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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned Federal incone tax
deficiencies and section 6662(a)? accuracy-rel ated penalties as
fol | ows:

Marshall and Judith Cohan, docket No. 19849-05

Accuracy-rel ated penalty
Year Defi ci ency sec. 6662(a)

2001 $1, 794, 445 $358, 889

John and Janet Al deborgh, docket No. 19854-05

Accuracy-rel ated penalty
Year Defi ci ency sec. 6662(a)

2001 $363, 562 $72, 639

Robert and Susan Hughes, docket No. 19857-05

Accuracy-rel ated penalty
Year Defi ci ency sec. 6662(a)

2001 $2, 381, 396 $476, 279
Petitioners filed petitions seeking redeterm nation of the
deficiencies and penalties. W consolidated the cases for trial,
briefing, and opinion and shall refer to the consolidated cases

as this case throughout this opinion.

2Section references are to the applicable versions of the
I nternal Revenue Code (Code), and Rule references are to the Tax
Court Rules of Practice and Procedure. Sone dollar anounts are
rounded to the nearest dollar.
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After concessions by the parties, discussed infra, the
i ssues for decision are:

(1) Whether Marshall and Judith Cohan (Marshall Cohans) and
Robert and Susan Hughes (Hugheses) may each claima charitable
contribution deduction under section 170 relating to a
transaction between Herring Creek Acquisition Co., L.L.C (HCAQ,
and the Nature Conservancy (TNC) that occurred in 2001 (the 2001
transaction);

(2) whether petitioners failed to report taxable incone
fromthe 2001 transaction

(3) whether the inconme generated by the 2001 transaction is
taxabl e as ordinary inconme or as a long-termcapital gain; and

(4) whether petitioners are |iable for accuracy-rel ated
penal ti es under section 6662(a) (section 6662(a) penalties).

FI NDI NGS OF FACT

Prelimnary Matters

Sonme facts were stipulated. W incorporate the stipulation
of facts, the first supplenental stipulation of facts, and the
second suppl enental stipulation of facts into our findings by
this reference.

Petitioners in each docket are a married couple. Benjamn
and Hi | degarde Cohan (Benjam n Cohans) are the parents of
petitioners Marshall Cohan (M. Cohan) and Janet Al deborgh, and

t he Benjam n Cohans are grandparents of petitioner Robert Hughes
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(M. Hughes). Wen the petitions were filed, the Marshall Cohans
resided in Florida, John and Janet Al deborgh (Al deborghs) resided
i n Massachusetts, and the Hugheses resided in California.

HCAC is a Massachusetts |imted liability conpany. The
parties stipulated that petitioners were its only nenbers in
2001, and we so find. HCAC redeened the Al deborghs’ interest on
Cct ober 16, 2001. For Federal incone tax purposes, HCAC reported
on its Form 1065, U. S. Return of Partnership Income, for 2001,
and we so find, that HCAC is a partnership not subject to the
TEFRA partnership audit and litigation procedures of sections
6221 through 6234. See sec. 301.7701-3(b)(1)(i), Proced. &
Adm n. Regs.

1. The Farm

A. Descri pti on

Herring Creek Farm (farm is an approxi mately 220-acre
property in Edgartown, Massachusetts, on the southeast shoreline
of Martha's Vineyard.® The farmis in a neighborhood that fronts
Edgartown Great Pond on the west, Slough Cove on the north, and
Crackat uxet Cove and the Atlantic Ocean on the south.

The farmsits in an ecologically significant area known as

the Katama maritinme sand plains. The Katama maritinme sand pl ains

SMartha’'s Vineyard is a triangular island approxi mately 4
m |l es south of Cape Cod, Massachusetts, and is surrounded by
Nant ucket Sound, Vi neyard Sound, and the Atlantic Ocean. The
island is 97.72 square mles and has nore than 150 m | es of
coastline.
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include a rare type of soil that is found only in Martha's
Vi neyard, except perhaps that it may be found to a limted extent
i n Nantucket, and a nunmber of natural conmunities such as
grassl ands and heat hl ands dom nated by shrubs and oak trees. The
Katama maritinme sand pl ains al so host many rare, threatened, and
endanger ed speci es.

B. 1969 Agr eenent

One or nore nenbers of the Wallace famly (Wallace famly)
purchased the farmfromthe Benjam n Cohans in 1969.4 At that
time, the Wallace famly (through a trustee) entered into a
Decenber 30, 1969, agreenent (1969 agreenent) with the Benjamn
Cohans, the Marshall Cohans, and the Al deborghs. Hil degarde
Cohan, the Marshall Cohans, and the Al deborghs owned | and
adjoining the farm

Anmong ot her things, the 1969 agreenent |imted devel opnent
of the farmand the adjoining properties owed by the Benjamn
Cohans, the Marshall Cohans, and the Al deborghs and granted both
to the Wallace famly, as one party, and to the Benjam n Cohans,
to the Marshall Cohans, and to the Al deborghs, as three separate
groups constituting the second party, certain rights to purchase
the other party' s property if it was offered for sale before

January 1, 2010. The rights received by the Benjam n Cohans, the

“The Wallace fam |y purchased and owned the farmprimarily
t hrough trusts.
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Marshal | Cohans, and the Al deborghs (rights of first refusal)
applied to approximately 175 acres of the farm (encunbered | and)
and generally prevented the Wallace famly fromselling or
transferring the encunbered | and without first offering it to the
Benj am n Cohans, the Marshall Cohans, the Al deborghs, and any
i ssue of the Benjam n Cohans or any spouse of such issue.® This
offer was required to be nade to each of these offerees only to
the extent that he, she, or they continued to own adjoining |Iand
with a dwelling thereon. Any offer that the Wallace famly nade
whi ch was subject to the rights of first refusal could be
accepted in the follow ng order of priority as long as the
accepting offeree (or offerees in the case of a joint acceptance
by spouses) continued to own adjoining land with a dwelling
thereon: (1) Benjam n and/or Hil degarde Cohan, (2) Janet and/or
John Al deborgh, (3) Marshall and/or Judith Cohan, and (4) any
i ssue (who is not then under a legal disability) of the Benjamn
Cohans, the Marshall Cohans, or the Al deborghs, or a spouse (who
is not then under a legal disability) of that issue. The 1969
agreenent further provided that if such an offer was properly
made and not tinmely accepted within 60 days (or was accepted
within 60 days but the resulting sale was not effected pursuant

to the terns of the agreenment), the Wallace famly could sell any

W\ say “general |y’ because the rights of first refusal did
not apply to transfers anong nenbers of the Wallace famly or to
any of their issue or spouses of their issue.
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or all of the encunbered |and to any person under any terns that
the Wallace famly desired (as long as the sale was tinely
recorded in accordance with the 1969 agreenent) and that the
rights of first refusal would no | onger apply to that sold
property. The 1969 agreenent fixed the sale price incident to
the rights of first refusal at the sum of the reproduction cost
of any house or other structure on the |land plus an amount for

the | and equal to:

Anpbunt per acre Term nati on date
$7, 000 Jan. 1, 1980
8, 000 Jan. 1, 1990
9, 000 Jan. 1, 2000
10, 000 Jan. 1, 2010

As relevant here, the rights of first refusal effectively
forecl osed the possibility that the Wallace famly would sell the
encunbered land to an unrelated third party w thout the
acqui escence of all of the offerees because the value of the
encunbered | and so significantly exceeded the set price that the
rights of first refusal would be expected to be exercised.

Under the 1969 agreenent the Wallace famly received a
reci procal right of first refusal on the adjoining property owned
by Hi | degarde Cohan, the Marshall Cohans, and the Al deborghs
(reciprocal right). The terns of the reciprocal right paralleled
the ternms of the rights of first refusal. The reciprocal right,
whi ch al so expired on January 1, 2010, prevented the Benjamn

Cohans, the Marshall Cohans, and the Al deborghs fromselling or
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transferring their property to an unrelated third party w thout
first offering it to the Wallace famly for the just-discussed
price set forth in the 1969 agreenment. As was simlarly true in
the case of the rights of first refusal, the reciprocal right did
not preclude the Benjam n Cohans, the Marshall Cohans, and the

Al deborghs fromtransferring their property to any of their issue
or to a spouse of that issue.

Under the 1969 agreenent the Benjam n Cohans, the Marshal
Cohans, and the Al deborghs, and the issue of any of those persons
and a spouse of the issue, also received personal rights to use a
private beach (1969 beach rights). They continued to have the
1969 beach rights as long as they owned their property adj oining
the farmand nmaintained a dwelling on that property.

[11. O her Omers of Adjoining Land

In 1990 the Hugheses purchased a | ot adjoining the farm
The purchase was froma famly not subject to the 1969 agreenent.
The reciprocal right did not attach to the Hugheses’ property.

In or slightly before 1995 the Al deborghs’ children and
t heir spouses, John and Vicki Al deborgh, Erik and Joanne
Al deborgh 11, and Robert and Mary St. John (collectively,
Al deborgh chil dren), becanme owners of parts of the Al deborghs
property. The portion of the property that the Al deborgh
children received fromthe Al deborghs which was subject to the

1969 agreenent renai ned subject to that agreenent.



- 12 -

QO her residential lots adjoining the farmwere owned by
famlies not relevant to our discussion. Several of those lots
fronted Edgartown G eat Pond or Slough Cove. None of those lots
was subject to the 1969 agreenent.

| V. For nati on of HCAC

The Wallace famly eventually desired to develop the farm as
a residential subdivision and nmade several attenpts to do so.
Petitioners were against any such devel opnent.® The Wall ace
famly and petitioners disputed whether the rights of first
refusal were enforceable.

On or about January 4, 1996, petitioners formed HCAC to
acquire the farmand otherwi se to protect the rights of first
refusal against challenges by the Wallace famly to the validity
of the 1969 agreenent. |n exchange for equal partnership
interests in HCAC, the Marshall Cohans and the Al deborghs
assigned their rights of first refusal to HCAC (wth each of the
parties to HCAC s “Operating Agreenent” agreeing that the val ue
of these rights was $25,000) and the Hugheses contri buted
$25,000. Later, on a date that does not appear in the record,

t he Al deborgh chil dren assigned HCAC their rights of first
refusal, but they did not (and never did) receive an interest in
HCAC. M. Hughes, a nanagi ng nenber of HCAC, held power of

attorney to assert and defend the rights of first refusal.

5The Benj anmi n Cohans were both deceased as of this tine.
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V. Actions Taken Wth Respect to the Farm

In 1996 the Wallace famly filed a | awsuit agai nst
petitioners and HCAC (Wallace litigation) seeking to invalidate
the 1969 agreenment so that the Wallace famly could devel op the
farm The Massachusetts Superior Court eventually upheld the
validity of the agreenent.

As of 1996 the farmconsisted of a central field, an east
field, various lots, and a private beach. |nprovenents on the
farm i ncl uded, anong other structures, four existing houses;
i.e., two houses referred to as Blue Heron and Sanderling and two
addi tional houses fronting Edgartown G eat Pond. The central
field, so called because it was at the center of the farm
consi sted of approximtely 89 acres of undevel oped agri cul tural
| and and included a horse barn. The east field conprised
approxi mately 62 acres of undevel oped natural grassland east of
the central field. The private beach included approxi mately 20
acres south of Crackatuxet Cove fronting the Atlantic Ccean.

The four properties owned by the Al deborghs and the
Al deborgh children (collectively, A deborgh famlies) were
approximately 3 or 4 acres each and were on the southerly side of
Crackat uxet Cove Road. The Marshall Cohans owned an
approximately 4.8-acre waterfront ot north of the central field
with a 2,000-square-foot one-story home and a pool. The Hugheses

owned an approximately 1l-acre |lot abutting the central field with
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a 1, 500-square-foot Cape Cod style hone. (The six properties
owned by petitioners and the Al deborgh children are collectively
referred to in this opinion as petitioners’ and the Al deborgh
children s existing properties.)

M . Hughes opposed the Wallace famly' s proposed devel opnent
of the farm Concerned that the Wallace famly would continue
advancing their devel opnent plans after the rights of first
refusal expired on January 1, 2010, M. Hughes began seeking a
buyer who was willing to purchase the farmfromthe Wall ace
famly and then conserve and protect the farm

In 2000 a realtor on Martha's Vineyard told M. Hughes that
he had a prospective buyer, David Peters (M. Peters), a real
estate developer with a limted liability conpany naned W
Regency Group, L.L.C (Regency). (Subsequent reference to M.
Peters includes Regency.) M. Hughes net and tal ked with M.
Peters, but M. Hughes eventually term nated di scussions with M.
Pet ers because M. Hughes was not satisfied wwth M. Peters
anbi guous plans for the farm

VI . Negoti ati ons Wth TNC

Around the time M. Hughes ended di scussions with M.
Peters, M. Hughes received a tel ephone call from Tom Chase (M.
Chase), a programdirector for TNC, who told M. Hughes about
TNC s conservation buyer program TNC is an international

conservation organi zati on dedi cated to preserving biol ogical



- 15 -
diversity by protecting |ands and waters that species, plants,
animal s, and natural communities need to survive. TNC executes
its mssion by acquiring land or interests in land that may be
used to manage biol ogical diversity. A conservation buyer is
soneone who acquires property subject to conservation
restrictions. At all relevant tinmes, TNC was a section 501(c)(3)
organi zation eligible to receive tax-deductible contributions
under section 170.

TNC becane interested in acquiring the farm because of its
location in maritinme sand plains, which exist in only a few
places in the world. TNC was famliar wwth the farnis | ocation
because it had worked on a nearby habitat known as the Katama
Airfield. TNC s plan for the farminvolved restoring it to its
natural state and then reintroducing native plant species. In
order to acquire the farmfromthe Wallace fam |y, however, TNC
first had to deal with the rights of first refusal

M . Hughes considered TNC an attractive buyer of the farm
because of TNC s conmtnent to preservation and conservation.
M . Hughes approved of TNC s plan for the farm and HCAC and TNC
began negotiating with respect to the rights of first refusal.

Nutter, McCd ennen & Fish, LLP (Nutter), and specifically
Nutter’s partners Daniel deason (M. deason), Joseph Shea (M.
Shea), and Karl Fryzel (M. Fryzel) represented HCAC during the

negotiations. Melissa McMorrow (Ms. McMorrow), an associ ate at
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Nutter, conducted research in connection wth the 2001
transaction. Frank Gso (M. Gso) of Choate, Hall & Stewart,
LLP (Choate), represented TNC. His partner, Kenneth & usman (M.
A usman), provided tax advice to TNC

On Cct ober 10, 2000, HCAC and TNC reached an agreenent
(Cct ober 2000 agreenent) in which HCAC agreed to sell the rights
of first refusal to TNC. In return for the rights of first
refusal, HCAC would receive the foll ow ng consideration from TNC.
(1) Sanderling and the lot it was on (Sanderling), (2) Blue Heron
and the lot it was on (Blue Heron), or alternatively a 4.9-acre
lot with a house and other inprovenents thereon, (3) lot 2, which
was an uni nproved buildable lot, (4) lot 3, which was an
uni nproved buildable lot, (5) reinbursenent of $1.6 million for
| egal expenses incurred during the Wallace litigation (past |egal
fees), (6) reinbursenent for |legal fees incurred in connection
wi th the Cctober 2000 agreenent (current |legal fees), (7)
separate beach rights appurtenant to Blue Heron, Sanderling, |ot
2, and ot 3 (collectively, four properties), respectively, and
to each of petitioners’ and the Al deborgh children’ s existing
properties (new beach rights),” (8) a 30-year lease, with a
30-year renewal option, for the eastern half of a horse barn on

the central field (horse barn lease), (9) a 30-year lease, with a

"The new beach rights allowed the | andowner to use a private
portion of South Beach, which was owned by TNC.
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30-year renewal option as to lot 102,% a 4.15-acre |lot abutting
t he Al deborghs’ existing property (Al deborgh |ease), (10)

rei nbursenent for certain State and Federal taxes incurred by
menbers of HCAC (tax make-whol e paynent); (11) indemification
regardi ng any taxes, including penalties and interest, resulting
fromthe 2001 transaction (tax indemification); and (12)

rel ocation of a driveway used by nei ghbors (WId right-of-way
relocation). Sanderling, Blue Heron, lots 2 and 3, and the

| easehol d interests were part of the farm and TNC coul d convey
themonly if it acquired those properties fromthe Wall ace
famly.

In the agreenent, TNC al so agreed to i npose conservation and
devel opnment restrictions (collectively, conservation
restrictions) on the farmwhen acquired. The parties to the
agreenent al so agreed that they would permt sone |limted
addi ti onal devel opment of the farm and they specifically
recogni zed that TNC woul d convey certain devel opnment rights to
HCAC and to other third parties. One of the third parties to
whom TNC woul d convey devel opnent rights was TNC s benef act or,

Roger Banford (M. Banford).® Under the agreenent M. Banford

8Lot 102 is also sonetines referred to in the record as | ot
32.

°l'n 2001 M. Banford was a senior vice president and the
princi pal architect of the Server Technol ogies Division at
Oracle, a large software conpany. He eventually hel ped TNC pay
(continued. . .)
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woul d receive a right, exercisable after 2020, to build a house,
wWth certain restrictions, on a parcel of the farm

The Oct ober 2000 agreenent included a $1 nmillion breakup fee
provision that would be triggered if the parties did not close by
Decenber 22, 2000. The agreenent provided that the Decenber 22,
2000, date could be extended three tinmes for 30 days each if,
anong ot her things, TNC deposited $50,000 per extension in an
escrow account. |If the parties to the agreenent cl osed by
Decenber 22, 2000, or the extended date if applicable, the
breakup fee (inclusive of the $1 mllion and any amount paid for
an extension, with interest accrued on those funds) woul d be
applied to the cash rei nbursement for past legal fees. |If the
parties to the agreenent did not close in tine, the fee would be
forfeited to HCAC. TNC initially placed $1 mllion in escrow to

cover the breakup fee. HCAC and TNC did not close by the

°C...continued)
for the farmby making gifts to TNC and by | ater purchasing one
of the existing homes on the farm M. Banford becane interested
in acquiring property on Martha's Vineyard after renting a house
on the farm In 2000 M. Banford net M. Chase, who | ater
i nformed hi mabout TNC s conservation plan for the farm and M.
Banf ord began negotiating with TNC. On Cct. 18, 2000, TNC and
M. Banford agreed that M. Banford would (1) lend TNC up to $40
mllion to finance TNC s purchase of the farmfromthe \Wall ace
famly, (2) lend TNC noney to cover TNC s obligation to pay
HCAC s | egal fees and any ot her costs, expenses, and paynents
that TNC owed to HCAC, and (3) share with TNC in the tax
i ndemmi fication agreenent for any obligation TNC owed to HCAC
over $1 mllion and up to $25 mllion. On Cct. 30, 2000, M.
Banford signed another indemity agreenent in which he agreed to
i ndemmi fy HCAC up to $24 million for certain future risks in
connection wth the 2001 transacti on.
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Decenber 2000 cl osing date because the Wallace famly rejected
TNC s offer to purchase the farm TNC exercised the first of the
t hree 30-day extensions.

I n Novenber 2000 and January 2001, the Wallace famly
recei ved approval fromthe Martha's Vineyard Comm ssion and from
t he Edgartown Pl anni ng Board, respectively, to develop the farm
into a 33-l1ot residential subdivision. N ne and one-half of
t hese 33 proposed |l ots were not subject to the rights of first
refusal, and the Wallace famly could have sold those nine and
one-half lots, either devel oped or undevel oped, notw t hstandi ng
any objection from HCAC.

HCAC and TNC did not close by the end of the first extended
date, and TNC exerci sed the second 30-day extension. TNC was
continuing to negotiate with the Wallace famly, and the Wl l ace
famly shortly thereafter offered to sell the farmto TNC, but
only if the transaction included M. Peters, and |ater the
FFARM Institute (FARMInstitute). The FARMInstitute is a
nonprofit organi zati on devoted to pronoting and invigorating
sust ai nabl e agriculture on Martha' s Vineyard by engagi ng
community participation in its operations. The FARMInstitute
provi des a wor ki ng/teaching farmwhere the community can
participate as students in the activities and actual workings of
a farm The FARM Institute desired to purchase part of the farm

to provide its prograns (including growing crops and raising
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ani mal s such as beef and dairy cattle, sheep, goats, and
chi ckens) upon it.

On January 29, 2001, TNC agreed in principal to buy the farm
fromthe Wallace famly, and the Wallace famly (through a
trustee) agreed in principal to sell the farmto TNC. However,
the deal was not consummat ed before the end of the second 30-day
extensi on period. HCAC agreed to | eave the breakup fee in escrow
until TNC reached a definite agreenent with the Wallace famly.

On April 24, 2001, the Wallace famly (through a trustee) and TNC
reached a final agreenent reflecting the sale (Wallace
agreenent). M. Banford, M. Peters, and the FARM Institute were
integral parts of the agreenent. M. Peters was acting through
Regency on behalf of hinself and other third parties (including

| at e- ni ght - show host David Letterman).

The Wal | ace agreenent all owed nore devel opnent of the farm
than the October 2000 agreenent contenplated. The Wall ace
agreenent let TNC transfer a total of 10 lots to HCAC and to
ot her naned parties. M. Peters would eventually receive 4 of
those 10 lots, and M. Banford would receive 2 of the 10 | ots.

M. Banford and M. Peters would each have construction rights to
buil d houses, with certain restrictions, on their lots. The FARM
Institute would receive 1 of the 10 lots (i.e., a 6.75-acre |lot)
and a 99-year |ease on the central field to operate a farmfor

educati onal purposes. The FARMInstitute planned to use its
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property sem publicly, operating a nodest working farmon the
property as an educational resource for students. The FARM
Institute agreed, however, to restrict the nunber of students
visiting its property at any given tine, to limt the nunber of
ani mal s kept on the property, to restrict school trips during
certain nonths, and to m nimze vehicul ar di sturbances. HCAC
woul d receive the remaining three lots; nanely, Sanderling, |ot
2, and lot 3.1

VI, Fi nal Agr eenment

Because of the additional devel opnent authorized by the
Wal | ace agreenent, TNC and HCAC had to renegotiate the Cctober
2000 agreenent. TNC and HCAC began a series of difficult and
conpl ex negotiations in which they attenpted to reach an
agreenent regarding the additional devel opnment authorized by the
Wal | ace agreenent. At this tine, M. Gso introduced to one of
HCAC s attorneys the idea of treating and reporting the 2001
transaction as a bargain sale gift. M. Gso believed that a
bargain sale gift would enable HCAC to claima charitable
contribution deduction to the extent that the fair market val ue
of the rights of first refusal exceeded the fair market val ue of
t he consideration HCAC received. M. Gso and M. Birle, both on

behal f of TNC, recognized that TNC woul d be obligated to

10B] ue Heron was not a nunbered | ot under the limted
devel opnment pl an.



- 22 -
rei nburse petitioners for any tax petitioners paid on the
transfer to TNC of the rights of first refusal, and M. G so and
M. Birle ained to structure the transaction to mnimze or
elimnate the anount of any such reinbursenent.

On June 29, 2001, HCAC and TNC reached a final agreenent
(final agreenent) regarding the rights of first refusal. 1In the
final agreenent, HCAC agreed to convey the rights of first
refusal to TNC for the followng: (1) The four properties, (2)
the horse barn | ease, (3) the Al deborgh | ease, (4) a conditiona
option to acquire lot 29 (the lot 29 option),?! (5) the WIld
right-of-way rel ocation, (6) new beach rights, (7) past and
current legal fees (as nodified below), (8) a tax make-whol e
paynment, and (9) tax indemification.

The final agreenent was |ike the October 2000 agreenent but
cont ai ned sone notable differences. First, the final agreenent
i ncluded the follow ng cl ause:

WHEREAS, the LLC has expressed the willingness to

make a bargain sale gift to TNC of the appraised fair

mar ket val ue of the 1969 Agreenent in excess of the

val ue of the cash and real estate conveyances expressly

described below in this Agreenent.

The final agreenent further provided that any tax savi ngs
resulting froma charitable contribution deduction for HCAC woul d

benefit TNC by reducing the tax make-whol e paynent that TNC owed

HCAC. Second, it gave HCAC the lot 29 option. Third, it

11The record sonetines refers to lot 29 as “lot 99”.
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i ncreased the current and past |egal fees reinbursenent. The
Cct ober 2000 agreenent required TNC to pay the first $250, 000 of
HCAC s current | egal fees and 50 percent of the excess and to
rei mburse HCAC $1.6 million for past |legal fees. The final
agreement required TNC to pay the first $325,000 of HCAC s
current |egal fees and 50 percent of the excess and to reinburse
HCAC for past legal fees of $1.7 mllion.

Shortly after HCAC and TNC reached the final agreenent, M.
Hughes asked Thomas Wallace (M. \Wallace) of Wallace & Co., Inc.,
to val ue the consideration that HCAC was to receive under the
final agreenment. On July 16, 2001, M. Willace issued his
opinion (Wallace letter) regarding the value of the consideration

as foll ows:
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Property Fair market val ue

Bl ue Heront? $1, 000, 000
Sander | i ng? 2, 400, 000
Lot 2! 1, 100, 000
Lot 3! 1, 300, 000
Lot 29 option 100, 000
Hor se barn | ease 500, 000
Al debor gh | ease 450, 000
Ei ght beach ri ghts? 3,200, 000

Tot al 10, 050, 000

M. Wallace's valuations of Blue Heron and

Sanderling included the new beach rights that attached

thereto, while his valuations of lots 2 and 3 excl uded

them The valuations of these four properties excluded

any increase in value associated with the conservation

restrictions.

2The ei ght beach rights included the six new beach
rights that attached to petitioners’ and the Al deborgh
children’ s existing properties and the two new beach

rights that attached to lots 2 and 3.

M. Wallace al so opi ned on several other aspects of the 2001
transaction. He estimated the conservation restrictions added
bet ween $750,000 and $2 million to the value of each |ot abutting
the property on which the conservation restrictions were placed.
M. Wallace valued the WId right-of-way relocation between
$200, 000 and $300, 000 and a private way relocation and cl osure
bet ween $100, 000 and $300,000. Finally, he opined that the
nondevel opnent of | ot 102, the | ot subject to the Al deborgh
| ease, would increase the value of the abutting |lots, which
i ncl uded the Al deborghs’ existing property, by an additional 10

to 20 percent of the increase in value fromthe conservation

restrictions.
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After the parties began focusing on the value of the
consideration, M. Shea insisted that TNC establish an escrow
account to fund the tax make-whol e paynent and to deposit funds
into it before the closing. After several days of negotiating,
M. Shea told M. G so that $3,299,000 woul d be sufficient to
cover the tax liability fromthe 2001 transaction, and TNC
deposited that anopunt into the escrow account before the closing
dat e.

VIll. The d osing

A Overview

The 2001 transaction closed on July 20, 2001.!? The
follow ng actions occurred during the closing: (1) TNC executed
docunent s i nposing conservation restrictions on the farm
including the four properties; (2) HCAC, petitioners, the
Al deborgh children, and TNC executed an agreenent, “Assignnent
and Assunption of 1969 Agreenent (HCAC ET AL. TO TNC)”, in which
HCAC transferred the rights under the 1969 agreenent, i ncluding
the rights of first refusal, to TNC *® (3) TNC executed a
docunent termnating the rights under the 1969 agreenent; and (4)

TNC execut ed vari ous deeds and | eases conveying portions of the

2At the same tinme, and incident thereto, the Wallace famly
sold the farmto TNC for a deeded price of approximately $64
mllion.

13The parties agree that the fair market value of the rights
of first refusal was then $14 nillion.
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farm (including the four properties then subject to the
restrictions inposed by TNC) in accordance with the final
agreenent . 14

B. Four Properties Transferred to HCAC

1. Bl ue Her on

Blue Heron is at 7 Butler’s Cove Rd. (on the corner of
Sl ough Cove Rd. and Butler’s Cove Rd.), adjacent to the FARM
Institute’s property. Blue Heron consists of 1.9 acres of |and
north of the central field and a snmall 1, 608-square-foot two-
story house that is approximtely 200 years old. The first fl oor
of the house has a kitchen, dining room breakfast nook, bedroom
tel evision room and bathroom The second floor has three
bedroons and a bathroom The house has two broken fireplaces and
a full basenent. Blue Heron is not waterfront property, but it
has deeded private beach rights as a result of the 2001
transacti on.

2. Sander | i ng

Sanderling, at 19 Butler’s Cove Rd., consists of 3.9
acres of land north of the central field and an 1, 826-squar e-f oot
two-story house which is approxinmately 200 years old. The

house’s first floor includes a kitchen, a dining room a living

¥The final agreenent provided that TNC woul d convey to HCAC
a quitclaimdeed for Sanderling and for lots 2 and 3 and an
option to purchase Blue Heron for $1 exercisable from Sept. 15,
2001, for consideration of $1. On Feb. 7, 2002, HCAC exercised
the option to acquire Blue Heron.
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room two bedroons, and a bath. The second floor has two
bedroons and a bath. The house has a full basenent and an
attached one-car garage. |Its exterior is wood shingle siding.
Sanderling is not waterfront property, but it has deeded private
beach rights as a result of the 2001 transacti on.

3. Lots 2 and 3

Lots 2 and 3 are waterfront lots north of the central field
on Butler’s Cove Rd. The respective |lots are undevel oped 3. 14-
and 3-acre lots on Slough Cove and have approxi mately the sane
footage fronting Edgartown Great Pond. Both |ots are approved
for the building of a single-famly residence. The topography of
each ot is relatively flat, so the gradient of the | and does not
obstruct the view of the central field fromthe envel opes of the
lots. Each lot includes deeded private beach rights as a result
of the 2001 transaction. Lot 2 is adjacent to the FARMInstitute
property.

C. Horse Barn Lease

On July 20, 2001, as part of the 2001 transaction, TNC
| eased to HCAC half of the horse barn on the central field for 30
years with a 30-year renewal option. The horse barn | ease
requires HCAC to pay rent of $1 per year. The horse barn | ease
has two el enents.

The first elenment of the horse barn lease is the right to

use the eastern half of the horse barn to stable up to eight
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horses, for personal storage, and for related and incidental
uses. The horse barn is approxi mtely 6,000 square feet; and
when the | ease was executed, and as of the appraisal date, the
eastern half of the horse barn had no stalls. The |ease does not
preclude the | essee fromerecting stalls in the eastern half of
t he horse barn

The second el ement of the horse barn lease is the right to
use part of the grazing and paddock area adjacent to the barn for
grazing and for exercising HCAC s horses. Under the | ease, HCAC
may use a fraction of the grazing and paddock area equal to the
nunber of its horses stabled in the horse barn (up to 8) over the
total horses stabled (up to 24). At full capacity, therefore,
HCAC may not use nore than 33 percent of the grazing and paddock
area (8/24 = 33 percent). The horse barn | ease does not indicate
the size of the grazing and paddock area as it existed in 2001,
but it provides that TNC nmay rel ocate the horse barn and the
grazi ng and paddock area and that the rel ocated grazing and
paddock area may not exceed 6.5 acres.

D. Al deborgh Lease

On July 20, 2001, as part of the 2001 transaction, TNC
| eased | ot 102 to HCAC for 30 years with a 30-year renewal
option. The Al deborgh | ease requires HCAC to pay rent of $1 per
year. The Al deborgh | ease allows HCAC to construct a “barn”, not

to exceed 1,500 square feet, on a 10, 000-square-foot buil ding
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envel ope within the ground | eased prenises.!® The Al deborgh
| ease defines the ground | eased prem ses to include |ot 102 and
access and egress on the existing driveway.

The Al deborgh | ease provides that the ground | eased prem ses
shal |l be used for construction, repair, replacenent, and use of a
barn for personal property storage and for related and i nci dental
uses. The Al deborgh | ease provides that HCAC has a right to
qui et enjoynment over the ground | eased prem ses and assunes
responsibility for all real and personal property taxes,
mai nt enance, and i nprovenents on the ground | eased prem ses.

E. Lot 29 Option

TNC granted HCAC the lot 29 option as part of the 2001
transaction. Lot 29 is a 4.02-acre lot that abuts the Hugheses’
property and is subject to the conservation restrictions.

The Hugheses’ property does not neet the mnimm size that
Edgartown’ s zoni ng ordi nances require for building a residence,
but their property and | ot 29 together exceed the required
mnimum |l ot size. The lot 29 option allows HCAC to acquire | ot
29 for $1 to rebuild the Hugheses’ hone if the Hugheses’ hone
wer e destroyed or becane uni nhabitable and their property did not
meet the required mninmumlot size. The parties stipulated that

in 2001 the fair market value of the |ot 29 option was $4, 000.

5\\¢ note that there are 43,560 square feet in an acre.
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F. Wld R ght-of -WAy Rel ocation and O her Road
Mbdi fi cati ons

As part of the 2001 transaction, TNC agreed to relocate a
driveway (WId driveway) at the demand of HCAC. Many years ago,
M. Cohan purchased a 20-foot strip of land fromM. WId, the
owner of the adjacent property. At that tinme, M. WId had a
right-of-way that he and his famly used to access their property
(WIld right-of-way). The WId right-of-way intersected the
Mar shal | Cohans’ property and Sanderling and was used by four
property owners, including the Marshall Cohans.

In Cctober 2002 the WId driveway was rel ocated at a cost of
$3,751. Afterwards, M. WId and his famly no | onger used the
Mar shal | Cohans’ property to access their property. The
contractor billed TNC for the cost of the WId right-of-way
rel ocati on.

In addition to the relocation of the WIld driveway, TNC
agreed to pay up to $100,000 for nodifications of several other
driveways and roads, including a partial closure of Geat Plains
Way near the Al deborghs’ property and a partial relocation of
Butler’s Neck Road near the Hugheses’ property.

G New Beach Ri ghts

As part of the 2001 transaction, TNC conveyed to HCAC
separate private beach rights that attached to each of
petitioners’ and the Al deborgh children’s existing properties.

TNC al so conveyed separate private beach rights that attached to
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each of the four properties. These 10 sets of private beach
rights, i.e., the new beach rights, could be transferred only
with the lots to which they were attached. The new beach rights
are in addition to the personal beach rights described in the
1969 agreenent.

H. Rel ease of the Reciprocal Ri ght

On July 20, 2001, as part of the 2001 transaction, TNC
rel eased the reciprocal right in full. The release allowed the
Marshal | Cohans and the Al deborgh famlies to sell or transfer
their existing properties to any third party without first having
to offer the properties to the Wallace famly for the price fixed
in the 1969 agreenent. The parties agree that the fair market
val ue of the release of the reciprocal right was $1, 155,450 as of
July 20, 2001.

| . Land Bank Fees

As part of the 2001 transaction, TNC paid to the Martha's
Vi neyard Land Bank Conmi ssion, on behal f of HCAC, $127,500 of
| and bank fees due on the transfer of the four properties.
Martha's Vineyard | and bank fees are transfer fees inposed on the
purchaser of real property on Martha's Vineyard. TNC paid
$10, 000 of the $127,500 in 2001 and the rest in 2002.

J. Legal Fees Rei nbur senent

As part of the 2001 transaction, TNC rei nbursed HCAC $1.7

mllion for past |egal fees and $402, 755 for current |egal fees.



| X. Post cl osi ng Negoti ati ons

Robert P. LaPorte, Jr., CRE, MAI (M. LaPorte), ' agreed
with TNC to provide his appraisal services in connection with the
2001 transaction. On August 10, 2001, M. deason faxed to M.
LaPorte (with copies to M. Hughes and to Erik Al deborgh Il) a
letter identifying itenms in addition to the four properties that
M. LaPorte should consider in his appraisal of the consideration
t hat HCAC received fromTNC (M. d eason’s request). The itens
were: (1) The new beach rights; (2) the horse barn | ease and the
Al deborgh | ease; (3) enhancenents fromthe conservation
restrictions to the values of petitioners’ and the Al deborgh
children’s existing properties and to the values of the four
properties; (4) closure and relocation of a road; and (5) an
easenent to cross central field on foot or by bicycle. On August
15, 2001, after M. d eason discussed the matter with M.

LaPorte, M. d eason hand-delivered to M. LaPorte a followp
letter (followp letter) requesting an opinion on the inpact of
the rel ease of the reciprocal right on the value of the Marshal

Cohans’ and the Al deborgh famlies’ existing properties and

1¥The desi gnation “CRE’ neans “Counsel or of Real Estate”.
The designation “MAI” is awarded to qualifying nmenbers of the
Appraisal Institute (the body that resulted fromthe nerger of
the Anerican Institute of Real Estate Appraisers and the Society
of Real Estate Appraisers) and is viewed as the nost highly
regarded apprai sal designation within the real estate appraisal
community. See Schwartz v. Conmm ssioner, T.C Meno. 2008-117,
affd. 348 Fed. Appx. 806 (3d Cr. 2009); Estate of Auker v.
Commi ssioner, T.C Menp. 1998-185.
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encl osing a map showi ng the | ocati ons of those properties, the
Hugheses’ property, the Al deborgh | ease, and a roadway
relocation. M. G eason noted in the letter that M. LaPorte was
traveling to Martha's Vineyard the next day and asked that the
two neet one day |ater “before a draft of your report is
circulated”. On August 16, 2001, M. LaPorte faxed M. d eason’s
request and followp letter to M. G so.

By letters dated August 24, 2001, addressed to Hans Birle
(M. Birle), TNC s deputy general counsel, M. LaPorte opined
that the itens TNC asked himto appraise had the followng fair

mar ket val ues:

Property Fai r market val ue

Bl ue Heron $625, 000
Sander | i ng 1, 000, 000
Lot 2 2, 250, 000
Lot 3 2,500, 000
New beach ri ghts? 750, 000
Reci procal right 1, 220, 000

Tot al 8, 345, 000

These new beach rights pertain only to the six existing
properties owned by petitioners and the Al deborgh chil dren.

M. LaPorte did not contenporaneously appraise the other itens
identified in M. deason’s request.?
After M. LaPorte issued his appraisal reports, TNC s and

HCAC s attorneys continued negotiating the perceived bargain sale

M. LaPorte, at petitioners’ request, appraised the horse
barn | ease, the Al deborgh | ease, and the roadway rel ocations
after this litigation comenced.
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gi ft conponent of the final agreement. They exchanged a series
of conmuni cations on that subject and particularly the tax make-
whol e paynent. On Septenber 14, 2001, M. G so hand-delivered to
M. G eason a letter stating that M. Fryzel is “having sonme
trouble with the notion that HCAC should report a bargain sale
gift in connection with this transaction.” M. Gso rem nded M.
A eason that TNC s tax indemnification obligation continued
through the later of the closing of an audit of the transaction
or the closing of the period in which to audit the transaction
and that this obligation was secured by the funds placed in
escrow. HCAC s and TNC s attorneys estimated petitioners’ tax
l[tability resulting fromthe 2001 transaction, and they agreed
that the tax make-whol e paynent was $1, 484, 000 “based on current
facts and circunstances”. They also agreed that the
i ndemmi fication provisions continued in full force and effect in
the event of a Federal or a State tax audit.

On Decenber 21, 2001, HCAC and TNC executed an “Agreenent
Regarding Bargain Sale G ft and Tax Paynments” (bargain sale gift
agreenent). They calculated in the bargain sale gift agreenent

that the bargain sale gift anpbunt was as foll ows:
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Val ue of rights of first refusal $14, 000, 000
Less: Consideration received
Four properties $6, 375, 000
Cash paynents to or on behal f of HCACt 2,102, 755
Beach ri ght s/ enhancenents 750, 000
Rel ease of reciprocal right 1, 220, 000
Tax make-whol e paynent 1,484,000 11,931,755
Bargain sale gift anount 2,068, 245

These paynents included past legal fees of $1.7 mllion and
current |egal fees of $402, 755.

HCAC and TNC used M. LaPorte’ s August 24, 2001, appraisals and
the currently agreed amount of the tax nake-whol e paynent to
calculate the bargain sale gift amount.!® The bargain sale gift
agreenent required that HCAC report the gain on the transfer to
TNC of the rights of first refusal as long-termcapital gain for
tax purposes.

On or around March 8, 2002, Dennis Wl koff (M. Wl koff), a
TNC vice president and its director of conservation real estate
for the eastern region, sent HCAC a letter (gift letter) related
to the 2001 transaction. The gift letter, which was reviewed by
M. Birle and by M. Wl koff, stated that the difference between
the value of the rights of first refusal and the value of the
consideration received represented a bargain sale gift to TNC.

The gift letter stated that HCAC received $11,931,755 in

8petiti oners now concede that the followi ng itens of
consi deration HCAC received in the 2001 transacti on shoul d have
been (but were not) included in the calculation of the bargain
sale gift amount: (1) The horse barn | ease, (2) the Al deborgh
| ease, (3) the WId right-of-way relocation, (4) the ot 29
option, and (5) the |land bank fees paid during 2001 and 2002.
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consideration for the rights of first refusal and included the

foll ow ng cal cul ati on:

Four properties $6, 375, 000
Cash paynents to or on behal f of HCAC 3, 586, 755
Beach ri ght s/ enhancenents 750, 000
Rel ease of reciprocal right 1,220, 000

Tot al 11, 931, 755

The letter stated that but for this $11, 931, 755 of consi deration,
“No ot her goods or services were provided by TNC to HCAC in
connection wth this transaction.” The statenent of the val ue of
consideration reported in the gift letter canme directly fromthe
bargain sale gift agreenent.

X. Federal | ncone Tax Reporting

Steven Ridgeway (M. R dgeway) is a certified public
accountant who was HCAC s accountant and tax return preparer for
its 2001 taxable year. On or around January 30, 2002, M.

Ri dgeway faxed to M. Hughes a letter describing petitioners’
reporting positions regardi ng HCAC.

HCAC reported on its 2001 return that the transfer of the
rights of first refusal was a bargain sale gift. Wth respect to
the gift, HCAC clainmed a charitable contribution deduction of
$2, 068, 245, which represented the bargain sale gift anmpunt
calculated in the gift letter and in the bargain sale gift
agreenent. Wth respect to the sale, HCAC reported a net |ong-

termcapital gain of $9,136,593 calculated as foll ows:
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Four properties $6, 375, 000
Cash paynments for current and past
| egal fees 2,102, 755
Tax make-whol e paynent 1,484, 000
Total sale price 9, 961, 755
Basis in the rights of first refusal (825, 162)
Long-term capital gain 9, 136, 593

The $825, 162 basis that HCAC reported for the rights of
first refusal included: (1) $728,963 of fees paid to Nutter in
2001, (2) $404 in bookkeepi ng and accounting expenses, (3)
$41, 627 paid to Horsley & Wtten, Inc. (Horsley & Wtten), for
envi ronment al studies, (4) $35,000 paid to Wallace & Co., and (5)
$19, 169 paid to the Private Merchant Banking Co. (PMBC).!* M.
Hughes paid all of those expenses from his personal account,
except for the PMBC expense, which HCAC paid fromits account.
The Nutter fees represent: (1) $566, 030 of capital expenditures
includable in the basis of the rights of first refusal, (2)
$36, 662 for tax advice, (3) a $100,000 “success fee” for which
there was no witten contract (this “fee” was paid pursuant to an
oral agreenent between M. Hughes and Nutter, and the anobunt
t hereof was not set until after the 2001 transaction), (4) $6,000

in section 212 expenses of HCAC, (5) $6,607 in section 212

1Al t hough HCAC reported a basis of $825,162 on its return,
t he underlying expenditures that the parties stipul ated HCAC
clainmed on its return actually total ed $825, 163.
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expenses of the Marshall Cohans, and (6) $13,664 of nondeducti bl e
personal expenditures. ?°
HCAC i ssued to each couple a Schedule K-1 (Form 1065),
Partner’s Share of Incone, Credits, Deductions, etc., for 2001
reflecting that couple’s share of long-termcapital gain and

charitabl e contri buti on deduction as foll ows:

Long-term Charitable
Petitioners capital gain contribution deduction
Hugheses $4, 881, 399 $1, 034, 123
Mar shal | Cohans 3,416, 195 1,034, 123
Al debor ghs 839, 000 - 0-

On their 2001 Federal incone tax returns, petitioners reported

t he amounts shown on their respective Schedules K-1. The
Marshal | Cohans attached the gift letter to their 2001 Federal
inconme tax return to substantiate their clainmed charitable
contribution deduction resulting fromthe 2001 transaction. The
Hugheses did not do simlarly.

Xl . Noti ces of Deficiency

By notices of deficiency, respondent (1) disallowed the
charitable contribution deductions that HCAC, the Hugheses, and

the Marshall Cohans clainmed with respect to the 2001 transacti on,

20Sec. 212 generally authorizes a deduction for ordinary and
necessary expenses paid or incurred during the taxable year for
t he production or collection of inconme; for the managenent,
conservation, or maintenance of property held for the production
of incone; or in connection with the determ nation, collection,
or refund of any tax.
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(2) determ ned that HCAC and petitioners had realized $15, 381, 755
of ordinary incone on HCAC s “conveyance” to TNC of the rights of
first refusal, instead of the reported $9, 136,593 net capital
gain,? and (3) determi ned that each couple was liable for a
section 6662(a) penalty. Respondent did not include in the

noti ces of deficiency an expl anati on of how he cal cul ated the
$15, 381, 755 of ordinary income (or alternatively net long-term
capital gain). W infer fromthe record, however, that the
consideration and the value of that consideration included in

cal cul ating the $15, 381, 755 (and the parties’ positions with

respect thereto) are as foll ows:

2lRespondent determined alternatively that HCAC s net |ong-
termcapital gain was $15, 381, 755, rather than $9, 136,593 as
reported, because HCAC failed to report certain consideration it
received in the 2001 transaction and did not establish its
reported basis of $825, 162.
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HCAC s tax Notices of

Respondent’ s Petitioners’

Consi derati on return deficiency trial position trial position

Bl ue Heron $625, 000 $625, 000 1$915, 000 $625, 000
Sanderling 1, 000, 000 1, 000, 000 21, 400, 000 1, 000, 000
Lot 2 2,250,000 2,250,000 82,900, 000 2, 250, 000
Lot 3 2,500,000 2,500, 000 43, 200, 000 2,500, 000
Tax nmake-whol e payment 1, 484, 000 1, 484, 000 1, 484, 000 1, 484, 000
Past | egal fees 1, 700, 000 1, 700, 000 1, 700, 000 1, 700, 000
Current |egal fees 402, 755 402, 755 402, 755 402, 755
New beach rights

received as to the

exi sting properties - 0- 2,400, 000 1, 400, 000 - 0-
Reci procal right - 0- 1, 220, 000 1, 155, 450 - 0-
New beach rights

received as to the

exi sting properties

as initially val ued

by M. Laporte on

Aug. 24, 2001° -0- 750, 000 -0- -0-
Horse barn | ease - 0- 500, 000 120, 000 54, 000
Al debor gh | ease - 0- 450, 000 85, 000 18, 000
Lot 29 option -0- 100, 000 4, 000 4, 000
WIld right of way

rel ocation - 0- - 0- 3,751 - 0-
Land bank fees - 0- - O0- 10, 000 10, 000

Tot al 9,961, 755 15, 381, 755 14,779, 956 10, 047, 755

Y ncl udes $650, 000 of val ue (before consideration of any value for the
conservation restrictions included in the 2001 transaction or for the new
beach rights), $65,000 of value fromthe inposition of the conservation
restrictions on July 20, 2001, and $200,000 of value for the new beach rights
received in the 2001 transaction as to Bl ue Heron

2Includes $1 nillion of value (before consideration of any value for the
conservation restrictions included in the 2001 transaction or for the new
beach rights), $200,000 of value fromthe inposition of the conservation
restrictions on July 20, 2001, and $200, 000 of value for the new beach rights
received in the 2001 transaction as to Sanderli ng.

%Includes $2.25 nillion of value (before consideration of any value for
the conservation restrictions included in the 2001 transaction or for the new
beach rights), $450,000 of value fromthe inposition of the conservation
restrictions on July 20, 2001, and $200, 000 of value for the new beach rights
received in the 2001 transaction as to lot 2.

“I'ncludes $2.5 million of value (before consideration of any val ue for
the conservation restrictions included in the 2001 transaction or for the new
beach rights), $500,000 of value fromthe inposition of the conservation
restrictions on July 20, 2001, and $200, 000 of value for the new beach rights
received in the 2001 transaction as to lot 3.

SThese new beach rights were also valued in the Wallace | etter dated
July 16, 2001, at $400,000 apiece (or a total of $2.4 mllion).



OPI NI ON

Burden of Proof

A taxpayer generally has the burden of proving that the
Comm ssioner’s determnation is in error. Rule 142(a)(1). |If,
however, a taxpayer produces credible evidence with respect to
one or nore factual issues relevant to ascertaining the
t axpayer’s Federal inconme, estate, or gift tax liability, the
burden of proof may shift to the Secretary? as to that issue (or
those issues). See sec. 7491(a)(1). The burden of proof wll
shift to the Secretary if the taxpayer neets the foll ow ng
requi renents of section 7491(a)(2): (1) The taxpayer
substantiates any itemas required by the Code, (2) the taxpayer
mai ntains all records required by the Code, and (3) the taxpayer
cooperates with the Secretary’ s reasonabl e requests for
W tnesses, information, docunents, neetings, and interviews.
Section 7491(a)(2)(C also provides that, in order to shift the
burden of proof, a taxpayer that is a partnership, a corporation
or a trust (other than a qualified revocable trust as defined in
section 645(b)(1)) nmust neet the requirenents of section
7430(c)(4) (A (ii) (which in turn references the net-worth

requi renents of 28 U.S.C. sec. 2412(d)(2)).

2The term “Secretary” neans the Secretary of the Treasury
or his delegate. Sec. 7701(a)(11).



- 42 -
Petitioners do not contend that section 7491(a) (1) applies.
In addition, petitioners have not established that they satisfied
the requirenents of section 7491(a)(2). W hold that section
7491(a) (1) does not apply to shift the burden of proof to

respondent. See Goosen v. Conm ssioner, 136 T.C 547, 558

(2011); Stipe v. Comm ssioner, T.C Meno. 2011-92.

Petitioners nmake one argunent as to which party bears the
burden of proof with respect to the deficiencies. Specifically,
t hey argue that respondent nust prove that their properties were
enhanced in val ue through the conservation restrictions arising
fromthe 2001 transaction in determ ning the amunt of any
charitable contribution deduction resulting fromthat
transaction. W need not and do not address that argunent
because we hold infra that petitioners failed to neet the
requi renments under section 170(f)(8) for any charitable
contribution deduction as to the 2001 transacti on.

1. Charitable Contribution Deductions

A. Backgr ound

We now deci de whet her petitioners have proven that
respondent erroneously disallowed the charitable contribution
deductions cl ai med under section 170 in connection with the 2001
transaction. HCAC allocated HCAC s cl ainmed charitable

contribution deduction one-half to the Hugheses and one-half to
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the Marshall Cohans. Each coupl e deducted the anmounts all ocated
to them

B. Section 170 and Requl ati ons

Section 170(a)(1) authorizes a deduction for charitable
contributions paid within a taxable year to or for the use of
organi zati ons described in section 170(c). However, a taxpayer
may not deduct any charitable contribution of $250 or nore unl ess
the taxpayer substantiates the contribution with a
cont enporaneous witten acknow edgnent fromthe charitable
organi zation. Sec. 170(f)(8)(A). The witten acknow edgnent
generally nmust include the following three things: (1) The
anount of cash paid and a description (but not the value) of any
property other than cash contributed; (2) whether the donee
organi zati on provi ded any goods or services in consideration for
the cash or property contributed; and (3) a description and good-
faith estimate of the value of any goods or services provided by
t he donee organi zation. Sec. 170(f)(8)(B). A witten
acknow edgnent is contenporaneous if the taxpayer obtains the
acknow edgnent on or before the earlier of the date on which the
taxpayer files a return for the taxable year in which the
contribution was made, or the due date (including extensions) for

filing such return. Sec. 170(f)(8)(C
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A charitabl e organi zati on provi des goods or services in
consideration for a taxpayer’s paynent if, at the tine the
t axpayer makes the paynent to the donee organi zation, the
t axpayer receives or expects to receive goods or services in
exchange for that paynent. Sec. 1.170A-13(f)(6), Incone Tax
Regs. (Goods or services generally include cash, property,
services, benefits, and privileges, and goods or services
provided in a year other than the year in which the taxpayer
makes the payment.? Sec. 1.170A-13(f)(5), (6), (8), Incone Tax
Regs. A good-faith estinate neans the donee organi zation’s
estimate of the fair market val ue of the goods and services
provi ded, without regard to the manner in which the organization
made the estimate. Sec. 1.170A-13(f)(7), Inconme Tax Regs.

A taxpayer nmay rely on a contenporaneous witten
acknow edgnent for the fair market val ue of any goods or services
provided to the taxpayer by the charitable organization. Sec.
1. 170A-1(h)(4) (i), Inconme Tax Regs. However, a taxpayer nmay not
use a charitable organization’s estimte of the value of goods or
services as the fair market value if the taxpayer knows, or has
reason to know, that the estimate is unreasonable. Sec. 1.170A-

1(h)(4)(ii), Inconme Tax Regs.

28Certai n goods or services may be di sregarded for purposes
of sec. 170(f)(8). Sec. 1.170A-13(f)(8), Incone Tax Regs. None
of the exclusions applies here.



C. Analysis
HCAC received from  TNC the gift letter describing the rights

of first refusal that HCAC transferred to TNC and di scl osi nhg sone
of the itens of consideration, and their estinmted val ues, that
HCAC received in return. TNC, however, did not disclose in the
gift letter several itens of consideration, including the horse
barn | ease, the Al deborgh |ease, the WIld right-of -way

rel ocation, the lot 29 option, and the |and bank fees paid on
behal f of HCAC. That nondi scl osure, according to respondent,
precl udes HCAC and petitioners fromclaimng a charitable
contribution deduction because HCAC did not receive an adequate
witten acknow edgnent as required under section 170(f)(8).2
Petitioners concede that HCAC received the omtted itens of
consideration from TNC and that the omtted itens were
erroneously excluded fromthe gift letter.

We nust deci de whether the gift letter included a good-faith
estimate of the value of the consideration that HCAC received in
the 2001 transaction and whet her HCAC, the Hugheses, or the
Mar shal | Cohans reasonably relied on that letter to claimtheir
charitabl e contribution deductions under section 170. W decide

both inquiries in the negative.

24Respondent al so contends that the gift letter is deficient
because M. LaPorte’ s appraisals of the four properties did not
account for the conservation restrictions. As discussed infra,
we conclude that M. LaPorte accounted for those restrictions in
hi s apprai sal s.
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1. &ood-Faith Estinate

The Court has previously held that a taxpayer did not
satisfy the requirenents under section 170(f)(8) when
consi deration the taxpayer received was not disclosed in the

acknow edgnent. See, e.g., Addis v. Conmm ssioner, 118 T.C. 528

(2002), affd. 374 F.3d 881 (9th Cir. 2004). |In Addis, the
taxpayers clained a charitable contribution deduction for
paynments to a charitable organization, which in turn used the
paynments to pay premiuns on a charitable split-dollar life

i nsurance policy for one of the taxpayers. 1d. at 529. The
policy provided that a percentage of death benefits would go to
the charity and the rest to the taxpayers’ famly trust. 1d.
The taxpayers reserved the right to borrow on or to surrender the
policy. 1d. at 532. The taxpayers did not require that the
charity use the paynents for the prem uns but expected it to do
so. |d. at 531. The taxpayers received a receipt fromthe
charity stating that the charity provided no goods or services
for the paynents. |d.

We anal yzed whet her the receipt satisfied the substantiation
requi renents under section 170(f)(8). W first concl uded that
the taxpayers received fromthe charity the right to receive a
percentage of the death benefits on the insurance policy and that
the right constituted consideration. [d. at 535-536. W then

concluded that the charity’'s failure to disclose the
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consideration in the receipt meant that the charity also failed
to make a good-faith estimate of the value of the benefit it gave
to the taxpayers. |d. at 536-537. W noted that the failure to
di scl ose the consideration was in the interest of both the
taxpayers and the charity. 1d. W disallowed the entire
charitable contribution deduction, stating that the witten
acknow edgnent did not include a good-faith estimate of the
benefits the taxpayers received and that the taxpayers
“unquestioningly and sel f-servingly” used that erroneous
acknow edgnent to claimtheir charitable contribution deduction.
Id.

The Court of Appeals for the Nnth Grcuit affirmed our

di sal |l owance of the entire deduction. See Addis v. Commi SSi oner,

374 F.3d at 887. The court enphasi zed that section 170(f)(8) is
inportant to the effective adm nistration of our self-reporting
tax systemand that “‘the Governnent depends upon the good faith
and integrity of each potential taxpayer to disclose honestly al
information relevant to tax liability.”” 1d. at 884, 887

(quoting United States v. Bisceglia, 420 U. S. 141, 145 (1975)).

The taxpayers argued that they were entitled to rely on the
recei pt and that the goods and services did not have to be

di scl osed because they were insubstantial. The court disagreed.
Id. at 887. The court stated that the taxpayers had reason to

know that the recei pt was wong because they were privy to al
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the details of the arrangenent and that the taxpayers had reason
to know that the consideration they expected was substanti al.
Id.

The Addis case is instructive to our decision here. TNC
aspired to structure the 2001 transaction to mnimze or to
elimnate the portion of petitioners’ tax liabilities that TNC
agreed to pay, and TNC (through its officers and attorneys) knew
that any decrease in the value of consideration that HCAC
recei ved woul d reduce those liabilities.? |In addition, after
the transaction was structured, TNC had an incentive to exclude
fromthe gift letter part of the consideration that TNC received
because the | ess consideration disclosed in the gift letter, the
nore the gift letter would on its face support the reporting of a
greater charitable contribution deduction (and thus | esser

rei mbursenent).

TNC s incentive was expressed in the final agreenent as
fol |l ows:

if it is determned that there is in fact a bargain
sale gift being nmade by the LLC [HCAC] to TNC, then in
determ ning the amount of a tax liability for which TNC
is responsi ble hereunder, the tax savings from any
charitabl e deductions * * * which are credited to the
LLC as a result of such bargain sale gift shall be
netted against any of the tax liabilities which may
have been created by any of the other conponents of
this transaction in order to determne the ultimte net
tax liability for which TNC is responsible to indemify
the LLC
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The postclosing negotiations illustrated the parties’

intentions regarding the gift letter. They focused primarily on
drafting the bargain sale gift agreenent, on which TNC based the
gift letter, and the attorneys for TNC and HCAC actively
negoti ated the details and the contents of the bargain sale gift
agreenent (and hence the gift letter) with TNC s goal in m nd.
To be sure, M. Hughes described the bargain sale gift agreenent
as a “highly negotiated instrunent” that involved “a | ot of back
and forth with the appraiser”, and the follow ng two exanpl es
illustrate TNC s and HCAC s negotiations on the contents of that
agreenent. First, on QOctober 23, 2001, M. Gso sent M. Birle
an Cctober 23, 2001, nenorandum w th attached charts depicting
TNC s and HCAC s prelimnary and final cal culations of the
bargain sale gift anount. TNC s and HCAC s cal cul ati ons are
di fferent because TNC and HCAC assigned different values to the
new beach rights, the release of the reciprocal right, the tax
make- whol e paynent, and the enhancenent to petitioners’ existing
property (TNC and HCAC di sput ed whet her the enhancenent shoul d be
taken into account at all). Second, on Novenber 26, 2001, M.
Banford, who had a stake in the tax nake-whol e paynent because he
agreed to give TNC the noney to cover petitioners’ tax
l[tabilities resulting fromthe 2001 transaction, sent an email to
M. Gso, which was forwarded to M. d eason. The email stated:

Rob [ Hughes] said that after we agree on a cash payout,
he’d try to increase the gift. | inpressed upon him
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t hat unl ess we benefited sonehow we woul d not be
supportive in reducing the $10, 450,000 that is used to
derive the gift value, so we agreed that we’'d get $.17
credited agai nst the TMW[tax make-whol e] paynent for

every $1 that |and value, |legal fees, beach rights, and
preenptive rights are reduced.

* * * * * * *

When they reeval uated their apprai sed val ues of those

various categories, with the intent of comng up with a

statenent that TNC signs off on for the gift value, any

reduction in the $10,450,000 is nultiplied by .17, that
anount is given to TNC, and the renai nder of the escrow
account goes to HCAC
Both M. G so’'s nenorandum and M. Banford's email illustrate
that TNC and HCAC negoti ated which itens of consideration, and
the value of that consideration, to include in the bargain sale
gift agreenent (and hence in the gift letter).

In addition, the attorneys for TNC and for HCAC were
intimately aware of the specific itens of consideration that HCAC
received, and they were actively involved with M. LaPorte in his
apprai sal assignnent, including M. G eason’s dictating to M.
LaPorte the itens that he needed to appraise as consideration
that HCAC received for the transfer to TNC of the rights of first
refusal. While M. LaPorte was preparing his appraisal of the
rights of first refusal and other itens of consideration, M.

LaPorte received a copy of M. d eason’s request which asked M.

LaPorte to consider, anong other things, the omtted items. M.
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LaPorte al so received a copy of M. deason's followp letter.?5
M. LaPorte faxed M. d eason’s request and followp letter to
M. Gso. M. Gso s only explanation for omtting the Al deborgh
| ease and driveway relocations was that they “just fell off the
radar screen”. He also explained that he assuned the ot 2 and 3
apprai sal s included the value of the horse barn.?” Al though M.
Gso testified that his confusion resulted fromthe conplexity of
t he negotiations, we do not find M. G so’ s explanation on this
point to be credible and we decline to rely upon it. See

Neonat ol ogy Associates, P.A. v. Conmm ssioner, 115 T.C. 43, 84-87

(2000), affd. 299 F.3d 221 (3d Cr. 2002).
M. Wl koff, who signed the final gift letter, and M.
Birle, who signed an earlier draft of the gift letter, also were

unabl e to explain the inadequacies in the gift letter.?® Both

26The record does not specifically show why M. LaPorte
ignored those itens after receiving M. deason’ s request and
followp letter. The evidence, however, suggests that M.
LaPorte may have been instructed to do so. M. LaPorte
participated in several teleconferences with M. G so and M.
A eason regardi ng “Cohan/ Al deborgh appraisals” within days after
M. LaPorte faxed to M. G so a copy of M. d eason’s request and
followmup letter. Al though the substance of those conversations
is not clear fromthe record, the series of teleconferences after
M. Gso received a copy of those letters indicates that sone
di scussion likely involved the content of the letters.

2INot hing in the record indicates an associ ati on between the
horse barn | ease and lots 2 and 3.

28The record does not show who drafted the gift letter. M.
Wbl kof f explained that gift letters are prepared by TNC s
regi onal counsel or sonmeone working under him Further, M.
(continued. . .)
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reviewed either the final gift letter or the earlier draft.?°
M. Birle stated that when he signed the earlier draft, he
“didn’t really give it that much thought”. M. Wl koff renenbers
di scussions regarding the horse barn, but he did not verify the
information in the gift letter.

As unsatisfying as the explanations offered at trial
regarding the omssions in the gift letter (and in the bargain
sale gift agreenent) were, the record neverthel ess denonstrates
that TNC and HCAC negoti ated the disclosure of the consideration,
and that both TNC and HCAC knew the gift letter excluded itens of
consi deration that HCAC received fromTNC. W so find. In fact,
the record strongly suggests that representatives of TNC and HCAC
made a consci ous decision to exclude itens of consideration
received in the 2001 transaction in calculating the amount of the
bargain sale gift and to play the audit lottery with the hope of
mnimzing the tax indemification amount. After a careful
review of the record, we conclude that the gift letter did not

i nclude a description or a good-faith estimate of the total

28( ... continued)
Wl koff stated, M. Birle worked nostly on this transaction and
either M. Birle or sonmeone under his direction would have
prepared the letter. M. Birle, however, testified that sonmeone
at Choate probably prepared the letter.

2°The earlier draft listed the sane consi derati on val ue as
the final gift letter. The only difference was a cal cul ation
error.
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consideration (i.e., goods and services) that HCAC received in
the 2001 transacti on.

2. Reasonabl e Reli ance

We next address whether HCAC, the Hugheses, or the Marshal
Cohans reasonably relied on the gift letter. Like the taxpayers

in Addis v. Conmm ssioner, 118 T.C 528 (2002), HCAC received

benefits from TNC that were not disclosed in the gift letter.
HCAC bargai ned for those itens in the October 2000 agreenent and
the final agreenment, and TNC agreed to convey those itens to
HCAC. Before the 2001 transaction closed, M. Hughes requested
and received the Wal |l ace | etter appraising, anong other things,
the horse barn | ease, the Al deborgh |ease, the |ot 29 option, and
the WId right-of-way relocation.* M. Willace reported that

the horse barn | ease, the Al deborgh |ease, the |ot 29 option, and
the WIld right-of-way relocation had a conbi ned val ue of at | east
$1.25 million. 1In addition, M. d eason requested but did not
receive fromM. LaPorte an appraisal of the omtted itenms. M.

d eason sent M. Hughes a copy of his request. Despite severa

M. Wallace al so valued the enhancenents to petitioners’
and the Al deborgh children’s existing properties. Although the
bargain sale gift agreenent |ists “beach rights/enhancenents” of
$750, 000, that amount represents only the beach rights. W need
not deci de whet her the enhancenents shoul d have been included in
calculating the bargain sale gift anmount. However, TNC did not
request an appraisal regarding the enhancenents. As M. G so
mentioned in his Cct. 23, 2001, nenorandum he used a “plug”
nunber for the value of the enhancenents only to achieve the
desired bargain sale gift anount.



- B4 -
requests for an appraisal of the omtted itens, neither
petitioners nor HCAC s attorneys questioned the gift letter’s
om ssi ons.

At trial M. Hughes could not (or would not) explain why the
bargain sale agreenent and the gift letter excluded those itens.
The | ack of any credi ble explanation of the exclusion is not
surprising given HCAC s obligation to cooperate with TNC in
mnimzing the tax liability resulting fromthe 2001 transacti on.
TNC nenorialized that obligation in the final agreenent as
fol |l ows:

The LLC [HCAC] will cooperate in good faith with TNC,

* * *  to permt the conveyances * * * to be structured

to mnimze the state and federal tax inpact on the LLC

resulting fromsuch transfers; provided, however, that

nothing in this Section 7.1.5 shall be construed as
requiring the LLC to take any action or to refrain from
acting, if the LLC s attorneys or tax advisers advise

the LLC that such action or failure to act could result

incivil or crimnal penalties * * *.

HCAC, petitioners, and their attorneys knew about all of the
itens of consideration in the final agreenent, and they knew or
shoul d have known that certain of those itens were omtted in
calculating the bargain sale gift amount. They al so knew about
HCAC s contractual obligation to cooperate in structuring the
bargain sale gift. Under these circunstances we concl ude that
nei t her HCAC, the Hugheses, or the Marshall Cohans reasonably

relied on the gift letter to calculate their charitable

contri buti on deducti ons.
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3. Substantial Conpliance Doctrine

Al t hough petitioners now concede that the omtted itens
shoul d have been included in the gift letter, they maintain that
we shoul d uphold the charitable contribution deductions because
the value of the omtted consideration was mnor relative to the
value of the rights of first refusal and the total consideration

They cite Bond v. Conmi ssioner, 100 T.C. 32 (1993), for their

position that substantial conpliance is sufficient with respect
to section 170 and the regul ati ons thereunder.

In Bond v. Commi ssioner, supra, we addressed whet her the

t axpayers substantiated their charitable contribution when they
failed to obtain and attach a separate qualified appraisal report
to their Federal income tax return as required under section
1. 170A-13, Incone Tax Regs. The taxpayers included all required
i nformation, except the appraiser’s qualifications, in their Form
8283, Noncash Charitable Contributions, which they attached to
their return, instead of in the separate qualified appraisal
report. 1d. at 42. Recognizing that the taxpayers provided al
information “to establish the substance or essence of a
charitable contribution”, we concluded that the taxpayers
“substantially conplied” with the regul ati ons, and we uphel d
their charitable contribution deduction. 1d.

Bond is distinguishable fromthis case. The taxpayers in

Bond failed to follow a fornality but otherw se provided al
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information required to substantiate their charitable
contribution. HCAC, the Hugheses, and the Marshall Cohans failed
to di scl ose anywhere on their returns information relating to the
total consideration received from  TNC that was necessary for
determ ning the amounts, if any, of the charitable contribution
deductions. Congress enacted section 170(f)(8) specifically to
require disclosure of such information. See H Rept. 103-111, at
785 (1993), 1993-3 C.B. 167, 361-362. HCAC, TNC, the Hugheses,
and the Marshall Cohans, and their correspondi ng attorneys,
shoul d have known (and in fact knew) that HCAC had received
consideration in the 2001 transaction that was not |isted or
valued in the gift letter. They nevertheless blindly relied on
the gift letter to calculate the charitable contribution
deductions. W do not accept as credible their explanation for
t hi s behavior, and we concl ude that neither HCAC, the Hugheses,
or the Marshall Cohans substantially conplied with section

170(f)(8). Cf. Smith v. Conmissioner, T.C. M. 2007-368, affd.

364 Fed. Appx. 317 (9th Gir. 2009).

4. Concl usion

Because we find that (1) the gift letter did not include a
description or a good-faith estimate of the total consideration
as required under section 170(f)(8); and (2) any clainmed reliance
on the letter was unreasonable, we hold that HCAC, the Hugheses,

and the Marshall Cohans failed to satisfy the requirenents under



- 57 -
section 170(f)(8), and we sustain respondent’s disall owance of
the charitable contribution deductions.3 See Addis v.

Commi ssioner, 374 F.3d at 887 (“The deterrence val ue of section

170(f)(8)’s total denial of a deduction conports with the
effective adm nistration of a self-assessnent and self-reporting
system ).

I11. Valuation

A. Backgr ound

Respondent contends, and petitioners do not dispute, that

HCAC s 2001 gross inconme includes the fair market values of the

31Because we concl ude that sec. 170(f)(8) disallows any
charitabl e contribution deduction, we need not and do not decide
whet her HCAC nade a bargain sale charitable contribution to TNC
or the anount of any such contribution. W note, however, that
it appears that such a contribution was not nade. First, the
fair market val ue of the consideration that HCAC received in the
2001 transaction exceeded the $14 mllion fair market val ue of
the rights of first refusal. See United States v. Am Bar
Endownent, 477 U.S. 105, 116-118 (1986). Second, HCAC seens to
have | acked the requisite intent to nake a contribution, see id.,
in that HCAC decided to treat the 2001 transaction as a bargain
sale contribution at the suggestion of TNC s counsel. This
suggestion (and HCAC s decision to treat and report the 2001
transaction as such a contribution) occurred near the end of
HCAC s and TNC s renegotiation of a few of the terns of the
Cct ober 2000 agreenment. Tellingly, incident to TNC s ultimately
agreeing to pay a greater anmount of HCAC s | egal costs than
previously agreed, TNC in the renegotiations ained to structure
the 2001 transaction to mnimze or elimnate its liability to
rei mburse petitioners for their paynment of Federal and State
i ncome taxes stenmm ng fromthe 2001 transaction. HCAC and TNC
bot h knew during the renegotiations that HCAC s claimto a
charitable contribution deduction could reduce or elimnate that
liability and that TNC had effectively agreed to pay any tax,
interest, and penalty on any ultimte disallowance of the
reported deduction.
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foll ow ng property interests: (1) Blue Heron, (2) Sanderling,
(3) lots 2 and 3, (4) the horse barn | ease, (5) the Al deborgh

| ease, (6) the WId right-of-way relocation, and (7) the new
beach rights. The parties di sagree, however, regarding the fair
mar ket val ues of these property interests (collectively, the

di sputed property interests). 32

B. Fair Market Val ue Standard

1. Overview
For Federal income tax purposes the rel evant val uation
standard is “fair market value”, and that term denotes “the price
at which the property woul d change hands between a willing buyer
and a willing seller, neither being under any conpul sion to buy
or sell and both having reasonabl e knowl edge of relevant facts.”

Sec. 1.170A-1(c)(2), Incone Tax Regs.; see Rolfs v. Conm ssioner,

135 T.C. 471, 489 (2010); Browning v. Conmm ssioner, 109 T.C. 303,

314 (1997); cf. United States v. Cartwight, 411 U S. 546, 551

(1973). We decide the fair market value of the disputed property
interests as of the date of the 2001 transaction, on the basis of
a hypothetical wlling buyer and a hypothetical wlling seller.

See Doherty v. Conmm ssioner, 16 F.3d 338, 340 (9th Cr. 1994),

32Al t hough respondent contends that the value of any
enhancenments to petitioners’ and the Al deborgh children’s
exi sting properties resulting fromthe conservation restrictions
i nposed in the 2001 transaction nust be taken into account in
determ ning HCAC s charitable contribution, respondent does not
argue that the value of any such enhancenents shoul d be incl uded
separately in gross incone.
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affg. T.C. Meno. 1992-98; Boltar, L.L.C v. Conm ssioner, 136

T.C. 326, 336 (2011); Rolfs v. Comm ssioner, supra at 480-481;

Arbor Towers Associates, Ltd. v. Conm ssioner, T.C. Mno.

1999-213; sec. 1.170A-1(c)(1), Inconme Tax Regs; see also Estate

of Bright v. United States, 658 F.2d 999, 1005-1006 (5th G r

1981). The characteristics of these hypothetical persons are not
necessarily the sanme as the personal characteristics of the
parties to the 2001 transaction, and we take the views of both

hypot heti cal persons into account. See Estate of Bright v.

United States, supra at 1005-1006; Estate of Newhouse V.

Conmm ssioner, 94 T.C. 193, 218 (1990); Estate of Scanlan v.

Comm ssioner, T.C Meno. 1996-331, affd. w thout published

opinion 116 F. 3d 1476 (5th Cr. 1997). The fair market val ue of
property reflects its highest and best use as of the date of its
val uation, and no know edge of future events affecting its val ue,
the occurrence of which was not reasonably foreseeable on the

valuation date, is given to the hypothetical persons. Estate of

Newhouse v. Conmi ssioner, supra at 218; cf. sec. 20.2031-1(b),

Estate Tax Regs. The fair market value of property is not

affected by whether an owner has actually put the property to its
hi ghest and best use. The reasonabl e and objective possibilities
for the highest and best use of property control its value. See

United States v. Meadow Brook O ub, 259 F.2d 41, 45 (2d Gr.
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1958); Stanley Wrks & Subs. v. Conm ssioner, 87 T.C. 389, 400

(1986) .

2. Conmmon Appr oaches for Determ ning Fair Mrket Val ue

a. Overview
The Court wusually considers one or nore of three approaches
to determine fair market value: (1) The market approach, (2) the
i ncone approach, and (3) the asset-based approach. Bank One

Corp. v. Conm ssioner, 120 T.C 174, 306 (2003), affd. in part,

vacated in part sub nom and remanded on anot her issue JPMrgan

Chase & Co. v. Conmi ssioner, 458 F.3d 564 (7th Cr. 2006). The

guestion of whether one or nore of these approaches applies to a

case is a question of law. See Powers v. Conm ssioner, 312 U. S

259, 260 (1941); Bank One Corp. v. Conmm ssioner, supra at 306.

We briefly discuss each of these approaches.

b. Mar ket Appr oach

The mar ket approach (or sal es conpari son approach as it is
sonetinmes called) is usually helpful in valuing residential
property. This approach requires a conparison of the subject
property with simlar properties sold in arm s-1length

transactions in the same ti meframe. Bank One Corp. V.

Commi ssi oner, supra at 307. This approach val ues the subject

property by taking into account the sale prices of the conparable
properties and the differences between the conparabl e properties

and the subject property. 1d. This approach neasures val ue
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properly only when the conparable properties have qualities
substantially simlar to those of the subject property. 1d.

C. | ncone Appr oach

The i ncone approach is usually helpful in valuing income-
produci ng property such as rental property. This approach
relates to capitalization of inconme and di scounted cashflow 1d.
Thi s approach val ues property by conputing the present val ue of
the estimated future cashflow as to that property. 1d. The
estimated cashflow is ascertained by taking the sum of the
present value of the avail able cashflow and the present val ue of
the residual value. |1d.

d. Asset—-Based Approach

The asset-based approach is usually hel pful in valuing
property with new i nprovenents, where the costs of the

i nprovenents are readily accessible. This approach generally

val ues property by determ ning the cost to reproduce it. 1d.
C. Experts

Petitioners and respondent each called a witness to testify
as an expert on the valuation of the disputed property interests.
Petitioners’ witness, M. LaPorte, is anong other things a
Massachusetts general certified real estate appraiser and a
senior vice president of Meredith & Gew, Inc., a Boston-based
conpany that provides worldw de real estate services. M.

LaPorte’s specialty for 30 years has been working on field
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vari ety apprai sal and consulting assignnments on projects in
various States including Massachusetts. Respondent’s wi tness,
Janmes J. Czupryna, ASA (M. Czupryna),® is a Massachusetts
certified general real estate appraiser and an independent real
estate appraiser and consultant. M. Czupryna is famliar with
and very know edgeabl e about real estate values on Martha's
Vi neyard, and he has appraised a | arge nunber of properties on
Martha's Vineyard. M. Czupryna also has taught and witten on
t he nmet hodol ogy of val uing |and subject to conservation
restrictions, and he regularly consults with property owners on
measuring the change in market value resulting from conservation
easenents/restrictions.

The Court recogni zed each of the proffered expert w tnesses
as an expert on the valuation of the disputed property interests.
Each expert then testified upon direct exam nation primarily
t hrough his expert report(s), see Rule 143(g)(1), which the Court
accepted into evidence. W nmy accept or reject the findings and
concl usions of these experts, according to our own judgnent. See

Parker v. Conmi ssioner, 86 T.C 547, 561-562 (1986). In

3% The designation “ASA’ signifies nenbership in the
American Society of Appraisers. M. Czupryna is a senior nenber
with the American Society of Appraisers.
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addition, we may be selective in deciding what parts (if any) of
their opinions to accept.® See id.

D. Overvi ew of Expert Testi nobny

1. M. LaPorte

M. LaPorte appraised the four properties and reflected his
appraisals in a witten appraisal report that he issued to TNC on
August 24, 2001 (consolidated plan report). He used July 15,
2001, as the relevant valuation date. M. LaPorte al so appraised
the four properties assumng that the Wallace famly woul d
devel op the 33-1ot subdivision, in order to value the rights of
first refusal; and he issued to M. d eason a separate witten
report reflecting those appraisals on August 24, 2001 (33-1|ot
subdi vi si on report).

As a prelimnary matter, respondent asserts that M. LaPorte
used the wong valuation date in the consolidated plan report.
According to respondent, M. LaPorte did not consider the
conservation restrictions because his valuation date was July 15,
2001, 5 days before TNC i nposed the restrictions. Although M.

LaPorte conceded at trial that he used the wong val uation date

3%\ note at the outset that both experts referred not to
“fair market value” but to “market value” or to “value”. Wile
the neaning of the latter two ternms is not necessarily the sane
as the meaning of the applicable term*“fair market value”, we
find that, except as otherw se noted herein, the nmeanings are
sufficiently simlar in the setting at hand to allow us to rely
on the experts’ opinions to decide the fair market val ues of the
di sputed property interests.
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in his report, he testified that he considered the conservation
restrictions in his appraisals, and we find his testinony on this
point to be credible. M. LaPorte’s consolidated plan report
confirms his testinony. The report states in the “SUMVARY OF

| MPORTANT FACTS AND CONCLUSI ONS” under “ENCUMBRANCES AND
EASEMENTS” that the properties were subject to various
conservation restrictions and easenents. The consolidated plan
report also notes that TNC anticipated a limted devel opnent
plan. W conclude that M. LaPorte considered the conservation
restrictions in his appraisals in the consolidated plan report.

2. M. Czupryna

M. Czupryna apprai sed the four properties as of two dates:
(1) July 14, 2001, assum ng devel opnment of the 33-1ot subdivision
pl an; and (2) July 20, 2001, after TNC i nposed the conservation
restrictions that were part of the 2001 transaction. He issued
his report on Septenber 18, 2006.

In his posttrial brief, respondent raises for the first tine
whet her M. Czupryna included the val ues of the new beach rights
that attached to each of the four properties in valuing the
properties as of July 20, 2001. Respondent contends that M.
Czupryna did not include the values of those new beach rights in
the values he assigned to the four properties. Respondent
contends that the value of each of the four properties reflected

in M. Czupryna's July 20, 2001, appraisal nust be increased by
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$200,000 to reflect the value of the new beach rights that
attached to each property as a result of the 2001 transaction.
Respondent’ s argunent requires us to examne M. Czupryna’s
apprai sal report to determ ne whether M. Czupryna included the
val ues of the new beach rights in the values he derived for the
four properties. Respondent did not ask M. Czupryna about this
issue at trial

While M. Czupryna apprai sed the six new beach rights that
attached to petitioners’ and the Al deborgh children’s existing
properties, it is readily apparent that he did not appraise the
new beach rights that attached to the four properties.
Respondent asks the Court to value the new beach rights that
attached to the four properties at the sane value that M.
Czupryna ascertai ned for each of the new beach rights that
attached to the existing properties. W agree that all of the
new beach rights have the sane fair market value. As we have
found, separate beach rights attached to the four properties and
to the six existing properties, and each of those rights
permanently allowed the sanme type and extent of access to the
same beach. |In addition, M. Hughes testified that his beach
rights had “i mense value” and were “priceless”, and M. LaPorte,
in his report, did not differentiate anong the new beach rights
that attached to the four properties and stated specifically that

the new beach rights that attached to three of the four
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properties were the “same”. M. LaPorte also testified that the
val ue of the new beach rights would be the same if none of those
rights was discounted to reflect any personal beach right held by
an owner of the property and that the undi scounted beach rights
were worth between $200, 000 and $250, 000. 3%

We concl ude that the new beach rights significantly enhanced
the val ues of the properties to which they attached by |ike
amounts and that the fair market val ue of each of the four
properties as ascertained by M. Czupryna must be increased to
i nclude value for the beach rights that attached thereto. W
turn now to decide the fair market values of the four properties.

E. Valuation of the Four Properties

1. Bl ue Her on

a. M. LaPorte’'s Appraisal

In his consolidated plan report, M. LaPorte apprai sed Bl ue
Heron, with its new beach rights, at $625,000. He determ ned
that Blue Heron' s hi ghest and best use was as residenti al
property assum ng either denolition and new construction or

substantial renodeling with additions.

®M. Wallace also ascertained that each of the new beach
rights had significant value; and while he did not specifically
identify the value of the rights that attached to Bl ue Heron and
to Sanderling, he considered the separate beach rights that
attached to lots 2 and 3 to have the sane $400, 000 val ue as the
new beach rights that he determ ned attached to the six existing
properties.
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Usi ng a mar ket approach, M. LaPorte evaluated the foll ow ng

three sal es as conparabl e sal es:

Date of sale Land area Price Description
Jan. 26, 2000 5 acres $659, 000 This property is |ocated at 38

Sl ough Cove Rd. and has a view
of Edgartown Great Pond. This
property has no private beach
access.

Feb. 12, 2001 1.5 acres $600, 000 This property is |ocated at 63
Sl ough Cove Rd., across from
Bl ue Heron. This property is
a buildable lot with no
private beach access. This
property and Bl ue Heron have
i dentical public beach access.

Jan. 2, 2001 1.5 acres $639, 000 This property is |ocated at 65
Sl ough Cove Rd., adjacent to
63 Sl ough Cove Rd. and
opposite to Blue Heron. This
property has no private beach
rights.

Each of these properties was within 800 feet of Blue Heron.

M. LaPorte opined that Blue Heron's proximty to the FARM
Institute’s facilities would negatively affect the privacy of
Bl ue Heron, and he adjusted his appraisal accordingly, although
neither his appraisal nor his trial testinony indicated the size
of the adjustnent.

b. M. Czupryna' s Appraisa

M. Czupryna apprai sed Bl ue Heron at $715,000 as of July 20,
2001. Like M. LaPorte, M. Czupryna used a market approach to
value Blue Heron. His report listed the follow ng “conparabl e
sal es” of conventional building lots and waterfront |ots and

est at es:
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Conventional Building Lots

Locati on Land area (acres) Date of sale Selling price
63 Sl ough Cove Rd. 1.5 Feb. 12, 2001 $600, 000
65 Sl ough Cove Rd. 1.5 Jan. 12, 2001 639, 000
38 Sl ough Cove Rd. 5 Jan. 26, 2000 659, 000

VWaterfront Lot Sal es

Locati on Land area (acres) Date of sale Selling price
19 Atlantic Dr. 2.23 Dec. 26, 2000 $1, 500, 000
29 Bol dwat er 9.8 Mar. 15, 2000 1, 800, 000
48 Wt chwood Ln. 3 Cct. 15, 1999 3, 500, 000
Tur key Land Cove 29.3 Jan. 10, 1998 3, 150, 000

Herring Creek Farm Re-Sal es

Locati on Land area (acres) Date of sale Selling price
Lot 10 6.5 July 20, 2001 $4, 000, 000
Lots 5 and 6 9.62 and 15. 85 July 24, 2001 7, 250, 000
Lots 9 and 10 13. 46 and 10. 37 July 24, 2001 11, 000, 000
Lot 7 8.81 July 24, 2001 12, 000, 000

M. Czupryna' s report does not state whether he considered all of
hi s conparabl e sales in appraising Blue Heron (or any of the
other three properties). The three sales listed as “Conventi onal
Bui l ding Lots” were the sane sales that M. LaPorte relied upon
in his appraisal of Blue Heron.

M. Czupryna concluded that the value of Blue Heron was
$650, 000 wi t hout consideration of any enhanced val ue attri butable
to the conservation restrictions arising out of the 2001
transaction. Wth respect to the stated enhanced val ue, M.
Czupryna applied a 20-percent increase to the value of Sanderling
and lots 2 and 3 because the pastoral scenic vistas were
permanent|ly preserved by the restrictions inposed on the
surrounding lots through the 2001 transaction. According to M.

Czupryna, conservation restrictions placed on property often
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i ncrease (or enhance) the value of abutting property when the
restrictions preserve large tracts of highly visible |land as open
space, or otherw se permanently preserve panoram c, open vistas
fromthe abutting property. Such an increased val ue occurs, M.
Czupryna testified, because property owners |ike those on
Martha’s Vineyard are nost concerned with |and next to theirs
bei ng devel oped (either residentially or comrercially), and the
restrictions permanently protect the privacy and secl usion of,
and the scenic views from the abutting property. M. Czupryna
ascertained through his research that increase in value ranges
fromat |east 10 percent to 30 percent where conservation
restrictions are placed on water-oriented properties. M.
Czupryna applied a 10-percent increase to the value of Blue Heron
because its ot herw se 20-percent increase in value was | essened
by the fact that Blue Heron was proximate to the FARMInstitute's
property.

2. Sander | i ng

a. M. LaPorte’'s Appraisal

In his consolidated plan report, M. LaPorte appraised
Sanderling, with its new beach rights, at $1 mllion. He
determ ned that Sanderling s highest and best use was as
residential property assum ng either redevel opnent or renodeling

with additions.
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M. LaPorte used a market approach to val ue Sanderli ng.

Al though his report indicated that he based his conclusion on
conparabl e sales cited in his report and on other information on
residential sales, M. LaPorte did not specify the conparable
sales he relied on as he did for the other properties.

M. LaPorte opined that the Sanderling house did not add
value to the property because the house, besides being undersized
for the |ocation, had a broken septic system M. LaPorte did
not inspect the house’'s interior. Instead, he relied on
i nformati on obtained fromthe property’ s caretaker who descri bed
its condition as fair to average. M. LaPorte acknow edged t hat
the property’'s setting “is a noteworthy | ocation”.

b. M. Czupryna' s Appraisa

M. Czupryna apprai sed Sanderling at $1.2 mllion as of July
20, 2001. Like M. LaPorte, M. Czupryna used a market approach
to value Sanderling. M. Czupryna anal yzed the sane sales in
apprai sing Sanderling that he used in appraising Blue Heron. M.
Czupryna concluded that the value of Sanderling was $1 nillion
W t hout consideration of any additional value attributable to the
conservation restrictions arising out of the 2001 transacti on,
and (as previously discussed) that the restrictions increased

t hat val ue by 20 percent.



3. Lots 2 and 3

a. M. LaPorte’'s Appraisal

In his consolidated plan report, M. LaPorte appraised |lot 2
at $2.25 mllion and lot 3 at $2.5 mllion. Both valuations
i ncl uded the new beach rights appurtenant to the properties. He
determ ned that the highest and best use for both |ots was
residential use, and he assuned that each | ot would be inproved
by the construction of a single-famly residence. He concl uded
that lot 3, the smaller of lots 2 and 3, was worth nore than | ot
2 because lot 2 abutted the FARM Institute' s property.

As he did for the other properties, M. LaPorte used a
mar ket approach to value the lots. He considered the foll ow ng

seven sal es as conparabl e sal es:



Date of sale Land area Price

July 2001 6.5 acres $4 nmillion
Mar. 2000 9.8 acres $1.8 nillion
Dec. 2000 2.23 acres $1.5 nillion
Cct. 1999 3 acres $3.5 mllion
Jan. 1998 29.3 acres $3.15 nmillion
Dec. 1999 0.79 acre  $1.575 nmillion
May 2000 9 acres $425, 000

b. M. Czupryna's

M. LaPorte’'s description

This lot, located on the farm had greater
privacy and was closer to the private
beach than lots 2 and 3. It fronts
Crackat uxet Cove and has views of the

Atl antic Qcean.

This lot, located at 29 Boldwater Rd., is
a waterfront lot located in the Bol dwater
subdi vi sion al ong the western shoreline of
Edgart own Great Pond. This |ot has boat
access to a private beach.

This lot, located at 19 Atlantic Dr., is a
vacant residential lot with views of South
Beach and the Atlantic Ccean. This |ot
has no private beach access, but it does

have access to the public portion of South
Beach.

This lot, |located at 48 Wtchwood Lane
is a waterfront lot located in a small
hi gh-priced subdivision off of Katama Rd.
This lot is wooded and private and has
access to and ownership of a private dock.

This lot, |ocated between Sl ough Cove and
Turkey Lane Cove, is a waterfront |ot on
Edgartown Great Pond. This lot is nore
private than lots 2 and 3 and may have
addi ti onal devel opment capacity.

This lot, located at 93 Edgartown Rd.

a waterfront lot fronting on Katama Bay
and overl ooking the Atlantic Ccean. This
| ot includes a npbdest house and access to
the public portion of South Beach.

is

This lot, located at 6 Boldwater Rd., is
an interior lot located in the Bol dwater
subdi vision. This |ot does not have a

view of the water but has access to a
common beach. Another simlar |ot was
sold in 2000 for $430, 000.

Appr ai sa

M. Czupryna appraised lot 2

mllion as of July 20, 2001. M.

and anal yzed five of the seven sales used by M.

Decenmber 2000 sal e,

the January 1998 sal e,

concl uded that the respective val ues of

the March 2000 sal e,

and the July 2001 sale).

at $2.7 million and lot 3 at $3
Czupryna used a mar ket approach
LaPorte (the

the Cctober 1999 sale,
M. Czupryna

lots 2 and 3 were $2.25
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mllion and $2.5 million wi thout consideration of any additional
value attributable to the conservation restrictions arising out of
the 2001 transaction, and (as previously discussed) that the
restrictions increased each of those values by 20 percent.
4. Analysis

Bot h experts opined that real estate on Martha's Vineyard is
uni que, exclusive, pricey, and in demand. M. Czupryna testified
that Martha' s Vineyard is one of the nost desirable resort areas
on the eastern coast of the United States, and he noted the
natural beauty of the land, the beaches, and the scenery. M.
LaPorte testified that “Edgartown and the island of Martha' s
Vineyard * * * are commandi ng sone of the highest prices in New
Engl and for resort type properties”, that “There have been recent
acqui sitions of properties in the nmulti-mllion dollar price
range”, and that “Despite the slowdown in the econony, brokers
indicate that there still remains a demand for exclusive
property.” M. LaPorte testified that the farm has bucolic vistas
al ong Sl ough Cove Road and “is one of the nobst predom nant
properties in Edgartown and on the island of Martha's Vineyard”.

Bot h experts used a market approach to val ue each of the
four properties, and they anal yzed nany of the sane sal es as
conparabl e sales. Neither expert, however, explained how he
anal yzed the sal es upon which he relied, or fully explained the

adj ustnments he nmade to his conparable sales to arrive at his
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val uations. Nevertheless, the two experts came up with simlar
val ues for the properties before M. Czupryna adjusted the val ues
to take into account the enhancenents in value resulting fromthe
conservation restrictions inposed as a result of the 2001
transaction. Al though both experts clainmed to have taken into
account the conservation restrictions inposed as a result of the
2001 transaction, only M. Czupryna actually explained his
anal ysis and quantified the increased value resulting therefrom
A major difference in the experts’ appraisals of the four
properties is their analyses of the inpact of the conservation
restrictions on the values of the properties. M. LaPorte
acknow edged in his appraisal report the inposition of
conservation restrictions and the favorabl e i npact they woul d
have on the value of property. M. LaPorte al so acknow edged
that the four properties benefited fromthe conservation
restrictions inposed through the 2001 transaction in that the
restrictions would “preserve the farms aesthetic quality,
provi de exclusivity and beach access”. Yet M. LaPorte did not
anal yze or quantify the inpact of those restrictions on the
val ues of the four properties.® M. Czupryna, in contrast,
anal yzed the inpact of the conservation restrictions

and concl uded that they resulted in enhancenents in value with

%l n addition, while he referenced the new beach rights that
attached to the four properties, his appraisal report does not
explain or quantify how those rights affected his appraisal.
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respect to each of the four properties. He testified that
enhanced val ue inheres in the fair market values of conparable
properties, that these adjustnents generally range fromat |east
10 percent to 30 percent, and that a 20-percent increase is
appropriate in the case of each of the four properties absent
speci al circunstances that would | essen the rate for one or nore
of the properties. He testified that one such speci al
circunstance is the fact that Blue Heron is proximate to the FARM
Institute’s property, which in turn deserves a reduction of the
20-percent rate to 10 percent in the case of Blue Heron. He
testified that a 20-percent increase in value applied to
Sanderling and to lots 2 and 3.

Wil e neither expert gave us a truly convincing and well -
expl ai ned anal ysis of the process he used to arrive at his
valuation figures, we generally find M. Czupryna s opinion on
this subject to be nore persuasive than that of M. LaPorte. The
scarcity on Martha' s Vineyard of uni que, exclusive property such
as each of the four properties, coupled with the significant
restrictions affecting those properties resulting fromthe 2001
transaction, |leads us to conclude, with a single exception, that
M. Czupryna s conclusions of value for the four properties
reflect the prices at which the properties woul d change hands
bet ween a hypothetical willing buyer and a hypothetical willing

seller, neither being under any conpulsion to buy or to sell and
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bot h havi ng reasonabl e know edge of relevant facts. W therefore
adopt, with one exception, M. Czupryna s valuations of the four
properties as set forth in his appraisal report; i.e., $715, 000,
$1.2 mllion, $2.7 mllion, and $3 mllion for Blue Heron,
Sanderling, and lots 2 and 3, respectively.?* The single exception
is that we disagree with M. Czupryna's conclusion that the 20-
percent enhancenent rate should not be reduced to 10 percent in
the case of lot 2. Lot 2 appears to be just as proxinate to the
FARM I nstitute’'s property as is Blue Heron, and we are persuaded
by the testinony of M. LaPorte that the enhanced val ue of lot 2
on account of the conservation restrictions is |essened by the
fact that some public activity was expected to occur on the FARM
Institute’s property. For the reasons previously given, we wll
i ncrease M. Czupryna’'s values to account for the value of the new

beach rights that attached to the four properties.

"W note that these values, w thout consideration of the
enhanced values stemm ng fromthe restrictions, are consistent
wi th the corresponding sale(s) occurring in 2001, as adjusted
slightly to take into account the passage of tinme and the
di fference in acreage between each property in question and that
of its corresponding 2001 conparable sale(s). Wile the experts
i ncl uded as “conparabl e sal es” properties that sold before 2001,
we consider those sales to be unrepresentative of the fair market
val ues of the four properties. W also note that the benchmark
20-percent increase in value on account of the restrictions is
reasonabl e on the basis of the record at hand, absent a speci al
ci rcunst ance such as the one that reduced that rate to 10 percent
in the case of Blue Heron



F. Horse Barn Lease

1. Overview

M. LaPorte appraised the | easehold interest under the horse
barn | ease at $54, 500, % rounded, as of July 20, 2001.%*® M.
Czupryna apprai sed the sane | easehold interest at $120, 000,
rounded, 4° as of July 20, 2001.% M. Czupryna explai ned that he
could not find any conparable rental values for valuing this
| ease.

M. LaPorte and M. Czupryna used the sanme nethod to appraise
the | easehold interest. They both valued the horse barn and then
separately valued the | ease of the grazing and paddock area. They
agreed that the value of the |leased half of the barn was $36, 000.
They differed on the value of the right to use the grazing and

paddock ar ea.

%|n his July 14, 2006, appraisal, M. LaPorte valued the
horse barn | ease at $45,000. However, during testinony, M.
LaPorte corrected a calculation error to arrive at the $54, 500.

%As nentioned earlier, M. LaPorte, at the request of
petitioners, issued a retrospective appraisal of the horse barn
| ease, the Al deborgh |ease, and the WIld right-of-way rel ocation
in preparation for this litigation.

4OM. Czupryna cal cul ated that the value of the horse barn
| ease was $120, 953 and then rounded that anobunt down to $120, 000.

“1Al t hough M. Czupryna states in his report that he val ued
the | easehold interest as of July 14, 2001, he acknow edges
earlier in the report that the | easehold interest did not arise
until July 20, 2001, when the horse barn | ease was executed. W
consider the July 14, 2001, date to be a typographical error and
treat that date as July 20, 2001
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Usi ng an incone approach, M. LaPorte and M. Czupryna each
determ ned the value of the right to use the grazing and paddock
area. They began their calculations with the val ue of the
underlying land and adjusted that value to arrive at the fair
mar ket val ue of the horse barn | ease.* W conpare their

cal cul ati ons as foll ows:

42The | ease did not indicate the size of the grazing and
paddock area as it existed when the parties entered into the
| ease. However, the |ease provides that the rel ocated grazing
and paddock area would be no larger than 6.5 acres. Both experts
assunmed in their appraisal reports that the grazing and paddock
area was 6.5 acres. W do the sane.
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M. LaPorte M. Czuprvyna

Val ue of 6.5 acres $129, 225 $260, 000

Maxi mal use factor? X .33 X .33
42,644 85, 800

Fair annual return on | and x .07 x .08

Annual | and rent 2,985 6, 864

Adj ust nent for infrequency

of use X .50 ---
Adj usted annual |and rent? 1, 493 6, 864

| nwood annuity factor for
60 years at 8 percent? x 12. 3766 x 12. 3766

Present val ue of rent 18, 478 84, 953
Depreci ated cost of barn 36, 000 36, 000
Fai r mar ket val ue 54,478 120, 953

The maxi mal use factor represents HCAC s right,
w th maxi mum use of the barn, to use 33 percent of the
grazi ng and paddock area for its horses.

2The corresponding nonthly rent is approxi mately
$124 and $572, respectively.

3The I nwood annuity factor hel ps ascertain the
val ue of the stream of incone for the duration of the
| ease and the present value of the land at the tine the
owner regains full control of it (at the end of the
| ease and renewal option). See Estate of Fol ks v.
Comm ssioner, T.C Meno. 1982-43.

We now turn to discuss the three differences in those
cal cul ati ons and our concl usion on the appropriate val ue.

2. Land Val ue

The experts derived different values for the 6.5 acres of
land. M. LaPorte valued the land at $19, 881 per acre (6.5 x
$19, 881 = $129, 227 (as rounded)). M. Czupryna valued the |and
at $40, 000 per acre (6.5 x $40,000 = $260,000). According to M.
LaPorte’ s appraisal report, M. LaPorte derived his per-acre

value froma 2001 appraisal of 100.6 acres of restricted | and
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assessed to TNC. Hi s report, however, does not identify the |and
or the appraisal on which he relied. M. Czupryna s report
i ndi cated that he based his valuation of the Iand on an anal ysis
of several conparable sales. Although his report does not
identify the conparable sales, he testified that the conparable
sales were a sale of 103 acres of conservation-restricted land in
Chil mark (another town on Martha s Vineyard), where the
unrestricted portion sold for approximately $37,000 per acre; two
parcel s of conservation-restricted farm and | ocated in Wstport
(on the mainl and opposite Martha' s Vineyard) that sold for
roughly $20,000 to $30, 000; and ot her conparabl e sal es of
conservation-restricted property in Massachusetts “at the high
end”.

M. LaPorte’s value for the land strikes us as sinply too
low. Although neither expert fully explained how he arrived at
his per-acre value, real estate on Martha' s Vineyard is very
val uabl e (especially in that part of the island). The evidence,
as unsatisfying as it is, leaves us with the distinct inpression
that M. Czupryna’'s per-acre value is nore reliable than M.
LaPorte’s. After analyzing the sales referenced by the experts,
and our decision with respect to the four properties, we concl ude
that the applicable fair market val ue of the grazing and paddock
| and was not |ess than $40,000 per acre. W therefore adopt M.

Czupryna's val uation of the land at $40, 000.



3. Rate of Return

M. LaPorte and M. Czupryna applied different fair annual
return rates to ascertain a fair annual rental return on the
land. M. LaPorte used a 7-percent annual return rate. M.
Czupryna used an 8-percent annual return rate.

M. Czupryna testified that a fair annual return rate for
agricultural land ranges from6 to 9 percent and that crop-
produci ng | and generally yields a higher return than pasture
land. He testified that restrictions placed on property by a
| ease coul d decrease the fair rate of return. He testified that
he set his rate at 8 percent because that rate represents a | ow
risk rate that he previously used on land rentals to neasure a
reasonabl e expectation that rental inconme would be received on
the rental property. He testified that a 7- or 8-percent annual
rate reflected a fair return on agricultural land at that tine.
He testified that the term“agricultural |and” generally included
both | and on which crops could be grown and | and for grazing or
pasture and that rental values are greater for agricultural crop
| and as opposed to other types of agricultural |and.

Under the terns of the |lease, the 6.5 acres of |and could be
used only for grazing and exercising horses. The limted utility
of the land, therefore, supports the | ower 7-percent annual

return rate used by M. LaPorte as opposed to the 8-percent
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annual return rate used by M. Czupryna. W therefore adopt M.
LaPorte’ s 7-percent annual return rate as the appropriate rate.

4. Vacancy Adj ust nent

The experts di sagree on whether a vacancy adj ustnment applies
to decrease the projected annual land rent. M. LaPorte applied
a 50-percent vacancy adjustnment. M. Czupryna applied no vacancy
adjustnment. M. LaPorte testified that his vacancy adj ust nent
takes into account a situation where a | essor could not |ease the
property during every nonth of the |lease’ s term

M. LaPorte has failed to persuade us that a vacancy
adjustnment is warranted on the facts before us. The | ease gave
HCAC the right to use half of the horse barn and a portion of the
grazing and paddock area essentially rent free for the next 60
years, and the appraisal of the | ease should reflect that right.
Whet her HCAC t akes advantage of that right after entering into
the lease is irrelevant. W hold that a vacancy adjustnent is
not warranted in arriving at the fair market value of the
| easehol d i nterest.

5. Concl usi on

The fair market value of the horse barn | ease as of July 20,
2001, is $110,334 ((%$260,000 x .33 x .07 x 12.3766) + 36,000 =
$110, 334).



G Al deborgh Lease

1. Overview

M. LaPorte appraised the Al deborgh | ease at $18, 000,
rounded, as of July 20, 2001. M. Czupryna appraised the
Al debor gh | ease at $85, 000, rounded, as of July 20, 2001.4

Bot h experts used a market approach to ascertain the
appl i cabl e value of the |land underlying the Al deborgh | ease and
then an inconme approach to ascertain the value of the Al deborgh
| ease. The experts applied the sane general formula under their
i ncone approaches. Their calculations are as foll ows:

M. LaPorte M. Czupryna

Val ue of underlying |and $27, 659 $166, 000
D scount for use

[imtation at 35 percent (9,681) ---
Adj ust ed val ue of

underlying I and 17,978 166, 000
Fair annual return on | and x .07 x .08
Annual rent!? 1, 258 13, 280
Di scount for use

[imtation at 50 percent --- (6, 640)
Adj usted | and rent 1, 258 6, 640
| nwood annuity factor

for 60 years x 14.03918 x 12.3766

Fai r market val ue 17, 668 82,180

The corresponding nmonthly rent is approximtely $105 and
approxi mately $1, 107, respectively.

43Al t hough M. Czupryna again stated that he used the July
14, 2001, date as his valuation date, the |easehold interest did
not exist until July 20, 2001, when the | ease was executed. W
again consider the July 14,2001, date as a typographical error
and treat the valuation date as July 20, 2001
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We now turn to discuss the four differences in those cal cul ati ons
and our concl usion on the appropriate val ue.

2. Land Val ue

The experts disagree on the appropriate value of the | and
underlying the Al deborgh | ease. M. LaPorte valued the |and at
$27,659. M. Czupryna valued the |land at $166,000. M. LaPorte
derived his value by determning that the I and was worth $2.77
per square foot, rounded, which he reportedly ascertained from
hi s $500, 000 appraisal of lot 102 as part of his 33-1ot
subdi vi sion plan report.“ He next applied the unrounded square-
foot value to the 10, 000-square-foot building envel ope and val ued
t he buil ding envel ope at $27,659 (10,000 x $2.7659). M.
Czupryna valued the land by multiplying the entire 4.15 acres of
| ot 102 by $40,000 per acre (the sane per-acre value that he used
for the horse barn | ease).

The Al deborgh | ease provides that the ground | eased prem ses
include lot 102, and, contrary to M. LaPorte’s cal cul ations, the
| ease does not restrict the leased land only to the building
envel ope. M. Czupryna, by contrast, concluded that the

underlying | and subject to the Al deborgh | ease includes the

4The square-foot value of lot 102, assuming the entire | ot
is worth $500, 000, equals $2.7659 (($500, 000/ (43,560 sq. ft/acre
X 4.15 acres of lot 102)). M. LaPorte actually appraised | ot
102 at $750,000 in his 33-lot subdivision report. While the
record sonetines refers to ot 102 as lot 32, the record does not
show why M. LaPorte used $500, 000 as his appraised val ue.
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entire 4.15 acres of lot 102.% W agree. W further agree with
M. Czupryna' s $40, 000 per-acre valuation of the underlying |and
for the sanme reasons stated with regard to the valuation of the
| and subject to the horse barn | ease. W conclude that |ot 102
was worth $166, 000 for purposes of valuing the Al deborgh | ease
(%40, 000/ acre x 4.15 acres).

3. Di scount for Restricted Use

Each expert applied a discount to reflect the restrictions
on use set forth in the Al deborgh | ease, e.g., that construction
on lot 102 is |limted to the building of a barn (primarily for
the storage of the | essee’s personal property and related and
i ncidental uses) of no nore than 1,500 square feet on a specific
10, 000- square-foot section of the lot. However, each expert
applied a different discount rate to arrive at his adjusted |and

rent.* M. LaPorte applied a 35-percent discount rate. M.

M. Czupryna appropriately accounts for HCAC s restricted
use of the entire lot by discounting the projected annual rent
through the use limtation discount rate.

46The experts al so applied their discount rates to different
bases. M. LaPorte ascertained his adjusted |land rent by using a
formula that applied his discount rate to the value of the
underlying land and then nmultiplied the result by his fair return
rate. M. Czupryna ascertained his adjusted land rent by using a
formula that nmultiplied the value of the underlying Iand by his
annual return rate and then applied his discount rate. Froma
mat hemati cal point of view, neither expert’'s conclusion as to the
anmount of the adjusted | and rent woul d have changed had he
foll owed the formul a used by the other expert. See generally
Research & Education Associ ation, Super Review of Basic Math and
Pre- Al gebra 120-123 (2010) (explaining that under the commutative

(continued. . .)
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Czupryna applied a 50-percent discount rate. Neither expert
adequat el y expl ai ned how he ascertained the discount rate.
However, given the size of the property and the perm ssible
construction that could be done thereon, we conclude that the
appl i cabl e discount rate is the 50-percent rate used by M.
Czupryna (as opposed to the lower rate used by M. LaPorte).

4. Fair Return Rate

The experts applied different fair annual return rates. M.
LaPorte used a 7-percent rate. M. Czupryna used an 8-percent
rate. For the reasons stated in our analysis regarding the horse
barn | ease, we conclude that 7 percent was a reasonable fair
annual return rate.

5. | nnood Annuity Fact or

The experts used different I nwod annuity factors. M.
LaPorte’s I nwood annuity factor was based on a 7-percent interest
rate. M. Czupryna s Inwood annuity factor was based on an
8-percent interest rate. Both experts used an 8-percent interest
rate to ascertain the annuity factor applicable to the horse barn
| ease. Petitioners did not offer any evidence explaining why M.
LaPorte used different I nwod annuity factors for the | eases, and

we see no reason the rates should be different. W hold that the

46(...continued)
and associ ative properties of nultiplication, the order in which
three nunbers are multiplied does not change the product of those
nunbers).
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applicabl e I nwood annuity factor is based on an 8-percent
interest rate.

6. Concl usi on

The fair market value of the Al deborgh | easehold interest as
of July 20, 2001, is $71,908 ($166,000 x .07 x (1 - .50) x
12. 3766 = $71, 908).

H WId R ght-of-Wy Rel ocati on

Petitioners contend that the relocation of the WIld driveway
did not have a material effect on the value of petitioners’
properties. Respondent contends that the value of the WId
ri ght-of-way relocation was $3,751.4 The parties do not dispute
that TNC paid $3,751 for the relocation, and the evidence
i ncl udes an invoi ce substantiating that anount.

Each party’s contention on this issue is based primarily on
the related testinony of the other party’s expert. M. LaPorte
estimated that the WIld right-of-way relocation increased the
val ue of Sanderling by $3,751, the cost of the relocation. M.
Czupryna stated in his report that the relocation was a
“housekeepi ng detail” and did not “neasurably inprove” the val ue

of Sanderling. M. Czupryna neither adopted nor rejected M.

4"The relocation of the WIld driveway did not occur until
sonetinme in 2002. However, in the final agreenent, TNC agreed to
relocate the WIld driveway on demand of HCAC for $1 as of the
cl osi ng date.
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LaPorte’s conclusion that the fair market value of the WId
ri ght-of-way rel ocation was $3, 751.

Respondent argues that the issue is not whether the
rel ocati on enhanced the val ue of Sanderling, but rather whether
petitioners (through HCAC) received anything of value fromthe
relocation. M. Cohan testified that his famly received a
benefit fromthe relocation of the WId famly right-of-way
because the right-of-way no | onger cut across his property
(Sanderling). In addition, M. Cohan testified that the
rel ocation inproved the aesthetics of his property. M. LaPorte
opi ned that the val ue received was equal to the cost of the
rel ocation. Al though M. Czupryna concluded that the rel ocation
did not neasurably inprove the value of Sanderling, he did not
opi ne whether the relocation of the right-of-way benefited
petitioners without regard to the value of the affected property.

In the absence of nore fully devel oped appraisals, we
conclude that the relocation of the WIld famly right-of-way
provided a benefit to petitioners equal to the cost of the

rel ocati on or $3, 751.



| . New Beach Ri ghts

M. LaPorte appraised the new beach rights that attached to
the existing properties at $125,000 per |ot, and he appraised the
new beach rights that attached to the four properties at $200, 000
to $250,000 per lot. M. Czupryna appraised the new beach rights
that attached to the existing properties at $200, 000 per |ot.

Usi ng an i nconme nethod, both experts anal yzed conparabl e
sal es of beach rights in Chilmark. Over 100 peopl e shared those
rights, but the conparable rights, unlike the new beach rights,

i ncluded anenities such as |lifeguard services, toilets, and

cabanas. The conparabl e beach rights were as foll ows:

Date of sale Price?
Mar. 2001 $150, 000
Sept. 2000 175, 000
May 2000 225, 000

10ne of the two appraisal reports reverses the sale prices
for the May 2000 and Septenber 2000 sales. The specific dates of
these sales are not material to our analysis.

M. LaPorte di scounted to $125, 000 the val ue of the new

beach rights that attached to the existing properties because (1)
the property owners (nanely, petitioners and the Al deborgh
children) already had personal beach rights under the 1969
agreenent, (2) the new beach rights could not be transferred
separately fromthe lots, and (3) the properties were within
wal ki ng di stance of a public beach. Respondent asserts that M.
LaPorte’s use of this discount m sapplies the definition of “fair

mar ket val ue”. As respondent sees it, a prudent seller would not
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accept a lower price for the new beach rights just because the
buyer al ready had personal beach rights. W agree. The val ue of
t he new beach rights nust be determ ned w thout considering the
particul ar circunstances of a specific buyer or a specific
seller, and the views of both hypothetical persons nust be taken

i nto account. See Bank One Corp. v. Comm ssioner, 120 T.C. at

332-333. In addition, focusing too nmuch on the view of one of

t hese hypot hetical persons, to the neglect of the view of the

ot her hypothetical person, is contrary to a determnation of fair
mar ket val ue.

M. LaPorte took into account the personal circunstances of
the property owners in valuing the new beach rights that attached
to the existing properties. Those new beach rights were deeded
rights that attached to and woul d be conveyed with petitioners’
and the Al deborgh children’s existing properties. W are
convinced that a hypothetical willing buyer of petitioners’ and
t he Al deborgh children’s existing properties would view the
private beach rights as a very valuable attribute of property
owner shi p and woul d pay accordingly. W are al so convinced that
no reasonabl e hypothetical willing buyer or seller would concl ude
that access to a public beach on Martha's Vineyard, especially
during high season, would dimnish the value of the private beach
rights. To those ends, M. Czupryna testified that he had val ued

many beach rights on Martha's Vineyard and that honmeowners on
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Martha' s Vi neyard whose properties were not close to the beach
wer e buyi ng beach rights to ensure thensel ves access to a private
beach and to raise the value of their properties. Wile he
acknow edged that the new beach rights differed significantly
fromthe conparabl e beach rights in Chilmark, petitioners did not
i ntroduce any other evidence to prove that the apprai sed val ue of
each new beach right was | ess than $200, 000, the val ue determ ned
by M. Czupryna as to the new beach rights attaching to the
exi sting properties. Accordingly, given our conclusion supra
that the fair market value of all the new beach rights is the
sanme, we conclude that the value of each new beach right was
$200, 000.

| V. Gain Fromthe Sale of the Rights of First Refusa

A Overview

G oss inconme neans all incone from whatever source derived,
i ncl udi ng gains derived fromdealings in property. Sec.
61(a)(3). Gain fromthe sale or exchange of property nust be
recogni zed, unless the Code provides otherw se.* Sec. 1001(c).
Section 1001(a) defines gain fromthe sale or other disposition

of property as the excess of the anount realized on the sale of

48Sec. 453(a) and (b), for exanple, generally provides that
incone froman “installnment sale” is taken into account under
sec. 453. Neither party clains that HCAC s sale of the rights of
first refusal was an “install ment sale”.
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property over the adjusted basis of the property sold or
exchanged. See also sec. 1.61-6(a), |Incone Tax Regs.

B. Anmount Realized

The first step in determning gain on the sale of property
i nvol ves cal cul ating the anmount realized. The anmount realized is
the sum of any noney received plus the fair market val ue of any

property received. Sec. 1001(b); Chapin v. Conmm ssioner, 12 T.C.

235, 238 (1949), affd. 180 F.2d 140 (8th Cir. 1950). The fair
mar ket val ue of property is a question of fact, and property
| acks a fair market value only in rare and extraordinary
ci rcunstances. Sec. 1.1001-1(a), Incone Tax Regs.

HCAC included in the amount it realized fromits sale of the
rights of first refusal the values of the four properties
(1 nclusive of what HCAC cl ai red was the val ue of the new beach
rights that attached thereto), the cash paynents for the past and
current |egal fees, and the tax make-whol e paynent. HCAC did not
i nclude the value of the new beach rights that attached to the
exi sting properties or the value of the rel ease of the reciprocal
right. W decide whether the fair market values of those omtted
items were includable in the anbunt HCAC realized on the sale of

the rights of first refusal.?

“I'n addition to these omtted itens, HCAC excluded the
val ues of the horse barn | ease, the Al deborgh |ease, the WId
right-of-way relocation, the lot 29 option, and the |and bank
fees paid on behalf of HCAC. Petitioners concede that the val ues
(continued. . .)
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Petitioners argue that HCAC did not realize the val ues of
the omtted itens on its sale of the rights of first refusal
Respondent argues to the contrary. W agree with respondent. |If
HCAC recei ved consideration in exchange for the rights of first
refusal, HCAC nust include that consideration in calculating the
anount it realized fromthe sale. Sec. 1001(b). HCAC received
t he new beach rights attaching to the existing properties and the
rel ease of the reciprocal right as part of the consideration for
its sale of the rights of first refusal, and both itens had
significant value. Section 1001(b) requires that the val ues of
those itens be included in HCAC s anount realized for purposes of
calculating the gain on the sale of the rights of first refusal

1. Nunber of New Beach Ri ghts

Petitioners and respondent dispute the nunber of new beach
rights that HCAC received from  TNC as to the existing properties.
Petitioners argue that HCAC received three such new beach rights,
whi | e respondent argues that those new beach rights totaled
seven. We disagree with both parties.

a. Petitioners’ Position

Petitioners argue as to the existing properties that HCAC
received only the three new beach rights that related to them

personal |y and that any remnai ni ng new beach rights attached to

49(...continued)
of those itens were includable in the amount HCAC realized on the
sale of the rights of first refusal
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properties owed by the Al deborgh children. Petitioners contend
that they should not have to include the value of the new beach
rights that attached to and benefited the Al deborgh children.
They contend that the value relating to the new beach rights that
attached to the Al deborgh children’s property should be taxable
to the Al deborgh children and not to petitioners. Petitioners
argue that, although the Al deborgh children were never fornal
menbers of HCAC, they should be recognized as “partners” for
Federal incone tax purposes because they contributed capital to
and recei ved proceeds fromHCAC with regard to the rights of
first refusal.®

In determ ning the amount realized on the sale of the rights
of first refusal, we nmust include the value of all consideration
t hat HCAC received in the 2001 transaction. A review of the
final agreenment confirms that all of the new beach rights,
including the rights that attached to the Al deborgh children’s
properties, were part of the consideration HCAC received. W
concl ude, therefore, that the value of the new beach rights that
attached to the Al deborgh children’s property nust be included in
HCAC s anmount realized for purposes of determ ning HCAC s gain on

t he sal e.

°As nentioned supra p. 7, HCAC is treated as a partnership
for Federal inconme tax purposes. Its nenbers, therefore, are
considered to be “partners”.
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The question remai ns whether the Al deborgh children should
be considered partners of HCAC for Federal incone tax purposes,
and if they should, whether any of the gain attributable to the
new beach rights that attached to their properties as a result of
t he 2001 transaction should be taxed to them The Code and the
regul ati ons do not give much gui dance regarding the definition of
a partner for Federal incone tax purposes. Section 761(b)
defines a “partner” as a nenber of a partnership. Section
704(e) (1) provides that a person shall be recognized as a partner
if he or she owns a capital interest in a partnership in which
capital is a material incone-producing factor, whether or not
such interest was derived by purchase or gift from any other
person.®% That provision is not limted to famly partnerships

but extends to all partnerships. Evans v. Conm ssioner, 447 F.2d

547, 550 (7th Gir. 1971), affg. 54 T.C. 40 (1970).

The Al deborgh children did not own a capital interest in
HCAC. Although the record provides little detail about the
transfer to HCAC of the Al deborgh children’s interests in the
rights of first refusal, it appears that the Al deborgh children

assigned all of their interests in those rights to HCAC w t hout

SIA capital interest in a partnership is an interest in the
assets of the partnership, which is distributable to the owner of
the capital interest upon his or her withdrawal fromthe
partnership or upon the partnership’s liquidation. Sec. 1.704-
1(e)(1)(v), Incone Tax Regs.
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seeking or receiving any consideration for the transfer.% They
are not |listed as HCAC nenbers (or partners), and the record does
not reveal that they participated in the events |l eading up to the
July 20, 2001, closing. W conclude that the Al deborgh children
are not partners of HCAC within the neaning of section 704(e)(1).
Petitioners argue for the first time in their reply brief

that the Al deborgh children are partners of HCAC under the
general definition of partner in section 761(b) if acting in good
faith and with a busi ness purpose they intended to join together

as partners of HCAC. See Conm ssioner v. Culbertson, 337 U. S

733, 742 (1949); Carriage Square, Inc. v. Conm ssioner, 69 T.C

119, 128 (1977). Petitioners elicited no testinony at trial
regardi ng the Al deborgh children’s intent to carry on a business
as nmenbers of HCAC, and they introduced no other evidence that
woul d establish that intent. The record al so does not otherw se
i ncl ude any proof that the Al deborgh children, in good faith and
Wi th a business purpose, intended to join HCAC as nenbers. W
concl ude that the Al deborgh children are not partners of HCAC for
Federal incone tax purposes and that none of the new beach rights

are taxable to the Al deborgh children as partners of HCAC

52To be sure, the Al deborgh children’s rights of first
refusal were worth significantly less than the rights of first
refusal which the Al deborghs and the Marshall Cohans hel d because
the children's rights were only exercisable if the Al deborghs and
the Marshall Cohans failed to exercise their rights.
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b. Respondent’s Position

Respondent argues as to the existing properties that HCAC
recei ved seven new beach rights from  TNC, and he relies on a
docunent titled “Easenent for Beach Rights” to support his
argunent. Respondent’s reliance is msplaced. Although the
“Easenent for Beach Rights” may indicate that HCAC recei ved seven
beach rights, the final agreenent clearly states that TNC granted
HCAC si x new beach rights. Those six new beach rights consisted
of three beach rights that attached to petitioners’ three
exi sting properties and three new beach rights that attached to
t he Al deborgh children’s three properties. The nunber of new
beach rights set forth in the final agreenent is consistent with
t he nunber of new beach rights that M. Czupryna valued in his
apprai sal report. Consistent with the final agreenent, we find
that HCAC received from TNC i n the 2001 transacti on six new beach
rights attaching to the existing properties.

2. Rel ease of the Reciprocal Ri ghts Encunberi ng
the Al deborgh Children’'s Existing Properties

Petitioners argue that the value of the rel ease of the
reci procal rights that encunbered the Al deborgh children’s
property should not be included in petitioners’ gross incone.
They meke the same argunent that they nmade regardi ng the new
beach rights that attached to the Al deborgh children’s
properties. For the reasons stated with regard to the new beach

rights, we conclude that the value of the rel ease of the
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reci procal right encunbering the Al deborgh children’s properties
is included in HCAC s anmount realized for purposes of calculating
the gain on the disposition of the rights of first refusal. W
conclude simlarly that any gain attributable to those reciprocal
rights is taxable to the nenbers/partners of HCAC, none of whom
were the Al deborgh children

C. Adjusted Basis

In order to calculate the gain realized fromthe 2001
transaction, we must subtract HCAC s adjusted basis in the rights
of first refusal fromthe anount realized by HCAC fromits sale.
Section 1011(a) generally provides that a taxpayer’s adjusted
basis for determning the gain fromthe sale or other disposition
of property shall be its cost, adjusted to the extent provided by
section 1016.°% See also sec. 1012. Under section 1016(a)(1),
the basis of property nust be adjusted for expenditures,
recei pts, losses, or other itenms properly chargeable to capital
account. A taxpayer has the burden of proving the basis of
property for purposes of determ ning the anmount of gain the

t axpayer nmust recognize. O Neill v. Comm ssioner, 271 F.2d 44,

50 (9th Gr. 1959), affg. T.C. Meno. 1957-193.

53The speci al adjusted basis conputation rule that applies
to bargain sales to charitable organizations is inapplicable
because HCAC was not allowed to claima charitable contribution
deduction. See sec. 1011(b); sec. 1.1011-2(a)(1l), Income Tax
Regs.
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HCAC reported on its 2001 Schedule D, Capital Gains and
Losses, that its basis in the rights of first refusal was
$825, 162. Respondent concedes that $607, 157% of the $825,162 is
included in HCAC s basis, while petitioners concede that $26, 271
is not included.® |In addition, petitioners did not introduce any
evi dence substantiating the $404 i n bookkeepi ng and accounti ng
expenditures, the $19, 169 paid to PMBC, and the $500 paid to
Horsley & Wtten, which were included in the $825,162. W
sustain wi thout further coment respondent’s determ nation that
t he $404, $19,169, and the $500 are not included in HCAC s
adj usted basis of the rights of first refusal, see id., and we
turn to decide whether the remaining itens in the $825, 162, each
of which was personally paid by M. Hughes, should be included in

HCAC s basis. Those remaining itens are: (1) The $35, 000 paid

>“Respondent’s concession reflects the $566, 030 of capital
expenditures paid to Nutter and the $41, 127 paid to Horsley &
Wtten. Respondent stipulated that if the Court holds that the
di sposition of the rights of first refusal qualifies for capital
gain treatnment, respondent concedes that the $41, 127 paid to
Horsley & Wtten is included in the adjusted basis of those
rights. It appears that there is an error in the stipulation of
facts regarding the Horsley & Wtten paynent. The parties
stipul ated that HCAC paid $23,000 in 2000 and $17,126.96 in 2001,
yet they stipul ated HCAC paid $41, 127 to Horsley & Wtten. W
leave it to the parties to account for this discrepancy in their
conput ation(s) under Rule 155.

S*Petitioners’ concession reflects the $6,000 paid to Nutter
for HCAC s sec. 212 expenses, the $6,607 paid to Nutter for the
Marshal | Cohans’ sec. 212 expenses, and the $13,664 paid to
Nutter for nondeducti bl e personal expenditures.
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to Wallace & Co., (2) the $100, 000 success fee paid to Nutter,
and (3) the $36,662 paid to Nutter for tax advice.?>5

1. Wallace & Co. Paynment

Petitioners argue that the Wallace & Co. paynent shoul d be
included in HCAC s basis in the rights of first refusal. They
contend the paynent was for the Wall ace letter, which M. Hughes
used to negotiate the anmpbunt of the escrow account covering the
tax make-whol e paynment. As M. Hughes sees it, the Wall ace
| etter hel ped ensure that TNC pl aced adequate funds in escrow to
cover the tax nake-whol e paynent.

Respondent contends that the Wallace & Co. paynent was not
entirely for the Wallace letter but was partly for consulting
work. As respondent sees it, none of the $35,000 is deductible
because petitioners failed to establish the portion of the
$35,000 that is attributable to the Wallace letter. Respondent
al so argues that the paynent, even if entirely for the Wall ace
letter, is not entirely includable in HCAC s basis in the rights

because the Wall ace letter related to the values of itens that

®After trial, petitioners noved to reopen the record for
addi tional evidence. Petitioners sought to have admtted the
testimony of M. Hughes regarding the verification of certain
checks that he wote. Despite several requests fromrespondent
before trial, petitioners refused to provide docunentation to
support their clainmed deduction in accordance with the Court’s
pretrial order. W therefore denied petitioners’ notion, and we
decide this issue on the record before us.
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HCAC received in the 2001 transaction and not to the value of the
rights of first refusal

We hold that petitioners have failed to prove that the
VWal | ace & Co. paynent is included in HCAC s adjusted basis in the
rights of first refusal. Despite several requests from
respondent before and during trial, petitioners did not provide
any evidence to prove that the Wallace & Co. paynent is included
in the rights’ adjusted basis, and they did not call M. \Wallace
as a witness to testify as to the services he rendered in
consideration for the paynent. In addition, HCAC obtained the
Wal | ace letter to estimte the tax nmake-whol e paynent, and the
letter reflects M. Wallace’s opinion on the value of the
consideration that HCAC and petitioners were to receive from TNC
not his opinion on the value of the rights of first refusal. W
sustain respondent’s determ nation on this issue.

2. Success Fee

M. Hughes paid a $100, 000 “success fee” to Nutter. The
anmount of this “fee” was not set until after the consummati on of
the 2001 transaction. Petitioners assert that the success fee
represents a contingency fee for the successful disposition of
the rights of first refusal to TNC and for the protection of that
right in the Wallace litigation. However, they did not introduce
any evidence fromwhich we can determ ne the appropriate

treatnent of the success fee. Consequently, on the record before
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us, we cannot conclude that the success fee paynent is properly
included in HCAC s adjusted basis in the rights of first refusal.
We therefore sustain respondent’s determnation on this issue.

See O Neill v. Conm ssioner, 271 F.2d at 50.

3. Tax Advice

M. Hughes paid $36,662 to Nutter for tax advice.
Petitioners argue that this paynent related to M. Fryzel’s and
M. deason’s work during the negotiations and cl osing of the
final agreenent. Respondent contends that the paynent was a
deducti bl e expense under section 212(3) because it related to
reporting the 2001 transaction on HCAC s and petitioners’ Federal
i ncone tax returns and thus does not increase HCAC s adj usted
basis. Section 212(3) lets individuals deduct all ordinary and
necessary expenses paid or incurred during the taxable year in
connection with the determ nation, collection, or refund of any
tax. Any paynents deducti bl e under section 212(3) do not
i ncrease a taxpayer’s adjusted basis in property. See sec.
1.1016-2(a), Incone Tax Regs.

We concl ude that the $36, 000 paynent was for M. Fryzel’s
advi ce concerning HCAC s and petitioners’ reporting of the 2001
transaction for Federal inconme tax purposes. M. Fryzel
testified that he advised HCAC on whether to include in inconme
t he val ue of the new beach rights and the rel ease of the

reciprocal right. 1In addition, M. R dgeway sent M. Hughes a
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letter stating that on the basis of advice fromM. Fryzel,
certain enhancenents were excluded in calculating petitioners’
reporting positions. M. MMrrow al so sent a Decenber 10, 2001,
email to M. Ridgeway and M. Fryzel regarding HCAC s tax
ltability with an attached chart of petitioners’ reporting
positions.

Petitioners had detailed invoices fromNutter regarding the
tax advice paynent, but they did not introduce those invoices
during trial. The evidence in the record regarding the Nutter
paynent is not sufficient to satisfy petitioners’ burden of proof
on this issue. W are unable to determ ne what part, if any, of
the tax advice paynent related to advice other than in connection
wi th determ ning HCAC s or petitioners’ Federal incone tax
l[tability. W sustain respondent’s determ nation on this issue.

See O Neill v. Conm ssioner, supra at 50.

V. Character of @Gin

The parties dispute whether HCAC s gain on the sale of the
rights of first refusal is taxable as a long-termcapital gain or
as ordinary incone. Petitioners argue that the gain is taxable
as a capital gain because HCAC s disposition of the rights was a
sal e or exchange of a capital asset within the neaning of section
1222(3). Respondent argues that the disposition was not a sale
or exchange because the rights were personal and nontransferable

under the ternms of the 1969 agreenment. In addition, respondent
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asserts, the rights of first refusal were not sold or exchanged;
HCAC cancel ed or term nated those rights, or they sinply ceased
to exist. Respondent does not dispute that the rights of first
refusal were capital assets. W agree with petitioners on this
poi nt .
HCAC s gain on its disposition of the rights of first

refusal is taxable as a long-termcapital gain if the disposition
was the sale or exchange of a capital asset held for nore than 1

year. See sec. 1222(3); see al so Dobson v. Conm ssioner, 321

U S 231, 231-232 (1944). The Code does not define the term
“sal e or exchange” for purposes of section 1222(3). However,
courts have generally defined the term“sale” by its ordinary
meani ng to denote a transfer of property for a fixed anmount in

noney or its equivalent. Helvering v. WIlliamFlaccus Qak

Leather Co., 313 U. S. 247, 249 (1941); Ray v. Conm ssioner, 18

T.C. 439, 441 (1952), affd. 210 F.2d 390 (5th G r. 1954). The
term “exchange” is construed simlarly, except that an exchange
reflects the fact that no price is set for the property

exchanged. Guver v. Conm ssioner, 142 F.2d 363, 365-366 (4th

Cir. 1944), affg. 1 T.C. 1204 (1943).

Respondent’s argunments rest on his proposed finding that
HCAC term nated the rights of first refusal as opposed to
transferring those rights to TNC. Respondent supports his

argunment with another proposed finding that HCAC coul d not have
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sold or exchanged the rights of first refusal because they were
personal and nontransferable. The record, however, does not
support either proposed finding, and we decline to nmake either.
To the contrary, the record establishes, and we find, that HCAC
sold the rights to TNC in consideration for noney and property,
and TNC in turn termnated the rights, after receiving their
passage, incident to its purchase of the farmfromthe Wl l ace
famly. W read nothing in the 1969 agreenent that provides (nor
do we find) that the rights, while “personal”, could not be
transferred to HCAC or to TNC under the facts herein. |In fact,
respondent’s argunent is contrary to the parties’ stipulation No.
17 and to respondent’s determnation in the notices of
deficiency. The stipulation states that the rights of first
refusal “were assigned to HCAC i n Decenber of 1995.” The notices
state that HCAC “conveyed” the rights of first refusal to TNC. %

Respondent al so argues that HCAC coul d not have sold the
rights of first refusal because those rights “vani shed” with the

2001 transaction incident to the Wallace famly' s sale of the

S’Mor eover, regardless of whether the rights of first
refusal were transferable, we find that the rights were in fact
transferred first to HCAC and later to TNC, and that the | ater
transfer was apparently done wth the know edge and consent of
all persons with an interest in those rights. Respondent al so
argues that the substance of the transaction conpels a hol ding
for him W disagree. The nere fact that the rights of first
refusal may have had to be termnated for the 2001 transaction to
occur does not necessarily nean that HCAC had to be the one who
term nated those rights.
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encunbered | and. Respondent relies primarily upon Nahey v.
Comm ssioner, 111 T.C 256 (1998), affd. 196 F.3d 866 (7th Gr

1999), to support this argunent.> Respondent’s reliance on Nahey
is msplaced.

I n Nahey v. Conmi ssioner, supra at 265, we concl uded that

proceeds fromthe paynent of the settlenent of a |awsuit were
taxabl e as ordinary incone because the settlenment was not a sale
or exchange under section 1222. W noted that the rights in the
| awsuit “vani shed both in formand substance” on receipt of the
paynment and that the payor did not receive any property or
property rights which could |later be transferred. [d. at 264-
266. We anal ogi zed the paynent to an extingui shnent of a debt.
Id.

In contrast to the facts of Nahey, HCAC s sale of the rights
of first refusal was not an extingui shnent of a claim the owner

of the encunbered | and continued to have rights in the property.

The rel ease gave the owner of the encunbered |and the right to

*8Respondent al so relies on other cases, each of which is
factual ly distinguishable fromthis case. For exanple,
respondent cites Wl ff v. Conm ssioner, 148 F.3d 186, 188-189 (2d
Cr. 1998), revg. Estate of Israel v. Conm ssioner, 108 T.C. 208
(1997), where the court held that there was no sal e or exchange
under sec. 1222 on the cancellation of forward contracts because
on cancel lation, the contract (the underlying asset) ceased to
exist and all rights and obligations with respect to that
contract were released. Here, the underlying asset (the
encunbered | and) did not cease to exist on the rel ease of the
rights, and the owner of the encunbered | and continued to have
rights in the property.
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i mredi ately sell the property without having to offer it first to
t he Marshall Cohans and the Al deborgh famlies for the price
stated in the 1969 agreenent. Additionally, the underlying asset
here (the encunbered |land) did not cease to exist as did the
[ awsuit in Nahey.

Congress enacted the capital gain provisions to relieve
t axpayers of the heavy tax burden that resulted fromsituations
like this one where a capital asset has appreciated over tine.

See Corn Prods. Ref. Co. v. Comm ssioner, 350 U S. 46, 52 (1955)

(stating that capital gains treatnment was intended “‘to relieve

t he taxpayer from* * * excessive tax burdens on gains resulting
froma conversion of capital investnents, and to renove the
deterrent effect of those burdens on such conversions.’” (quoting

Burnet v. Harnel, 287 U S. 103, 106 (1932))). The Marshal

Cohans and the Al deborgh famlies held the rights of first

refusal for nore than 30 years, and during that tinme the val ue of
the rights fluctuated with the value of the encunbered |and. The
appreciation did not result fromordinary incone type activities

but fromthe market value of the encunbered | and. See M chot v.

Conmi ssioner, T.C. Menp. 1982-128.

We hold that HCAC s sale of the rights of first refusal is a
sal e or exchange of a capital asset under section 1222(3) and

that the resulting gain is taxed as a long-termcapital gain.
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VI. Accuracy-Related Penalties

A Overview

Respondent contends that petitioners are liable for the
section 6662(a) penalties on alternative grounds: (1) The
under paynments were attri butable to negligence or disregard of
rules or regulations within the neaning of section 6662(b)(1), or
(2) there were substantial understatenents of inconme tax within
t he nmeani ng of section 6662(b)(2). Petitioners contend that they
are not liable for the section 6662(a) penalties because (1) they
were not negligent, (2) there are no substantial understatenents
of income tax, and (3) in any event, they qualify for relief from
the penalties under section 6664(c)(1).

B. | n Gener al

Section 6662(a) and (b)(1) authorizes the Comm ssioner to
i npose an accuracy-related penalty equal to 20 percent of the
portion of an underpaynent attributable to negligence or to
di sregard of rules or regulations. In this context, negligence
is defined as any failure to nake a reasonable attenpt to conply
with the provisions of the Code. Sec. 6662(c); see also Neely v.

Commi ssioner, 85 T.C 934, 947 (1985) (negligence is |lack of due

care or failure to do what a reasonabl e prudent person would do
under the circunstances). Negligence is strongly indicated where
a taxpayer fails to nake a reasonable attenpt to ascertain the

correctness of a deduction, credit, or exclusion on a return that
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woul d seemto a reasonabl e and prudent person to be “too good to
be true” under the circunstances. Sec. 1.6662-3(b)(1)(ii),
| ncome Tax Regs.

The Comm ssioner also is authorized to i npose an accuracy-
related penalty equal to 20 percent of the portion of an
under paynment attributable to a substantial understatenent of
i ncone tax. Sec. 6662(a) and (b)(2). A substantial
understatenent of income tax with respect to an i ndividual
taxpayer exists if, for any taxable year, the anount of the
understatenent for the taxable year exceeds the greater of 10
percent of the tax required to be shown on the return for the
t axabl e year or $5,000. Sec. 6662(d)(1)(A).

Section 6664(c) (1) sets forth an exception to the inposition
of a section 6662(a) penalty. It provides that generally “No
penalty shall be inposed under * * * [section 6662] with respect
to any portion of an underpaynent if it is shown that there was a
reasonabl e cause for such portion and that the taxpayer acted in
good faith with respect to such portion.” Wether a taxpayer had
reasonabl e cause for, and acted in good faith with respect to,
part or all of an underpaynent is determ ned on a case-by-case
basis, taking into account all pertinent facts and circunstances.
Sec. 1.6664-4(b)(1), Incone Tax Regs. The nobst inportant factor
is the extent of the taxpayer’s effort to assess the proper tax

l[iability. Id.



- 110 -

C. Respondent’s I nitial Burden of Production

Al t hough an individual taxpayer bears the burden of proving
that he or she is not liable for a section 6662(a) penalty

determ ned by the Comm ssioner, Pahl v. Conm ssioner, 150 F. 3d

1124, 1131 (9th Gr. 1998), affg. T.C. Meno. 1996-176, the

Comm ssioner has the initial burden of producing evidence to
support the applicability of such a penalty, sec. 7491(c). To
meet this burden, the Comm ssioner nust cone forward with
sufficient evidence to showthat it is appropriate to inpose the

penalty. See Higbee v. Comm ssioner, 116 T.C. 438, 446-447

(2001). If the Conm ssioner satisfies his burden of production,
t he burden of producing evidence shifts to the taxpayer, who nust
denonstrate by a preponderance of the evidence that he or she is
not liable for the penalty either because the penalty does not
apply or because the taxpayer qualifies for relief under section
6664(c) .

Respondent introduced evi dence show ng that HCAC,
petitioners, and their counsel knew about the various itens of
consi deration that HCAC received in the 2001 transaction and that
HCAC, petitioners, and their counsel were well aware of the total
consi deration received when the bargain sale gift agreenent and
gift letter were being negotiated and finalized. Respondent also
i ntroduced evi dence showi ng that HCAC, petitioners, and their

counsel knew or should have known that HCAC s 2001 i ncone tax
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return did not accurately report the anount realized fromthe
2001 transaction and that HCAC, the Hugheses, and the Marshal
Cohans clainmed charitable contribution deductions that were
artificially inflated in amount through the exclusion of sone of
t he consi deration that HCAC received in the 2001 transacti on.
Respondent al so denonstrated that there were underpaynents
attributable to substantial understatenents of income tax on
petitioners’ 2001 returns. W conclude that respondent
i ntroduced sufficient evidence to satisfy his burden of
production under section 7491(c).

D. Analysis

We now turn to exam ne whether petitioners have proven that
they are not liable for the section 6662(a) penalties. Because
respondent has nmet his burden of production, petitioners mnust
come forward wth sufficient evidence to persuade the Court that
respondent’s determnation is incorrect. See Higbee v.

Conmi ssi oner, supra at 446-447. Petitioners contend that section

6664(c) relieves themfromthe section 6662(a) penalties because
t hey had reasonabl e cause for the underpaynents of tax and acted
in good faith with respect to the underpaynents. Petitioners
contend nore specifically that: (1) M. Hughes reasonably relied
in good faith on the advice of independent professional advisers,
M. Fryzel and M. R dgeway, regarding the proper reporting of

the 2001 transaction, and (2) the Marshall Cohans and the
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Al debor ghs reasonably relied in good faith on the Schedul es K-1
i ssued to them by HCAC for the reporting of the 2001 transacti on.
Petitioners have the burden of proving reasonabl e cause and good
faith. 1d.

A taxpayer’s reasonable reliance in good faith on the advice
of an i ndependent professional adviser as to the tax treatnent of
an itemcan constitute reasonabl e cause under certain

circunstances. See United States v. Boyle, 469 U S. 241, 250

(1985); sec. 1.6664-4(b)(1), Inconme Tax Regs. The taxpayer mnust
show that (1) the adviser was a conpetent professional who had
sufficient expertise to justify the taxpayer’s reliance on himor
her, (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. See Neonatol ogy Associ ates,

P.A. v. Conm ssioner, 115 T.C. at 98-99; Sklar, G eenstein &

Scheer, P.C. v. Comm ssioner, 113 T.C 135, 144-145 (1999).

We conclude that petitioners acted with reasonabl e cause and
in good faith as to the underpaynents attributable to (1) the
om ssion of the values of the new beach rights and the rel ease of
the reciprocal right fromHCAC s anount realized on the sale of
the rights of first refusal and (2) the underval uation of the
four properties. Petitioners introduced both docunentary and
testinoni al evidence establishing HCAC s reliance on M. Fryzel’s

advi ce regardi ng whet her the new beach rights and the rel ease of
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the reciprocal right should be included in the anount realized
and HCAC s reliance on M. LaPorte’s appraisals of the four
properties. Both M. Fryzel and M. LaPorte were experienced
prof essi onal s who had sufficient expertise to justify the
reliance placed upon them The evidence establishes that HCAC
provided M. Fryzel and M. LaPorte with necessary and accurate
i nformation regardi ng the 2001 transaction and that HCAC and
petitioners reasonably relied on those professionals’ advice in
reporting the 2001 transaction. Thus, petitioners are not |iable
for the section 6662(a) penalties on the underpaynents
attributable to those itens.

However, we reach a different conclusion with respect to the
remai ni ng portions of the underpaynents. Petitioners have not
established that they acted with reasonabl e cause and in good
faith with respect to the remaini ng underreporting of gain on the
sale of the rights of first refusal. Petitioners also have not
establ i shed that the Hugheses and the Marshall Cohans acted with
reasonabl e cause and in good faith with respect to the charitable
contribution deductions. To both ends, petitioners have not
i ntroduced any credi bl e evidence indicating that they sought
pr of essi onal advi ce regarding the substantiation of the
charitabl e contribution deductions or the treatnent of the horse
barn | ease, Al deborgh |ease, |lot 29 option, WId right-of-way

relocation, and | and bank fees. Petitioners knew they received
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those itens; however, they failed to seek professional advice
regar di ng whet her those specific itens should have been incl uded
inthe gift letter and in HCAC s incone on the sale of the
rights. Instead, petitioners blindly relied on the gift letter
from TNC despite their know edge that TNC had a financi al stake
in the reporting of the 2001 transaction.® The record al so
contains no evidence that HCAC or petitioners sought professional
advice regarding the itens erroneously included in the basis of
the rights of first refusal

We al so disagree with petitioners’ argunent that the
Mar shal | Cohans and the Al deborghs acted with reasonabl e cause
and in good faith by relying on the Schedules K-1 issued by HCAC.
A taxpayer may not rely on the information on an information
return (e.g., a Schedule K-1) if the taxpayer knows, or has
reason to know, that the information is incorrect. Sec. 1.6664-
4(b) (1), Inconme Tax Regs. The Marshall Cohans and the Al deborghs
knew or shoul d have known, through their agent M. Hughes, that
they were receiving the benefit of omtting itens fromthe anount
realized on the sale of the rights. |In addition, the Mrshal
Cohans knew that they were receiving the benefit of om ssion of

the Wld right-of-way relocation fromthe gift letter. Despite

Petitioners, on the other hand, |acked any financial stake
in the accuracy of the reporting of the 2001 transaction, because
TNC and HCAC had agreed that TNC woul d pay any tax, penalties, or
interest petitioners owed as to the transaction.
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their know edge, there is no credible evidence in the record that
t hey sought the advice of a tax professional regarding the proper
treatment of those itens. W have no basis for deciding that the
Mar shal | Cohans and the Al deborghs acted with reasonabl e cause
and in good faith in relying on the Schedul es K-1 under these
ci rcunst ances.

Consequently, we sustain respondent’s determ nation of
negl i gence penalties under section 6662(a) and (b)(1) with regard
to petitioners’ underpaynents attributable to the denial of the
charitabl e contribution deductions and the underreporting of gain
on the sale of the rights of first refusal relating to the
om ssion of the horse barn | ease, the Al deborgh | ease, the |ot 29
option, the Wld right-of-way relocation, and the |and bank fees
fromthe anount realized on the sale and the overstatenent of the
rights’ adjusted basis.

VI, Remai ni ng Ar gunent s

We have considered all argunents nade by the parties, and to
the extent not discussed above, we reject those argunents as
irrelevant, noot, or wthout nerit.

To reflect the foregoing,

Deci sions will be

entered under Rul e 155.




