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Historic Boardwalk Hall Decision Stands 
  

he U.S. Supreme Court declined to review a 

Third Circuit Court of Appeals decision in 

Historic Boardwalk Hall, LLC et. al v. 

Commissioner of Internal Revenue, No. 11-1832 

(3d Cir. 2012) which put into question the tax 

benefits of partnerships that seek contributions 

from investors through the transfer of tax credits. 

The federal tax credit at issue in Historic 

Boardwalk is for the restoration of historic 

properties (IRC Section 47), but the ruling could 

have broad ramifications for credit syndications 

that rely in part on securing tax credits of all 

kinds.   

 

Facts and Procedural History 

 

In Historic Boardwalk the state of New Jersey, 

through its New Jersey Sports and Exposition 

Authority (“NJSEA”), sought to restore an iconic 

venue located on the boardwalk in Atlantic City. 

In order to attract additional capital, NJSEA 

transferred its ownership interest in the property 

to a New Jersey LLC (Historic Board Hall, LLC 

or “HBH”) and sold a partnership interest to a 

subsidiary of Pitney Bowes (“PB”). The 

transactions were structured to allow PB to earn 

the historic rehabilitation tax credits that NJSEA, 

a public entity, could not use. The operating 

agreement of HBH provided, in addition to the 

credits, that PB would receive a 3% priority 

distribution (the “Preferred Return”) and a series 

of guarantees that limited PB’s risks. 

 

Following an audit, the IRS determined that HBH 

should not be recognized as a partnership for tax 

purposes because it was created for the purpose 

of improperly transferring tax benefits to PB. The 

creation of HBH and PB’s investment, the IRS 

determined, had no economic substance,
1
 and PB 

had no meaningful stake in the success or failure 

of the venture. When the IRS, among other 

things, allocated the credits from PB back to 

NJSEA, HBH challenged the IRS’s audit to the 

Tax Court.  

 

Ruling and Analysis 

 

The Tax Court ruled in favor of NJSEA, holding 

that the partners in HBH engaged in a good faith 

business purpose to accomplish the goals of the 

partnership. It noted that PB’s 3% return and the 

expected tax credits demonstrated the existence 

of economic substance. Also, PB faced potential 

liability for environmental hazards and the risk 

that the rehabilitation would not be completed. 

The IRS then appealed the Tax Court’s decision 

to the Third Circuit Court of Appeal.  

 

The Third Circuit Court reversed, upholding the 

IRS’s position that PB was not a bona fide partner 

                                                           
1
 Mindful that the credit could be abused, 

Congress in 2010 codified the “economic 

substance doctrine,” which disallows tax benefits 

where a transaction does not have “economic 

substance or lacks a business purpose.” (I.R.C. § 

7701(o)(5)(A). A transaction is treated as having 

economic substance if it changes in a meaningful 

way (apart from income tax effects) the 

taxpayer’s economic position, and the taxpayer 

has a substantial purpose (apart from income tax 

effects) for entering into the transaction). I.R.C. § 

7701(o)(1). The common law version of the 

doctrine applied in this case because Section 

7701(o) applies to transactions entered into after 

March 30, 2010.   
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of HBH. Under the U.S. Supreme Court’s 

decision in Commissioner v. Culbertson, 337 U.S. 

733 (1949), a partnership exists when two or 

more “parties in good faith and acting with a 

business purpose intend[] to join together in the 

present conduct of the enterprise.” 337 U.S. at 

742. The Court looked carefully at the HBH 

operating agreement and the nature of PB’s 

investment and determined that PB’s participation 

was not, in substance, a good faith conduct of an 

enterprise but rather a purchase of tax credits 

from NJSEA.   

 

One of the cases decided under Culbertson that 

the Court relied on was TIFD III-E, Inc. v. United 

States, 459 F.3d 220 (2d Cir. 2006) (“Castle 

Harbour”). In that case the court disregarded the 

claimed partnership status of two foreign banks 

that formed a partnership with a developer with 

the intent to allocate certain income to the banks, 

which were not subject to such taxes. The court 

found that the banks’ interest was more in the 

nature of a secured lender’s interest and thus they 

had no meaningful stake in the success or failure 

of the partnership. The banks enjoyed a 

reasonable expectation of repayment regardless of 

the success of the venture, and had only a limited 

ability to participate in the project’s profits. The 

banks’ participation was either “illusory or 

insignificant.” 

 

The Third Circuit Court in Historic Boardwalk 

Hall determined that PB had no meaningful 

downside risk in the enterprise because it was 

certain to recover its investment. Under the 

operating agreement PB was not required to 

contribute installments until the renovation, at 

each stage, generated sufficient credits to cover 

PB’s contributions. Moreover, PB’s risks were 

mitigated by a series of guarantees: a Tax 

Benefits Guaranty to eliminate the risk of IRS 

disallowance of the credits; an Audit Risk 

provision to ensure PB would receive at least the 

cash equivalent of the tax credits; a Completion 

Guaranty to ensure PB would not be responsible 

for excess development costs; and an 

Environmental Guaranty if environmental 

insurance proceeds did not cover environmental 

hazards liability. Any residual risk due to a failure 

to complete the rehabilitation (i.e., the “Project 

Risk”) was eliminated because the project was 

already fully funded before PB entered the 

partnership agreement. The Court did not dispute 

that the HBH transactions may have economic 

substance (it did not rule either way), but rather 

that under the totality of the circumstances the 

venture did not demonstrate an intent for PB to 

share significantly in the profits or losses of the 

enterprise. On this basis, PB’s participation 

cannot be characterized as that of a partner. 

 

That PB bore the risk of not receiving the 

“secondary benefit” of its 3% Preferred Return 

did not persuade the Court because PB had 

secured a Put Option to sell its partnership 

interest at a purchase price measured by PB‟s 

accrued and unpaid Preferred Return. (NJSEA 

similarly had a call option that allowed it to cap 

PB’s return to 3%). The Court did not go so far as 

to maintain that a valid partnership must entail an 

investor-partner sharing all of the risks and costs 

of the partnership. Nor did it suggest that a 

limited partner is prohibited from capping its risk 

at the amount of its investment or negotiating 

measures to minimize risks of loss. But it is 

impermissible for tax purposes for a partnership 

to seek to shield an investment from any 

meaningful risk.   

 

The Court further determined that PB’s 

participation lacked any meaningful upside 

potential. Under the Culbertson test, “Whether [a 

putative partner] is free to, and does, enjoy the 

fruits of the partnership is strongly indicative of 

the reality of his participation in the enterprise.” 

337 U.S. at 747. While the form of PB’s equity 

stake (it had a 99.9% interest in HBH’s residual 

cash flow) suggested it could enjoy nearly all of 

the partnerships’ potential profits, in reality PB’s 

return was capped at 3% should NJSEA exercise 

its Call Option. The Court concluded that, 

“because PB lacked a meaningful stake in either 
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the success or failure of HBH, it was not a bona 

fide partner.”  

 

Conclusion 

 

The decision will prompt property owners, 

investors, government entities, and lenders to re-

evaluate the structure and economics of joint 

venture projects that rely on the generation of tax 

credits to investors. Investors may have to 

consider the need to forego customary risk-

mitigation measures and to assume additional 

entrepreneurial risks in order to be treated as 

having a meaningful stake in the enterprise. (The 

Historic Boardwalk Court did not clearly specify 

whether both exposure to downside risk and 

enjoyment of upside revenue must be present, but 

rather that the analysis must consider the totality 

of the circumstances).  

 

Lenders may only infrequently avail themselves 

of tax credits as equity investors; they will more 

typically provide credit to development 

syndicates that do rely on such credits. Therefore 

it would be prudent for lenders to scrutinize the 

parties’ equity stakes and the tax and economic 

assumptions that underlie their participations in 

light of the Historic Boardwalk decision and the 

Supreme Court’s denial of review.  

 

 

         Leland Chan 
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