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ESGAR CORPORATI ON, ET AL.,! Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent
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Ps granted qualified conservation easenents to a
gual i fied conservation organization in 2004, reporting
noncash charitable contributions on their respective
2004 tax returns. R determ ned deficiencies in incone
tax, based in part on Rs determnation that Ps had
overstated the value of the conservation easenents. R
al so determ ned sec. 6662(a), |I.R C., accuracy-rel ated
penal ti es agai nst the Hol neses and the Tenpels.

Held: Ps are liable for the incone tax
deficiencies to the extent redeterm ned herein as the
result of overvaluing the contributed conservation
easenent s.

1On Aug. 28, 2009, cases of the follow ng petitioners were
consolidated herewith for purposes of trial, briefing, and
opinion: Delmar L. and Patricia A Hol nmes, docket No. 23688-08;
and George H and Ceorgetta Tenpel, docket No. 23689-08.
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Hel d, further, the Hol meses and the Tenpels are not
liable for sec. 6662(a), |I.R C., accuracy-related penalties.

James R Wal ker, Justin D. Cunmi ng, and Chri stopher D

Freeman, for petitioners.

Sara Jo Barkley and Tamara L. Kotzker, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VWHERRY, Judge: Petitioners are: Esgar Corp. (Esgar), a
Col orado corporation which filed Forns 1120, U. S. Corporation
| nconme Tax Return, for the 2004, 2005, and 2006 tax years; Del mar
L. and Patricia A Hol mes (the Hol neses); and George H and
Georgetta L. Tenpel (the Tenpels). The Hol neses and the Tenpels
both filed joint Fornms 1040, U.S. Individual |Incone Tax Return,
for the 2004, 2005, and 2006 tax years. |In 2004 Esgar, the
Hol neses, and the Tenpels each donated a qualified conservation
easenent, reporting on Forns 8283, Noncash Charitable
Contributions, fair narket values of $570,500, $867,500, and
$836, 500, respectively. Because of the limtations of section
170(b) (1) (A) and (2)(A), petitioners deducted only a portion of
the reported contributions on their 2004 tax returns and carried

the rest forward.?

2Unl ess ot herwi se indicated, all section references are to

t he I nternal Revenue Code of 1986, as anended and in effect for
the years at issue, and all Rule references are to the Tax Court
(continued. . .)
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As a result of the donations, petitioners each also received
transferable Colorado State incone tax credits (State tax
credits). They all sold a portion of their State tax credits in
2004. Esgar and the Tenpels reported the proceeds fromthe sale
of their State tax credits as capital gain; the Hol neses reported
their proceeds as ordinary incone.

Respondent issued Esgar and the Tenpels notices of
deficiency dated June 26, 2008, and issued the Hol neses a notice
of deficiency dated June 27, 2008. In the notices of deficiency
respondent determned, inter alia, that the conservation
easenents were val uel ess and that any proceeds fromthe sal es of
the State tax credits should be reported as ordinary incone.

The determ ned tax deficiencies, additions to tax, and

penalties were as foll ows

Esgar
Penal ty Addition to Tax®
Year Deficiency Sec. 6662(a) Sec. 6651(a) (1)
2004 $9, 741 --- $488. 70
2005 11, 990 $2, 398. 00 1, 199. 02
2006 10, 626 2,125. 20 ---

!Respondent concedes Esgar is not liable for the sec. 6662(a)
penalty for the 2005 and 2006 tax years, and Esgar concedes it
is liable for the sec. 6651(a)(1) addition to tax for the 2004
and 2005 tax years.

2(...continued)
Rul es of Practice and Procedure.
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The Hol neses

Penal ty
Year Deficiency Sec. 6662(a)
2004 $31, 830 $6, 366. 00
2005 24,572 4,914. 00
2006 25, 894 5,178. 80

The Tenpel s

Penal ty
Year Deficiency Sec. 6662(a)
2004 $69, 389 $13, 877. 60
2005 24,292 4, 858. 40

On August 3, 2009, respondent filed a notion for partial

summary judgnment in Tenpel v. Conmm ssioner, docket No. 23689-08.

On August 31, 2009, the Tenpels filed a cross-notion for partial
summary judgnent. The issue was whether the gain fromthe sale
of the State tax credits should be reported as ordinary incone or
as capital gain and if capital gain, whether the Tenpels had any
basis in their State tax credits. This Court held, in Tenpel v.

Comm ssioner, 136 T.C. 341 (2011), inter alia, that the State tax

credits were capital assets, the Tenpels did not have any basis
intheir State tax credits, and that the Tenpels’ hol ding period
in the State tax credits was insufficient to qualify for |ong-
termcapital gain treatnent.

We do not address any issues in this opinion that were
resolved by our Opinion in Tenpel. After concessions, the issues

left for decision are: (1) The fair market value (FMW) of the
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qual i fied conservation easenents petitioners granted; (2) whether
the Hol meses are |iable for section 6662(a) accuracy-rel ated
penalties for their 2004, 2005, and 2006 tax years; and (3)
whet her the Tenpels are |iable for section 6662(a) accuracy-
rel ated penalties for their 2004 and 2005 tax years. As nore
t horoughly explained infra, in deciding the FW of the
conservation easenents, we nust determ ne whether the |land on
whi ch the easenents were granted was better suited for grave
m ning or for agriculture.
FI NDI NGS OF FACT
Sone of the facts have been stipulated, and the stipul at ed
facts and acconpanyi ng exhi bits are hereby incorporated by
reference into our findings. At the tine it filed its petition,
Esgar’ s principal place of business was in Colorado. At the tinme
they filed their petitions, the Hol neses and the Tenpels resided
i n Col orado.

| . Holly Property

In 1987 Esgar, the Hol neses, the Tenpels, and Kelling Fine
Foods, Inc. (Kelling Fine Foods), each acquired an undivided,
one-fourth interest in just over 2,200 acres of real property
near Holly, Colorado (Holly property). As of 1998 the Col orado
Di vision of Mnerals and Geol ogy had granted perm ssion for
m ni ng gravel, rock, and sand on 1,479 acres of the Holly

property (1998 gravel permt).



A. Jensen Property

On January 20, 1998, petitioners and Kelling Fine Foods sold
661. 75 acres of the western portion of the Holly property al ong
with 455 shares of Buffalo Mutual Irrigation Co. (BMC) to Robert
C. and Tanya Jensen for $500,000 (Jensen property).3 A
substantial portion of the acreage approved for mning by the
1998 gravel permt was on the Jensen property. In the sale,
petitioners and Kelling Fine Foods reserved all of the gravel,
sand, and mneral rights in the Jensen property, subject to a
January 20, 1998, repurchase agreenent (repurchase agreenent).

Pursuant to the repurchase agreenent, if petitioners or
Kelling Fine Foods elected to mne any portion of the Jensen
property before January 20, 2003, they had to repurchase the
portion mned for $1,250 per crop acre. |If they elected to m ne
any portion after January 20, 2003, they had to repurchase the
portion mned at a price “determined by a |icensed Col orado
appraiser plus thirty percent (30%, but never nore than

$1, 500. 00 per crop acre.”

SWater rights are the right to the use of water. Under
Col orado water law, the right to use the waters of the State is
based on the priority of a party’ s appropriation for a specified
anount of water, at a specified |location, for specified uses.
Water rights may be held, as here, by a nmutual irrigation conpany
or a ditch conpany in which the users of the water own shares
entitling them unless otherw se expressly provided, to a pro
rata portion of the conpany’s water on the basis of the nunber of
shares owned as a percentage of all the shares in the conpany.
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B. M dwestern Farns Property

The Holly property |less the Jensen property is referred to
by the parties and this Court as the “M dwestern Farns
Property”.4 The M dwestern Farns property consists of
approximately 1,560 acres and is in Prowers County, Col orado,
west of Holly, Col orado, between U.S. H ghway 50 and the Arkansas
River. Prowers County is in southeastern Col orado, approximately
200 m | es sout heast of Denver.

There is public access to the Mdwestern Farnms property via
Prowers County Road, farmroads, and U S. H ghway 50. The
Burlington Northern Santa Fe (BNSF) railroad traverses the
M dwestern Farns property, and there is a rail spur on the
M dwestern Farnms property.

1. M dwestern Farnse Gravel Pit

A portion of the Mdwestern Farnms property and the Jensen

property is operated as an alluvial gravel pit (Mdwestern Farns

“ln April 2002 the Hol neses transferred title to their
undi vi ded 25-percent interest in the Mdwestern Farns property to
the Del mar L. Holnes Trust and the Patricia A Holnes Trust. As
aresult, the Delmar L. Hol mes Trust owned an undivi ded one-
eighth interest in the Mdwestern Farns property and the Patricia
A. Hol mes Trust owned an undivi ded one-eighth interest in the
M dwestern Farnms property. W continue to refer to these
interests as the Hol nes property.
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Gravel Pit).®> The Mdwestern Farns property and the M dwestern
Farns Gravel Pit are nmanaged by the M dwestern Farns Partnership.

Eastern Col orado Aggregates, RLLLP (E. Col orado Aggregates),
has operated the Mdwestern Farns Gravel Pit, pursuant to a | ease
wth the Mdwestern Farns Partnership, since at |east 1999.
Oiginally, the royalty rate paid to the M dwestern Farns
Partnership by E. Col orado Aggregates was 35 cents per ton for
all rock and gravel sold and 17.5 cents per ton of any sand and
fill dirt sold.

By an agreenent dated February 28, 2004, and effective
January 1, 2004, the Mdwestern Farns Partnership renewed its
| ease agreenment with E. Col orado Aggregates (E. Col orado
Aggregates |l ease). The E. Col orado Aggregates | ease allowed E
Col orado Aggregates to mne up to 1,470 acres of the portion of
the Mdwestern Farnms property and Jensen property permtted by
the 1998 gravel permt. Beginning July 1, 2004, the royalty rate
becanme 45 cents per ton for all rock and gravel sold and 22.5

cents per ton for any sand and fill dirt sold.

SFor our purposes, a gravel pit is a mne where aggregate is
extracted froman open pit. Aggregate is defined as “mnerals
such as sand, gravel, and crushed stone. Aggregate is often
divided into two or nore sizes including fine and coarse, which
when added to cenent and water in appropriate proportions,
produces concrete. Sand is considered a fine aggregate and stone
or gravel a coarse aggregate.” Throughout this opinion we wll
use aggregate, rock, and gravel interchangeably.
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The table below lists the tons of aggregate extracted from
the Mdwestern Farnms Gravel Pit and the anpbunts of royalties
received by the Mdwestern Farns Partnership fromE. Col orado

Aggregates from 1999 t hrough 2004:

Appr oxi mat e

Year_ Tons Extracted Royal ti es Received
1999 --- $80, 361. 55
2000 --- 150, 489. 88
2001 590, 671 196, 382. 77
2002 519, 013 177,017. 06
2003 596, 479 203, 111. 63
2004 998, 586 390, 735. 21

[11. Gher Gavel Pits

A. Prowers County

The M dwestern Farms Gravel Pit, the J-S Pit, the
Hardscrabble Pit, and the S-C Pit rank as the four | argest wet
gravel pits in Prowers County. The Mdwestern Farns Gravel Pit
is the largest. The J-S Pit, the Hardscrabble Pit, and the S-C
Pit are operated by Carder, Inc. (Carder Conpany), owned by
Ronald D. Peterson. |In addition to these three pits in Prowers
County, the Carder Conpany al so operates a pit in western Kansas,
just over the Kansas-Col orado State |line, known as the Coolidge
Pit.

According to M. Peterson, the Carder Conpany sold

approxi mately 540,000 tons of aggregate in 2002 and 570, 000 tons
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in 2003 and 2004. The follow ng table shows the acres permtted
and approximate tons of aggregate extracted fromthe four major

Prowers County pits in 2003 and 2004.

Acres Tons Extracted Tons Extracted
Pit Permtted 2003 2004
M dwestern Farns 1,479 596, 479 998, 586
J-S 120 100, 093 45, 432
Har dscr abbl e 276 47,566 57,116
S-C 665 180, 496 179, 680
Tot al 2,540 924, 634 1, 280, 814

IOn the basis of Property Declaration Schedules filed by
M. Peterson for the Hardscrabble Pit, we conclude that
sonetinme in 2006 or 2007 the permtted area was extended to
cover 406 acres.

Gravel fromProwers County is used wthin an approxi mate
100- to 150-mle radius around Prowers County, in areas including
west ern Kansas, east-central and northeast Col orado, southwest
Nebraska, northeast New Mexico, and the Ckl ahonma and Texas
panhandl es. Some gravel is backhaul ed out of Prowers County on
sem -tractor trucks bringing corn into Prowers County.® G avel

was not being transported from Prowers County to the Front Range

®Backhaul i ng occurs when a conpany hauls a primary comodity
froma point of originto a point of destination and then is able
to “backhaul” a second commodity on the return trip back to the
original point of origin rather than nake a “deadhead” return.
Backhaul i ng hel ps reduce transportation costs in both directions.
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Corridor, nor was any gravel being backhaul ed out of Prowers
County via rail in 2004 or 2009, when trial was held.”’

B. District 3

The U. S. Geol ogical Survey keeps estimates of historical
Col orado aggregate production. It classifies Prowers County,
along with 14 other counties, as District 3. The follow ng table

shows District 3's sand and gravel production for 2000-2003:

Year Tons of Aqgregate
2000 1,499, 143
2001 2,171, 553
2002 1, 884, 952
2003 1, 884, 952

| V. Donati ons of the Conservati on Easenents

A. Bri an Wir st

Brian Wirst, a certified public accountant (C P.A ),
assisted petitioners in structuring the donations of the
conservation easenents. M. Wirst has a bachel or of science
degree in business adm nistration from Kansas State University.
He is a menber of Kennedy & Coe, C P.A s (Kennedy & Coe), has

worked as a C.P. A. in southeastern Col orado since 1984, and has

"The Front Range Corridor lies along the eastern side of the
Rocky Mountains in Col orado and Wom ng and i ncl udes nost of the
Col orado popul ation and the cities of Cheyenne, Denver, Longnont,
Lovel and, Broonfield, Thornton, Aurora, Lakewood, ol den,
Centennial, Fort Collins, Colorado Springs, Boul der, Puebl o,
Colorado City, and Trini dad.
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assisted petitioners with their tax matters for approximately 25
years.

M. Wirst first becane famliar wth conservation easenents
in 2001 when the State of Col orado passed | aws providing for
benefits to taxpayers who granted qualifying conservation
easenents on their property. Kennedy & Coe’s in-house tax
attorneys studied the Federal and State | aws regarding
conservation easenents and then used an outside law firmto
confirmtheir understanding on both the Federal and State |evels.

M. Wirst first discussed the donation of conservation
easenments with petitioners in the fall of 2003. He spent
approximately 8 nonths talking with petitioners about the
inplications of granting conservation easenents on their
properties and approximately 4 nonths putting the conservation
easenents in place. Wile M. Wirst advised petitioners that “in
our professional opinion, we could neet the requirenents of the
Code sections and related regul ations”, he did not advise that
t hey make charitabl e conservation easenment contributions. It was
petitioners who ultimtely nmade the decision to enter into the
conservation easenents.

B. Transfers of Property

On Decenber 2, 2004, approximately 163 acres of the eastern
portion of the Mdwestern Farnms property was transferred to

Esgar, the Hol neses, and the Tenpels via a series of |ike-kind



- 13 -
exchanges and quitclaimdeeds.® Afterwards, Esgar and the
Tenpel s each owned 54. 34 acres and 11-2/3 shares of BMC, and the
Hol meses owned 54. 35 acres and 11-2/3 shares of BMC
(collectively, the subject properties).

The subject properties were zoned irrigated, agricultural
and had historically been used as irrigated and nonirri gated
farm and. There was physical access to all three properties, but
only the Hol mes property had | egal access. The subject
properties were not permtted for any mning, but the parties
stipulated that absent the donations it was likely that the
necessary permts to mne could have been obtai ned.

C. Donations

On Decenber 17, 2004, Esgar, the Tenpels, and the Hol neses
(or their revocable trusts) each donated a conservati on easenent
on the subject properties to the G eenl ands Reserve (collectively
t he conservation easenents).

The terns of the conservation easenents grant and convey
easenents in perpetuity to the G eenlands Reserve, providing it
with the rights to preserve the natural and open space
conditions and protect the wildlife, ecol ogical, and

envi ronnent al val ues and water quality characteristics of the

8The stipulation of facts par. 14 indicates warranty deeds,
but the deeds thensel ves are quitclaimdeeds w thout warranty.
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property. The conservation easenents specifically prohibit the
m ning or extraction of sand, gravel, rock, or any other mneral.

V. Appr ai sal s

A. Core Sanmpling and J. A. Cesare

I n Septenber 2004, before the conservation easenents were
granted, petitioners retained the geotechnical engineering firm
of J.A Cesare and Associates, Inc. (Cesare), to performcore
sanpling on the subject properties in order to determne the
potential sand and gravel resources beneath them Using Cesare’s
findings and reports, Dr. Charles EE G ey and his associate Brett
Schafer of the geological firmof Charles E. G ey and Associ ates
opi ned on the quantity and quality of gravel underneath the
subj ect properties.

B. WlIlliamVictor (Bill) MIensk

Petitioners engaged Bill M enski Appraisal Service, Inc.
(M. Mlenski), to performan original appraisal of the
conservation easenents to be used to substantiate the reported
charitable contributions on their tax returns. M. Wirst
testified that he had perforned due diligence before he hired M.
Ml enski. M. Wrst concluded M. Ml enski had an extensive
history in perform ng appraisals and “a very credi bl e and
conservative reputation” as an appraiser.

M. Mlenski determned that if the conservati on easenents

had not been granted, the best use of the | and woul d have been
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for gravel extraction. On this basis he determ ned that the FW
of the Hol mes conservation easenent was $867,500, the FW of the
Esgar conservation easenent was $570, 500, and the FW of the
Tenpel conservation easenent was $836, 500.

Petitioners and M. Wirst reviewed the appraisals M.
M| enski prepared. M. Wirst was of the opinion that M.
M I enski “took a reasonabl e approach to determ ne the value.”
Respondent does not chall enge whether M. Ml enski was a
“qualified appraiser” at the time he prepared the appraisals or
whet her the appraisals were “qualified appraisals” pursuant to
section 170(f)(11)(D).°

VI . Tax Returns

Esgar filed Fornms 1120 for all years at issue. The Hol neses
and the Tenpels filed Forns 1040 for all years at issue. On
their respective 2004 tax returns, petitioners reported noncash
charitabl e contributions and cl aimed charitable contribution

deductions subject to the limtations of section 170(b)(1) and

M. Mlenski’s license to practice real estate appraisal
was suspended by the State of Col orado on May 1, 2008, “FOR
OVERVALUI NG conservati on easenents”.

pyrsuant to sec. 671, all of the incone, deductions, and
credits against tax attributable to the Del mar L. Hol mes Trust
and the Patricia A Holnes Trust are reported on the Hol neses’
i ndi vi dual Federal inconme tax returns.



- 16 -
(2), carrying the remainder forward. The follow ng table shows

the charitable contributions reported and deductions clai ned. !

Report ed
Chari tabl e 2004 2005 2006
Contribution Deducti on Deducti on Deducti on
Esgar $570, 500 $25, 663 $30, 745 $28, 097
Hol neses 867, 500 88, 835 92, 105 86, 006
Tenpel s 836, 500 201, 487 78, 380 ---

Respondent subsequently audited petitioners’ returns,
determ ning that the conservation easenents were val uel ess and
that the charitable contribution deductions should be denied in
their entirety. Respondent issued notices of deficiency, and
petitioners tinely petitioned this Court in response. Trial was

hel d Novenber 4, 5, and 6, 2009, in Denver, Col orado.

1Al'so on their 2004 tax returns, Esgar reported an $18, 000
capital gain fromthe sale of its State tax credits; the Hol neses
reported $148,050 in ordinary income fromthe sale of their State
tax credits, and the Tenpels reported a $77,603 short-term
capital gain fromthe sale of their State tax credits. The
Hol meses had received $164, 625 in net proceeds but reduced this
anount by $16,575 for expenses incurred. The Tenpels’ $77,603
gain was based on an anount realized of $82,500 | ess “basis” of
$4,897. The Tenpels also clained a $6, 233 deducti on on Schedul e
A, ltem zed Deductions, for costs related to the donation of the
Tenpel conservation easenent. The parties’ disagreenents over
the characterization of the proceeds fromthe sales of the State
tax credits were resolved in our previous Opinion in Tenpel v.
Comm ssioner, 136 T.C. 341 (2011), and are relevant here only
with regards to respondent’s allegation that the Hol neses and the
Tenpel s are liable for sec. 6662(a) accuracy-rel ated penalties.




OPI NI ON

Burden of Proof

Deductions are a matter of |egislative grace, and a taxpayer
bears the burden of proving entitlenment to any cl ai ned

deducti ons. | NDOPCO, Inc. v. Conmi ssioner, 503 U.S. 79, 84

(1992). Moreover, the Conm ssioner’s determ nation of value is
normal Iy presuned correct, and the taxpayer bears the burden of
proving that the determnation is incorrect. See Rule 142(a);

Welch v. Helvering, 290 U S. 111, 115 (1933); Sealy Power, Ltd.

v. Comm ssioner, 46 F.3d 382, 387 (5th Cr. 1995), affg. in part

and revg. in part T.C. Meno. 1992-168.

However, pursuant to section 7491(a), the burden of proof on
factual issues that affect the taxpayer’s tax liability may shift
to the Conmm ssioner where the taxpayer conplies with al
requi renents. Petitioners argue section 7491(a) shifts the
burden of proof to respondent. Respondent argues petitioners did
not neet the requirenents for section 7491(a) to shift the burden
of proof.

It is unnecessary for us to address the parties’

di sagreenent and determ ne whet her the burden has shifted because
the parties have provided sufficient evidence for us to determ ne
t he val ue of the conservation easenents and that determ nation is

unaffected by section 7491(a). See Estate of Bongard v.
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Comm ssioner, 124 T.C. 95, 111 (2005); Trout Ranch, LLC v.

Conmi ssioner, T.C. Menp. 2010-283. This Court has held that

“I'n a situation in which both parties have satisfied
their burden of production by offering sone evidence,
then the party supported by the weight of the evidence
will prevail regardless of which party bore the burden
of persuasion, proof or preponderance. * * *
Therefore, a shift in the burden of preponderance has
real significance only in the rare event of an
evidentiary tie. * * *”

Knudsen v. Conm ssioner, 131 T.C 185, 188 (2008) (quoting

Bl odgett v. Conmi ssioner, 394 F.3d 1030, 1039 (8th G r. 2005),

affg. T.C. Menp. 2003-212); see also Martin Ice Cream Co. V.

Comm ssioner, 110 T.C 189, 210 n.16 (1998) (holding that the

all ocation of the burden of proof was imuaterial because the
court’s concl usions were based on the preponderance of the
evi dence) .

1. Applicable Law

Section 170 allows a taxpayer a deduction for a qualified
conservation contribution nade during the taxable year. Sec.
170(a), (c), (f)(3)(B)(iii), (h). Respondent does not chall enge
whet her the conservation easenents are “qualified conservation
contributions”. Rather, respondent disputes their value and
hence the anounts of the section 170 deduction petitioners are
al | oned.

Section 1.170A-14(h)(3)(i), Incone Tax Regs., provides in

rel evant part:
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The value of the contribution under section 170 in the
case of a charitable contribution of a perpetual
conservation restriction is the fair market val ue of

t he perpetual conservation restriction at the tinme of
the contribution. See section 1.170A-7(c). If there
is a substantial record of sales of easenents
conparabl e to the donated easenent (such as purchases
pursuant to a governnental program), the fair market
val ue of the donated easenent is based on the sales
prices of such conparable easenents. |f no substanti al
record of market-place sales is available to use as a
meani ngful or valid conparison, as a general rule (but
not necessarily in all cases) the fair market val ue of
a perpetual conservation restriction is equal to the
difference between the fair nmarket val ue of the
property it encunbers before the granting of the
restriction and the fair market value of the encunbered
property after the granting of the restriction. * * *

The parties agree that there are no sal es of conparable
easenents and that the before and after nmethod is the appropriate
met hod to use in valuing the conservati on easenents. This nethod
requires us to calculate “the difference, if any, in the val ue of
the [properties] with and without the easenent”. Hilborn v.

Conm ssioner, 85 T.C. 677, 688 (1985).

The parties agree the FW of the Subject Properties after
t he conservation easenents were granted (after value) was $24, 000
for the Esgar and Tenpel Properties and $27,000 for the Hol nes
property. Their disagreenent is the FW of the Subject
Properties before the conservation easenents were granted (before
val ue) .

FW is defined as the “price at which the property woul d
change hands between a willing buyer and a willing seller,

nei t her bei ng under any conpul sion to buy or sell and both having
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reasonabl e knowl edge of any relevant facts.” Sec. 1.170A-
1(c)(2), Incone Tax Regs. “Valuation is not a precise science,
and the fair market value of property on a given date is a
question of fact to be resolved on the basis of the entire

record.” Kiva Dunes Conservation, LLC v. Conm ssioner, T.C.

Mermo. 2009- 145.
The FW of property nust be eval uated considering the

property’s highest and best use. See Stanley Wrks & Subs. v.

Commi ssioner, 87 T.C. 389, 400 (1986): sec. 1.170A-14(h)(3)(i)

and (ii), Inconme Tax Regs. \While highest and best use can be any
realistic, objective potential use of the property, it is
presuned to be the use to which the land is currently being put

absent proof to the contrary. United States v. L.E. Cooke Co.,

Inc., 991 F.2d 336, 341 (6th G r. 1993); Synm ngton v.

Conm ssioner, 87 T.C. 892, 896 (1986). At the center of the

parties’ disagreenment over the before value is their disagreenent
over the highest and best use of the Subject Properties before
t he easenents were donated. Petitioners argue that it was grave
m ni ng, whereas respondent argues that it was agriculture.

Where, as here, an asserted highest and best use differs
fromcurrent use, the use nust be reasonably probable and have

real market val ue. United States v. 69.1 Acres of Land, 942 F.2d

290, 292 (4th Cr. 1991); see also Stanley Wrks v. Conm ssi oner,

supra; United States v. Consol. Mayflower Mnes, Inc., 60 F.3d
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1470, 1476-1477 (10th Cr. 1995). *“Any suggested use higher than
current use requires both ‘closeness in time’ and ‘reasonable

probability’”. Hilborn v. Comm ssioner, supra at 689. Any

proposed uses that “depend upon events or conbi nations of
occurrences which, while within the real mof possibility, are not
fairly shown to be reasonably probable” are to be excluded from

consideration. dson v. United States, 292 U. S. 246, 257 (1934).

Were the asserted hi ghest and best use of property is the
extraction of mnerals, the presence of the mneral in a
comercially exploitable anbunt and the exi stence of a narket
“that would justify its extraction in the reasonably foreseeable

future” nmust be shown. United States v. 69.1 Acres of Land,

supra at 292. “There must be sone objective support for the
future demand, including volunme and duration. Mere physical
adaptability to a use does not establish a market.” United

States v. Wiitehurst, 337 F.2d 765, 771-772 (4th Cr. 1964); see

also United States v. 494.10 Acres of Land, 592 F.2d 1130, 1132

(10th Gr. 1979) (stating that “if the ‘future’ is beyond or very

much beyond the ‘near future,’ the use becones specul ative”).?!?

12\\6 acknow edge that we are citing cases where the issue
was just conpensation in an em nent domain or condemmati on
setting. Fair market val ue “does not vary accordi ng to whet her
t he taxpayer is seeking a charitable deduction for property
contributed or an adequate and just conpensation for property
condemmed.” Klopp v. Conmmi ssioner, T.C Meno. 1960-185.




[11. Expert Opinions

Both parties have offered reports and testinony of expert
W tnesses to establish the before value and the hi ghest and best
use of the Subject Properties.

We eval uate expert opinions in light of each expert’s
denonstrated qualifications and all other evidence in the
record. See Parker v. Conmm ssioner, 86 T.C 547, 561
(1986). Wiere experts offer conpeting estimates of fair

mar ket val ue, we determ ne how to wei gh those estimates by,
inter alia, examning the factors they considered in
reaching their conclusions. See Casey v. Conm ssioner, 38
T.C. 357, 381 (1962). W are not bound by an expert’s

opi nions and nmay accept or reject an expert opinion in full
or in part in the exercise of sound judgnment. See Helvering
v. Natl. Gocery Co., 304 U S 282, 295 (1938); Parker v.
Conmmi ssi oner, supra at 561-562. W may al so reach a

determ nati on of value based on our own exam nation of the
evidence in the record. Silvernman v. Conm ssioner, 538 F.2d
927, 933 (2d Cir. 1976), affg. T.C. Meno. 1974-285.

Evans v. Comm ssioner, T.C Mno. 2010-207.

There are three w dely accepted nethods of estinating the
FMW/ for any property: Conparable sales, inconme capitalization
(or discounted cashflow), and replacenent cost. The parties
di sagree as to which nethod is appropriate in this case.
Respondent’ s expert used the conparabl e sal es net hod, which
cal cul ates FMW by | ooking for sales of property in the sane
market with simlar characteristics that were nmade at arms
Il ength. Petitioners’ experts used the discounted cashfl ow ( DCF)
met hod, which cal cul ates FW by preparing a reasonable estimte
of future incone over tine and discounting it to present val ue.

We briefly summarize each expert’s opi nion.
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A. Petitioners’ Expert--Gene Crui kshank

M. Crui kshank received a degree in agriculture from
Colorado State University. He has been a real estate broker
since 1980, specializes in farmand ranch sales, and is |icensed
i n Kansas, Gkl ahoma, Col orado, and New Mexico. M. Cruikshank
belongs to the Realtors Land Institute, a branch of the National
Associ ation of Realtors, and is an accredited | and consul tant.

He has been an expert w tness approxi mately seven or eight tines
before in both Federal and State court.

Petitioners rely on M. Crui kshank’ s opinion to argue no
conpar abl e sales existed. M. Crui kshank anal yzed smal | parcel
sales in the Lower Arkansas Valley to determ ne whether any were
bought for gravel production.?® He determ ned none were, stating
he could not find “any small parcel (40-60 acres) sales that were
sold either specifically for gravel or with the intent of future
gravel devel opnent”. He stated “buyers * * * [were] nore
interested in crop production, water, soils, and | ocation rather
than gravel.” M. Crui kshank prepared a rebuttal report in which
he stated he could not find any gravel -notivated sales for

parcels of 160 acres or |ess.

13The area in which the Subject Properties are located is
generally known as the Lower Arkansas Vall ey.
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B. Petitioners’ Expert--Robert B. Frahne

M. Frahme’s professional |ife has spanned 42 years and
i ncl udes geol ogi cal and appraisal work. He is a certified
general appraiser in Colorado, a certified professional geol ogi st
according to the American Institute of Professional Ceol ogists,
and a certified mneral appraiser according to the Anmerican
Institute of Mneral Appraisers. He is a nenber of the Appraisal
Institute with MAI designation and is a nenber of the Society for
M ning, Metallurgy, and Exploration. M. Frahne has been an
expert witness before in both Federal and State courts.

M. Frahme opined that “The ultimate hi ghest and best use”
of the Subject Properties was gravel mning but did not reach
“any conclusion of value”. M. Frahnme’ s concl usi on was
conditioned on (1) the three properties’ being assenbled and (2)
deferral of gravel mning to allowtinme for gravel markets to
mat ure. Assenbl age was necessary because otherwise it would be
difficult to mne the Esgar and Hol mes Properties and “nearly
i npossi ble” to mne the Tenpel property. An adequate deferral
peri od was necessary “because gravel markets are generally in

equi libriunf. According to M. Frahnme, demand in Prowers County

“The MAI designation is held by appraisers who are
experienced in the valuation and eval uati on of conmerci al,
industrial, residential, and other types of properties and who
advise clients on real estate investnent decisions.
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woul d i ncrease when demand in the Front Range Corridor increased
“given the available rail transport”.

M. Frahme’s theory was that gravel could be backhauled to
the Front Range on trains bringing coal to a coal-fired power
generation plant being built in the vicinity of the Subject
Properties.® M. Frahne determned rail transport to the Front
Range was possible “By | ooking at a railroad nap”; however, he
did not consult or talk with any railroad enployees. He also did
not consult coal conpanies to see whether they woul d consider
backhaul i ng gravel on coal trains.

M. Frahme failed to anal yze supply. He never considered
gravel mnes closer to the Front Range than Prowers County or
whet her the existing Prowers County m nes could handl e any
potential increase in demand. M. Frahne al so never opined as to
when demand woul d mature, despite his conclusion’s resting on an
adequate deferral period to allow for this to happen. He sinply
concluded that “In a pessimstic case” (use of a higher discount
rate), the highest and best use ceases to be mning after 14 to

15 years and in an “optim stic case” (use of a |ower discount

M. Frahne's report included a list of highway projects,
including the “Ports to Plains Corridor”, a proposed highway
route to run fromthe Texas/ Mexico border to Denver, and
potential wi nd power and gas devel opnents projects. The report
seem ngly indicated that he thought these projects mght also
cause an increased demand for aggregate in Prowers County
al though there is no indication as to when demand woul d i ncrease
and by how nuch.
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rate), the highest and best use ceases to be mning after 23 to
25 years.

C. Petitioners’ Expert--Gerald K. Ebanks

M . Ebanks has been a geol ogist since 1985. He is a
Certified Petrol eum Geol ogi st and a nenber of the Anerican
Associ ati on of Petrol eum Geol ogists. He has previously testified
as an expert in both this Court and U.S. District Courts. He was
hired to give an opinion on the FW of the Subject Properties.

According to M. Ebanks, gravel resources have intrinsic
val ue and one need only nultiply the quantity by the current
mar ket price to determne FW. M. Ebanks was unaware that the
bef ore hi ghest and best use of the Subject Properties was even at
i ssue.

Usi ng DCF anal ysis, M. Ebanks cal cul ated the before val ue
of the Subject Properties as gravel -producing properties in two
scenarios: (1) As three individual gravel-producing properties
and (2) as an assenbl ed gravel - produci ng property. He concl uded
the follow ng tons of aggregate were m nable from each of the

Subj ect Properties: 16

¥The anmpunt of gravel that can be mned froma property
depends in part on setbacks and pit walls. Setbacks are strips
of unm ned | and between pit walls and property |lines, and they
can vary in size. M. Ebanks determ ned the setback and pit wall
steepness on the basis of conversations with Prowers County
gravel operators and by observing Prowers County m ni ng nethods,
concl udi ng a 50-foot setback and 70-degree pit wall were
appropriate. In a reduced setback scenario, i.e., the Subject

(continued. . .)
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Property | ndi vi dual Operation Assenbled Operation
Esgar 1,718, 235 1, 845, 537
Hol nmes 2,490, 324 2,797,195
Tenpel 2, 358, 425 2,968, 388
Tot al 6, 566, 984 7,611, 120

According to M. Ebanks, production would begin on My 1,
2005, with the mnes operating at full production by June. M.
Ebanks concl uded that approxi mately 10,000 tons of aggregate per
mont h coul d be extracted from each property during the startup
phase and 41, 000 tons of aggregate per nonth from each property
in full production. M. Ebanks used an effective conbi ned,
bl ended royalty rate of 43.58 cents per ton on the basis of the
figures in the E. Col orado Aggregates | ease and a discount rate
of 9.10 percent.?

On the basis of the anal ysis descri bed above, M. Ebanks
determ ned the before value of the Subject Properties by
di scounting the anticipated royalty cashflow streamthat could be
realized fromthe operation of a gravel mning operation(s). His

concl usi ons wer e:

18(, .. continued)
Properties were assenbl ed, no setback woul d be necessary on one
side of the Esgar and Hol nes Properties and on two sides of the
Tenpel property.

M. Ebanks conbined the royalty rates in the E. Col orado
Aggregates | ease of 45 cents per ton of rock anticipated to be
sold and 22.5 cents per ton of sand anticipated to be sold to get
a effective, conbined, blended royalty rate of 43.58 cents per
t on.
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Property 50- Foot _Set back Reduced Set back
Esgar $625, 013 $657, 711
Hol mes 848, 321 930, 250
Tenpel 812,718 972, 606

M . Ebanks did not consider potential problens such as
finding an operator for the gravel pit(s) and admtted he did not
“know who m ght potentially quarry these pits”. He did not
performa supply and demand anal ysis, nor did he know whet her
pit(s) on the Subject Properties could start up and conpete
effectively given the existence of other pits in the area.

D. Petitioners’ Expert--John R Emmerling

At trial petitioners’ expert M. Emerling was admtted as
an expert, but respondent objected to the admssibility of his
report. We allowed the report into evidence, subject to
respondent’s objection, reserving ruling on the objection. M.
Emrerling graduated fromthe University of Col orado Boul der with
a dual degree in real estate and marketing. He has worked in
real estate for 37 years, including being involved in over 7,500
apprai sals, 10 or 12 of which invol ved sand and gravel property.
He is a Colorado Certified General Appraiser and is a nenber of
the Appraisal Institute with MAI designation

1. M. Emerling s Report

M. Emrerling’ s report summarized, and in certain situations

corrected, the conclusions of petitioners’ other experts. In
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addition to reviewing the other experts’ reports, M. Emerling
reviewed the historic production records of gravel in Prowers
County between 2000 and 2008 and the historic production records
of gravel on the Mdwestern Farns Gavel Pit.

M. Emrerling concluded gravel m ning was the highest and
best use of the Subject Properties. Like M. Frahnme, his
concl usi on was contingent on the Subject Properties’ being
assenbl ed and allowi ng for an adequate deferral period in order
for demand in Prowers County to nmature.

M. Emrerling agreed wth M. Ebanks that approximtely 7.6
mllion tons would be extracted fromthe Subject Properties as
assenbl ed. However, while M. Ebanks concluded each of the
Subj ect Properties would produce 492,000 tons per year, M.
Emrerling concluded all three Properties together would produce a
total of 492,000 tons per year.

Li ke M. Ebanks, M. Emmerling used a discount rate of 9.10
percent and an effective royalty rate of 43.58 cents per ton. He
performed a DCF anal ysis assum ng a deferral of 4, 6, or 10
years. H's DCF anal ysis was based on

sinply a what-if, that on del ayed production | disagreed

with M. Ebanks fromthe standpoint of fromny interviews

and other reports that | read, that they were not going to
open this pit and start selling gravel in 2005, that it
woul d be del ayed. You know, | reported information on, you
know, two, six, and ten years. There was no specific reason
for that, and | could have done 15 and 25 years and j ust

fromny understanding of the discounted cash flow, that the
val ue woul d have still exceeded the value that was placed on
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property as far as the conservation easenent as | understand it
t oday.

M. Emrerling concluded the follow ng values in his “what-

if” scenari os:

2008 (5- 2010 (2.5-

per cent per cent

grow h grow h
Property 2008 rate) 2010 rate) 2014
Esgar $535, 806 $547, 600 $456, 134 $481, 393 $332, 962
Hol nes 747,771 772,694 633, 165 674, 184 458, 656
Tempel 783, 071 806, 646 663, 870 707, 144 479, 435
Assenmbled 1,427,909 1, 554, 540 1,217, 589 1, 367, 641 892, 441

M. Emerling did not anal yze supply or opine as to when
demand woul d mature al though he did state realization of incone
fromsand and gravel production as a revenue source “wll not be
experienced in the near-terni.

2. Evidenti ary bj ection

An expert’s opinions are adm ssible if they assist the trier
of fact to understand the evidence or to determne a fact in

i ssue. Fed. R Evid. 702; ASAT, Inc. v. Conm ssioner, 108 T.C.

147, 168 (1997). \Wiether M. Emerling’ s report and testinony
W ll be received in evidence and considered in determning the
FMW/ of the easenents depends on the application of principles

expressed in Daubert v. Merrell Dow Pharns., Inc., 509 U S 579,

591 (1993), as related to rules 702 and 703 of the Federal Rules

of Evi dence.
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Rul e 702 of the Federal Rules of Evidence provides that a
qual ified expert may testify:

If scientific, technical, or other specialized know edge
will assist the trier of fact to understand the evidence or
to determne a fact in issue, a witness qualified as an
expert by know edge, skill, experience, training, or
education, may testify thereto in the formof an opinion or
otherwse, if (1) the testinony is based upon sufficient
facts or data, (2) the testinony is the product of reliable
principles and nethods, and (3) the witness has applied the
principles and nethods reliably to the facts of the case.

In Kunho Tire Co. v. Carm chael, 526 U. S. 137, 148 (1999),

the Supreme Court applied the sane standard to expert testinony
that was not “scientific”. The Suprenme Court has stressed the
trial court’s “gatekeeper” function in excluding evidence that is

not reliable. Daubert v. Merrell Dow Pharns., Inc., supra at

597. “The trial court retains broad discretion in assessing an
expert’s reliability and nmaking its ultinmate determ nati on of

reliability.” Attorney Gen. of Ckla. v. Tyson Foods, Inc., 565

F.3d 769, 779 (10th Cir. 2009).

Al t hough special considerations apply to jury trials, the
Daubert analysis is not limted to jury trials. See id. (“while
Daubert’s standards nust still be nmet, the usual concerns
regardi ng unreliable expert testinony reaching a jury obviously
do not arise when a * * * court is conducting a bench trial); see

al so Seaboard Lunber Co. v. United States, 308 F.3d 1283, 1302

(Fed. Gir. 2002).
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Respondent argues that M. Emmerling s report was
“Essentially * * * based on the opinions and anal ysis of
Crui kshank, Frahne, and Ebanks, not on independent data and
informati on”. Respondent asserts M. Emerling “perforned no
i ndependent anal ysis” and that his “reports are not based on a
reliable foundation.”

Petitioners argue that “M. Emmerling used a generally
accept ed net hodol ogy, and applied it in a very straightforward
manner. Hi s testinony and report will assist the Court in
determ ning the value of the Petitioners’ charitable contribution
deduction.” W agree with petitioners and will admt M.

Emmerling’ s report. See Kumho Tire Co. v. Carm chael, supra at

152 (a “trial judge must have considerable |leeway in deciding in
a particular case how to go about determ ning whether particular
expert testinony is reliable”). W wll accord it, however, only
as nmuch credence, if any, as we conclude it deserves after our
analysis of the entire case record.

E. Respondent’s Expert--Kevin MCarty

M. MCarty is a real estate apprai ser who has apprai sed
approxi mately 50 gravel properties and 150 conservation
easenments. He is designated a Certified General Appraiser in
Col orado and in Wom ng.

M. MCarty determ ned that the before highest and best use

of the Subject Properties was agriculture. He determ ned m ning
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was not the nost productive use because there was an adequate
supply of and no additional demand for gravel in Prowers County
in the foreseeable future. He concluded: *“The dom nance by the
two maj or gravel operators leaves little room avail able either
for expansion by these operators or the entrance of a new
operator”. He estimated that the Mdwestern Farns Pit itself had
35 years worth of gravel remaining and the other three large pits
had between 25 and 75 years worth of gravel remaining.

M. MCarty relied on a sales conparison analysis to
determ ne the before value of the Subject Properties.® M.
McCarty anal yzed 22 sales, all within the Arkansas River
bottom and, with sale prices for the land itself (excluding
i mprovenents and water rights) rangi ng between $155 and $1, 813
per acre. He adjusted the price of each sale to account for
differences in location, size, access, quality of underlying
gravel resources, and timng, and then classified each sale as a

good, fair, poor, or weak conparison to the Subject Properties.

k. McCarty anal yzed the Hol mes property differently from
t he Esgar and Tenpel Properties. He calculated the value of the
Hol mes property using the contiguous parcel rule because the
Hol nes property was adjacent to the Mdwestern Farns property and
in the mneral rights in the Jensen property. See sec. 1.170A-
14(h)(3) (i), Income Tax Regs. However, he found that the val ue
of the Holneses’ interest in the Mdwestern Farns property and in
the mneral rights in the Jensen property did not change as a
result of the donation of the Hol nes conservation easenent and
therefore this had no effect on value. M. MCarty al so
differentiated the Hol nes property fromthe Esgar and Tenpel
Properties on the grounds that it had | egal access and was next
to an operating gravel pit, the Mdwestern Farnms Gravel Pit.
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M. MCarty determned 3 of the 22 sales--sales 4, 11, and
17--of fered “Good” conparisons to the Hol nes property.® Using
t hese conparisons, M. MCarty determ ned that a reasonable |and
val ue was $400 per acre (54.35 x 400 = $21, 740, which M. MCarty
rounded up to $22,000 total).?® He then determ ned the BM C wat er
shares were worth $1, 200 per share (11.66 x $1,200 = $13, 992,
which M. MCarty rounded up to $14,000 total). |In total, M.
McCarty determ ned the before value of the Hol mes property was
$36, 000.

M. MCarty determned 8 of the 22 sales--sales 3, 5, 6, 7,
8, 11, 13, and 16--offered a “Fair” conparison to the Esgar and
Tenpel Properties. These eight sales were of properties adjacent
to the Arkansas R ver that were close to the Esgar and Tenpel
Properties; six occurred within 2 years of the valuation date,
and many had m neral reserves underlying the properties. After
adjusting for water rights, the sale prices of the underlying
 and of the eight properties ranged from $160 per acre to $473
per acre. Using these conparisons, M. MCarty determ ned that a
reasonabl e | and val ue was $350 per acre (54.34 x 350 = $19, 019,

which M. MCarty rounded down to $19,000 total). As with the

%Sal e 4--2,692 acres were sold for $430, 700 or $160 per
acre. No water rights or inprovenents were involved. See infra
pt. V.C.1. for a description of sales 11 and 17.

20\\6 note that on page 117 of M. MCarty’'s report for the
Hol mes property he mistakenly states a val ue of $350 per acre for
t he Hol mes property.
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Hol nes property before value, he determned that the BM C wat er
shares were worth $14,000. |In total, M. MCarty determ ned the
before val ue of the Esgar and Tenpel Properties was $33, 000.

V. Subsidiary |ssues

Bef ore addressing the parties’ argunents as to the before
hi ghest and best use and FMW of the Subject Properties, we shall
address three subsidiary issues.

A. Conti quous Parcel Rule

Respondent used the conti guous parcel rule of section
1. 170A-14(h)(3)(i), Incone Tax Regs., to value the Hol nes
conservation easenent. See supra note 18. Respondent urges that
use of the contiguous parcel rule was appropriate; petitioners
assert it was not. Section 1.170A-14(h)(3)(i), Incone Tax Regs.,
provides in part:

The amount of the deduction in the case of a charitable
contribution of a perpetual conservation restriction
covering a portion of the contiguous property owned by a
donor and the donor’s famly as defined in section 267(c)(4)
is the difference between the fair market value of the
entire contiguous parcel of property before and after the
granting of the restriction. |If the granting of a perpetual
conservation restriction after January 14, 1986, has the
effect of increasing the value of any other property owned
by the donor or a related person, the anmount of the
deduction for the conservation contribution shall be reduced
by the anmount of the increase in the value of the other
property, whether or not such property is contiguous. * * *
For purposes of this paragraph (h)(3)(i), related person
shal | have the sane neaning as in either section 267(b) or
section 707(b). * * *

Respondent views the Hol neses’ interest in the Mdwestern

Farms property and in the mneral rights of the Jensen property
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as being contiguous to the Hol mes property, which is across a
county road. Petitioners contend (1) the county road breaks the
continuity; (2) because the Hol neses owned only a 25-percent
interest in the Mdwestern Farns property and in the m neral
rights of the Jensen property, there was no famlial cross-
owner ship; and (3) the contiguous parcel regulation is invalid.

We do not deci de whet her respondent’s use of the contiguous
parcel rule was appropriate or whether the regulation proffering
the rule is invalid because we agree with respondent that the
issue is noot.?! M. MCarty determ ned that the Hol neses’
interest in the Mdwestern Farns property and in the m neral
rights of the Jensen property did not change because of the
donation of the Hol nes conservation easenent. Therefore, use of
the conti guous parcel rule did not affect respondent’s val ue of

t he Hol meses’ charitable contribution deduction in any way.

2ln his report, M. MCarty, using the contiguous parcel
rul e, concluded the before value of the 1,281 acres he treated
for this purpose as the Hol mes property was $460, 000 and t he
after value of the sane property, which included the 54.35 acres
subject to the conservation easenent, was $451, 000. Respondent
has since conceded the after value of the Hol nes property was
$27,000. W note respondent’s concession to a $27,000 after
val ue and his argunent that the use of the contiguous parcel was
correct are seemngly in conflict wwth each other. W also note
that since the trial and filing of the briefs in this case, Natl.
Muf fl er Dealers Association, Inc. v. United States, 440 U. S. 472
(1979), on which petitioners in part rely, has been supplanted by
Mayo Found. for Med. Educ. & Research v. United States, 562 U. S
_, 138 S. C&t. 704 (2011), which grants substantial deference to
the regulation in this context.




B. Access Easenent

The Federal Land Bank of Wchita (FLBW obtained a Deed of
Trust on the Subject Properties fromthe prior owners, CGene and
Darla Haomt (the Hammts) on Decenber 4, 1978. The Hammts
granted an access easenent over the Subject Properties to Holly
Fl ood Control, Drainage and Sanitation D strict on Novenber 30,
1979. The Hanmts' Deed of Trust was forecl osed by FLBW which
obtained title via a Public Trustee's Deed on June 14, 1985.
FLBW sol d the property to petitioners on February 20, 1987.

According to petitioners, M. MCarty placed “great weight
(and assigned significant negative value)” to the potenti al
access easenent. They assert that under Col orado | aw, the access
easenent was voided as a junior lien in the foreclosure and that
M. MCarty “blindly and unprofessionally based his concl usion of
val ue on an incorrect assunption”. Respondent counters that
while M. MCarty considered the access easenent as a potenti al
[imt on the use of the properties for gravel mning, he “did not
determne * * * [the issue alone] was sufficient to preclude or
establish that the highest and best use * * * was gravel mning”.

Col orado | aw provi des that

a purchaser of property at a foreclosure sale obtains a deed
to the property after the redenption period expires and that

“upon the issuance and delivery of such deed . . . title
shall vest in the grantee and such title shall be free and
clear of all liens and encunbrances recorded or filed

subsequent to the recording or filing of the lien on which
the sale * * * was based.”
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First Interstate Bank v. Tanktech, Inc., 864 P.2d 116, 119 (Col o.

1993) (quoting Colo. Rev. Stat. sec. 38-39-110 (1982)); see al so
Colo. Rev. Stat. sec. 38-38-501 (2010). On the basis of this
case and the statute, we agree with petitioners that the

forecl osure sal e extingui shed the access easenent.

We recogni ze that there is always a potential for litigation
to clear title. However, we do not think that a potential buyer
of the Subject Properties would have placed enphasis on this
possibility. There is no evidence that the Holly Flood Control,
Drai nage and Sanitation District ever argued that the easenent
survived the 1985 foreclosure. As of 2004 it had been
approxi mately 19 years since the foreclosure sal e extingui shed
t he access easenent. The easenent was extingui shed by a statute
whose “plain intent * * * is to extinguish all subordinate |iens
upon foreclosure” and has a purpose which “is to allow a
transferee to rely on the state of record title.” First

| nterstate Bank v. Tanktech, Inc., supra at 119. Therefore, we

conclude that the access easenent had no effect on the before
val ue of the Subject Properties.

C. M neral Ri ghts Reservation

The Corporation Special Warranty Deeds issued to petitioners
by FLBWon February 20, 1987, when petitioners purchased the
Subj ect Properties, reserved to the seller “all of the mnerals

and mneral rights it owned prior to January 23, 1982”". On Apri
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14, 1989, the District Court of Prowers County, Colorado, in an
anmended order granting partial summary judgnent in an action to
quiet title, held that upon FLBWs foreclosure of the Hanmts’
deed of trust, any mneral rights held by the Hanmts were

ext i ngui shed.

Petitioners argue that the action to quiet title disposed of
any rights the Hammts m ght have had to sand and gravel on the
Subj ect Properties. They argue that as for FLBWs potenti al
interest, Colorado | aw states that “gravel and sand are not
normally treated as mnerals within the neaning of a general

reservation of mnerals clause.” Kinney v. Keith, 128 P.3d 297,

306 (Col o. App. 2005). Respondent, as he did with the access
easenent, argues that while he considered the potential m neral
rights reservation, he did not think it was “sufficient to
preclude or establish that the highest and best use” was gravel
m ni ng.

We agree with petitioners that the 1989 order issued by the
District Court of Prowers County foreclosed any rights the
Hanm ts’ m ght have retained in mnerals on the Subject
Properties. As for FLBW the Corporation Special Warranty Deeds
were issued to petitioners in 1987, and FLBW has never asserted
any rights in mnerals on the Subject Properties. W also agree
that “sand and gravel” are not normally considered mnerals. See

id. As with the access easenent, we recogni ze there is always a
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potential for litigation. And while there is no evidence of any
m neral s beneath the Subject Properties, a buyer would prefer
property w thout any reservations. But taking all of this into
consideration, we still conclude that the mneral rights
reservation had no or only an irrelevant, infinitely small effect
on the before value of the Subject Properties.

V. Anal ysi s

Petitioners argue the before highest and best use of the
Subj ect Properties was gravel mning. They urge this Court to
sustain the charitable contributions reported on their respective
2004 tax returns and if we do not sustain those clains, to accept
M. Enmmerling s 4-year deferral scenario values of $511, 806,
$720, 711, and $759,071 for the Esgar property, the Hol nes
property, and the Tenpel property respectively.? Respondent
argues the before highest and best use of the Subject Properties
was agriculture and that, after subtracting the stipulated after
val ues, all three conservation easenents are worth $9, 000.

We agree with respondent that the before highest and best
use was agricultural. W agree with respondent that the water

rights were worth $1, 200 per share or $14,000 total for each

2petitioners urge this Court to accept M. Emerling’s
val ues wi thout addressing the fact that M. Emmerling
specifically stated he did not nake any concl usions as to val ue.
These val ues take into account the stipulated after val ues
of $24,000 for the Esgar and Tenpel properties and $27,000 for
t he Hol mes property.
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property before the conservation easenments were granted.? W
find the Esgar and Tenpel Properties were worth $1, 100 per acre
(or $59,774) and the Hol mes property was worth $1, 150 per acre
(or $62,502.50) before the conservati on easenents were granted.
In total, the before value of the Tenpel and Esgar properties was
$73,774 and the before value of the Hol nes property was
$76,502. 50. After subtracting the stipulated after FWSs, the
Tenpel and Esgar conservati on easenents were worth $49, 774 and
t he Hol mes conservation easenment was worth $49, 502. 50.

A. Gavel Mning Was Not the Before Hi ghest and Best Use

I n deci di ng whet her gravel mning was the before highest and
best use, the main question we are faced with is whether it was
reasonabl e to conclude that a hypothetical willing buyer in 2004
woul d have considered the Subject Properties as the site for
construction of a gravel mne. The evidence shows they would

not. See Boltar, L.L.C. v. Commi ssioner, 136 T.C. 326, 339

(2011) (finding taxpayer’s asserted highest and best use was
“certainly inconsistent wwth the * * * evidence in this case”).
Petitioners’ argument that gravel mning was the before highest
and best use is, inter alia, conditioned on (1) assenbl age of the
three Subject Properties and (2) deferral in production. W

address each separately.

Zpetitioners provided and we are aware of no reason to
guestion M. MCarty's valuation of the water rights at $1, 200
per share.



1. Assenbl age

Petitioners argue they

have been in business together for decades * * * [and] have

| ong owned | and together and were the first operators of the

M dwestern Farnms Gravel Pit * * *  Respondent failed to

acknowl edge the ease with which the Petitioners could

assenble their three parcels and begin gravel mning, had

t hey chosen to do so.

Respondent argues no evidence was presented show ng
assenbl age was “reasonably practicable in the foreseeabl e
future”. He further argues the evidence presented contradicts
assenbl age’ s being a reasonable possibility.

We agree with petitioners although we question whether a
w lling buyer woul d have thought assenblage to be that “easy”,
considering the three Subject Properties had once been jointly
owned and were partitioned before the conservation easenents were
donated. Wiile we expect the separation of the properties was
for purposes of claimng Federal charitable contribution
deductions and/or State tax credits, petitioners, who knew
exactly why the properties were separated, never explained to the
Court their reasons. Regardless, we do not deci de whet her
assenbl age was reasonabl e because petitioners’ argunent fails as

to their second required condition, deferral in production.

2. Deferral in Production

Petitioners and their experts M. Frahme and M. Emmerling
acknow edge gravel could not have feasibly been extracted from

t he Subject Properties in 2004. M. Frahne stated: “Because
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gravel markets are generally in equilibrium not demandi ng
additional material, as of * * * [Decenber 2004], considerable
time may be required for the ultimte hi ghest and best use of
mning to be effective.” But howlong is a “considerable tinme”?
VWi le petitioners did “not have to show an i nm nent demand for
the [aggregate] from|[their] property”, they did have “to show
that * * * [it would] be needed and wanted at a near enough poi nt
in the future to affect the current value of the property.”

United States v. 69.1 Acres of Land, 942 F.2d at 294. In the

absence of a market’s being established, any projection of incone
becones little nore than specul ati on and conjecture. C overport

Sand & Gravel Co., Inc. v. United States, 6 d. Ct. 178, 198-199

(1984) (concluding that the existence of a market that woul d
justify extraction in the reasonably foreseeable future nust be
shown). Petitioners assert that “it was reasonable to concl ude
that as of 2004, the market for aggregate in Prowers County was
poi sed to expl ode”.

According to M. Frahme and M. Emrerling, demand wil|
increase and mning will begin when (1) demand in the Front Range

i ncreases and (2) gravel can be backhaul ed from Prowers County to
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the Front Range.? The evidence does not establish that this was
a possibility in the reasonably foreseeable future.

a. | ncreased Demand in the Front Range

There is sufficient evidence that as of 2004, demand in the
Front Range was increasing because of the difficulty in
permtting there. Yet there is a difference in an increased
demand in the Front Range and an increased demand for aggregate

fromProwers County in the Front Range. Petitioners never

address this. Rather, they assune all that nust be shown is a
way for gravel to be transported fromProwers County to the Front

Range. They do not consider gravel mnes closer to the Front

24Even though petitioners appear to abandon M. Ebanks’
opinion, we briefly address it. M. Ebanks fails to recognize
that the establishnment of a market is necessary, stating that
gravel resources have intrinsic value and one need only nmultiply
the quantity by the current market price to determne FW. M.
Ebanks was wrong. “[L]and having a sand or gravel content may
not be valued on the basis of conjectural future demand for it.
There nmust be sone objective support for the future demand,
i ncludi ng volune and duration.” United States v. Witehurst, 337
F.2d 765, 771-772 (4th Gr. 1964); see also United States v. 69.1

Acres of Land, 942 F.2d 290, 294 (4th Gr. 1991) (stating that
t he taxpayer “has to show that there is a reasonable probability
that the sand will be needed and wanted at a near enough point in
the future to affect the current value of property”).

M . Ebanks assuned production could start imediately after
a 5-nonth permtting process and that each of the Subject
Properties woul d produce 10,000 tons per nmonth during a 2-nonth
startup phase and 41,000 tons per nonth (or 492,000 tons per
year) once full production was reached in June 2005. Not only
did M. Ebanks never address a market; he never explained how the
Subj ect Properties could produce and sell 1,011,000 tons of
gravel in 2005 and 1,476,000 tons of gravel in 2006 when al
Prowers County gravel pits together produced only 1,450,000 tons
of gravel in 2005.
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Range or contradict the statenent of respondent’s rebuttal
expert, Paul T. Banks, Jr.:

even if such rail haul is viable at sone point in the

future there are several large, permtted sand and
gravel mnes, with very high volunmes of renaining

reserves, |located adjacent to [the sanme rail |ine going
t hrough Prowers County], in Pueblo County, perhaps 70
or 80 mles closer to the Front Range. If rail haul to

the Front Range becones viable, there are |large

permtted sites in Cheyenne, Wom ng and near Canon

Cty, Colorado that have existing rail infrastructure

to transport sand and gravel products.

In his report, M. Frahme acknow edged that the closer to
the Front Range, the better the quality of aggregate reserves.
Hi s argunment for an increased demand in Prowers County relied on
the difficulty in permitting in the Front Range and the fact that
Prowers County reserves were better than those even further away.
Whil e we do not necessarily disagree with M. Frahne’'s
statenents, we question why he did not address reserves adjacent
to the BNSF rail |line closer to the Front Range than Prowers
County. In conclusion, the record contains no evidence that
m nes closer to the Front Range than those in Prowers County were
not satisfying and could not continue to satisfy the increasing
Front Range demand.

A related problemw th an increased demand for Prowers
County aggregate in the Front Range is that even if demand in
Prowers County did increase, there is no evidence that the

exi sting Prowers County m nes could not handle the increased

demand. M. MCarty estimated that 39,060,000 tons of aggregate
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remained in the four pits, with 23,660,000 tons in the Mdwestern
Farms Pit itself.? Petitioners disagree with M. MCarty,
stating respondent specul ates “as to the anmount of gravel
existing in Prowers County. Respondent’s data does not address
the market”.

Nei t her petitioners nor their experts provided us with an
estimate of remaining aggregate. Petitioners own the |and on
which the Mdwestern Farns Pit is situated and chose not to
provi de informati on on the anount of aggregate remaining. Their
failure to introduce evidence “which, if true, would be favorable
to * * * [them, gives rise to the presunption that if produced

it would be unfavorable.” See Wchita Terninal Elevator Co. V.

Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th

Cr. 1947).
Additionally, petitioners’ experts M. Ebanks (and M.

Emmerling) calculated that there was approximately 7.6 mllion

2The M dwestern Farns Gravel Pit had average production
from 2001-04 of 676,000 tons per year. M. MCarty estinmated
that on the basis of this production, the Mdwestern Farnms G avel
Pit had a life of 35 years; 676,000 x 35 = 23,660,000. The S-C
Pit produced on average 203,000 tons per year from 2001-04; and
on the basis of this, M. MCarty estimated it had a life of 50
years (for an estimated total production of 10,150,000 tons).
The J-S Farns Pit produced on average 63,000 tons per year from
2001-04; and on the basis of this, M. MCarty estimated it had a
life of 25 years (for an estimated total production of 1,575,000
tons). The Hardscrabble Pit produced on average 49,000 tons per
year from 2001-04; and on the basis of this, M. MCarty
estimated it had a life of 75 years (for an estimted total
production of 3,675,000 tons); 23,660,000 + 10,150,000 +
1,575,000 + 3,675,000 = 39, 060, 000.
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tons of m neabl e aggregate on the Subject Properties, a nunber
which is not in dispute.?® |f there was over 7 mllion tons of
esti mat ed aggregate beneath approximately 160 acres, we find it
incredible that petitioners are disputing the statenent that over
24 mllion tons |ie beneath nore than 1,400 acres. The

M dwestern Farns Pit has been in operation since the 1990s, and
inits busiest year only 1 mllion tons of aggregate was m ned.
Q her than petitioners’ unsupported statenents, the record
contains no evidence that this pit alone, the largest in Prowers
County, does not have enough supply to satisfy an increased
demand.

b. Backhaul i ng Gravel From Prowers County

Petitioners argue coal trains traveling to Prowers County on
the BNSF railroad could backhaul gravel to the Front Range on
their return trips. W address three problens with this |ogic.

(1) Unloading Facility

An unloading facility in the Front Range i s necessary.
M chael Ray, BNSF Rail road’ s manager of econom c devel opnent for
Col orado and Wom ng, testified there was no facility in the
Front Range capabl e of unl oadi ng aggregate, although Front Range

Aggregates has | and where they have proposed buil ding an

26M . Frahme acknow edged that “A supply anal ysis nust be
conducted in order to accurately assess the | evel of conpetition
expected as an aggregate producer new to the market area. * * *
There were four quarries that woul d have been able to serve the
Hol |y market area conpetitively”. Yet he still did not analyze

suppl y.
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unloading facility.?” While M. Banks stated there were unl oadi ng

facilities imediately north of Denver in Comerce Cty and

perhaps a still active facility east of Denver in Aurora, there
is no evidence on which rail line these unloading facilities were
situated or whether these facilities still existed in 2004.

(2) WIling Coal Conpany

Backhaul i ng gravel requires a willing coal conpany.
Petitioners rely on coal trains going to (1) the Lamar Power
Plant and (2) the Tri-State Generation Plant. M. Ray testified
that coal trains carrying coal to the Lamar Power Plant and
returning through Denver enpty provided an opportunity for
backhaul i ng. However, the Lamar Power Plant did not begin
burni ng coal until 2007 or 2008. According to unsupported
testinony at trial, Tri-State Generation (Tri-State) began
exploring the construction of an electric power generation plant
in the Lower Arkansas Valley in 2001 and authorized the
acquisition of land in 2005. However, whether Tri-State’s
proposed plant would be run on nuclear, coal, or natural gas had
not been determ ned even as recently as 2009, when this case was

tried.

271f the unloading facility is built, Front Range Aggregates
W Il bear the construction costs. Petitioners fail to address
how this would affect royalty prices.
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(3) Trains

There are differences between gravel and coal trains. M.
Ray credi bly explained that gravel is normally shipped on 90-car
steel open-top gondola trains, while coal is typically shipped on
120- car al um num open-top hopper trains. Gavel and coal should
not be comm ngled; thus the rail cars need to be cleaned between
each | oad. The record contains no evidence as to the tine and
cost of this cleaning process.?8

(4) Conclusion and Testi nony

Testinmony at trial establishes that backhauling gravel from
Prowers County to the Front Range was not a reasonably
foreseeabl e possibility in 2004. Ira Paulin, the forner owner of
t he Carder Conpany, explained that the Carder Conpany did not

ship its aggregate by rail because it was not feasible.?®

28An additional problemis that coal trains typically
average 6 days per round trip or 60 cycles per year. Backhauling
gravel adds approxinmately 3 days to the trip, allowing the train
to make only 40 cycles per year

We acknow edge that the coal train currently bringing coal
to the Lamar Power Plant only nmakes two trips per nonth.
However, this is considered highly unusual, and there is no
evidence as to how long this practice will continue. And if
backhaul ing on these trains is feasible, we question why it was
not being done as of the tinme of trial.

Ppetitioners, citing M. Paulin's testinobny, argue that
“Carder, Inc. did not consider rail-hauling because they sold al
rock and gravel they could produce and carried no excess
inventory.” Petitioners msconstrue M. Paulin’s testinony. M.
Paulin testified that during his tinme at Carder Conpany,
approxi mately half of what was produced was backhaul ed on sem -
tractor trucks that had brought corn into the Lower Arkansas
Vall ey from Nebraska. He did testify that “there were tinmes that

(continued. . .)
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Petitioners ignore the Carder Conpany and rely on the fact that
the Mdwestern Farns Pit had shi pped gravel before. This Court
wonders why the M dwestern Farnms Pit had ceased shipping gravel
at the time the easenents were donated. Petitioners, as part-
owners of the Mdwestern Farns Pit, could have provided the
evidence to answer this question, yet did not do so.

B. Concl usion on H ghest and Best Use

The before highest and best use of the Subject Properties
was agriculture. The evidence does not support petitioners’
argunent that it was aggregate mning. Wile it would have been
physically possible to mne the properties in 2004 (or in the
future), there was no unfilled demand and there was no unnet
mar ket. The record contains no evidence to support petitioners’
assertion that this was to change in the reasonably foreseeabl e

future. dson v. United States, 292 U S. at 257; United States

v. Wi tehurst, 337 F.2d at 771-772. Having established the

bef ore hi ghest and best use, we turn to the before val ue.

29(. .. continued)
* * * [Carder Conpany] could have sold nore if we could have
produced nore”, yet when asked when this occurred he stated:
“when the road building was really going good, well, it was
probably a good nunber of the years in the *80s and early *‘90s.”
Wil e the current owner of the Carder Conpany, Ron Peterson, also
testified there were tines when the Carder Conpany carried little
inventory, we give his testinony | ess weight because it is self-
serving as he has placed conservati on easenents on | and he owned
and can potentially benefit froma high valuation in this case.
Additionally, M. Paulin testified that |andowers were wlling
to lease their land to Carder Conpany, indicating that if Carder
Conpany wanted to extract nore gravel, they could have done so.



C. Bef or e Val ue

The conparabl e sal es approach is generally the nost reliable
i ndi cator of value when there is sufficient infornmation about
sal es of properties simlar to the subject property. See Estate

of Spruill v. Conm ssioner, 88 T.C. 1197, 1229 n.24 (1987);

Estate of Rabe v. Conm ssioner, T.C. Mnob. 1975-26, affd. w thout

publ i shed opinion 566 F.2d 1183 (9th Cr. 1977). The conparable
sal es approach is based on the principle that the prudent
purchaser would pay no nore for a property than the cost of
acquiring an existing property with the sane utility. Hughes v.

Commi ssioner, T.C. Meno. 2009-94. “Real property may be uni que

and the conparable sales too few to establish a concl usive market
price, ‘but that does not put out of hand the bearing which the
scattered sal es may have on what an ordinary purchaser woul d have

paid for the claimant’s property.’” United States v. Witehurst,

supra at 775 (quoting United States v. Toronto, Ham lton &

Buffalo Nav. Co., 338 U. S. 396, 401 (1949)). Conparabl e sales

require this Court to determ ne whether the properties were
sufficiently conparable to the property being val ued and whet her
t he buyer and seller were both informed regarding all of the

factors relevant to the land's value. Terrene Invs., Ltd. v.

Conmi ssioner, T.C. Menp. 2007-218.
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Petitioners argue there were no conparable sales. W
di sagree.® M. Crui kshank was the only one of petitioners’
experts who | ooked at potential conparable sales, opining that as
of 2004 “in dealing with farm and buyers and investors, gravel
has not been a primary consideration and only seens to be an
afterthought if considered at all”. M. Crui kshank’s testinony
and report reinforces our conclusion that no separate nmarket
exi sted for gravel properties in 2004. Gavel was not a “primary
consi deration” because there was no separate narket.

1. Two Sales

Two of the sales provided by M. MCarty--sale 11 (GP
Ranches property) and 13 (Cty Farm property), were instrunental
both in our conclusion as to the before value and our concl usion
supra part V. A that gravel mning was not the highest and best

use.

%%Petitioners argue that DCF analysis is the only proper
met hod to use in valuing gravel properties, citing doverport
Sand & Gravel Co. v. United States, 6 . C. 178 (1984), and
Terrene Invs., Ltd. v. Conm ssioner, T.C Meno. 2007-218, as
their support. In Coverport Sand & Gravel Co. v. United States,
supra at 194, the Cains Court stated: “Because the plaintiff’s
property is an incone producing property capable of producing a
stream of incone derived fromwhat both parties concede is the
property’s highest and best use, the inconme capitalization
approach is a preferable valuation nethod.” M. Ebanks was an
expert in Terrene, where DCF anal ysis was al so used. Petitioners
state “Ebanks report in this matter cases follows the nethodol ogy
accepted and utilized in the Terrene case, subject to m nor
adj ustnments as recommended by the Court in the Terrene nenorandum
opinion”. Petitioners fail to recognize that in both C overport
Sand & Gravel Co. and Terrene, highest and best use had al ready
been established and the DCF anal ysis reflected that use.
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a. Sale 11--G Ranches Property

The 2,398 acre GP Ranches property was bought by GP Ranches,
LLC (GP Ranches), in July 2004 along with 3,108 shares of Lamar
Canal water rights for $2,008,000.3% After subtracting the val ue
of the water rights, $411 per acre was attributable to the |and
and underlying gravel.

This property borders the Arkansas River, H ghway 50, and

the BNSF railroad. Inportantly, the GP Ranches property was core

1At trial M. Nyquist, one of the owners of GP Ranches,
testified that the GP Ranches property was sold for $2, 050, 000.

A menor andum was prepared by one of the partners in GP
Ranches before the GP Ranches property was purchased. The
menor andum opens with the statenent that the property has
“several potential profit centers including traditional
agricultural, recreational hunting, water rights, real estate
devel opment and conservation easenents all in one property”. The
menor andum goes on to state:

We anticipate that easenents will generate cash flow through
out holding period * * *.  There has been a recent flurry of
conservation easenents in this area that have been placed on
properties protecting themfromgravel mning. The

apprai sal s that have been done placed the value of the
gravel between $14,000 and $18, 000 per acre * * *,  Using
the I ower end of the established apprai sed range per acre at
$14, 000 and subtracting out the residual |and val ue of

$1, 000 per acre yields a net $13,000 per acre value that can
be placed on a conservation easenents.

The nmenmorandum | ays out the value of the State tax credits and
Federal charitable contribution deductions available to those who
donate conservation easenents. This nmenorandum convi nces us that
purchasers of property in 2004 did not anticipate a hei ghtened
demand for gravel anytine in the near future even though
properties such as the GP Ranches property were “known for * * *
[their] gravel reserves”, but rather placed value on other
attributes such as water rights associated with properties or the
ability to place conservati on easenents on property.
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sanpl ed before it was bought with significant gravel resources
found beneath the property. A portion of the property was
permtted for mning in 2009. W find this property conparabl e
to the Subject Properties, with the major difference being the
size. The Subject Properties were a conbined 163 acres whereas
the GP Ranches property was 2, 398 acres.

Petitioners ignore the 2004 sale of the GP Ranches property.
I nstead they place value on (1) M. Peterson’s, the current owner
of the Carder Conpany, testinony that in 2008, he offered to m ne
the GP Ranches property and (2) Karl Nyquist’s, one of GP
Ranches’ owners, testinony that as of the date of trial, a
portion of GP Ranches was under a contract to sell for $10, 000
per acre, 40 percent being attributable to gravel and 60 percent
to water storage. M. Nyquist further testified, as of trial, GP
Ranches was in final negotiations with Front Range Aggregates
regarding mning the permtted portion. M ning would begin
sonetinme in 2010 and once m ning began, the gravel would be
transported away from Prowers County via rail. None of the
above-nentioned contracts were provided to this Court. Even if
they are as advertised, we are valuing the Subject Properties as
of 2004--and as of 2004, a future demand for gravel was not
affecting market prices.

b. Sale 13--City Farm Property

The 1,875 acre Gty Farm property was bought by M. Peterson

i n Decenber 2004 along with 666 shares of water rights for
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$776,000. After subtracting the value of the water rights, $160
per acre was attributable to the | and and underlying gravel
reserves. The City Farmproperty is adjacent to a railroad, the
Arkansas River, and the Hardscrabble Pit. M. Peterson testified
he bought the property for agricultural use and did not core
sanpl e the property before purchase. Portions of this property
have since been placed in conservation easenents.

Li ke the GP Ranches property, we find this sal e conparabl e,
with the main difference being the size. W acknow edge that the
seller, the City of Lamar, and the buyer, M. Peterson, nmay not
have had actual know edge of the quantity and quality of gravel
underneath this property. Wile petitioners enphasize that none
of M. MCarty’'s conparisons are truly conparabl e because none
wer e between “know edgeabl e parties”, we find this disingenuous.
M. Peterson is a gravel pit operator, and governnental entities
generally operate gravel pits. Further, “parties to such
transactions are presuned to have taken into consideration al
the el ements of value to be attributed to the land.” United

States v. 494.10 Acres of Land, 592 F.2d at 1132. But see

Terrene Invs., Ltd. v. Conmi ssioner, supra (ignoring two sal es

because the property was sold before either party knew t here was

sand and gravel beneath the property). %

2\W¢ al so | ooked at sale 17, where the 3,360 acre Butte
Creek property was purchased as part of a distressed sale in July
2006 along with 1,440 shares of water rights for $1,925,000. The
(continued. . .)



2. Lar ge Acreage

Petitioners do not address how the anpbunt of acreage affects
property values, but M. MCarty states: “Per-acre values tend
to decrease with increasing size.” See also Akers v.

Comm ssi oner, 799 F.2d 243, 246 (6th Cr. 1986) (agreeing with

this Court that the closer in size a property is, the nore
conparable it is), affg. T.C. Meno. 1984-490; Estate of

Kol czynski v. Comm ssioner, T.C Meno. 2005-217 (noting prem um

paid for smaller parcels); Pope & Talbot, Inc. & Subs. v.

Comm ssioner, T.C Meno. 1997-116 (concluding the |larger the

32(. .. continued)
Butte Creek property is catty corner across the river fromthe
M dwestern Farnms Gravel Pit and was briefly mned in 2007 by the
Carder Conmpany. The Butte Creek property was not core sanpl ed
before purchase. W find this property conparable, but because
it was part of a distressed sale, the sale of the GP Ranches
property and City Farm property are nore conparable and therefore
we rely primarily on those two sal es.

The buyer was Butte Creek and River Reserve LP/CO Water &
Land, LLC, of which M. Peterson was a part owner. M. Peterson
testified as to the purchase of the Butte Creek property yet
never specified the acreage of the property. In M. MCarty’'s
conparabl e sales, the sale price is listed as $1, 925,000 and the
site size as 3,360 acres. However, in the coments section, he
states the “sale was taken in two parcels by the sane people”,
with the north having nore gravel potential. The north parcel
conprom sed 1,238 acres and was apparently sold for $1, 400, 000
(%1, 130.86 per acre) and the south parcel conprom sed 915 acres
and sold for $525,000 ($573.77 per acre). The sales price for
each individual parcel adds up to $1, 925,000 yet the acreage does
not. Rather 1,238 + 915 = 2,153 acres. The map included in M.
McCarty' s report indicates about five 640 acre sections are
i nvol ved, thus we conclude the 3,360 acres figure is probably
correct.
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parcel the higher the appropriate discount), affd. 162 F.2d 1236
(9th Cr. 1999). Wich brings us to sales 10 and 15.
a. Sale 10
On April 9, 2004, 126.38 acres were sold for $1,084. After
subtracting water rights, each acre was val ued at $831. The
property was next to an operating gravel pit, and while the
property was not core sanpl ed before purchase, the buyers
obt ai ned data on the adjacent property (Cty Farm property).
b. Sale 15
On Decenber 28, 2005, 145.66 acres were sold for $380, 100 or
$2,610 per acre. After subtracting water rights, each acre was
val ued at $1,813.% A 38-acre portion of the property had been
permtted for mning in 1998, and about 10 acres had been m ned.
The buyers intended to place conservati on easenents on the
property. 3

3. Petitioners’ Renmaini ng Argunents

a. Conparabl es

Petitioners argue that the purchase by Val co, Inc. (Valco),

a ready-m x conpany, of 4.33 acres in 1994 for approxi mately

3%We note that page 96 of Exhibit 89-R, M. MCarty’s
report, shows that sale 15 was for $1,821 per acre. W arrive at
$1,813 on the basis of exhibit L attached to M. MCarty’s
report.

3By pl aci ng the conservation easenents on the Subject
Properties, petitioners precluded any future purchasers from
granting one and obtaining the tax benefits. This nust be
factored into the determ nation of the FW.
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$36, 000 was “the only truly conparabl e sal e between know edgeabl e
parties”. The president of Val co, Tom Brubaker, testified that
Val co bought the property intending to mne it and that the
acreage was in the mddle of property Val co already owned. At
the time of purchase, Valco was mning the adjacent property, and
it began mning the purchased property wwthin a few nonths or a
year or two. This sale is of little relevance to the case at
hand. It occurred 10 years before the easenents were donat ed,
the |l and was next to an operating gravel pit, mning began
shortly after the purchase, and Val co was therefore a | ogical
party to buy property in the mddle of |and they owed and
actively mned.

b. Leasi ng Land

Petitioners argue that no conparabl e sal es exi st because
“gravel operators do not buy gravel land; they | ease | and and pay
royalties to the owner to preserve capital.” They argue gravel -
produci ng properties are not typically sold while failing to
acknow edge that they sold permtted gravel -produci ng property

(Jensen property) in 1998 for approximately $756 per acre.

Bpetitioners also cite testinony given by WIlliamJ.
Grasmck and M. MCarty. M. Gasmck testified that as of the
date of trial, he had 3,500 acres under a contract of sale to
Caddis Capital (Caddis property) for $14,000 per acre. The
contract was not introduced at trial, and this Court is unaware
whet her cl osing ever occurred. Petitioners rely on M. MCarty’s
testinmony that he appraised | and north of Denver (Derr property)
at $17,000 per acre. The Derr property is not conparabl e because
it has a lease to mne in place and is in a nmuch different area
fromthe Subject Properties (i.e., much closer to Denver).



- 59 -
In his conparable sales, M. MCarty included a section
entitled “Permtted G avel Sales”. Al the sales contained
permtted land, and at |least two had | eases to mne in place at
the tine of sale. The land on which the Hardscrabble Pit is
situated was sold in 1998, and m ning began 4 nonths later. The
land on which the S-C Pit is situated was sold in 1998, and at
the time of sale, the property was already | eased for gravel
production. Finally, in his conparable sales, M. MCarty
i ncl uded as sal e conparabl e nunber 8 the February 2004 sal e of
land in Ham |l ton County, Kansas, with a permtted gravel pit with
active production at the tine of sale.

4. \VWat Was the Before Val ue

We now address the determ native issue--the before val ue of
the Subject Properties. W may reach a determ nation of val ue
based on our own exam nation of the evidence in the record,
giving fair consideration to the opinions of the experts intended

to assist us in that regard. Silverman v. Comm ssioner, 538 F.2d

927, 933 (2d Cir. 1976), affg. T.C. Meno. 1974-285. W wll do
so here. W particularly focus on the followng sales: (1) GP
Ranches--$411 per acre; (2) Cty Farm property--$160 per acre;
(3) sale 10--%$831 per acre; and (4) sale 15--%$1,813 per acre.

On the basis of these sales and the volum nous record in
this case, we conclude that a willing buyer and a wlling seller,
nei t her bei ng under any conpul sion to buy or sell and both having

reasonabl e know edge of any rel evant facts woul d have pl aced a
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bef ore value on the Esgar and Tenpel Properties of $1,100 per
acre and a before value on the Hol nes property of $1, 150 per
acre. W arrive at nunbers, $1,100 and $1, 150, on the higher end
because of the small acreage of the Subject Properties. Even as
assenbl ed, the Subject Properties are significantly smaller than
both the GP Ranches property and the City Farm property.

We val ue the Hol mes property hi gher because it has | egal
access whereas the Esgar and Tenpel Properties do not.
Neverthel ess we believe they had access as a practical matter
over the Holnmes property and could with little cost acquire | egal
access over the Hol nes property. Taking into consideration the
wat er rights, the before value of the Esgar and Tenpel Properties
was $73,774 and the before value of the Hol mes property was
$76,502. 50. After subtracting the stipulated after FWSs, the
Tenpel and Esgar conservation easenents were worth $49, 774 and
t he Hol mes conservation easenment was worth $49, 502. 50.

VI. Section 6662 Accuracy-Related Penalties

Section 6662(a) inposes a 20-percent penalty on “any portion
of any underpaynent of tax” attributable to the reasons set forth
in subsection (b). Respondent determ ned the Hol neses and the
Tenpel s are liable under section 6662(b)(2) on account of a

substanti al understatenent of incone tax and under section
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6662(b) (3) on account of a substantial valuation n sstatenent. 36
Only one accuracy-rel ated penalty nay be inposed with respect to
any given portion of an underpaynent. Sec. 1.6662-2(c), |ncone
Tax Regs.

Respondent bears the burden of production with respect to
petitioners’ liability for the section 6662(a) penalty.3 See
sec. 7491(c). This neans that respondent “nust cone forward with
sufficient evidence indicating that it is appropriate to inpose

the relevant penalty.” Higbee v. Conm ssioner, 116 T.C 438, 446

(2001).

There is an exception to the section 6662(a) penalty when a
t axpayer can denonstrate: (1) Reasonabl e cause for the
under paynment and (2) that the taxpayer acted in good faith with
respect to the underpaynent. Sec. 6664(c)(1l); sec. 1.6664-4(a),
| ncome Tax Regs.

A. Substantial Understatenment of | ncone Tax

Respondent argues the Hol neses and the Tenpels are |iable

for the substantial understatenent penalty for their entire

%6The notices of deficiency issued to the Hol meses and the
Tenpel s indicate that respondent determ ned a sec. 6662(b) (1)
penalty for negligence or disregard of rules or regulations as
wel | .  Respondent has since conceded that neither the Hol neses
nor the Tenpels are liable for the negligence penalty, |eaving
only the penalties for substantial understatenent of incone tax
and substantial valuation m sstatenent at issue.

"Petitioners raise argunments about respondent’s
adm nistrative handling of the sec. 6662(a) penalties. As we
find neither the Hol neses nor the Tenpels are liable for a sec.
6662(a) penalty, we need not address these argunents.
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deficiency. This penalty inposes a 20-percent penalty on any
portion of an underpaynent shown to be a substanti al
understatenment of inconme tax. An understatenent is the excess of
the anobunt of tax required to be shown on the return over the
anmount of tax actually shown on the return | ess any rebates.

Sec. 6662(d)(2)(A). A substantial understatenent of incone tax
occurs in any year where, in the case of an individual, the
anount of the understatenent exceeds the greater of 10 percent of
t he amount required to be shown on the return or $5,000. Sec.
6662(d) (1) (A). Respondent has net his burden of production.

The potential understatenment wll|l be reduced by the portion
attributable to the tax treatnment of an itemif there was
substantial authority for such treatnment or if the relevant facts
affecting the itemis tax treatnent are adequately disclosed in
the return or in an attached statenment and there is a reasonable
basis for such treatnent. Sec. 6662(d)(2)(B). W need not
di scuss these reductions because, as discussed infra, we find
that petitioners have net the reasonabl e cause and good faith
exception and are therefore not |liable for the accuracy-rel ated
penal ty.

B. Substanti al Val uati on M sst at enent

Respondent asserts that the Hol neses and the Tenpels are
liable for a substantial valuation m sstatenent penalty for the
portion of the deficiency attributable to their overval uation of

t he conservation easenents. Section 6662(b)(3) inposes a 20-
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percent penalty on any portion of an underpaynent shown to be due
to a “substantial valuation msstatenment”. This occurs when the
val ue of any property clainmed on a tax return is 200 percent or
nore of the “anpunt” deternmined to be correct.3 Sec. 6662(e).
Respondent has net his burden of production.

C. Reasonabl e Cause Exception

Section 6664(c) provides for an exception to the accuracy-
related penalty where a taxpayer can denonstrate (1) reasonabl e
cause for the underpaynent and (2) that the taxpayer acted in
good faith wth respect to the underpaynent. Sec. 6664(c)(1).
The determ nati on of reasonabl e cause and good faith “is made on
a case-by-case basis, taking into account all pertinent facts and
circunstances.” Sec. 1.6664-4(b)(1), Inconme Tax Regs. Pursuant
to section 6664(c)(2), there nmay be reasonabl e cause and good
faith in the case of any under paynment

attributable to a substantial or gross val uation over

statenent * * * with respect to charitabl e deduction
property * * * [only if]

%8pursuant to sec. 6662(h), a gross val uation m sstatenent
occurs if the value is 400 percent or nore of the anmount
determned to be the correct valuation, and the penalty increases
to 40 percent of the resulting underpaynent.

The Pension Protection Act of 2006, Pub. L. 109-280, sec.
1219, 120 Stat. 1083, nodified secs. 6662(c) and 6664(c)(2) wth
respect to returns filed after Aug. 17, 2006. It |owered the
percentage threshold for substantial valuation m sstatenments to
150 percent and for gross valuation m sstatenents to 200 percent.
It also elimnated the reasonabl e cause exception for gross
val uation m sstatenents.
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(A) the clainmed value of the property was based
on a qualified appraisal nade by a qualified appraiser,
and

(B) in addition to obtaining such appraisal, the
t axpayer made a good faith investigation of the val ue
of the contributed property.

Petitioners argue they made a good faith investigation by
relying on their adviser and his accounting firm by obtaining a
core sanmpling report of the underlying valuabl e gravel reserves,
and by obtaining a qualified appraisal froma qualified appraiser
(a fact that respondent does not dispute). They assert that they
first requested assistance nore than a year before the easenents
were donated, that M. Wirst and Kennedy & Coe did extensive
research and analysis, and that an outside |law firm had been
hired to ensure that any donation net the requirenents of
substantiati on and adm ni strati on.

[ Flor a taxpayer to rely reasonably upon advice so as

possibly to negate a section 6662(a) accuracy-rel ated

penalty determ ned by the Conm ssioner, the taxpayer nust
prove * * * that the taxpayer neets each requirenent of the
followng three-prong test: (1) The adviser was a conpetent
pr of essi onal who had sufficient expertise to justify
reliance, (2) the taxpayer provided necessary and accurate
information to the adviser, and (3) the taxpayer actually

relied in good faith on the adviser’s judgnent. * * *

Neonat ol ogy Associates, P.A. v. Comm ssioner, 115 T.C. 43, 99

(2000), affd. 299 F.3d 221 (3d Cir. 2002).%* On the basis of the

3¥Additionally, “The advice nust be from conpetent and
i ndependent parties, not fromthe pronoters of the investnent” or
advi sers who have a conflict of interest. Swanson v.
Comm ssioner, T.C Meno. 2009-31 (citing LaVerne v. Conmm Ssioner,
94 T.C. 637, 652-653 (1990), affd. w thout published opinion 956
F.2d 274 (9th Gr. 1992)); see also Canal Corp. v. Conm Ssioner,
(continued. . .)




- 65 -
evidence in this case, we conclude that petitioners net all three
prongs of this test. M. Wrst was a conpetent professional whom
petitioners had worked with for over 25 years, petitioners
provided himwi th all relevant information, and petitioners
relied on M. Wirst’s advice in good faith. Petitioners have
established they net the reasonabl e cause exception to the
accuracy-rel ated penalty.

The Court has considered all of petitioners’ and
respondent’s contentions, argunents, requests, and statenents.
To the extent not discussed herein, we conclude that they are
meritless, noot, or irrelevant.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.

39(...continued)
135 T.C. 199, 218 (2010) (“Courts have repeatedly held that it is
unreasonable for a taxpayer to rely on a tax adviser actively
involved in planning the transaction and tainted by an inherent
conflict of interest.”). On the basis of the evidence in this
case, we conclude that M. WIirst was neither a pronoter nor did
he have a conflict of interest. Wile M. MIlenski’s appraisal
license was | ater suspended by the State of Col orado, he was a
qualified appraiser at the tine he opined on the value of the
conservati on easenents at isSsue.



