Carroll v. Commissioner, 146 T. C. 196 (2016)

In Carroll v. Commissioner, the U. S. Tax Court ruled that taxpayers could not claim
a charitable deduction for a conservation easement donation because the
easement’s extinguishment clause did not guarantee the donee a proportionate
share of proceeds based on the easement’s fair market value at donation, violating
IRS regulations. This decision underscores the strict perpetuity requirement for
conservation easement deductions, impacting how such easements are drafted and
enforced to ensure compliance with tax law.

Parties

Douglas G. Carroll, IIl and Deidre M. Smith were the petitioners, with the
Commissioner of Internal Revenue as the respondent. They were involved in a
dispute over the deductibility of a conservation easement donation. The case was
heard by the United States Tax Court.

Facts

In 2005, Douglas G. Carroll III owned a 25. 8533-acre property in Lutherville,
Maryland, which he transferred to himself, his wife Deidre M. Smith, and their three
minor children as tenants in common. Subsequently, on December 15, 2005, they
donated a conservation easement on 20. 93 acres of this property to the Maryland
Environmental Trust (MET) and the Land Preservation Trust, Inc. (LPT). The
easement was intended to preserve the property’s conservation values, including
agricultural land and woodland, and was consistent with local conservation policies.
The taxpayers claimed a charitable contribution deduction of $1. 2 million on their
2005 federal income tax return, carrying forward the remaining deduction to
subsequent tax years.

The easement’s extinguishment provision stated that, in the event of
extinguishment, the donees’ share of proceeds would be based on the allowable
federal income tax deduction rather than the fair market value of the easement at
the time of the gift. This provision was central to the court’s decision.

Procedural History

The Commissioner issued a notice of deficiency on January 30, 2013, disallowing the
carryforward charitable contribution deductions for the tax years 2006, 2007, and
2008, and imposing accuracy-related penalties. The taxpayers timely filed a petition
with the United States Tax Court, challenging the Commissioner’s determinations.
The court’s standard of review was de novo.

Issue(s)

Whether the conservation easement donated by Douglas G. Carroll III and Deidre M.
Smith satisfied the perpetuity requirement of 26 U. S. C. § 170(h)(5)(A) and 26 C. F.
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R. § 1. 170A-14(g)(6), thus qualifying as a “qualified conservation contribution”?
Rule(s) of Law

The Internal Revenue Code, 26 U. S. C. § 170(h), allows a deduction for a “qualified
conservation contribution,” which must be made exclusively for conservation
purposes and protected in perpetuity. 26 C. F. R. § 1. 170A-14(g)(6) specifies that,
upon extinguishment, the donee must be entitled to a portion of the proceeds at
least equal to the proportionate value of the conservation restriction at the time of
the gift.

Holding

The court held that the conservation easement did not comply with the perpetuity
requirement of 26 C. F. R. § 1. 170A-14(g)(6) because the extinguishment clause tied
the donees’ share of proceeds to the allowable federal income tax deduction, not the
fair market value of the easement at the time of the gift. Therefore, the taxpayers
were not entitled to the carryforward charitable contribution deductions for the
years in issue.

Reasoning

The court’s reasoning focused on the strict interpretation of the perpetuity
requirement. The regulation requires that, upon extinguishment, the donee must be
guaranteed a proportionate share of proceeds based on the fair market value of the
easement at the time of the gift. The court found that the easement’s provision,
which tied the donees’ share to the allowable deduction, failed to meet this
requirement. The court noted that this could lead to a windfall for the taxpayers if
the deduction were disallowed for reasons unrelated to valuation, thus undermining
the conservation purpose.

The court rejected the taxpayers’ arguments that Maryland law or the remote
possibility of extinguishment could satisfy the regulation’s requirements. The court
emphasized that the regulation’s purpose is to prevent taxpayers from reaping a
windfall and to ensure that donees can use their share of proceeds for conservation
purposes.

The court also upheld the accuracy-related penalties under 26 U. S. C. § 6662(a),
finding that the taxpayers did not act with reasonable cause or in good faith, as they
failed to seek competent tax advice regarding the easement’s compliance with the
regulations.

Disposition

The Tax Court entered a decision under Tax Court Rule 155, upholding the
Commissioner’s disallowance of the carryforward charitable contribution deductions
and the imposition of accuracy-related penalties.
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Significance/Impact

The Carroll decision reinforces the strict application of the perpetuity requirement
for conservation easement deductions. It highlights the importance of drafting
easement agreements to comply precisely with IRS regulations, particularly
regarding the calculation of extinguishment proceeds. The ruling impacts the
structuring of future conservation easements and emphasizes the need for donors to
seek competent tax advice to ensure compliance with tax laws. The case also
underscores the court’s willingness to enforce accuracy-related penalties when
taxpayers fail to act with reasonable cause and good faith.
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