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meet the regulatory reguirements.

There is no doubt that the appraisal obtained by Prossnitzes
contains a description of thelr residence in great detail.
Information about their home, both its interior and exterior, is
provided through text, photographs and sketches (P. Ex. A; G. Ex.
3). What is missing from the appraisal, however, is a
description of those parts of the house that are subject to the
facade easement.

There is a statement in the appraisal cover letter at the
beginning of P. Ex. A that “[t]he Facade Easement is further
described in the agreement entitled Preservation Easement and is
to be granted to Landmark’s Preservation Council of Illinois....”
But that purported “agreement,” attached to the appraisal as a
Supplemental Addendum, is no more than a printed form of a draft
document that is both incomplete and unsigned. Although the form
document recites the terms of an easement, including the
construction and maintenance restrictions on what are termed
“Protected Elements,” it contains no Exhibit B (where the
“Protected Elements” are supposed to be described). Thus the
reader of the appraisal has no way to determine how much or how
little of Prossnitzes’ home has been donated to Landmarks Council
and is subject to the limitations imposed by the easement.

To be sure, the actual executed easement document filed with

the Cook County Recorder’s office about a week after the
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appraisal date did have attached an Exhibit B containing a brief
listing of the “Protected Elements” (P. Ex. H; G. Ex. 4). Just
why that vital component of the claimed easement was not included
in the week-earlier appraisal is not for this Court to speculate.
But that is just one more way in which the substantiation
requirements for obtaining a tax deduction of the easement have
not been met.

Those substantiation requirements are important, indeed
essential, to the review of charitable contribution deductions
and the reliability of corresponding appraisals. Absent a
description of the facade easement, the appraisal and its
valuation of the donated property are meaningless. There is no
way for the IRS or any outside party to judge whether the
appraisal is reasonable or to understand the basis for the
valuation of such undefined contributed property. Neither is the
requirement in any way confusing. There is really no excuse for
Prossnitzes’ failure to comply strictly with its terms.

That said, however, if that were the only flaw in the
Prossnitzes’ claim this Court would be loath to disqualify the
claimed deduction on that basis alone. Here the proximity in
time between the appraisal date and the recording of the actual

easement document would, in this Court’s view, qualify that
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defect for substantial compliance treatment.’
Other Requirements

In addition to what has gone before, the Government also
contends that the appraisal summary that Prossnitzes were
required to submit was deficient because it did not contain the
signatures of both Schmidt and Fiorenzo and did not include the
cost basis of the property affected by the easement. It also
urges that the appraisal submitted by Prossnitzes did not contain
a proper basis for the valuation of the easement or use the
correct definition of market value.

Resolution of the parties’ cross-motions in the Government’s
favor (except for the item discussed in n.5) has already taken
place in this opinion without the need to determine whether and
to what effect any such further deficiencies exist. It has
heretofore been shown conclusively that Prossnitzes failed
utterly to comply with two important substantiation requirements
for their claimed preservation easement deduction, requiring the
denial of that deduction. But because the parties have dedicated
such a large part of their filings to the question of easement
valuation, that subject will be addressed--albeit less
extensively-~-here.

In that regard the Government’s objection to the valuation

7 As discussed in the next section, that view connotes no
expression of opinion as to the adequacy of the appraisal in
substantive terms.
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methodology employed in the Schmidt-Fiorenzo appraisal is
gualitative rather than quantitative. In contrast to many of the
cases discussed by Prossnitzes, here the Government has not
challenged the valuation of the easement by suggesting that
another amount is more appropriate, so as to trigger a sort of
“battle of appraisals.” Instead the government urges that the
appraisal fails to comply with the Reg. §1.170A-13(c) (3) (ii) (K)
requirement that it contain “[tlhe specific basis for the
valuation, such as specific comparable sales transactions or
statistical sampling, including a justification for using
sampling and an explanation of the sampling procedure employed.”
According to the Government, although the appraisal purports to
use the before and after method® to determine the value of the
easement, it really applies an arbitrary percentage to the
established “before” value of the property to arrive at the
asserted “after” value, rather than independently determining the
real “after” value.

True enough, the Government’s arguments as to the
appraisal’s formulaic application of a percentage reduction cast

a good deal of doubt on the ultimate reliability and credibility

8 Under the before and after method, the value of an
easement is determined “by subtracting the value of the property
immediately after the imposition of the easement from the value
of the property immediately before the imposition of the easement
to estimate the value of the easement” (Hilboxn v. Comm’r, 85
T.C. 677, 689 (1985)).
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of its valuation determination (more on this subject a bit
later). But in this Court’s view, substantial added evidentiary
input would be needed to resolve the question whether the
appraisal does or does not meet the requirements of Reg. §1.170A~
13(c) {3) (ii) (K). Schmidt’s and Fiorenzo’s appraisal sets out a
number of gualitative factors that, according to them, flowed
from the imposition of the easement restrictions and resulted in

a decline in value of the Prossnitzes’ property. _

As Schmidt testified (P. Ex. L at 91) and as other courts

have noted (see, e.g., Nicoladis v. Comm’r, T.C. Mem. 1988-163

(1988)), comparable sales transactions involving real estate with

similar facade easements are not always available. @In a number

Because the appraisal report here did contain a statement of
claimed reasons for some loss of value, this Court will not hold
as a matter of law that it departed entirely from the approach

taken in those cases. But it must be said that the appraisal’s
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superficial impressiveness in size, which emulates conventional
real estate appraisals in many respects, does not fully mask its
obviously problematic treatment. It echoes all such conventional
appraisals by reciting the customary threefold approach to real
estate valuation: replacement cost, income capitalization and
sales comparison--but then it really applies those only to assert
the then present market value of the Prossnitzes’ home, and not
to evaluate the easement that the appraisers purport to be
valuing. On that score--the expected effect of the easement on
the then-current value of the residence--the vaunted 43-page bulk
of the appraisal reduces to a few short paragraphs on the fourth
of its five pages of text:

1. The loss of the right to develop the property
up to the maximum density of zoning laws.

2. Maintenance and insurance requirements may be
in excess of properties not eased.

3. Legal exposure if the easement is breached.

4. Loss in value due to the fact that subsequent
owners would lose the right to receive possible tax
benefits from the conveyance of such an easement
results in a loss of value between 10% and 20% of
overall value. In the case of the subject, due to
unique qualities of the improvements, the loss of
potential assemblage value as well as other considera-
tions, we estimate the donation of the easement,
results in a loss of value of 18%.

Only the last of those purports to quantify the appraisers’
bootstrapping approach that they say enabled them to reach a

5984,000 “after” value from the $1.2 million “before” value. 1In
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this Court’s view that approach would most likely face real
difficulty if this case had to reach trial. But this opinion
will not look to or rely on any such doubts as a basis for the
conclusion reached here, for even if the substance of the
valuation were to be regarded as valid, that would not preserve?
Prossnitzes’ deduction from the consequence of their unquestioned
failure to comply with the statutory and regulatory reguirements
discussed earlier.®

One last comment is in order. Prossnitzes argue in their
memorandum that by disallowing their deduction for the
preservation easement, the Government is trying to do indirectly

what others have been unable to do directly. According to P.

? Bad pun intended.

1 This Court is, however, constrained to observe that the
apprailsers’ adoption of an arbitrarily determined percentage
approach, particularly when extended by them to multiplying that
percentage by the number of building facades involved, appears to
call for careful scrutiny by someone who recognizes when an
emperor has no clothes. Or to put matters a bit differently,
there appears to be a substantial question whether Landmarks
Council can fairly represent, while taking into account the
Prossnitzes’ $21,600 cash contribution, that “no goods or
services have been provided in consideration of these gifts” (P.
Ex. 0). Is the fact that the amount of that contribution was
exactly 10% of the appraisers’ valuation of the easement supposed
to be a coincidence? Whatever Landmarks Council’s interest in
historic preservation as such may be (and this Court does not
question the validity--or the societal value--of that interest at
all), this situation looks much like one in which the Landmarks
Council might be thought of as providing not goods but
services-—~its honoring of a friendly appraisal--in consideration
of the cash contribution. But any such skepticism has played no
part in this Court’s decision, which it has earlier sought to
explain with great care and in appropriate detail in the text.
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Mem. 4, easement critics have unsuccessfully tried to persuade
Congress to repeal the statute authorizing preservation easement
deductions, so the Government is seeking to invalidate such
deductions through an inappropriately restrictive reading of the
Code and its regulations. But it should be made clear that the
result in this case--the disallowance of Prossnitzes’
preservation easement deduction--might have been avoided (or at a
minimum the debate could have been shifted to the guestion of
evaluation of any claimed deduction) had Prossnitzes simply
complied with the clear requirements set forth in the governing
statutes and regulations. It just cannot be said that any
improper motive on the Government’s part is in any way
responsible for today’s outcome.
Assessed Penalty

As a final matter, P. Mem. 16-17 argues that the penalty of
$14,904.20 should not have been assessed by the IRS. In support

of that claim Prossnitzes seek to rely on Heasley v Comm’r, 902

F.2d 380, 383 (5% Cir. 1990):

Whenever the I.R.S. totally disallows a deduction or
credit, the I.R.S. may not penalize the taxpayer for a
valuation overstatement included in that deduction or
credit. In such a case, the underpayment is not
attributable to a valuation overstatement. Instead, it
is attributable to claiming an improper deduction or
credit.

Although the Government acknowledges that disallowance of the

easement deduction does not by itself trigger the assessment of a
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penalty for a valuation overstatement, it contends that Section
6662 provides for the assessment of a penalty against Prossnitzes
on either of two other grounds: {1) negligence or disregard of
the rules or regulations and (2) a substantial understatement of
income tax (G. Ex. 10).

Prossnitzes did not elect to offer any reply to that dual
response. But as for the first ground, the Government
acknowledges that factual issues may exist as to whether the
penalty is appropriate on the basis of Prossnitzes’ negligence.
Although Prossnitzes have not identified any such issues by way
of a reply, this Court would be reluctant to reject their claim
because of their silence.

But that does not apply to the Government’s second ground,
as to which it maintains that disallowance of the easement
deduction (the subject on which this opinion has already ruled)
renders a penalty for Prossnitzes’ consequent substantial
understatement of their income tax liability appropriate as a
matter of law. That creates a somewhat unusual situation:
Although the Government has not made the penalty a subject of its
own motion for summary judgment, it nevertheless has identified a
ground on which, as a matter of law, it is entitled to retain the
penalty assessment. With nothing from Prossnitzes offered to

counter that contention, the penalty must stand.
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Conclusion
There are no genuine issues of material {(that is, outcome-
determinative) fact. This Court accordingly:

1. grants the Government’s motion to disallow the
5216,000 preservation easement deduction sought by
Prossnitzes,

2. grants Prossnitzes’ cross-motion to validate their
$21,600 cash donation and orders the Government to refund
the portion of the taxes and penalty attributable to that
$21,600 cash payment and

3. denies Prossnitzes’ motion to disallow the

remaining tax deficiency and the remainder of the $14,904.20

penalty assessed against them.

This is a final order.

Milton I. Shadur
Senior United States District Judge

Date: March 25, 2009
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