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The donation of a conservation easement is 
a long-standing way for property owners to 
help satisfy their philanthropic urges while 
securing a valuable tax deduction. Those 
deductions, though, may be under threat 
after a recent ruling from the U.S. Tax Court.

Conservation easements often reserve to the property 
donors future rights to construct structures and addi-
tions to those structures, such as single-family homes 
with sheds, garages or pools. Such easements usually 
don’t specify the precise location of that construction. 
Under the new ruling, however, this common practice 
disqualified the donor from claiming a charitable con-
tribution deduction for the easement.

IRS rejects easement deductions 
The case involved a limited partnership that owned 10 
adjoining parcels, comprising more than 6,200 acres. 
Between 2005 and 2007, 
the partnership granted 
three easements on 
undeveloped land — one 
each tax year — to a 
charitable land trust. 

The 2005 and 2006 
easements both reserved 
for the partnership the 
right to small parcels 
of development in the 
conservation areas. The 
2005 easement allowed 
for residential devel-
opment and structures, 
such as scenic overlooks, 

stables and piers, in 16 building areas. In addition, 
the building areas could be relocated from the area 
indicated on the plat, by a man-made lake, to other, 
potentially more desirable areas. The 2006 easement 
allowed residential development in six building areas, 
without defining the locations of those building areas.

Like the first two easements, the 2007 easement recited 
charitable purposes, generally prohibited development 
and reserved certain rights. It didn’t, however, designate 
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any building areas where development was permitted 
or allow any construction. 

On the respective federal income tax returns, the part-
nership claimed charitable deductions for the easements 
of $16.55 million, $12.73 million and $4.1 million, based 
on appraisals. The IRS disallowed the deductions. It con-
tended that the easements didn’t convey “qualified real 
property interests,” as required under the relevant tax 
regulation, because the restrictions on land use weren’t 
granted in perpetuity.

Tax Court agrees — in part
On appeal, the Tax Court explained that the central 
question in such circumstances is whether the easement 
includes a perpetual use restriction at the time the ease-
ment is granted. If building areas can be placed anywhere 
within the conservation area, the court determined that 
the perpetual restriction doesn’t attach at the outset to a 
defined parcel of land, because the developer could later 
build on land that was intended to be protected forever 
from any type of development.

Applying this reasoning, the court found that the 
2005 and 2006 easements didn’t convey qualified real 

property interests. The 2005 easement essentially 
gave the partnership the right to construct a 16-unit 
residential development that was exempt, for practical 
purposes, from the easement restrictions. With the 
2006 easement, it was impossible to define at the time 
of the grant which “real property” was restricted from 
development because the building areas could be any-
where in the conservation area. 

The Tax Court upheld the 2007 easement, though. 
Unlike the other easements, it didn’t allow the partner-
ship to later choose areas for development within the 
conservation area. 

Stay tuned
Not surprisingly, an appeal of the case is widely 
expected. Until then, property owners hoping to reap 
the tax benefits of conservation easement contributions 
should take care to specify which, if any, parts of the 
easements they want to reserve for future development. 
And, as always, they should retain qualified experts to 
value those easements for purposes of their charitable 
conservation easement deductions. (See “Court splits 
the difference on easement valuation” above). x
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Court splits the difference on easement valuation
Before taxpayers can claim a deduction for a charitable conservation easement, they must value the 

property. While the taxpayer in Pine Mountain Preserve (see main article) lost out on two easement 

deductions, it fared well on the value of the third. The U.S. Tax Court issued a separate opinion valuing 

the surviving charitable conservation easement. 

The IRS expert had used a comparable sales method to reach a value of $449,000, while the taxpayer’s 

expert applied a before-and-after approach to produce a value of $9.1 million. The court found the 

former undervalued the easement by ignoring the property’s development potential. But the taxpayer’s 

expert overstated the value by overestimating that potential. 

Finding that neither expert employed a method that satisfied the relevant tax regulation, the court 

opted to give equal weight to both values. Even though each rested on errors, the court ruled that  

both had helpful aspects. Thus, it found that the taxpayer was entitled to a deduction of approximately 

$4.8 million (the average of the experts’ conclusions).



Individuals with real estate businesses 
understandably expect to deduct their 
business-related expenses. But those 
deductions might not be a slam dunk. 
Some married taxpayers recently learned 
that the hard way when their business 
deductions landed in the U.S. Tax Court.

Sarkin v. Commissioner provides a valuable overview of 
how the IRS and the Tax Court determine if expenses 
qualify as deductible business-related expenses — 
specifically, the factors they consider when assessing 
whether an activity was engaged in for profit.

Contested deductions
The taxpayers opened an urban planning firm in  
South Africa in 1997. By 2004, they’d relocated to the 
United States. In 2011, after having been unemployed 
since losing his job in 2009, the husband returned 
to South Africa. He converted his previously owned 
apartment into an office and used his time to renovate 
his mother-in-law’s home.

The taxpayers claimed $24,749 and $14,132 in expenses 
for a real estate consulting business on their 2012 and 

2013 federal tax returns. The IRS, however, rejected the 
deductions, asserting that they weren’t engaged in a 
trade or business for profit. The taxpayers appealed.

Lost cause
The tax regulations provide a nonexclusive list of factors 
to consider when evaluating a taxpayer’s profit objective. 
The following seven factors favored the IRS’s stance:

1. The manner in which the activity is conducted. 
The taxpayers didn’t have a written business plan. 
Moreover, the business didn’t have a separate bank 
account; all expenses were paid from the taxpayers’ 
personal checking account and with their credit cards. 

2. The time and effort devoted to the activity.  
The husband didn’t spend the entire two years in 
South Africa, and the court inferred that he didn’t 
spend much time on the business. 

3. The expectation of asset appreciation. An expec-
tation that assets used in the activity will produce an 
overall economic profit can indicate a profit motive. 
But the taxpayers’ only asset was the previously 
owned apartment.

4. The taxpayers’ success in similar or 
dissimilar activities. Without any evidence 
of earlier dealings in South Africa, the 
court didn’t know whether any success had 
occurred. And the renovation project wasn’t 
similar to the previous work the husband 
claimed to have completed in the country.

5. History of income and loss. Although 
a series of losses in the initial stage of an 
activity doesn’t necessarily indicate a lack of 
profit motive, the goal must be to realize a 
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Why gross-up provisions are a smart bet

Both commercial landlords and their  
tenants are always on the lookout for ways 
to save money and limit their financial 
exposure. If you haven’t done so yet, it 
may be time to consider using gross-up 
provisions in your commercial leases. These 
provisions ensure that tenants pay their 
share of operating expenses regardless of 
the property’s occupancy rate. Plus, they 
also protect tenants from unexpected cost 
increases, and provide landlords with an 
increased income to cover expenses when 
occupancy is low.

What are they?
In addition to rent, commercial landlords of multitenant 
properties typically require tenants to pay their share 
of the property’s operating expenses, including:

u Taxes, 

u Insurance, 

u Utilities, 

u Maintenance, and 

u Trash removal. 

Each tenant’s share is generally based on the percent-
age of the property’s total rentable square footage 

profit on the entire operation. The taxpayers reported 
net losses for the relevant years and abandoned the 
business the next year. 

6. The amount of occasional profits. The business 
never earned a profit.

7. The taxpayers’ financial status. A lack of substan-
tial income from other sources can suggest a profit 
motive, while substantial income from another source 
can indicate the lack of profit motive. The husband 
was unemployed directly before the years at issue, but 
the wife had significant income from working as an 
architect. The business losses generated substantial 
tax benefits for the couple. 

The court rated one factor as neutral — the expertise 
of the taxpayers or their advisors. The husband had the 

relevant work experience and requisite education to 
conduct a city planning and architecture business, but 
the court found no evidence to corroborate previous 
dealings in South Africa. Further, he had no expertise 
or experience in the renovation of personal residences. 

Only one factor was found to favor the taxpayers: 
The court accepted the husband’s testimony that he 
derived no pleasure from conducting the business.

A costly loss in court
With the factors heavily going against the taxpayers, 
the court concluded no “actual, honest profit objective” 
existed. The expense deductions, therefore, were dis-
allowed. If you’re looking to deduct business-related 
expenses, be sure you’re able to support your claims that 
the activity has an actual, defendable profit motive. x
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it occupies. When a property isn’t fully leased, the 
landlord ends up carrying the burden of the operating 
expenses allocated to the vacancies.

However, the operating expenses will usually be much 
higher for the occupied units than the unoccupied 
ones. For example, unoccupied units use few utilities, 
may not require janitorial services and don’t generate 
trash. As a result, the landlord will be subsidizing 
some of the tenants’ operating expenses — because 
the tenants continue to pay based on their square  
footage, rather than on their actual variable expenses.

How do they benefit landlords?
A gross-up provision permits a landlord to calculate 
and allocate operating expenses as if the property 
were fully occupied. Essentially, the landlord will gross 
up, or overstate, the operating expenses that vary 
depending on occupancy (for example, utilities) to 
reflect full or almost full occupancy; the most common 
standards are 95% or 100% occupancy. Each tenant’s 
share is then based on the grossed-up expenses.

For example, a fully occupied property has $26,000 
in variable expenses and $4,000 in fixed expenses, 
for a total of $30,000 in operating expenses. A tenant 
that occupies 10% of the property will pay operating 
expenses of $3,000 (and the landlord pays none of  
the expenses). 

What if the building is vacant except for that tenant, 
and the variable expenses fall to only $3,000? The total 

expenses will be $7,000 ($3,000 variable plus $4,000 
fixed). Without a gross-up provision, the tenant’s share 
would be only $700 (10% of $7,000), despite the fact 
that it incurred all of the variable expenses, leaving the 
landlord to pay $6,300 in operating expenses ($7,000 
total expenses minus $700 paid by the tenant). 

With a gross-up of variable expenses to 100%  
(or $26,000), though, the total expenses would be 
$30,000 — as if it were fully occupied — and the 
tenant would pay $3,000 (all of its variable expenses). 
The landlord would still pay $4,000, but save $2,300, 
compared to the lease without the gross-up provision.

Are tenants protected?
Gross-up provisions also can protect tenants from fluc-
tuations in operating expenses over the course of their 
leases, especially if a tenant pays operating expenses 
according to a base-year amount. Once the parties 
agree on the base year (usually the first year of the 
term), the landlord charges the tenant based on the 
annual operating expenses that exceed that threshold.

If the property isn’t fully occupied the first year and 
the lease doesn’t include a gross-up provision, base-
year expenses will be relatively low. If the property 
subsequently fills up, the tenant’s share will be based 
on the higher operating expenses that come with full 
occupancy. 

By contrast, a gross-up provision would allow the 
landlord to gross-up the variable operating expenses 
for the base year. So, going forward, the baseline 
threshold for operating expenses would be higher  
and the tenant’s share would be smaller.

What are you waiting for?
Using gross-up provisions can benefit everyone involved. 
They help landlords manage costs regardless of vacancy 
rates, while allowing tenants to budget expenses with-
out drastic increases out of their control. Whether you’re 
a landlord or a tenant, a financial advisor can help you 
evaluate the pros and cons of incorporating a gross-up 
provision into your lease agreement. x
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The way people work has evolved in 
dramatic ways over the past decade, and 
Millennials — who now represent the largest 
segment of the workforce — are driving 
even more change. Savvy investors, devel-
opers and owners are taking these shifts 
into account when conceiving, designing 
and developing projects. Sticking with the 
old way of doing things comes with a sig-
nificant risk of ending up with unmarketable 
properties that don’t appeal to employers.

Changing landscape
Older workspaces primarily were designed for space 
and workflow efficiency, with little thought paid to the 
worker experience. Fungible beige or grey cubicle farms, 
for example, were intended to boost productivity while 
keeping a lid on costs. 

But demographic developments and the rise of remote 
and contract work are leading to a growing demand 
for offices that look and feel more like short-term 
shared workspaces. That means an emphasis on 
amenities, wellness and sustainability (particularly 
in urban areas). With a tight labor market, employers 
can’t afford to overlook these factors that play a role  
in recruiting, engaging and retaining employees. 

The days when “location, location, location” was the 
decisive issue are long gone. Today, workplace features 
like natural light, meeting spaces, social areas and  
fitness facilities may be more important draws for 
many businesses.

Moreover, with fewer workers spending eight or 
more hours a day onsite, employers will need more 
fluid, modular work environments. Future workplace 
designs may need to incorporate smaller floor plates, 

movable walls and collaboration spaces, for example. 
Projects also should anticipate the sharing of facilities 
among different businesses and flexible lease arrange-
ments that allow businesses to scale up or down easily.

The Internet of Things and artificial intelligence 
assume prominent roles in both day-to-day operations 
and employers’ goods and services. As a result, smart 
technologies — for example, for lighting, HVAC and 
security systems — are becoming more common.  
New projects should include the appropriate digital 
infrastructure to support these technologies.

Autonomous (driverless) vehicles also could have a sub-
stantial impact on commercial real estate. It might, for 
example, be wise to construct internal parking structures 
that later can be converted to workspace if driverless 
vehicles take off as predicted. In addition to planning  
for a drop in the need for parking, developers should 
prepare for a higher demand for curbside drop-off areas.

Opportunity abounds
Employers are revising their workplace policies and 
office layouts to meet the needs of today’s workforce. 
Are your commercial properties in tune with these 
changes? Be sure your new projects recognize the 
emerging business models and how they affect the  
priorities of prospective buyers and tenants. x

Are you ready for the workplace of the future?




