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Conservation easements can provide a use-
ful vehicle for achieving both tax planning 
and charitable goals. But it’s not unusual 
for the IRS to question the validity of 
charitable contribution deductions based 
on the easements. In three 2020 cases, 
the IRS argued that deductions weren’t 
permissible because the easement deeds 
didn’t protect the conservation purposes 
in perpetuity, as required by federal tax 
law. The results were a mixed bag for the 
taxpayers involved.

Railroad Holdings, LLC v. Commissioner
In the first case, the IRS disallowed a $16 million 
deduction for the contribution of 452 acres of land. 
The easement deed in question provided for the possi-
ble future extinguishment of the easement and sale  
of the property. In these circumstances, the value of 

the donee’s interest would be the fair market value  
as of the date the easement was granted, with any  
subsequent appreciation excluded.

The Tax Court noted that the perpetuity requirement 
can be satisfied, even if an easement is extinguished, 
if the donee uses its share of the proceeds from the 
property’s sale for its conservation purposes. Under 
federal tax regulations, the donee must be entitled to a 
portion of the proceeds at least equal to the proportion-
ate value of the easement to the property as a whole. 
(However, there’s an exception if state law provides that 
the donee is entitled to receive the full proceeds of a 
post-extinguishment sale.) For example, if the value of 
the easement land equals 10% of the value of the whole 
property, the donee must be entitled to at least 10% of 
the sale proceeds.

The court agreed with the IRS that, under the extin-
guishment provision, the easement’s conservation 

purpose wasn’t “protected 
in perpetuity.” As the  
property appreciated over 
time, the donee would 
see its proportion of the 
potential extinguishment 
proceeds shrink. Instead, 
the deed should have 
created a proportion that 
represented the donee’s 
share of the property 
right — which would have 
established a correspond-
ing fraction of sale pro-
ceeds to which the donee 
was perpetually entitled.
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Glade Creek Partners, LLC  
v. Commissioner
In the second case, a partnership donated a conser-
vation easement on 1,313 acres of undeveloped real 
estate to a conservancy and claimed a $17.5 million 
charitable contribution deduction. After the IRS dis-
allowed the deduction, the Tax Court considered the 
allocation of extinguishment proceeds.

The deed here subtracted any value attributable to 
post-easement improvements from the extinguish-
ment proceeds before determining the conservancy’s 
share. But the court held that the tax regulation that 
requires the donee to receive a proportionate share of 
the extinguishment proceeds prohibits the subtraction 
of the value of any post-easement improvements when 
determining the donee’s share. So, the court concluded 
that the easement’s conservation purposes weren’t 
protected in perpetuity.

Kumar v. Commissioner
The IRS doesn’t always prevail in these cases. The Tax 
Court sided with the taxpayers in the third case, which 
involved a conservation easement on about 90 acres of 
scenic property donated to the North American Land 

Trust (NALT) and a charitable contribution deduction 
of about $5 million.

The IRS argued that an amendment clause in the  
deed — allowing the parties to modify certain deed 
restrictions — deprived the easement of the required 
perpetual restrictions. The Tax Court cited a prior 
rejection of this argument in another challenge  
to a conservation easement granted to NALT. The  
U.S. Court of Appeals for the Eleventh Circuit later 
affirmed that rejection.

Both courts pointed out that parties to a bilateral  
contract, including conservation easements, can 
always agree after the fact to amend their agreement, 
regardless of whether they expressly reserve that  
right in writing. As the appellate court explained,  
if the possibility of amendment were a deal-killer, 
there could be no such thing as a tax-deductible  
conservation easement.

Proceed with caution
Conservation easement strategies can succeed and 
produce a hefty tax deduction for donors. The rules 
are complicated; we can help you navigate them. x

Court considers facade easement
Historic preservation easements, sometimes known as facade easements, are a subset of conservation  

easements. In Kissling v. Commissioner, the Tax Court recently evaluated a deduction for the donation of 

three such easements to the National Architectural Trust, now known as the Trust for Architectural Easements.

With a facade easement, a real property owner agrees to protect an historic property by restricting future 

changes to or development of the property in perpetuity. The easements at issue in the case were on 

buildings in an historic preservation district that, under local law, already restricted what building owners 

could do with their property.

In these circumstances, according to the court, regulations require it to determine the extent of protection 

an easement adds beyond local law. Here, it found that the trust’s enforcement of the easements was “much 

more proactive” than the city’s enforcement of its preservation laws. 

As a result, the easements imposed material restrictions that reduced the buildings’ values. The court, 

therefore, concluded that the IRS had erred in disallowing the taxpayer’s deduction for the contributions.
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As the economy recovers from the COVID-19  
pandemic, real estate investors and devel-
opers may need construction loans. Here’s 
an overview of the financial and nonfinancial 
information that lenders will consider as they 
evaluate your loan application.

Collateral concerns
While lenders secure regular commercial loans with 
existing cash flow, they secure construction loans with 
unfinished collateral. The collateral’s value depends on 
the appraised land value, the project’s completion and 
its estimated economic viability. 

Risk is another important consideration. It’s natural 
for lenders to seek assurances that a developer will 
manage construction risk from the project’s start. 
They also want to ensure that developers have enough 
money invested in the venture to overcome construc-
tion problems and complete the project successfully.

Lenders look for red flags when sizing up a project. For 
example, is land value based on its purchase price or its 
current market value? If you list the land value as higher 
than the purchase price due to improvements, expect 
lenders to question that claim. A higher value may be 

justifiable, if the developer assembled several parcels to 
form the development site, but it won’t be justified for 
costs incurred while demolishing an existing building.

Traditionally, lenders require developers to have at 
least 20% equity in the project, which can take the 
form of free-and-clear land. In some situations, lenders 
may require higher contributions from developers, 
along with personal guarantees. 

Relevant ratios
Before approaching lenders, review the following 
financial metrics to see how your project measures up 
against others:

Loan-to-value (LTV) ratio. In a tight credit market, 
the project’s LTV ratio is critical. It’s calculated by 
dividing the loan amount by an appraiser’s projection 
of the fair market value of the completed and occupied 
project. Conventional lenders look for an LTV that isn’t 
higher than 75% to 80%. 

Loan-to-cost (LTC) ratio. The project’s LTC ratio equals 
the loan amount divided by the total project cost from the 
time of acquisition to project completion. Because lend-
ers are often wary of preconstruction appraisals, they 
may look to the LTC in their underwriting evaluation. 

Predevelopment project costs include all expenses 
before construction, such as architectural, engineering, 
survey, legal and permit work. They can also include land 
acquisition and demolition costs. Development costs 
encompass expenses from site preparation through con-
struction, including materials, labor, insurance and taxes.

Debt-service-coverage ratio. This measures a  
borrower’s ability to use its operating income to  
repay all its debt obligations. Lenders will calculate 
it by dividing the borrower’s annual net operating 
income by its annual debt service. 

Applying for construction loans today



    5

The Consolidated Appropriations Act (CAA), 
signed into law in late December 2020, allo-
cated additional funding for forgivable loans 
through the Paycheck Protection Program 
(PPP) — for both first-time and so-called 
“second-draw” borrowers who’ve been hit 
by the economic effects of the COVID-19 
pandemic. It also includes several critical 
provisions related to loan forgiveness and 
tax treatment that should be of interest to 
all PPP borrowers. 

Loan forgiveness
To qualify for full forgiveness of a PPP loan, borrowers 
must spend at least 60% of the funds on payroll over 

their covered period of between eight and 24 weeks. 
Under the CARES Act, which created the PPP, borrowers 
could apply the funds only to payroll, mortgage, rent and 
utility payments. The CAA expands the types of nonpay-
roll costs that can be paid with PPP funds to include:

u	 	Covered	operating	expenses,	defined	as	software	
or cloud computing services that facilitate busi-
ness operations; product/service delivery; payroll 
processing; human resources; sales and billing; or 
accounting or tracking supplies, inventory, records 
and expenses;

u  Uninsured costs related to property damage 
and vandalism or looting during 2020 public 
disturbances; 

Appropriations law addresses  
PPP forgiveness, tax treatment

Loan-to-net-worth ratio. Your loan amount shouldn’t 
exceed your net worth. Be prepared to explain where 
preconstruction money was spent and the sources for 
those funds. 

Beyond the numbers
Lenders may require various conditions and provisions 
in both the construction and loan documentation to 
ensure the project is constructed well, within budget 
and on time. This includes contract time provisions, 
use of the property, detailed costs, and caps on change 
orders and cost overruns. 

For larger projects, some lenders will require  
periodic site visits by an independent engineer, an 
accounting professional or both. These visits help 
ensure that the project is progressing as planned  

and the percentage of costs incurred jibes with the 
project’s percentage of completion.

In addition, lenders will seek provisions for dispute res-
olutions and bonding for contractors. Finally, lenders 
look for assignable contracts to facilitate completion of 
the work in case of default.

Seek professional guidance
During the application process, lenders will make a 
thorough review of your financial situation, scrutiniz-
ing your prior actions in the relevant market. If you’ve 
dealt with the financial institution in the past, they’ll 
also consider your track record with them. To facilitate 
the application process and put your best foot forward, 
consult with your legal advisors and CPA to review all 
paperwork that you’ll present to the lender. x
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u  Supplier costs pursuant to a contract, purchase 
order or order for goods, in effect before taking  
out the loan, that are essential to the borrower’s  
operations; and 

u  Worker protection expenses — such as personal 
protective equipment, ventilation systems and 
drive-through windows — incurred to comply with 
federal or state health and safety guidelines related 
to COVID-19. 

In addition, the CAA establishes a simplified one-page for-
giveness application for loans up to $150,000. Borrowers 
are required to certify the number of employees retained 
due to the loan, the estimated total amount of funds spent 
on payroll and the total loan amount. Borrowers must 
retain records documenting employment for four years 
and other records for three years.

The CAA also increases the amount that can be for-
given for borrowers who received Economic Injury 
Disaster Loan advances. It eliminates the previous 
requirement that borrowers deduct the amount of 
these advances from their PPP forgiveness amount.

Tax treatment
The CAA tackles several tax-related questions that 
have popped up since the enactment of the CARES Act. 
For example, the CARES Act provided that a borrower 
doesn’t need to include any forgiven PPP proceeds in 

its gross income. 
Generally, forgiven 
debt is included 
as income from 
the discharge of 
indebtedness.

However, in  
Notice 2020-32,  
the IRS declared 
that no tax deduc-
tion was allowed  
for expenses that 
are otherwise 

deductible if they were paid with forgiven PPP amounts. 
The CAA overrules this controversial IRS guidance, 
allowing borrowers to reduce their taxable income by 
deducting such expenses.

The law also provides that loan forgiveness doesn’t 
reduce tax basis and other tax attributes. (Special 
rules apply to partnerships and S corporations.) This 
and the other tax provisions apply to both first- and 
second-draw loans.

Much, much more
The CAA contains numerous other provisions that 
may be relevant to real estate businesses. For example, 
it addresses depreciation of residential rental real 
estate, Empowerment Zones and employer retention 
tax credits. It also extends several popular tax breaks, 
including the New Markets Tax Credit and the Work 
Opportunity Tax Credit. We can help you take advan-
tage of potential tax-saving opportunities. x

The CAA allows borrowers to  
reduce their taxable income by 
deducting expenses that are  
otherwise deductible if they were  
paid with forgiven PPP amounts.
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In response to buyer and tenant expecta-
tions, many owners and developers are now 
regularly incorporating smart technologies 
in their projects. But buyers and tenants 
understandably also have expectations 
regarding cybersecurity measures. The 
risks are real, but they can be significantly 
reduced with forethought and vigilance.

Identify inherent risks
Smart technologies almost by definition capture and 
disseminate mounds of personal information. While 
personal information often is thought of as referring to 
Social Security numbers, credit card information and 
the like, identity theft isn’t the only potential problem.

Other kinds of personal data also can prove valuable 
to bad actors. Hackers can use smart technologies like 
thermostats and appliances to learn, for example, daily 
habits and when the property is unoccupied. And they 
can gain access to a network and the data that resides 
there through a single unsecured device.

The results of such a breach can be costly. In addition 
to reputational damage and increased vacancies, poor 
security practices can lead to stiff statutory or regula-
tory penalties and fines, as well as lawsuits. The 2020 
“Cost of a Data Breach 
Report,” from the 
Ponemon Institute and 
IBM Security, put the 
average cost of a data 
breach at $3.86 million. 
The figure includes 
lost business, fines and 
penalties, and detec-
tion, response and 
notification activities.

Build a strong defense
Some buildings use different technologies that operate 
in isolation from each other, thereby exacerbating 
risk. A breach of one technology, for example, can go 
unnoticed by others, leaving them similarly vulnerable. 
Plus, lessons learned in one tool can help protect oth-
ers. Building owners and operators, therefore, need to 
implement an integrated defense.

A good defense begins with a formal data governance 
policy. The policy should specify the data to be secured, 
define what is meant by “secure” and identify red flags 
(for example, network access from an unusual location) 
that will trigger alerts that something could be amiss. 
It also should clearly assign roles and responsibilities 
related to maintaining security. 

It’s best to adopt security tools and systems that are 
designed specifically for smart technologies, rather 
than trying to retrofit existing defenses. Performing 
due diligence on vendors also is vital.

Strive for continuous improvement
Make data security an ongoing priority. Policies and 
procedures, for example, should be updated regularly to 
reflect the evolving risks and solutions. Those that don’t 
get on board will soon fall behind the competition. x

How to use smart technologies smartly




