal sales is
significant. Mreover, M. Roddewi g did not claimthat there
were no | ocal sales of conparable properties avail able; he
identified five, and M. Argote was of the opinion that there
were nine that he should have considered. Nor are we convi nced
that it was appropriate to take nonlocal sales into account
because of his claimthat buildings purchased for rehabilitation
into first class luxury hotels trade in a national marketplace.
He had no statistics supporting that claim nor did he have
evi dence of any conpetition for the M son Bl anche Buil di ng,
whi ch, 2 years before the valuation date, was purchased for the
relatively noderate price of $6.625 mllion.??

M. Roddewi g has failed to convince us that we should give

wei ght to his nonlocal sales, and we shall not.

2l He reports an approxi mate nean per square foot value for
| ocal conparabl es of $53 and an approxi mate nmean per square foot
val ue for nonl ocal conparables, after excluding outliers, of $87
a square foot. He reports an approxi mate nean per hotel roomfor
| ocal conparables of $31,000 and, after elimnating outliers, a
éange of per-room val ues for nonl ocal conparables from $66, 000 to

90, 000.

2 On brief, in support of M. Roddew g's use of nonl ocal
sal es, petitioner cites several publications that are not in
evi dence and State court authority. At nost, the conclusion that
can be drawn fromthose materials is that there is no absolute
bar to considering sales of conparable nonlocal property
transactions, a point with which we agree.
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C. H s Use of Price Per Room

For each of his conparable sales, M. Roddew g determ ned an
adj usted sales price on the basis of both dollars paid per square
foot and dollars paid per hotel room On the valuation date, the
Mai son Bl anche Buil ding was a partially vacant building that the
partnership planned to rehabilitate and operate as, anong ot her
things, two hotels with 720 roons. Because those roons had not
yet been constructed, that quantity is sonmewhat specul ative. The
square footage of the building was a determ nable quantity. Al
ot her things being equal M. Roddewi g's determ nation of the
val ue of the Mison Blanche Buil ding on the basis of a per hotel
roombasis is less certain than his determ nation of that val ue
on the basis of a per square foot basis. The parties disagree on
whether it is appropriate to use sales of existing hotel
properties in valuing a vacant retail and office building only
i ntended for hotel use and whether petitioner has established
that price per roomis a nethod of valuation enployed by buyers
and sellers in New Ol eans or any other relevant market. W are
inclined to agree with respondent that M. Roddew g’s price-per-
room anal ysi s should be rejected, but, because we shall consider
only M. Roddew g’ s anal ysis based on | ocal sales, and, on that
basis, his per-room anal ysis produces a | ower value for the

Mai son Bl anche Buil di ng than does his per square foot analysis,
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we shall assune that petitioner woul d abandon his per-room
analysis.?® |In any event, we shall disregard it.

d. The Experts’' Adjustnents

Both Messrs. Roddewi g and Argote adjusted the sales prices
of their conparables for conditions of sale, tine of sale, size
of the conparable, and configuration of the property. M.
Roddew g al so made substantial adjustnments for the higher room
rates expected at a Ritz-Carlton Hotel (hotel price point
adjustnent), the lack of retail potential in each conparable
(retail-potential adjustment), and zoning and historic
designation differences (zoning/historic district adjustnent).
He offered the follow ng explanation for the hotel price point
adj ustnents (a positive adjustnment in each case, ranging from 15
to 60 percent): “Luxury hotel devel opnent projects generate the
hi ghest roomrates and typically pay nore per square foot or per
roomto acquire buildings for |luxury hotel devel opnent projects.”
When asked by the Court if a luxury hotel devel oper woul d pay
nore for a piece of property than the |ocal market woul d demand,
M . Roddewi g answered in the affirmative:

There are particular types of buyers that wll pay a
prem um w thout trying to think about what the | ocal

22 M. Roddewi g reports a nean average adjusted price per
square foot of $53.44 for his local conparables and 530, 646
square feet in the Maison Bl anche-Kress parcel, which indicates a
before restriction value, on a square foot basis, of $28, 124, 238.
He al so reports a nean average adjusted price per room of $31, 263
for his |local conparables and 720 pl anned roons, which indicates
a before restriction value, on a per-hotel-room basis, of
$22, 509, 360.
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buyers will pay. They have their own criteria for

rates of return, and they don’'t price it based on what

their conpetition in the local market is willing to pay

and go a dollar nore.

The hotel price point adjustnents M. Roddew g nmade are not of
little consequence. |If we elimnate themfrom his cal cul ati ons,
the average price per square foot that he calculated for the

| ocal conparabl es drops from $53. 44 to $44. 03 per square foot (a
di fference of $9.41). Gven his estimate of 530,646 square feet
in the Miison Bl anche-Kress parcel, that nmeans that the indicated
val ue of the parcel based on the | ocal conparables would be

$23, 371,242 rather than $28, 357,722, a difference of $4, 986, 480.
That is a |l arge anount of noney for a |uxury hotel devel oper to
| eave on the table by ignoring |ocal market conditions in buying
a parcel like the M son Bl anche-Kress parcel. Wthout evidence
of the phenonenon nore convincing than M. Roddew g’'s testinony,
we wll not take the risk of inaccuracy that those adjustnents
carry.

M. Roddew g al so nade retail-potential adjustnments of 25
percent to four of his |local conparables and 35 percent to the
fifth (the additional 10 percent to account for an interior |ot
with limted visibility). Al of the adjustnents were positive.
He expl ai ned the 25-percent adjustnments as bei ng necessary
because about 25 percent of the Mison Bl anche-Kress Conpl ex was
to be devoted to “a retail departnent store”. M. Argote
testified that, since retail use is only 25 percent of the

i ntended use of the Maison Bl anche-Kress parcel, naking a 25-



- 74 -
percent positive adjustnment to the sales prices of the
conparables is the equival ent of saying that space devoted to
retail is worth twice the space devoted to other uses. He
further testified that putting a prem umon the val ue of retai
space was unjustified because of the poor climate for retai
operations in the domtown area. He testified that the major
retailers had left or were in the process of |eaving the downtown
New Orl eans area. He is of the opinion that, in late 1997, an
attenpt to conbine a retail operation with a hotel would have
been risky, and the conbi ned operation woul d have been worth | ess
than a hotel operation alone. |ndeed, on cross-exam nation, M.
Roddew g agreed that, for nost buildings on Canal Street in 1997,
the retail market “was probably not good.” M. Argote is nore
famliar wwth the New Ol eans real estate market than is M.
Roddew g, and his superior know edge of the market and his
denmeanor give us confidence in his testinmony. W accept his
opi nions that no premum should attach to the val ue of retai
space and no positive adjustnent is required. W shall make no
retail -potential adjustnents.

M. Roddew g al so nade zoning/historic district adjustnents.

Such adjustnents are proper. See, e.g., Mthis v. Conmm ssioner,

T.C. Meno. 1989-254 (taxpayer’s expert erred in not making a
downward adjustnment to reflect the zoning of the subject
property). W accept his inclusion of zoning adjustnents, which

vari ed depending on the zoning classification of the building



- 75 -
conpared to the zoning classification of the Maison Bl anche
Building. W also accept his argunent that historic districts
and | andmark designations, |ike zoning restrictions, limt the
ability to develop property; thereby, decreasing its value. He
made negative adjustnments of 5 percent to two of his |oca
conparabl e sales to reflect that they are not |andmark properties
or within New Oleans historic districts. Under his cost
approach, he nade a negative adjustnent of 15 percent to account
for external obsol escence resulting fromthe designation of the
Mai son Bl anche Building as part of the Canal Street H storic
District. W think he has been inconsistent. W wll use 10
per cent .

e. Before Restriction Val ue

(1) Introduction

M. Roddewi g relies on five local conparables; M. Argote
relies on nine; four are common to both appraisers. W shal
rely on those four to determ ne the before restriction val ue of
t he Mai son Bl anche Buil ding under the conparabl e sal es approach.
We shall first determ ne the average adjusted price per square
foot for those four conparables. W shall then extrapolate from
that price to determ ne the before restriction value of the
Mai son Bl anche Building. W shall disregard the Kress Buil di ng
in our calculations because M. Roddewi g erred in believing that
it was burdened by the servitude. W shall average Messrs.

Roddewi g’ s and Argote’s estimtes of the area of the Maison



- 76 -
Bl anche Bui |l di ng, 514, 436 and 514, 697 square feet, respectively,
and assune that the result, 514,566 square feet, is the area of
t he Mai son Bl anche Buil di ng.

(ii) The Pere Marquette Buil ding

One common property is the Pere Marquette Buil ding, 150
Baronne Street, New Ol eans, Louisiana. It is |ocated about one
bl ock fromthe Maison Blanche Building. Messrs. Roddew g and
Argote agree that the Miison Blanche Building is in a superior
| ocation due to its proximty to the French Quarter. Each nmade a
positive adjustnment to the sales price of the Pere Marquette
Bui | ding of 20 percent to account for the Mii son Bl anche
Building’s superior |location. W agree with that adjustnent.

The experts differ by a few dollars on the sales price of
the Pere Marquette Building, which we find to be $5.5 million.

As to the tine of the sale, M. Roddewi g says on one page of his
report that the building sold in January 1996 and on anot her that
it sold in June 1992. M. Argote says that it sold on January
26, 1996. W accept M. Argote’s date and his positive

adj ustment of 10 percent for the tinme difference fromthe sale to
t he val uation date.

Bot h apprai sers made a negative adjustnent of 5 percent on
account of the size of the Pere Marquette Building. M. Roddew g
offered the follow ng general rule: “Larger buildings often sel
for |l ess per square foot than do smaller buildings. Typically,

this is caused by the fact that |arger buildings, |ike |arger
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sites, may take |onger to devel op, and therefore involve nore
risk than smaller buildings or sites.” W agree that, on the
record before us, a 5-percent size adjustnent is appropriate.

M. Roddew g made a negative adjustnent of 10 percent to
account for the nore favorable zoning classification of the Pere
Mar quette Buil di ng conpared to the Mai son Bl anche Buil di ng and
its lack of local |andmark designation. W adjust that negative
adjustnment to 15 percent to account for a 10-percent (not 5-
percent) adjustnment for lack of |ocal |andmark status.

Lastly, M. Roddew g nade a negative adjustnment of 10
percent under the heading “Adjustnment for Property Interest
Conveyed and Conditions of Sale”, which adjustnment he expl ai ned
was due to seller financing. Because M. Argote nmakes no simlar
adj ustnent, and M. Roddewig failed to set forth sufficient facts
about the financing for us to determ ne whether any adjustnent is
warranted, we wll make none.

M. Roddewi g nakes no nention of a garage attached to the
Pere Marquette Building. M. Argote testified that, along with
the building, the purchasers of the property acquired a six-
story, 60,574-square-foot parking garage attached to the
building. Gven M. Argote’s greater experience in the New
Oleans real estate market, we shall assune that a parking garage
did cone with the Pere Marquette Building. M. Argote allocated
a $2 mllion portion of the $5.5 million purchase price to the

par ki ng garage and took account only of the remaining portion
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($3.5 million) in determ ning the price per square foot of the
Pere Marquette Building. M. Argote was right to disregard the
portion of the purchase price allocable to the garage since the
subj ect property, the Maison Blanche Buil di ng, was bei ng val ued
W thout regard to any garage space. W have no basis to
chal l enge his allocation of $2 mllion to the parking garage and,
based on our confidence in him we shall accept it. The parties
agree that the size of the Pere Marquette Building is 202, 000
square feet. Assunmng the cost of the building to be $3.5
mllion, that results in an unadjusted price per square foot of
$17.33 for the Pere Marquette Building, which we accept.

We determ ne an adjusted price per square foot for the Pere
Mar quette Buil ding, as foll ows:

Adj usted Price per Sqguare Foot: Pere NMarquette Buil di ng

Unadj usted price per square foot $17. 33
Adj ust nent s:

Locati on +20%

Ti me +10%

Si ze - 5%

Zoni ng/ historic -15%
Total adj ustnents +10%
Mul tiplier (100% + 10% = 110% X__110%
Adj usted price per square foot 19. 06

(iii) The Bell South Building

A second common property is the Bell South Building, 820
Poydras Street, New Ol eans, Louisiana. The experts agree that
it sold for $2.657 mllion in 1997. M. Roddewig testified that
it sold in May 1997 and M. Argote testified that it sold on

Decenber 18, 1997. M. Argote provided nore details surrounding
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the sale, so we accept his date of sale, and we will not adjust
for tine.

Bot h apprai sers made negative adjustnents for the building s
size, 15 percent by M. Argote and 10 percent by M. Roddew g.
M. Argote is of the opinion that the building includes “+/-
77,000 square feet”, while M. Roddewig is of the opinion that it
i ncludes 73,347 square feet. W shall accept M. Roddewi g’s nore
exact figure. Neither appraiser gave a reason for the |evel of
adj ust nrent he chose to apply on account of size. In reviewng
the adjustnents that M. Roddewi g applied to his conparable
sales, no pattern energes as to his adjustnent for building size.
There is a pattern to M. Argote’s adjustnents that reflects the
si ze of each conparable property sale he chose. That pattern
gives us confidence in M. Argote’s adjustnents, and we shall
accept his negative adjustnent of 15 percent for the size of the
bui | di ng. 24

The Bell South Building has the sane zoning classification
as the Pere Marquette Building and, |ike that building, has not
been designated a |ocal |andmark. M. Roddew g increased his
negati ve adjustment to account for zoning/historic designation
di fferences fromthe Mi son Bl anche Buil ding by 10 percent age

points (-20 percent for the Bell South Building conpared to -10

24\ do so notwithstanding that we accept M. Roddewi g's
smal l er estimate of the size of the building. That is because
M. Argote applied the sanme negative 15-percent size adjustnent
to two snaller buildings that conprised 61,000 and 61, 130 square
feet, respectively.
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percent for the Pere Marquette Buil ding), however, to account for
his opinion that the site of the Bell South Buil ding was not
developed to its full potential. Wile that may be so (although
M. Roddewig fails to nention a 17, 600-square-foot parking | ot
adj acent to the Bell South Building that M. Argote testified was
part of the sale), he has not explained how he arrived at that
10- percent age- poi nt adjustnment. W shall nake a negative
adj ust nrent of 15 percent on account of zoning/historic
desi gnation, equal to the adjustnent we nake with respect to the
Pere Marquette Buil di ng.

Bot h apprai sers made positive adjustnments on account of
| ocation, but those adjustnents differed substantially in size,
25 percent for M. Roddew g and 5 percent for M. Argote. W
find neither wholly persuasive. M. Roddew g’'s 25-percent
adjustnent is the largest |ocation adjustnent that either
apprai ser used for any l|local property, and M. Argote’ s 5-percent
adjustnment is the smallest. M. Argote adjusted all but one of
hi s other conparabl es upward by 20 percent for |ocation
differences. He did not explain why the Bell South Building
warrants a nuch smaller adjustment. M. Roddewi g described the
Bell South Building’ s location as “closer to [the] convention
center, but considerably further from[the] French Quarter”. He
used the sane | anguage to descri be another conparable’ s |ocation,
but he adjusted that property by 20 percent for location. W

shal | make a positive adjustnent of 20 percent for |ocation.
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Finally, we nust address M. Argote’s 20-percent negative
adj ust rent under the headi ng “Configuration/Layout” to account
for a 17, 600-square-foot parking lot that he believes the
purchasers of the Bell South Building acquired along with the
buil ding. M. Roddew g recogni zed that the building does not
cover the entire lot, but he nmentions no parking | ot.
Petitioners make no objection to M. Argote’s inclusion of the
parking lot in the purchase, and we shall accept it, along with
M. Argote’'s adjustnment. W shall nake a negative adjustnent of
20 percent for configuration/layout.

Assuming the cost of the building to be $2.675 nmllion and
it to include 73,347 square feet, the unadjusted price per square
foot for the Bell South Building is $36.47, which we accept.

We determ ne an adjusted price per square foot for the Bel
Sout h Building, as follows:

Adj usted Price per Square Foot: Bell South Buildi ng

Unadj usted price per square foot $36. 47
Adj ust nent s:

Si ze -15%

Zoni ng/ historic -15%

Locati on +20%

Confi guration/ | ayout -20%
Tot al adj ustnents -30%
Mul tiplier (100% - 30% = 70% X 70%
Adj usted price per square foot 25. 53

(1v) Mgazine Street and Board of Trade Pl ace

The last two properties that both appraisers relied upon are
actually two nei ghboring properties that were purchased by the

sanme buyer and conbined to formone hotel. The properties are
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| ocated at 332-36 Magazine Street (Magazine Street) and 320 Board
of Trade Place (BT Place), New Ol eans, Louisiana. Magazine
Street was purchased on July 2, 1997, and BT Pl ace was purchased
on Cctober 24, 1997. Oherwi se, the properties have very simlar
characteristics. Therefore, we will consider themtogether.

Taki ng account of the testinony of both experts, the two
bui | di ngs conprise 43,500 square feet, and they sold for a
conbi ned price of $1.235 nmillion. The unadjusted price per
square foot of the combined buildings is $28.39. M. Roddew g
made no adjustnment for size; M. Argote nade a negative
adj ustment of 25 percent. M. Roddewig justified an exception
fromthe general rule that small buildings often sell for nore
per square foot than larger on the basis that the small nunber of
roons, 86, in the conbined buildings and their inefficient |ayout
of fset the potentially higher price that otherw se would be paid
for a smaller building. He did not explain why a zero-percent
adj ust nrent as opposed, say, to a negative adjustnent of 10
percent is appropriate. W have no independent basis to
determ ne the appropriate size adjustnment for this conparable.
We shall rely on our general confidence in M. Argote and the
pattern we discern in his size adjustnments to accept his negative
adj ust mrent of 25 percent.

M. Roddewi g made a positive adjustnment of 15 percent to
account for zoning and historic designation factors. He

descri bed the adjustment of consisting of a slight positive
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adjustnent to account for the nore favorable zoning of the
properties and a negative adjustnment to account for expansion
opportunities, but, he cautioned, “[t]he opportunity to add
additional floors * * * is limted by the | ocation of the
buildings in a * * * historic district.” He did not quantify the
conponents of his adjustnent. He adjusted the Pere Marquette
Bui | ding down by 5 percent to account for nore favorable zoning,
so we wll nmake a positive adjustnent of 5 percent to account for
| ess favorabl e zoni ng.

Bot h apprai sers made positive adjustnments on account of
| ocation, M. Roddew g maki ng an adjustnent of 10 percent and M.
Argote maki ng an adjustnment of 20 percent. M. Roddew g
described the properties’ location as “closer to convention
center, but slightly further fromFrench Quarter. C oser to
office core.” That is simlar to his description for the Pere
Mar quette Buil ding, for which he nade a positive adjustnent for
| ocation of 20 percent. W shall make a positive adjustnent for
| ocation of 20 percent.

We shall make a positive tinme adjustnment of 1.25 percent to
account for the small anount of tine that el apsed between the
purchase of the two properties and the val uation date.

M. Argote has persuaded us that a negative adjustnent of 10
percent under the heading “Configuration/Layout” is appropriate
to account for the properties’ traditional New Ol eans bal conies

and courtyards.
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We determ ne an adjusted price per square foot for the
Magazi ne Street and BT Pl ace, as foll ows:

Adj usted Price Per Square Foot: Mngazine Street and BT Pl ace

Unadj usted price per square foot $28. 39
Adj ust nent s:

Si ze -25. 00%

Zoni ng/ historic + 5.00%

Locati on +20. 00%

Ti me + 1.25%

Confi guration/ | ayout -10. 00%
Tot al adj ustnents - 8.75%
Mul tiplier (100% - 8.75% = 91. 25% x 91.25%
Adj usted price per square foot 25.91

(v) Conclusion

The average adjusted price per square foot of the Pere
Mar quette Buil ding, Bell South Building, and Magazi ne Street and
BT Place buildings is $23.50. The Mison Bl anche Buil di ng
conprises 514,566 square feet. Applying the average price under
t he conparabl e sal es approach to the Mai son Bl anche Building s
total square footage results in a total before restriction val ue
of $12,092, 301, which value we find to be its before restriction
val ue under the conparabl e sal es approach

f. After Restriction Value

M. Roddewi g did not determne an after restriction val ue
for the Mai son Bl anche-Kress parcel under the conparabl e sal es
approach because, he testified: “There are no conparabl e sal es
of easenent encunbered properties in New Ol eans that can be used
to value the Maison Blanche Hotel Conplex ‘after’ considering the
easenent.” Apparently, he limted his research to a set of

properties burdened by servitudes benefiting PRC the
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organi zation to which the servitude was conveyed, and, in that
set, he could identify only one postconveyance sal e. ?®
Nevert hel ess, his consideration of market data on easenent -
encunbered properties in Washington, D.C., and Phil adel phia | ed
himto conclude that, taking into account that none of that data
“invol ved major rehabilitation projects and a change in use”, “an
i npact fromfacade restrictions only of 15%is supportable.”
From a consi deration of direct acquisitions of preservation
easenents in Phil adel phia, he concluded that “an inpact * * * in
the range of 12%to 15% of the stabilized value of property
after rehabilitation and before conveyance is supportable. 25

M. Argote identified five sales of New Ol eans buil di ngs
t hat he thought conparable to the M son Bl anche Buil di ng and

that were encunbered by servitudes at the tinme of sale. He nade

2 Summarizing his research in New Ol eans, M. Roddew g
testified: “In the one sale of a building “after’ inposition of
t he easenent, the purchaser |earned of the easenment only on the
date of closing. He could not renegotiate at such a | ate date,
but wi shed he had known about the easenent before making his
offer to purchase.”

2% His full testinbny on the point is as follows:

Gven the simlarity in the content of the
Phi | adel phi a and New Ol eans easenents, but given the
substantially larger size of the M son Bl anche
Bui | ding and the proposed conversion to a hotel, the
interference of the easenent with signage and
w ndow door openings for retail use, and the fact that
the subject property has three street facades that are
protected by the easenent, an inpact fromthe easenent
in the range of 12%to 15% when neasur ed agai nst
stabilized value followng rehabilitation is
support abl e.
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adjustnents simlar to those he nade to his before transaction
conpar abl es and determ ned nean and nedi an val ues per square foot
for the conparables. Based on those values, he determ ned that,
on the valuation date, after the restriction, the M son Bl anche
Bui | di ng was worth $20 per square foot, for a total value of
$10, 293,940, which he rounded to $10.3 m i on.

Petitioner objects to respondent’s proposed findings of fact
concerning M. Argote’s identification of his five after
restriction conparables and his determ nation of an after
restriction value of $10.3 million principally on the ground that
M. Argote’'s direct testinony should be excluded from evi dence.
We have rejected that ground. See supra section Il of this
report.

Petitioner also objects to respondent’s proposed finding
that M. Argote identified five conparables to the Mai son Bl anche
Building on the ground that, in his direct testinony, M. Argote
failed to show that three of those properties were conparable to
t he Mai son Bl anche Buil di ng because he did not show that they had
t he sane hi ghest and best use as the Mi son Blanche Building. 1In
his direct testinony, M. Argote stated only that the intended
uses of those three properties were “Specul ative”,
“Ofice/Retail”, and “Ofice”, respectively. On cross-
exam nation, however, in response to petitioner’s counsel’s
guestion as to where in his direct testinony (“page, line, and

paragraph”) he states the highest and best use of the three
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properties, he answered: “W’re on a really wong track here.
The hi ghest and best use of those properties was to devel op a
hotel, even though they were being used for an alternative use.”
Petitioner asks that we disregard that answer on the ground that
Rul e 143(f) prohibits M. Argote from expandi ng or suppl enenting
his direct testinony by anything he says on cross-exam nati on.
Rul e 143(f) deals with expert witness reports and subparagraph
(1) thereof establishes the general rule that an expert’s direct
testinony shall be by witten report. That subparagraph all ows
additional direct testinony to, anong other things “clarify or
enphasi ze matters in the report” or “otherwi se at the discretion
of the Court.” 1d. Petitioner cites no Tax Court case, and we
can find none, interpreting Rule 143(f) to the effect that the
Court may not consider testinony elicited froman expert on
cross-exam nation. W do find cases where testinony of an expert

on cross-examnation is reported by the Court. E.g., Sears

Roebuck & Co. v. Comm ssioner, 96 T.C. 61, 111 (1991), nodified
96 T.C. 671 (1991), affd. in part and revd. in part on other
grounds 972 F.2d 858 (7th GCr. 1992); Hunt & Sons, Inc. v.

Conmi ssioner, T.C. Meno. 2002-65; Van Duzer v. Conm ssioner, T.C.

Meno. 1992-62, affd. w thout published opinion 9 F.3d 1555 (9th
Cr. 1993). M. Argote was of the opinion that highest and best
use of the Maison Blanche Building was “for conversion to a

hotel/retail conplex”, and his direct testinony nmakes cl ear that

he understood the conparabl e sal es approach to involve “a direct
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conpari son of the property being appraised to simlar properties
that have sold in the same or in a simlar market”. (Enphasis
added.) Whether he said so specifically or not in his direct
testinony, it is clear to us that he understood that the
conpar abl es he chose had to have the sane hi ghest and best use as
t he Mai son Bl anche Building, irrespective of the conparables
current or intended use. W think that his testinony on cross-
exam nation clarified his witten report, and we shall allow it
either as a clarification of his report or as a matter given over
to our discretion. See Rule 143(f)(1).

Wi |l e the servitudes burdening the five properties he chose
as conparables were not identical to the servitude, for the nost
part, all of the servitudes inposed simlar burdens: e.g.,
perpetual restrictions; restrictions on successors and assigns;
servitudes covering exteriors and roofs; maintenance
requi renents; insurance requirenents; inspection rights;
restrictions on changes; and rights to inspect. W do not think
that the differences between the servitudes burdening the five
conpar abl es and the servitude were significant. Indeed, the
servitude, in allowng the partnership to alter the Miison
Bl anche Buil di ng according to plans to rehabilitate the building
for use as a Ritz-Carlton Hotel, including the right to build
pent houses on the roof and to install tel ecomrunication devices
on the sides of the penthouses, is remarkable in its seem ng

i nconsi stency with the goal of preserving the building s historic
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facade, and, if anything, would seemto require a positive
adjustnent with respect to each of the conparables.

Al so, while unlike the servitudes burdening all but one of
t he conparables, the servitude calls for paynent of 10 percent of
the sales proceeds if the building is sold followi ng a judicial
extingui shment of the easenent, we agree with respondent that M.
Argote made no error in ignoring that fact since petitioner has
failed to show the risk of judicial extinguishment to be anything
but insignificant. Nor do we think that M. Argote erred in
ignoring a requirenent in the servitude that the partnership
expend a m ni mum of $350,000 in inprovenents to the facade. His
uncontradi cted testinony was that Gary J. Elkins, one of
petitioner’s counsel, in a letter to Linda J. Wse, one of
respondent’s counsel, had witten that the obligation was not a
contractual obligation. Petitioner has failed to resolve the
conflict between that report and the | anguage of the servitude.

We accept M. Argote’s determ nation that the after
restriction value of the M son Bl anche Buil di ng under the
conpar abl e sal es approach is $10.3 mllion, and find accordingly.
We note that, having found that the before restriction val ue
under that approach is $12,092,301, the after restriction val ue,
$10.3 nmillion, represents a 14.82-percent discount to the before
restriction value, a discount about the sane as M. Roddew g

determ ned from his narket studi es.



3. Concl usi on

Based on our findings as to the before and after restriction
val ues of the Maison Bl anche Buil ding under the conparabl e sal es
approach, we find that, on the valuation date, the value of the
servi tude under that nethod was $1, 792,301, cal cul ated as
fol |l ows:

Val ue of the Servitude Under Conparabl e Sal es Approach

Before restriction val ue $12, 092, 301
Less: After restriction val ue 10, 300, 000
Val ue of the Servitude 1,792, 301

E. Concl usi on

We have rejected the cost and i nconme approaches to val uing
the servitude. W have found that under the conparabl e sales
approach the value of the servitude on the valuation date was
$1,792,301. W accept and find that the fair market val ue of the
servitude on the valuation date was $1, 792, 301.

V. Valuation Msstatenment Penalty

A. | nt roducti on

On the 1997 Form 1065, the partnership clained that the fair
mar ket val ue of the servitude was $7.445 nmillion. W have found
that the fair market value of the servitude on the valuation date
was $1,792,301. Therefore, on the 1997 Form 1065, the
partnership clainmed an amount for the value of the servitude

slightly nore than 415 percent of its correct val ue.
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B. Goss Valuation M sstatenent

Section 6662(a) inposes an accuracy-related penalty in the
anmount of 20 percent of the portion of any underpaynent of tax
required to be shown on a return in the case of, anong ot her
t hi ngs, any substantial valuation m sstatenent under subtitle A
chapter 1, of the Internal Revenue Code (a substantial valuation
m sstatenment). See sec. 6662(b)(3). Section 6662(h) increases
the penalty to 40 percent in the case of a gross valuation
m sst at ement under that chapter (a gross valuation m sstatenent).
There is a substantial valuation msstatenent if the value of any
property clained on the return is 200 percent or nore of the
anount determned to be the correct amount. Sec. 6662(e)(1)(A).
There is a gross valuation msstatenent if the value is 400
percent or nore of the value determ ned to be the correct anount.
Sec. 6662(h)(2)(A)(i). The applicability of the penalty (except
for partner-level defenses) is determ ned at the partnership
|l evel . Sec. 301.6221-1T(c), Tenporary Proced. & Adm n. Regs., 64
Fed. Reg. 3838 (Jan. 26, 1999); see sec. 6221. Since the
partnership overstated the value of the servitude on the 1997
Form 1065 by slightly nore than 415 percent, it nade a gross

val uati on m sst at enent . %’

27" No penalty is inposed unless the portion of the
under paynment attributable to the m sstatenment exceeds $5, 000.
Sec. 6662(e)(2). In the case of a msstatenent by a partnership,
however, that limtation is applied at the |level of the taxpayer
who bears the burden of the tax on the partnership incone. See
sec. 1.6662-5(h), Income Tax Regs. Application of the limtation
(continued. . .)
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C. Reasonabl e Cause Exception

1. | nt r oducti on

Petitioner argues, however, that the penalty should be
excused under the reasonabl e cause exception found in section
6664(c)(1). To qualify for that exception, petitioner nust show
(1) that “the clainmed value of the property was based on a
qualified appraisal nmade by a qualified appraiser,” and (2) “in
addition to obtaining such appraisal, the taxpayer nmade a good
faith investigation of the value of the contributed property.”
Sec. 6664(c)(2). Those are partnership-level determ nations.
Sec. 301.6221-1T(d), Tenporary Proced. & Adm n. Regs., 64 Fed.
Reg. 3838 (Jan. 26, 1999).2® Petitioner bears the burden of

proof. See Santa Monica Pictures, L.L.C v. Conmm ssioner, T.C

Meno. 2005-104. Respondent concedes the first requirenent. To
satisfy the second requirenent, petitioner nust establish the
fact that, in addition to obtaining a qualified appraisal, it
made a good faith investigation of the value of the servitude.
Petitioner offers a hotch-pot of argunents that, either together

or separately, are not convincing.

21(...continued)
is not an issue in this proceeding.

2 \Wiile the validity of sec. 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838 (Jan. 26,
1999), is being challenged in other cases before the Court, see
7050, Ltd. v. Comm ssioner, T.C Meno. 2008-112 n.13 (and
acconpanying text), the claimof invalidity does not extend to
the portion of the regulation stating that the applicability of
sec. 6664(c)(2) is a partnership-level determ nation.
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Principally, petitioner relies on the testinony of Robert
Drawbridge. M. Drawbridge is an enployee of an affiliate of
petitioner. Petitioner is not only the tax matters partner of
the partnership, but it is also the partnership’s sol e general
partner. M. Drawbridge serves petitioner as “asset manager” for
the partnership. He testified, nostly to the best of his
know edge, as follows. The partnership relied on the appraisal
made by M. Cohen (the Cohen appraisal) in filing the 1997 Form
1065. The partnership reviewed a second appraisal, dated January
1, 1998, obtained by the then |imted partner of the partnership
from Revac, Inc., of Houston, Texas (the Revac appraisal), which,
anong ot her things, estimted the market value of the Miison
Bl anche Building (1) before rehabilitation, (2) just after
rehabilitation, and (3) upon achieving stabilized occupancy. The
partnership relied on professional tax advice it received from
its auditors and | egal counsel in filing the 1997 Form 1065. A
PRC representative signed the Form 8283 attached to the 1997 Form
1065, acknow edgi ng recei pt of the servitude.

Following its recounting of that testinony, petitioner
concludes in its answering brief: “Clearly, there was sufficient
i nvestigation and good faith reliance on the professional
val uation that resulted in the charitable donation deduction.”

To bol ster that conclusion, petitioner adds:
Addi tionally, the Cohen Appraisal concluded that the
di mnution percentage in the property’s ‘before’ and

‘“after’ values was only 7.8% which is significantly
| ower than those val ue percentages previously affirnmed
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by the Tax Court in N koladis [sic Ni coladis] v.

Comm ssioner, T.C Meno. 1988-163 * * * (14.0%, Losch
v. Comm ssioner, T.C Meno. 1988-230 * * * (16.8%, and
Dorsey * * * [v. Comm ssioner, T.C Meno. 1990-242]
(33.41% .

2. Di scussi on

Prelimnarily, we note that M. Drawbridge also testified
that petitioner becane the partnership’ s general partner on
Sept enber 15, 2000. W assune that his responsibilities as asset
manager comrenced no earlier than that date. He did not testify
as to any personal know edge of the operations of the partnership
before that date, nor did he identify anyone who had inforned him
about partnership operations before that date. The 1997 Form
1065 was signed on COctober 14, 1998, and the question before us
is whether, before it was signed, disregarding the Cohen
apprai sal, soneone acting on behalf of the partnership nade a
good faith investigation of the value of the servitude. M.
Drawbri dge gave no convincing testinony on that score.

Even were we to credit his testinony, however, petitioner
has failed to make a convincing argunent that the partnership
made the necessary investigation. Petitioner considers the Revac
apprai sal, which estimates that the fair market value of the
Mai son Bl anche Buil ding woul d be $125 million upon rehabilitation
and $135 mllion upon achieving stabilized occupancy, as
supporting the Cohen appraisal, which concluded that the after
rehabilitation and before transaction val ue of the building was

$96 mllion. Petitioner argues: “The value reflected in the
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Cohen Appraisal, at $96, 000,000, to any reasonabl e person, acting
in good faith, would have appeared to be a conservative val uation
when conpared to the conclusion in the REVAC Appraisal.”? The
flaw in petitioner’s argunent is that the good faith
investigation that petitioner was required to make was not an
i nvestigation of the value of the Mi son Bl anche Buil ding but an
i nvestigation of the value of the servitude. The before
restriction value of a rehabilitated Maison Bl anche Buil di ng,
which M. Cohen relied on in his calculation of the dimnution in
val ue occasi oned by the conveyance of the servitude, is only half
the story. Since the Revac appraisal tells us nothing of the
other half of the story, i.e., the value of the Mison Bl anche
Bui l ding after the conveyance of the servitude, it does not
confirmthe $7.455 mllion value of the servitude arrived at by
M. Cohen. Indeed, the $125 mllion postrehabilitation val ue
determ ned in the Revac appraisal exceeds by slightly nore than
30 percent the $96 million postrehabilitati on and before
restriction value determ ned by M. Cohen, which discrepancy,
wi thout nore, equally brings into question both appraisals.

We know not hi ng about any professional tax advice the

partnership received fromits auditors and | egal counsel in

2 At trial, respondent objected to the adm ssion of Exh.
45-P, which is the Revac appraisal. W overruled respondent’s
objection and admtted the appraisal. After trial, respondent
noved the Court to reconsider that ruling. W shall deny the
nmotion since we are not relying upon the Revac appraisal to val ue
t he servitude and respondent does not object to its adm ssion for
pur poses of determ nations under sec. 6664.



- 96 -
filing the 1997 Form 1065, so we cannot say that such advice
constituted part of a good faith investigation of the value of
the servitude. Also, we fail to see how petitioner’s recitation
of results in Tax Court cases helps carry its burden of proving
t hat sonmeone on behalf of the partnership carried out the
required investigation.

3. Concl usi on

Petitioner has failed to prove that, in addition to
obt ai ning the necessary appraisal, it nade a good faith
i nvestigation of the value of the servitude. It has, therefore
failed to satisfy the conditions of section 6664(c)(2), which are
a prerequisite for the application of the reasonabl e cause
exception found in section 6664(c)(1).

D. Concl usi on

The partnership overstated the value of the servitude on the
1997 Form 1065 by nore than 400 percent, and, therefore, it made
a gross valuation msstatenent. There is no reasonabl e cause for
the msstatenment. W sustain application of an accuracy-rel ated
penal ty under section 6662(a) on the basis of a gross valuation
m sst at enent .

VI . Concl usion

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.
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APPENDI X
ACT OF DONATI ON UNI TED STATES OF AMERI CA
OF PERPETUAL REAL RI GHTS
BY STATE COF LOU S| ANA

VWH TEHOUSE HOTEL
LI M TED PARTNERSH P PARI SH OF €REEANS [ LI VI NGSTON]
TO

PRESERVATI ON ALLI ANCE
OF NEW ORLEANS, | NCORPORATED
d/ b/ a PRESERVATI ON RESOURCE
CENTER OF NEW ORLEANS

¥ % Ok X 3k X X ok X X F X F F

BE IT KNOW, that on this _29th day of Decenber , 1997,

BEFORE ME, undersigned Notary Public, duly conm ssioned and
qualified in and for the Parish of &+4eans [Livingston], State of
Loui siana, therein residing, and in the presence of the
herei nafter nanmed and undersi gned w t nesses:

PERSONALLY CAME AND APPEARED:

VWH TEHOUSE HOTEL LI M TED PARTNERSHI P, (hereinafter
referred to as "Omer"), Taxpayer ldentification No.
72- 1311785, a Louisiana partnership in comendam
appearing herein through its duly authorized General
Partner, Witehouse Hotel, L.L.C., a Louisiana limted
l[iability conpany, represented herein by its duly

aut hori zed Manager, Housi ng Developers |1, L.L.C
represented herein by its duly authorized Manager,
J.KR Famly, L.L.C, represented herein by its duly
aut hori zed Manager, Stewart Juneau;

AND
BE IT KNOW, that on this _23rd day of Decenber , 1997,

BEFORE ME, the undersigned Notary Public, a Notary Public,
duly conmm ssioned and qualified in and for the Parish of Ol eans,
State of Louisiana, therein residing, and in the presence of the
herei nafter named and undersi gned w t nesses:
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PERSONALLY CAME AND APPEARED:

PRESERVATI ON ALLI ANCE OF NEW ORLEANS,

| NCORPORATED d/ b/ a PRESERVATI ON RESOURCE CENTER
OF NEW ORLEANS (hereinafter referred to as
"Donee"), a Louisiana non-profit corporation
organi zed under 81950, Title 12, Chapter |1 of
the Loui siana Revised Statutes (R S. 12:1950),
before Patrick D. Breeden, Notary Public, My
31, 1974, and recorded in the Ofice of the

Loui siana Secretary of State on June 20, 1974,
the date that corporate exi stence began, herein
represented by Patricia H Gay, its Executive
Director, duly authorized to act for said Donee;

WHO HEREBY DECLARE, stipul ate, covenant, and
agree as foll ows:

WI TNESSETH

VWHEREAS, Owner possesses full and conpl ete ownership of that
certain land ("Land") and the inprovenent thereon ("Inprovenent")
| ocated in Square 94 of the Second District of the City of New
Ol eans, Loui siana, which square is bounded by Canal, Burgundy,
| berville, and Dauphine Streets, and nore particularly descri bed
on Exhibit A attached hereto and nmade a part hereof (the Land and
| nprovenrent are collectively referred to as the "Property"); and

WHEREAS, the Property is shown on that certain survey dated
March 17, 1997, prepared by Gandol fo, Kuhn & Associ ates, Inc.
(the "Survey"), a copy of which is attached hereto as Exhibit B
and nade a part hereof; and

WHEREAS, the Inprovenent as shown on the Survey consists of
athirteen-story building with the upper seven stories being
constructed around a light well facing Dauphine Street;

VWHEREAS, the first five stories of the Inprovenent are
referred to herein as the "Lower Stories", and the upper eight
stories of the Inprovenent are referred to herein as the "Upper
Stories"; and

VWHEREAS, Owmner intends to rehabilitate the |Inprovenent and
convert it into a luxury hotel and to construct penthouses on the
roof of the Inprovenent (the construction of penthouses on the
roof of the Inprovenent shall be referred to herein as the
"Pent house Addition"); and

WHEREAS, the Penthouse Addition will be constructed in
accordance with the approval of the National Park Service of the
United States Departnent of the Interior and in conpliance with
t he Conprehensive Zoning Ordinance of the Gty of New Ol eans,
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and in any event shall not exceed thirty (30) feet in height
above the roof of the Inprovenent and shall not be closer than
twenty (20) feet to the roof parapet nearest to Dauphine Street;
and

WHEREAS, Donee is a non-profit corporation, duly established
under the |laws of Louisiana, operated exclusively for charitable,
educational, and historical purposes in order to facilitate
public participation in the preservation of sites, buildings, and
objects significant in the history and culture of the Gty of New
Orleans, and in furtherance of such purposes is authorized under
Section 1252 of Title 9 of the Louisiana Revised Statutes (R S.
9:1252(A)) to accept grants of perpetual real rights burdening
whol e or any part of imovable property, including, but not
limted to, the facade, exterior, roof or front of any
i nprovenents thereof, in order to protect property significant to
such history and culture; and

WHEREAS, Omner warrants that there exists no servitude,
| ease, nortgage, lien or other interest affecting or encunbering
the Property which would prohibit, prime, interfere or otherw se
limt the effectiveness of any of the rights and benefits herein
created by this Act of Donation of Perpetual Real Ri ghts and
granted to Donee except as may be disclosed on the public record;
and

WHEREAS, the Property has historical and/or architectural
merit and contributes significantly to the architectural and
cultural heritage and visual beauty of the City of New Ol eans
and shoul d be preserved; and

WHEREAS, the scenic and architectural facade servitude
donated by the Owmer to Donee by this Act of Donation of
Perpetual Real Rights is created herein for charitable,
educational and historical purposes and will assist in preserving
and mai ntaining the Property and the architectural ensenble of
the Gty of New Ol eans; and

WHEREAS, to this end, Omer desires to donate, grant,
transfer and convey to Donee, and Donee desires to accept, a
sceni c, open space and architectural facade servitude as a
perpetual real right in and to the exterior surfaces of the
| nprovenent .

NOW THEREFORE, pursuant to R S. 9:1252, as anended, and in
accordance with applicable provisions of the Internal Revenue
Code of 1986, as anended, Omer does hereby create, establish,
grant, donate, convey and transfer to Donee a perpetual real
right (which perpetual real right is nore particularly described
below) in and to certain exterior surfaces of the |nprovenent,
all of which are owned by Omer (the "Servitude") subject to the
right of the Omer to construct the Penthouse Addition on the
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roof of the Upper Stories and to those rights reserved to Omer
i n Paragraph 4 hereof.

This Servitude shall constitute a binding servitude, in
perpetuity, upon the exterior surfaces of the Inprovenent; and to
that end, Oamner covenants on behalf of Omer and Ower’s heirs,
successors, and assigns, and all subsequent owners of the
| mprovenent with Donee, its successors and assigns, such
covenants being deened to run as a binding servitude, in
perpetuity, with the Land, to do (and refrain from doing), each
of the following ternms and stipul ati ons, which contribute to the
public purpose in that they aid significantly in the preservation
of historic property:

1. The exterior surfaces of the Inprovenent subject to this
Servitude are the exterior walls of the Lower Stories which are
vi sible from Canal and Dauphine Streets, the exterior portion of
t he I nprovenent above the Lower Stories which is not covered by
the Upper Stories, the exterior walls of the Upper Stories which
are visible from Canal, Burgundy, Iberville, and Dauphine
Streets, and the roof of the Upper Stories subject to Owmer’s
right to construct the Penthouse Addition thereon (the “Facade”).
In the event of uncertainty, the exterior surfaces of the
| mprovenent visible in the photographs in Exhibit C shal
control

2. Donee acknow edges that Omer has provided to Donee
Pl ans dated August 7, 1997, (the “Plans”) pursuant to which Omer
intends to renovate the Inprovenent, including the Facade, and
that such renovation and rehabilitati on have been approved by
Donee, provided such work is in conpliance wwth the Plans. Oaner
acknowl edges and agrees that it shall make certain inprovenents
to the Facade which shall have a cost of at |east $350, 000.
Omer further acknow edges and agrees that in the event any
changes or nodifications are made to the Plans which affect the
Facade, Owmner shall first obtain the prior witten approval of
Donee before any such changes or nodifications are nade.

3. Omer agrees at all times to preserve and nmaintain the
Facade in a good and sound state of repair.

4. Wthout the express witten perm ssion of the Donee, its
successors or assigns, signed by a duly authorized representative
t hereof, based upon witten plans submtted by Owmer to Donee, no
construction, change, alteration, renolding, renovation, or any
ot her thing shall be undertaken by Omer or permtted to be
undertaken in or to the Facade, which would affect either the
height, or alter the exterior of the Facade or the appearance of
t he Facade, other than as shown on the Plans and the Pent house
Addi tion, or which would adversely affect the structural
soundness of the Inprovenent. The repair or replacenent or
reconstruction of any subsequent damage to the Facade whi ch has
resulted fromcasualty |oss, deterioration, or wear and tear,
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shall be permtted without the prior witten approval of Donee,
provi ded that such reconstruction, repair, repainting, or
refinishing is performed in a manner which wll not alter the
appearance of the Facade subject to this Servitude as it is as of
even date herewith or as it may subsequently be nodified in
accordance with the terns hereof. Anything to the contrary

notwi thstanding in this Act of Donation of Perpetual Real Rights,
Owner hereby retains the right (i) to replace any wi ndow in the

| mprovenent with a new wi ndow which replicates the w ndow which
is being replaced so I ong as Owmer does not replace nore than ten
(10% percent of the windows in the Inprovenent and (ii) to affix
to the exterior walls of the Penthouse Addition

t el ecomruni cati ons devices so |long as such devices are nounted as
flush to the exterior walls of the Penthouse Addition as possible
and are painted a color which is harnonious with the color of the
Facade.

5. In all events, Omer, in painting the exterior of the
Facade, agrees to obtain the prior witten consent of Donee, its
successors or assigns, signed by a duly authorized representative
thereof, as to the quality and color of paint to be used if
significantly different fromthat presently existing.

6. Al work for preserving, maintaining, altering, or
renovating the Facade shall be perfornmed and conducted by Oaner
at Omer’s sol e cost and expense. Should denolition of the
| mprovenent occur, in whole or in part, other than as provided
for in the Plans, or in the event either reconstruction or
change, alteration or renovation is performed w thout the prior
witten approval of Donee as required herein, Donee shall have
the right to require any changes to such work as Donee, in its
sol e discretion, deens proper. Al such construction or changes
shall be commenced at Owner’s sol e cost and expense within sixty
(60) days of Donee’s witten notice to Owmer and pursued with
diligence until conpletion, or Donee may conpel curative work to
be perfornmed at Omer’s sole cost and expense, in addition to al
rights and remedi es provided herein or by |aw

7. For the purpose of maintaining and preserving the Facade
after it has been renovated and rehabilitated, Donee shall have
the right to require the Owmer, at Owmer’s expense, to perform
and conduct such repairs and mai ntenance work reasonably deened
necessary in order to preserve, maintain, or repair the Facade
and the structural elenments of the Inprovenment. All such work
shall be commenced, at Omer’s sole cost and expense, no | ater
than sixty (60) days after Omer’s receipt of Donee’s witten
notice, and shall be pursued with due diligence until conpletion.
In the event that said repairs and mai ntenance work are not
conpleted by Owmer within a reasonable tine thereafter, Donee may
(a) proceed agai nst Omer by sunmary process in a court of
conpetent jurisdiction to conpel such repairs and nmai ntenance,
and/or (b) exercise all other rights and renedi es provi ded herein
or by law
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8. Al rights granted to Donee herein, including such
ri ghts which Donee may exercise pursuant to Paragraph 7 above,
shal |l be exercised in a reasonabl e and prudent manner and with
| east possible cost to Owmer, calculated so as not to interfere
wi th Omer’s reasonabl e use and enjoynent of the Property while
acconpl i shing the purposes of this Act of Donation of Perpetual
Real Rights.

9. Owner hereby consents and agrees that representatives of
Donee, its successors and assigns, shall be permtted to inspect
the Property at all reasonable tinmes upon forty-eight (48) hours
prior notice given to Owmer. Inspections will normally take
pl ace fromthe street; however, Omer consents and agrees that
representatives of Donee, its successors and assigns, shall be
permtted to enter and inspect the interior of the Inprovenent
for the purpose of verifying the maintenance of the structural
condition and soundness of the Inprovenent and protecting the
rights of Donee herein. Inspection of the interior wll be nmade
at a tinme nutually agreed upon by the Omer and Donee, its
successors and assigns, and Ower covenants not to wthhold
unreasonably its consent in establishing a date and tinme for such
i nspection. At |east once every five (5) years, Oaner, at
Omner’s cost, shall provide to Donee an inspection report of the
condition of the Facade and the structural elenments of the
| nprovenent, such inspection report to be prepared by a conpetent
i censed structural engineer, or conpetent |icensed roofer, or
bot h, whichever is applicable. Donee shall have the right to
requi re that the Omer cause an inspection of the |Inprovenent
fromtime to tinme, upon Donee’s reasonabl e belief that a speci al
i nspection is necessary to acconplish the purposes of this Act of
Donation of Perpetual Real Rights, including, but not limted to,
evi dence of deterioration to the Inprovenment. Wthin forty-five
(45) days after Donee has notified the Owmer of the need for a
speci al inspection, Owmer shall deliver to Donee an inspection
report prepared by a conpetent person as above-described. In the
event that the Ower fails to provide such inspection reports as
are required by this Paragraph 9, Donee nay, at the Oamer’s sole
cost and expense, enploy for the account of Omer the services of
a conpetent |icensed structural engi neer and/or a conpetent
Iicensed roofer and shall submit to Omer all bills and other
evi dence of fees incurred or paid for such services, which shal
be pronptly paid by Omer

10. In the event of a fire or other casualty which results
in damage to or |loss or destruction of a part of the Facade or
the structural elenents of the Inprovenent, Oamer agrees pronptly
to repair, renovate, or reconstruct the damaged or destroyed
parts of the Facade or the structural elenments of the |Inprovenent
with the prior consent and approval of Donee as otherw se
provi ded herein.

11. In the event of a total |oss or destruction of the
| mprovenent, Omer shall pronptly renove all debris and trash and
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properly maintain the Land. Omer nust obtain Donee’s witten
approval of and prior consent to any construction or
reconstruction of the Inprovenent, as provided herein.

12. Omer agrees at all tinmes to carry and maintain such
adequat e anounts of conprehensive general bodily and property
damage liability insurance, property, fire, vandalism nalicious
m schi ef, and extended coverage insurance, general construction
l[tability insurance, and such other standard insurance coverages
as may be reasonably required by Donee. The policies of
i nsurance required to be obtained pursuant to this Paragraph 12
shal | nanme Donee as a co-insured as its interest appears herein.
| f the Inprovenent is uninsurable, Omer shall provide such other
protection which in the reasonable discretion of Donee is
necessary and advi sable for the maintenance and preservation of
the I nprovenent, at Owmer’s sole cost and expense. Donee shal
be provided with copies of said policies. Donee shall have the
right to provide such insurance at Omer’s cost and expense and
lien the Property for the cost of the premuns in the event Omer
fails to obtain the required policies.

13. Omer shall provide to Donee witten notice of the
Owmner’s sale or other disposition of the Property, or any part
thereof, at the time of such sale or other disposition or as soon
as practicable thereafter, but in no event nore than seven (7)
days follow ng such sale. Owner shall insert in any agreenent to
sell the Property (or any part thereof) or in any act of sale of
the Property (or any part thereof) a provision expressly setting
forth that the Property and the purchaser thereof are subject to
and bound by this Act of Donation of Perpetual Real Ri ghts and
all covenants, obligations, agreenents and restrictions herein.
The witten notice required to be nmade by Omer under this
Par agraph 13 shall contain the nane and address of any purchaser
and the nane and address of a |ocal agent and attorney-in-fact
for an absentee purchaser.

14. In the event the Property is subdivided into
condom niumunits, tinme-sharing units, or other fornms of nmultiple
ownership, Ower and its heirs, successors, vendees or assigns
agree to appoint and maintain a single agent and attorney-in-fact
residing in the Parish of Oleans with whom Donee shall be
aut hori zed to deal exclusively in order to enforce Donee’ s
rights under this Act of Donation of Perpetual Real Rights.

15. Omer agrees to and does herewth grant, transfer and
convey to Donee all "devel opnment rights" applicable to the
Property as provided for in the Gty of New Ol eans Conprehensive
Zoni ng Ordi nance other than as shown on the Plans and the
Pent house Addition, as well as all privileges to transfer, sell,
or otherwi se trade or bargain for such "devel opnent rights,"” in
the name of Omer but for the benefit of Donee. Owner agrees to
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cooperate with Donee as necessary in any such transfer, with al
costs of such transfer to be paid by Donee and all benefits
t herefrom accruing to Donee.

16. No signs, markers, notices, billboards, advertisenents,
pl aques, decorations or other itens shall be displayed, erected,
mount ed or placed on the Facade except as set forth on the Plans
or without the prior express witten consent of Donee, which
consent Donee may withhold in its reasonable and sol e discretion.

17. The rights, interests, obligations and benefits herein
constitute, individually and collectively, a perpetual real right
whi ch vests imedi ately in Donee upon the execution of this Act
of Donation of Perpetual Real Rights and shall be binding on
Omner, its heirs, successors and assigns, and on all subsequent
owners of the Property. Owner agrees and acknow edges that the
Servitude shall have a fair market value at all tinmes that is at
| east equal to the proportionate value that the Servitude as of
the date of donation bears to the total value of the Property as
of the date of donation, and that such proportionate value of the
Servitude shall remain constant and recogni zed henceforth and
forevernore. Such proportionate value is hereby agreed by the
parties hereto to be ten (10% percent. Owner further agrees and
acknow edges that in the event of a change in conditions which
woul d give rise to the judicial extinguishnment of the
restrictions and obligations inposed hereunder with respect to
t he Facade, the Donee, on a subsequent sale, exchange, or
i nvoluntary conversion of the Property, shall be entitled to a
portion of the proceeds of such sale, exchange, or involuntary
conversion at |east equal to the constant proportionate val ue of
t he Servitude.

18. Donee agrees and binds itself to use all of the
proceeds it receives froma sale, exchange, or involuntary
conversion of the Property, resulting froma judicial proceeding
whi ch extingui shes Donee’s real rights, in a manner consi stent
wi th the conservation purposes of the original donation.

19. The parties hereto contenplate that the Servitude is a
per petual conservation restriction within the neaning of Sections
1.170-13 and 1.170-14 of the Regul ations of the Departnent of
Treasury, and, for federal inconme tax purposes, the donation of
this perpetual real right is the contribution of a qualified real
property interest to a qualified organi zation exclusively for
conservati on purposes.

20. In the event that the Donee shall at any tinme in the
future acquire full and conpl ete ownership of the Property, Donee
for itself, its successors and assigns, covenants and agrees, in
t he event of subsequent conveyances of such Property to another,
to create a new perpetual real right containing the sanme
restrictions and provisions as are contai ned herein, and either
to retain such perpetual real right initself or to convey such



- 105 -

real right to a simlar local or national organization whose
purposes, inter alia, are to pronote historic preservation.

21. Any right or obligation inposed upon the Owmer of the
Property by the Servitude, including any covenant, restriction or
affirmati ve obligation herein, shall be enforceable by the Donee,
foll ow ng reasonabl e notice to Omer, through judicial proceeding
by actions for tenporary and/or permanent injunction to enjoin
such violations and to require the performance of all obligations
i nposed on Omer by this Act of Donation of Perpetual Real
Rights, or, in the alternative, representatives of Donee, its
successors and assigns, may enter upon the Property, correct any
violation, and hold Omer and Owmer’s heirs, successors and
assigns, responsible for the cost thereof in an action for
damages brought by Donee. Donee, its successors or assigns,
shal | have available all other |egal and equitable renedies
permtted by law to enforce Owmer’s obligations hereunder. 1In
the event Ower is found to have violated any of its obligations
arising fromthis Act of Donation of Perpetual Real R ghts, Omner
agrees to indemify and hold harm ess Donee fromall reasonable
attorneys’ fees, expert w tness charges, and other charges, fees,
and costs paid or incurred by Donee in the enforcenent of any of
its rights granted herein.

22. Al other rights of ownership that do not conflict with
the exercise of Donee’s rights hereunder shall be and are hereby
retai ned by Omer. Owner shall have the right to use the
Property and the Inprovenent for whatever |awful purpose Oaner
deens necessary, except as to rights herein granted. Oamner
agrees not to performany work or nmake any use of the Property
whi ch woul d adversely affect Donee’s full exercise and enjoynent
of the perpetual real rights created herein. Oawner agrees to pay
all real estate taxes and real property assessnents on the
Property and agrees to hold Donee harm ess in connection
therew t h.

23. Donee acknow edges that in order to finance the
rehabilitation of the Inprovenent, Owmer may sell the Property to
athird party and | ease the Property fromsuch third party for
the termof such financing. |In such event, Omer, as |essee of
such third party, shall be responsible for all nonetary
obl i gati ons of Omer under this Act of Donation of Perpetual Real
Ri ghts. Donee agrees that notw t hstandi ng any provision herein
to the contrary, during the termof any such | ease from such
third party to Owmer, Donee shall enforce such nonetary
obligations solely against Owmer or, in default thereof, against
the Property, in rem

24. Owmer, its successors or assigns, wll do and perform
at Omer’s cost all acts necessary to the pronpt filing for
registry of this Act of Donation of Perpetual Real Rights in the
conveyance records of the Parish of Ol eans wherein the Property
i s | ocat ed.
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THUS DONE AND PASSED in ny office at NewO©+teans [ Denham
Springs], Louisiana, on the day, nonth, and year herein first
above witten, in the presence of the two undersigned conpetent
W t nesses, who hereunto sign their names with the said appearers
and nme, Notary, after reading of the whole.

W TNESSES: OMNNER:

VH TEHOUSE HOTEL LI M TED

PARTNERSHI P

By: Wi tehouse Hotel, L.L.C
Its: General Partner

[ signat ure] By: Housi ng Devel opers 11
L.L.C
Its: Manager
[ signat ure] By: J.KR Famly, L.L.C
Its: Manager
By: [ si gnat ure]
Stewart Juneau
Its: Manager

[ si gnat ur e]
NOTARY PUBLI C




- 107 -

THUS DONE AND PASSED in ny office at New Ol eans, Loui siana,
on the day, nonth, and year herein first above witten, in the
presence of the two undersigned conpetent w tnesses, who hereunto
sign their nanes with the said appearer and ne, Notary, after
readi ng of the whole.

DONEE

W TNESSES:
PRESERVATI ON ALLI ANCE OF NEW
ORLEANS, | NCORPORATED d/ b/ a
PRESERVATI ON RESOURCE CENTER

[ si gnat ur e]

By: [ signat ure]
Patricia H Gay
Its: Executive Director

[ si gnat ur e]

[ si gnat ur e]
NOTARY PUBLI C




