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UNI TED STATES TAX COURT

H STORI C BOARDWALK HALL, LLC, NEW JERSEY SPORTS AND EXPOSI Tl ON
AUTHORI TY, TAX MATTERS PARTNER, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 11273-07. Filed January 3, 2011

New Jersey Sports and Exposition Authority (NJSEA)
and Pitney Bowes (PB) fornmed Hi storic Boardwal k Hall,
LLC, to allow PB to invest in the historic
rehabilitation of the East Hall, a popul ar convention
center in Atlantic GCty, New Jersey.

The East Hall underwent a significant
rehabilitation during the years at issue. On Forns
1065, U.S. Return of Partnership Income, for 2000,

2001, and 2002, Historic Boardwal k Hall cl ai med
qualified rehabilitati on expenditures and all ocated

t hose expenditures to PB, allowing PB to claimhistoric
rehabilitation tax credits pursuant to sec. 47, |I.R C

R i ssued an FPAA asserting alternative grounds for
denying PB the clained rehabilitation tax credits. R's
overarching argunent is that NJSEA sold the
rehabilitation tax credits to PB for a fee. R also
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argues that the accuracy-related penalty pursuant to
sec. 6662, |I.R C., applies.

Hel d: Hi storic Boardwal k Hall was not a sham and
did not | ack econom ¢ substance.

Hel d, further, PB did becone a partner in Historic
Boardwal k Hal | .

Hel d, further, NJSEA did transfer the benefits and
burdens of ownership of the East Hall to Historic
Boar dwal k Hal | .

Hel d, further, the sec. 6662, |I.R C., penalty is
not applicabl e.

Kevin M Flynn and M chael Sardar, for petitioner.

Daniel AL Rosen, Curt M Rubin, MIlly H Donohue, and Sashka

T. Kol eva, for respondent.

GCEKE, Judge: Respondent issued a notice of final

partnership adm ni strative adjustnment (FPAA) to Historic

Boardwal k Hall, LLC (H storic Boardwal k Hall). The issues for

deci si on are:

Hal | ;

(1) Whether Historic Boardwal k Hall is a sham

(2) whether Pitney Bowes was a partner in Historic Boardwal k

(3) whether New Jersey Sports and Exposition Authority

(NJSEA or petitioner) transferred the benefits and burdens of

ownership of the East Hall to Historic Boardwal k Hall; and
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(4) whether Historic Boardwal k Hall is liable for section
6662' accuracy-rel ated penalties for years 2000, 2001, and 2002.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ations
of fact and the attached exhibits are incorporated herein by this
reference. NJSEA was created by the New Jersey State Legislature
in 1971 and is a State instrunentality. NISEA was initially
formed to build, own, and operate the Meadow ands Sports Conpl ex
in East Rutherford, New Jersey.

NJSEA' s jurisdiction was expanded by the New Jersey State
Legi slature in January 1992 to include the Atlantic Gty
Convention Center Project. That project authorized NJSEA to
buil d, own, and operate a new convention center and to own and
operate the East Hall (the East Hall is also known as Historic
Boardwal k Hal |') .

To carry out the new Convention Center Project, the Atlantic
County I nprovenent Authority (ACIA) and NJSEA entered into a
| ease for the East Hall whereby NJSEA | eased the East Hall for a
termof 35 years at a rent of $1 per year. Shortly thereafter,
NJSEA entered into an operating agreenent with the Atlantic Gty

Convention Center Authority (ACCCA). ACCCA was initially fornmed

IAIl section references are to the Internal Revenue Code
(Code), and all Rule references are to the Tax Court Rul es of
Practi ce and Procedure.
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to pronote tourismin the Atlantic Gty region, and it would
serve as day-to-day nmanager of the East Hall.

Later, NJSEA and ACCCA entered into a managenent agreenent
W th Spectator Managenent Goup (SM3. SMG was well known for
managi ng, marketing, and devel oping public assenbly facilities,

i ncl udi ng convention and speci al event centers. NJISEA contracted
to have SMG manage the East Hall because NJSEA felt that a
private conpany woul d be able to pronote, oversee, and manage the
East Hall, the West Hall (a facility adjacent to the East Hall),
and the soon-to-be constructed convention center. The managenent
agreenent stated that SM5 woul d provi de operations, marketing,
finance, enployee supervision, admnistrative, and other general
managenent servi ces.

SMG managed the East Hall day to day. SMG nmintained a
system of accounts for Hi storic Boardwal k Hall, and Hi storic
Boardwal k Hal | ’s annual audited financial statenents were based
on this systemof accounts. Although SM5 s initial agreenent was
for a 3-year term it has been extended.

1. Overview of the Transaction at |ssue

Hi storic Boardwal k Hall was organi zed under the | aws of the
State of New Jersey as a limted liability conpany on June 26,
2000. NJSEA was the sole nenber of Historic Boardwal k Hal | at

formati on. On Septenber 14, 2000, PB Hi storic Renovations, LLC
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(Pitney Bowes),? was admtted as a nenber of Historic Boardwal k
Hal | .

Hi storic Boardwal k Hall’s purpose was to allow Pitney Bowes
to invest in the rehabilitation of the East Hall. Because the
East Hall was a historic structure, this rehabilitation project
had the potential to earn section 47 historic rehabilitation
credits.® Historic Boardwal k Hall's formati on would al |l ow Pitney
Bowes, a private party, to earn these historic rehabilitation
credits fromthe rehabilitation of a public, governnentally
owned, building. Respondent argues that in substance the
transaction was akin to NJSEA's selling rehabilitation credits to
Pitney Bowes. To that end, respondent determ ned alternatively
in the FPAA that Historic Boardwal k Hall is a sham that Pitney
Bowes was never a partner in H storic Boardwal k Hall, and that
NJSEA never transferred ownership of the East Hall to Historic
Boardwal k Hall. A finding for respondent on any of these
theories would prevent the section 47 rehabilitation credits from

flowng to Pitney Bowes; instead they would flow to NJSEA

2PB Historic Renovations, LLC, was a limted liability
conpany whose sol e nenber during all relevant periods was Pitney
Bowes Credit Corp. During all relevant tines, Pitney Bowes
Credit Corp. was a wholly owned subsidiary of Pitney Bowes Corp.
For sinplicity, we refer to PB Hi storic Renovations, LLC, Pitney
Bowes Credit Corp., and Pitney Bowes Corp. as Pitney Bowes.

3Sec. 47 allows for a Federal tax credit of 20 percent of
the qualified rehabilitation expenditures wth respect to any
certified historic structure.
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Petitioner contends instead that transactions |like the one at
i ssue were pronoted and supported by Congress and are not shans.

2. East Hall History

Construction of the East Hall began in 1926 and was
conpleted in 1929. It is located promnently at the center of
the Atlantic GCty, New Jersey, Boardwal k and faces the Atlantic
Ccean. The East Hall was a popul ar event space of exceptionally
| arge di nensions, featuring an auditoriumwi th a 130-foot ceiling
and over 250,000 square feet of floor space.

After it was conpleted, the East Hall hosted a nunber of
public events, including hockey matches, professional footbal
ganes, and equestrian shows. The East Hall al so hosted trade
shows, conferences, neetings, and nusical performances, including
those of the Beatles and the Rolling Stones. Beginning in 1933,
the East Hall hosted the M ss Anerica pageant.

The East Hall was listed as a National Hi storic Landmark by
the U S. Departnent of the Interior on February 27, 1987. In
January 1992 the New Jersey State Legislature authorized NISEA to
undertake construction of the new convention center and
renovation of the East Hall. Once the new convention center was
conpleted, it was expected to becone the primary | ocation for
flat-floor conventions |ike the ones that had until that tine

been held in the East Hall. As a result, the East Hall would no
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| onger draw those types of events and woul d have no use unl ess
renovat ed.

Once construction began on the new convention center,
representatives of NJSEA and other New Jersey State officials
began to study and nake plans for the future of the East Hall.
Because it had become run down, the only way to nake the East
Hal | usable again was to convert it to a special events facility
that could host concerts, sporting events, famly shows, and
other civic events. This conversion would require that the East
Hal | be substantially rehabilitated. State officials in New
Jersey decided to rehabilitate the East Hall and convert it into
a m xed-use space.

Rehabilitation of the East Hall began in Decenber 1998. It
was to be conpleted in four phases: (1) Construction of
scaffol ding suspended fromthe auditoriunis ceiling to facilitate
rehabilitation of the ceiling; (2) renoval of auditoriumceiling
tiles and abat ement of asbestos; (3) reconstruction of the
ceiling using glass-fiber reinforced tiles and hi gh-performance
acoustical perforated alumnumtiles; and (4) construction of a
new permanent arena seating bow, construction of support
services and patron anenities beneath the seating bow, and
restoration and historically accurate painting of the Hall’s

interior.
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To pay for a portion of the renovation costs, on June 15,
1999, NJSEA issued about $49.5 million of State bonds. In
addi tion, NJSEA received approximately $22 mllion fromthe New
Jersey Casino Reinvestnent Devel opnent Authority.4 1In the
absence of an equity investor, the rehabilitation would have been
funded entirely by the State of New Jersey.

3. Sovereign Capital Resources, LLC

In late 1998, Paul Hoffman (M. Hoffman) of Sovereign
Capital Resources, LLC (Sovereign), contacted representatives of
NJSEA. Sovereign was founded by M. Hoffman and a partner in
1995. M. Hoffman contacted NJSEA because he had | earned of the
East Hall renovation; one of Sovereign’s business |lines was
raising equity for historic rehabilitations. NJSEA engaged the
services of Sovereign to act as its financial adviser in finding
an equity investor for the East Hall’'s rehabilitation.

Respondent argues that this was not an investnent, but rather
Sovereign was facilitating a sale of the historic tax credits
generated by the East Hall rehabilitation.

NJSEA engaged several law firnms to review and opi ne on

certain aspects of the transaction: (1) Wl f, Block, Schorr,

“The New Jersey Casino Rei nvestnment Devel opnent Authority is
a State agency created by the New Jersey State Legislature that
uses funds generated from governnental charges inposed on the
casino industry for econom c devel opnent and conmmunity projects
t hroughout the State. The funds given to NJSEA were in the form
of a grant.
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Sol i s- Cohen, LLP; (2) G bbons, Del Deo, Dolan, Giffinger &
Vecchi one (G bbons, Del Deo); and (3) WIf & Sanpson, P.C. NJISEA
al so engaged the accounting firmof Reznick Fedder & Silverman,
P.C. (Reznick), to provide counsel on the rehabilitation credit
transacti on.

4. Confidential Ofering Menorandum

Soverei gn prepared a confidential offering nenorandum as
part of its services to NJSEA. The nenorandum was prepared using
informati on provided to Soverign by NJSEA, Reznick, and others
and included financial information for the rehabilitation of the
East Hall and for its operation after the rehabilitation was
conpl et ed.

The financial projections in the confidential offering
menor andum wer e based on certain assunptions, nost inportantly
that revenue fromthe East Hall would increase 3 percent per
year. The financials projected that the eventual partnership
woul d have positive net operating income from 2002 through 2009.
That net operating income would be zeroed out through | ease
paynments, an increase in a “replacenent reserve”, the investor
menber’s 3-percent priority distribution, and an incentive
managenent fee, to the extent there was cash to nmake those

paynments.
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The confidential offering nmenorandum al so i nforned
prospective investors that H storic Boardwal k Hall woul d have
taxabl e | osses for at |east the years 2002 through 2009.

The financial projections attached to the anended and
restated operating agreenent, discussed nore fully below, are
different fromthose attached to the confidential offering
menor andum

The menmorandum was sent to 19 corporations and described the
transaction as a “sale” of tax credits. The menorandum i ndi cat ed
that the private investor’s equity investnent would be used to
pay a devel opment fee to NJSEA, with any surplus remaining with
Hi storic Boardwal k Hall. Four corporations showed interest in
joining the transaction, and each submtted a bid detailing how
much it would be willing to invest depending on the
rehabilitation credits it would earn. Eventually Pitney Bowes’
of fer was accepted and it was selected to invest in Hstoric
Boar dwal k Hal | .

5. Fornati on of Hi storic Boardwal k Hall

Hi storic Boardwal k Hall, organi zed on June 26, 2000, el ected
to be treated as a partnership for Federal incone tax purposes.
NJSEA was the sole nmenber at formation and executed an operating
agreenent for the East Hall, as expl ained above. When Pitney
Bowes joined Historic Boardwal k Hall on Septenber 14, 2000, NJSEA

and Historic Boardwal k Hall signed an anended and restated
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operating agreenent (the AREA). The AREA identified NJSEA as
managi ng nenber and Pitney Bowes as investor nenber of Historic
Boardwal k Hall. Pursuant to the terns of the AREA, Pitney Bowes
has a 99.9-percent ownership interest in Historic Boardwal k Hall.
NJSEA owns the remaining 0.1 percent. Profits, |osses, tax
credits, and net cashflow are allocated to Hi storic Boardwal k
Hal | s nmenbers according to their ownership interests.

The AREA stated that Historic Boardwal k Hall was forned to
acquire, develop, finance, rehabilitate, own, naintain, operate,
license, and sell or otherw se dispose of the East Hall for use
as a special events facility to hold events, including but not
limted to, spectator sporting events. The AREA nade cl ear that
the potential rehabilitation tax credits were an integral part of
the transaction but did not use the term*®“sale”. It referred to
both Pitney Bowes and NJSEA as nenbers of Historic Boardwal k
Hal | .

Article 3.01 of the AREA reiterated the purpose of Hi storic
Boardwal k Hal |l and al so granted Hi storic Boardwal k Hall the
authority to take actions necessary to carry out its purpose.

The AREA included an additional set of financial
information. The nost inportant difference between these
financials and those attached to the confidential offering
menor andum was the inflation factor applied to the East Hall’s

revenues. The financial projections attached to the AREA used a
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3.5-percent inflator, rather than the 3.0-percent inflator in the
confidential offering nmenorandum Al so, the operating
assunptions underlying the updated financials assuned hi gher
service incone, parking revenue, and novelty revenue in the first
year of operations. Operating expenses for the initial years
remai ned t he sane.

As a result of higher projected revenues, the statenent of
proj ected cashfl ows attached to the AREA showed hi gher paynents
to the equity investor and al so paynents on the acquisition and
construction | oans discussed below. These financials, however,
still resulted in a taxable net |oss.

6. Lease and Subl ease of the East Hal

As di scussed above, NISEA | eased the East Hall from ACI A for
a 35-year term On Septenber 14, 2000, NJSEA anended its | ease
agreenent to extend the lease termuntil Novenber 11, 2087. On
that date, NJSEA and Historic Boardwal k Hall entered into two
agreenents. First, NISEA as subl essor and Hi storic Boardwal k
Hal | as subl essee entered into a subl ease of the East Hal
wher eby NJSEA subl eased the property to Historic Boardwal k Hal .
Second, NJSEA and Hi storic Boardwal k Hall entered into a | ease
agreenent which the parties treated as a sal e and purchase for
Federal, State, and |ocal income tax purposes. Pursuant to the
| ease agreenment, Hi storic Boardwal k Hall purportedly acquired

ownership of the East Hall.
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Hi storic Boardwal k Hall paid for the East Hall by an
acquisition note in the anount of $53,621,405. The acquisition
note was secured by a nortgage on the property. The anmount of
the acquisition note represented the total expenditures that
NJSEA had made through that date in renovating the East Hall.
The acquisition note bears interest at 6.09 percent per year and
provi des for |evel annual paynents of $3,580,840 through the year
2040, to the extent Hi storic Boardwal k Hall has sufficient cash
to make the annual paynents.

Al so on Septenber 14, 2000, NJSEA entered into a
construction | oan agreenent with Historic Boardwal k Hall to | end
anounts to the partnership fromtine to tinme to pay for the
remai nder of renovations to the East Hall. At that tinme, NIJISEA
agreed to |l end $57,215,733 to Historic Boardwal k Hall. NJISEA s
obligation to lend to H storic Boardwal k Hall was evi denced by a
nort gage note and a second nortgage on the property.

7. Contributions to H storic Boardwal k Hal

Pit ney Bowes nade capital contributions to Historic
Boardwal k Hall and also |l ent funds to the partnership. Pursuant
to the AREA, Pitney Bowes was to make four capital contributions
totaling $18, 195, 757.

Pit ney Bowes nade the followi ng contributions to Historic

Boar dwal k Hal | :



Date Anmount
9/ 14/ 00 $650, 000
12/ 19/ 00 3, 660, 765
1/ 17/ 011 3, 400, 000
10/ 30/ 02 10, 467, 849
2/ 12/ 04 21,173,182

The Dec. 19, 2000, and Jan. 17, 2001, capital
contributions were together considered Pitney Bowes’

second capital contribution, even though the

contribution was nade on two separate dates.

2A portion of Pitney Bowes’' fourth capital
contribution was paid and is currently being held in

escr ow.

Pitney Bowes al so made an investor loan of $1.1 million to

Hi storic Boardwal k Hall on Septenber 14, 2000. The pri nci pal
amount of the investor |oan was increased to $1,218,000 on or
around Oct ober 30, 2002.

Pitney Bowes was not required to nake the second, third, or
fourth capital contribution if certain requirenents in the AREA
were not sati sfi ed.

The AREA provided that Pitney Bowes’ capital contributions
were to be used to pay down the principal on the acquisition
note. Pitney Bowes' capital contributions were in fact used to
pay down the principal on the acquisition note. Shortly
thereafter, a corresponding draw woul d be made on the

construction note, and NJSEA woul d advance those funds to

Hi storic Boardwalk Hall. Utimately, these offsetting draws |eft
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Hi storic Boardwal k Hall with cash in the anount of Pitney Bowes’
capital contributions, a decreased bal ance on the acquisition
| oan, and an increased bal ance on the construction |oan. These
funds were then used by Historic Boardwal k Hall to pay assorted
fees related to the transaction and to pay NJSEA a devel oper’s
fee for its work nmanagi ng and overseeing the East Hall’s
rehabilitation.

A portion of Pitney Bowes' second capital contribution was
not returned to Historic Boardwal k Hall but rather was used by
NJSEA to purchase the guaranteed investnment contract (G C). The
G Cis discussed further bel ow.

Hi storic Boardwal k Hall paid NJSEA $14 million as a
devel opnent fee for its role overseeing the East Hall’s
rehabilitation. This came mainly from Pitney Bowes’ third and
fourth capital contributions and was paid pursuant to a
devel opnent agreenent between Historic Boardwal k Hal |l and NJSEA
The devel opnent agreenent reiterated Hi storic Boardwal k Hall’s
pur pose and i nposed certain obligations on NJSEA as the
devel oper, in exchange for a $14 mllion devel opment fee. The
devel opnent agreenent obligated NJSEA to obtain all required
Government approvals for the rehabilitation and to oversee the
conpletion of the rehabilitation. This included: (1) Overseeing
the contractors who were rehabilitating the East Hall; (2)

ensuring that all anenities consistent wth the overal
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rehabilitation were put in place; (3) causing the conpletion of
phase 3 of the rehabilitation; and (4) causing the rehabilitation
such that it would earn rehabilitation tax credits. The
devel opnent agreenent further required NJSEA to obtain
certification of the rehabilitation fromthe U S. Departnent of
the Interior and to nmaintain insurance over the rehabilitation as
set forth in the AREA. NJSEA s devel opnent fee would not be
earned until the rehabilitation was conpleted, and it was payabl e
i mredi ately upon conpl eti on.

8. Di stributions From Hi storic Boardwal k Hal

The AREA provided for the distribution of H storic Boardwal k
Hall's net cashflow First, if certain title insurance or
envi ronnent al insurance proceeds were paid, 100 percent went to
Pitney Bowes. Second, any remnaining net cashflow was used to
make interest paynents on Pitney Bowes’ investor loan to Historic
Boar dwal k Hal | .

Shoul d there be any renai ning net cashflow, 99.9 percent was
to be distributed to Pitney Bowes until Pitney Bowes had received
its 3-percent preferred return. The preferred return was equal
to 3 percent of its adjusted capital contribution, which was
determ ned at the end of Historic Boardwal k Hall’s fiscal year.

Next, funds were distributed to Pitney Bowes to cover any
Federal, State, and | ocal incone taxes paid on taxable incone

all ocated to Pitney Bowes. Any remaining net cashfl ow was then
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distributed to NJSEA for current and accrued but unpai d debt
service on the acquisition and construction notes, and then to
NJSEA to repay any operating deficit |loans. Lastly, any
remai ni ng net cashflow was paid to Pitney Bowes and NJSEA in
accordance wth their nmenbership interests.

9. Envi ronnental Concerns and Anal ysi s

The parties were concerned that the East Hall’'s
rehabilitation would lead to certain environmental hazards. To
that end, Pitney Bowes retained the law firmof Kelley Drye &
Warran, LLP, to assess Historic Boardwal k Hall and Pitney Bowes’
potential liability for environnental clains.

In order to determ ne any potential environnental issues,

Hi storic Boardwal k Hall obtained reports that eval uated the East
Hal | for potential hazards and al so provided renedi ati on pl ans.

Envi ronnmental Partners, Inc., prepared a Phase |
Environmental Site Assessnent for Pitney Bowes. The report
identified certain environnmental hazards, including asbestos,
possi bly | ead- based pai nt, underground storage tanks, and other
chem cal hazards. The report characterized the East Hall as an
“unknown risk” and concl uded that environnmental liabilities could
not be estimated at that tine w thout nore analysis of the East
Hal | .

L. Robert Kinball & Associates, Inc., also prepared a

hazardous materials assessnent (the Kinball report) of the East
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Hal |, focusing on asbestos, |ead-based paint, hazardous materials
storage, drainage, roof deterioration, and certain hazardous
chem cals that m ght be present or beconme exposed by the East
Hall's rehabilitation. The Kinball report then went on to
eval uate how potential hazards should be dealt with and esti mated
what renedi ation would cost. The Kinball report estimted that
remedi ati on would cost nore than $3 mllion.

The AREA contained certain representations by NJSEA to
Pi t ney Bowes concerning the East Hall and its rehabilitation with
regard to environnmental hazards. First, NJSEA warranted to
Pit ney Bowes that there were no known environnental hazards ot her
than those identified in the environmental assessnments. NJISEA
al so warranted that if any new environnmental hazards were
uncovered, NJSEA would renediate themin its role as nmanagi ng
menber. Second, NJSEA warranted that should it default inits
role to renedi ate any environnental hazards, it would hold Pitney
Bowes harnml ess and indemify it for any costs incurred as a
result of NJSEA's default. NISEA also held environnental
l[tability insurance. Historic Boardwal k Hall was a naned insured
on the insurance policy, and Pitney Bowes was | ater added as an
addi tional i nsured.

10. Future Transfers of Pitney Bowes' |nterest

NJSEA and Pitney Bowes contenpl ated Pitney Bowes' di sposing

of its menbership interest and | eaving Historic Boardwal k Hall .
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To that end, they negotiated a nunber of possible ways to
transfer Pitney Bowes' interest to NJSEA

A. Pi t ney Bowes Repurchase Option

The AREA provided two options. First, article 5.03 gave
Pitney Bowes the authority to require NJSEA to purchase Pitney
Bowes’ interest in Historic Boardwal k Hall. If Pitney Bowes
exercised its option under this article, NJSEA would have to
purchase its nenbership interest for a price equal to: (1)
Pitney Bowes’ capital contributions up to that point plus 15-
percent interest; (2) Pitney Bowes' reasonable third-party fees
and expenses with regard to the transaction; and (3) $100, 000 as
a rei nbursenent for Pitney Bowes’ internal expenses with regard
to the transaction. NJSEA had to nake the $100, 000 rei nbur senment
paynent only if phase 3 of the rehabilitation® was not placed in
service for purposes of the rehabilitation tax credit by Decenber
31, 2000, or if the rehabilitation tax credits were |less than
$650, 000 for tax year 2000 for any reason. Pitney Bowes could
exercise its repurchase option contained in article 5.03 only

until January 15, 2001.

Phase 3 involved the rehabilitation of the East Hall’'s
ceiling. This included replacing the ceiling tiles and the
lighting systemand installing a conmputer-controlled |ight system
at the base of each ceiling bay that would allow for the
projection of sunsets and other theatrical effects onto the new
ceiling tiles.
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B. NJSEA Managenent Purchase Option

Article 8.02(a) and (b) of the AREA inposed certain
restrictions on NJSEA's authority as nanagi ng nenber. Article
8.02(a) prevented NJSEA from perform ng any act in violation of
the law, performng any act in violation of any project
docunents, doing any act that required Pitney Bowes’ consent, or
borrowi ng or comm ngling any of Historic Boardwal k Hall’ s funds.

Article 8.02(b) prevented NJSEA from sel ling, refinancing,
or disposing of Historic Boardwal k Hall’s assets, materially
nodi fying Historic Boardwal k Hall's insurance plan, anendi ng any
of the main transaction docunents, borrow ng any noney other than
the acquisition or construction |oans, or taking any action that
woul d adversely affect Pitney Bowes, either as a nenber or
financially.

These prohibitions were not absolute. Both article 8.02(a)
and (b) gave NJSEA the option to purchase Pitney Bowes’
menbership interest before taking any of the prohibited actions.
To exercise its options, NJSEA would have to give witten notice
of its intent to purchase Pitney Bowes’ interest and woul d have
to actually purchase the interest wwthin 90 days of providing
such noti ce.

If it exercised its options, NJSEA woul d have to pay Pitney
Bowes the present value of the projected tax benefits and the

projected cashflow to be distributed to Pitney Bowes. The
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projected cashflows were limted to the projected tax benefits up
until the first date that NJSEA coul d exercise its purchase
option (discussed below), and to the extent that Pitney Bowes had
received any tax benefits or cashflows at the time NJSEA deci ded
to purchase Pitney Bowes’ interest. Thus, if NJSEA exercised its
option under article 8.02(a) or (b), its paynent obligation would
be based on its projected obligations fromthat date until the
earliest date it could have otherw se opted to purchase Pitney
Bowes’ nenbership interest.

C. Fut ure Purchase Options

Lastly, the parties negotiated two additional agreenents
that would all ow NJSEA to reacquire Pitney Bowes' nenbership
interest in Historic Boardwal k Hall. On Septenber 14, 2000,

Pit ney Bowes and NJSEA entered into two option contracts. These
were the “purchase option agreenent” and the “agreenent to conpel
pur chase”.

The purchase option agreenment gave NIJSEA the right to
purchase Pitney Bowes’ nenbership interest in Hi storic Boardwal k
Hal | . NJSEA coul d execute the purchase option agreenent at any
time during a 12-nonth period beginning 60 nonths after the
entire East Hall was placed in service for purposes of
determning the historic rehabilitation credits. Thus, from 60

months to 72 nonths after the East Hall was placed in service,
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NJSEA had the option to purchase Pitney Bowes’ interest. The
option would expire at the end of the 12-nonth peri od.

| f the purchase option agreenent was not executed, the
agreenent to conpel purchase gave Pitney Bowes the right to
requi re NJSEA to purchase Pitney Bowes' nenbership interest in
Hi storic Boardwal k Hall. Pitney Bowes may exercise this option
during a 12-nonth period beginning 84 nonths after the East Hal
is placed in service for purposes of determning the historic
rehabilitation credits. Like the purchase option agreenent, the
agreenent to conpel purchase was available only for 12 nonths.

Both options require NJSEA to pay Pitney Bowes the greater
of : (1) 99.9 percent of the fair market value of 100 percent of
the nmenbership interests in Hstoric Boardwal k Hall; or (2) any
accrued and unpaid preferred return.

At the tinme of trial, none of the options had been
exercised, and Historic Boardwal k Hall continued to operate with
Pitney Bowes and NJSEA as its only nenbers.

11. Guar ant eed | nvest nent Contr act

In order to secure NIJSEA s paynent if NJSEA reacquired
Pitney Bowes’ interest in Hstoric Boardwal k Hall, the AREA
requi red NJSEA to purchase a G C

As di scussed above, Pitney Bowes’ capital contributions were
initially used to pay down the principal on the acquisition |oan.

Shortly thereafter, a corresponding draw woul d be made on the
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construction | oan, |leaving H storic Boardwal k Hall with the
capital contribution. This did not occur with respect to Pitney
Bowes’ entire second capital contribution. Although the second
capital contribution was used to pay down the acquisition |oan, a
correspondi ng draw was not made on the construction | oan. NJISEA,
retaining these funds, used a portion of the capital contribution
to fund the purchase of the GC

First Union National Bank (First Union) was appoi nted escrow
agent for both Pitney Bowes and NJSEA. NJSEA deposited about
$3.2 million of Pitney Bowes second capital contribution with
First Union. First Union then entered into a master repurchase
agreenent with Transanerica Occidental Life Insurance Co. The
mast er repurchase agreenent was then pledged as collateral to
secure NJSEA' s paynent obligation if, under either the purchase
option or the agreenent to conpel purchase, it was required to
purchase Pitney Bowes’ nenbership interest in Hi storic Boardwal k
Hal | .

12. Tax Benefits @Guaranty

NJSEA, Pitney Bowes, and Historic Boardwal k Hall foresaw the
possibility that the Internal Revenue Service (IRS) woul d
chal l enge the reporting of the East Hall’'s rehabilitation.
Consequent |y, the AREA appointed NJSEA as Historic Boardwal k
Hall's tax matters partner and provided for the appointnent of

counsel by NJSEA should the transaction be chall enged. Pitney
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Bowes had final approval over the appointnment of counsel to
represent Historic Boardwal k Hall .

Pitney Bowes and Hi storic Boardwal k Hall al so executed a
“Tax Benefits Guaranty Agreenent” by which Hi storic Boardwal k
Hal | guaranteed the projected tax benefits allocable to Pitney
Bowes. NJSEA was required to fund any paynents nade pursuant to
the tax benefits guaranty.

The tax benefits guaranty provides that it was entered into
to induce Pitney Bowes, as investor, to acquire an interest in
Hi storic Boardwalk Hall. Its ultimte purpose was to require
NJSEA to nmake Pitney Bowes whol e should any part of the tax
benefits be successfully challenged by the IRS.

13. Opi nion Letters

NJSEA and Pitney Bowes sought and received opinion letters
concerning various aspects of the transaction.

Wl f Bl ock prepared a tax opinion letter (WIf Block
opi nion) analyzing the East Hall transaction. The Wl f Bl ock
opi ni on anal yzed nunerous Federal tax issues and concluded in
pertinent part that H storic Boardwal k Hall was properly
classified as a partnership, H storic Boardwal k Hall owned the
East Hall, and the transaction did not violate the economc
substance or shamtransaction doctrines.

The Wbl f Bl ock opinion relied on a nunber of other |egal

opi nions in reaching those conclusions. These other opinion
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letters anal yzed various non-tax-related | egal questions raised
by the East Hall’s rehabilitation and Pitney Bowes’ investnent.
G bbons, Del Deo opined that NJSEA had the authority to act on
behal f of the State of New Jersey, that Historic Boardwal k Hal
was a valid LLC, and that Pitney Bowes becanme a nenber of
Hi storic Boardwal k Hall under State law. Wl f & Sanson, P.C.
issued a letter concerning how New Jersey State | aw and NJSEA s
being financed by State bonds would affect NJSEA' s obligations
under the AREA to fund any deficits and any additi onal
construction costs. Madison & Sutro, LLP, provided an opinion
letter evaluating the proper classification of the acquisition
note, the construction note, and Pitney Bowes’ investor |oan as
debt rather than equity.

14. Rehabilitati on and Operation of the East Hal

Bank accounts were established by SM5 as agent for Hi storic
Boardwal k Hall. After February of 2001, account statenments show
regul ar activity, including both deposits to and checks witten
on the account.

NJSEA had entered into contracts with various third parties
regardi ng certain aspects of the East Hall’'s rehabilitation.
These contracts were all assigned to Historic Boardwal k Hall at
or around the tinme Pitney Bowes becane a nenber in Historic

Boardwal k Hall. These contracts dealt nainly with contractors
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who were engaged to performvarious pieces of the rehabilitation
of the East Hall.

The renovation of the East Hall and its conversion to a
speci al events arena was a success. Since its rehabilitation,
the East Hall has held perfornmances by a nunber of well-known
entertainers, and its revenues in 2000, 2001, and 2002 exceeded
those in the Reznick projections. However, the East Hall has
operated at a deficit.

15. Pr ocedur al Post ure

Hi storic Boardwal k Hall timely filed Forns 1065, U. S. Return
of Partnership Incone, for 2000, 2001, and 2002. The Forns 1065
showed i nconme, deductions, and ultimately net |osses for all 3
years. The deductions included the cost of wages for enpl oyees
who were operating the East Hall. Historic Boardwal k Hal

claimed the following qualified rehabilitati on expenses:

Year Expendi t ur es
2000 $38, 862, 877
2001 68, 865, 639
2002 1,271, 482

Schedul es K-1, Partner’s Share of Inconme, Credits, Deductions,
etc., were issued to Pitney Bowes and NJSEA in accordance with
their menbership interests.

On February 22, 2007, respondent issued the FPAA covering
the 2000, 2001, and 2002 tax years to Historic Boardwal k Hall.

The FPAA determ ned that any itens of income or |oss or
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separately stated itens reported on Historic Boardwal k Hall’ s
Forns 1065 and allocated to Pitney Bowes were reallocated to
NJSEA. The FPAA al so determ ned that underpaynents of tax
attributable to those adjustnents would be subject to the section
6662 penalty.

The FPAA contai ned an “Expl anati on of Adjustnments” which
provi ded alternative argunents in support of the adjustnents nade
in the FPAA, including that:

(1) Historic Boardwal k Hall was created for the express
pur pose of inproperly passing along tax benefits to Pitney Bowes
and is a sham

(2) Pitney Bowes’' stated partnership interest in Hstoric
Boardwal k Hal | was not bona fide because Pitney Bowes had no
meani ngf ul stake in the success or failure of H storic Boardwal k
Hal | ;

(3) the East Hall was not “sold” to Hi storic Boardwal k Hal
because the benefits and burdens of ownership did not pass to
Hi storic Boardwal k Hall. Accordingly, any itenms of incone or
| oss or separately stated itens attributable to ownership of the
East Hall were disall owed;

(4) respondent pursuant to his authority in the antiabuse
provi sions of section 1.701-2(b), Income Tax Regs., had
determ ned that Hi storic Boardwal k Hall shoul d be di sregarded for

Federal incone tax purposes; and
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(5 all or part of the underpaynents of tax attributable to
the adjustnents in the FPAA were attributable to either
negl i gence, a substantial understatenent of inconme tax, or both.

Petitioner filed its petition in response to the FPAA on My
21, 2007. A trial was held fromApril 13-16, 2009, in New York
New Yor k. Respondent submtted an expert report in support of
hi s position.

OPI NI ON

TEFRA in Genera

Part nershi ps do not pay Federal incone taxes, but they are
required to file annual information returns reporting the
partners’ distributive shares of tax itens. Secs. 701, 6031.
The individual partners then report their distributive shares of
the tax items on their Federal incone tax returns. Secs. 701-
704. Alimted liability conpany with two or nore nenbers is
treated as a partnership unless it elects to be treated as a
corporation. Sec. 301.7701-3(b)(1)(1), Proced. & Adm n. Regs.
Hi storic Boardwal k Hall did not elect to be treated as a
corporation and thus is treated as a partnership for Federal
i ncone tax purposes.

To renove the substantial adm nistrative burden occasi oned
by duplicative audits and litigation and to provi de consi stent
treatnment of partnership tax itens anong partners in the sane

partnership, Congress enacted the unified audit and litigation
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procedures of the Tax Equity and Fiscal Responsibility Act of
1982 (TEFRA), Pub. L. 97-248, sec. 402, 96 Stat. 648. See

Randel|l v. United States, 64 F.3d 101, 103 (2d Gr. 1995); H

Conf. Rept. 97-760, at 599-600 (1982), 1982-2 C.B. 600, 662-663.
Under TEFRA, all partnership itens are determined in a
si ngl e partnership-1evel proceeding. Sec. 6226; see al so Randel

v. United States, supra at 103. The determ nation of partnership

itens in a partnership-level proceeding is binding on the
partners and may not be challenged in a subsequent partner-1|evel
proceedi ng. See secs. 6230(c)(4), 7422(h). This precludes the
Government fromrelitigating the sanme issues with each of the
partners.

| n partnership-1level proceedings such as the case before us,
the Court’s jurisdictionis limted by section 6226(f) to a
redeterm nation of partnership itens and penalties on those
partnership itens. Section 6231(a)(3) defines the term
“partnership itenf as any itemrequired to be taken into account
for the partnership’ s taxable year under any provision of
subtitle A of the Code to the extent the regul ati ons provide that
such itemis nore appropriately determ ned at the partnership
| evel than at the partner |evel.

The question whether a partnership is a shamis a
partnership itemnore appropriately determ ned at the partnership

| evel . Pet al umta FX Partners, LLC v. Commi ssioner, 131 T.C. 84,
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95 (2008), affd. in pertinent part 591 F.3d 649 (D.C. Gr. 2010).
Li kew se, whether Pitney Bowes was a partner in Historic
Boardwal k Hall is also a partnership itemnore appropriately

determ ned at the partnership level. See Blonien v.

Comm ssioner, 118 T.C 541 (2002). Further, the determ nation

whet her NJSEA contri buted the East Hall to H storic Boardwal k

Hall is also a partnership item Nussdorf v. Conm ssioner, 129

T.C. 30, 41-42 (2007). Lastly, respondent’s determ nation that
the transaction should be recast to carry out the intent of
subchapter Kis |ikewise a partnership item Neither party

di sputes our jurisdiction over these itens.

1. Burden of Proof

The Conmm ssioner’s determnations in an FPAA are generally
presunmed correct, and a party chall enging an FPAA has the burden
of proving that the Comm ssioner’s determ nations are in error.

Rul e 142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933);

Republic Plaza Props. Pship. v. Conm ssioner, 107 T.C 94, 104

(1996). The burden of proof on factual issues that affect a
taxpayer’s liability for tax nmay be shifted to the Conm ssioner
where the “taxpayer introduces credible evidence wth respect to
* * * such issue.” Sec. 7491(a)(1).

Petitioner argues that the burden shifts to respondent under
section 7491(a). Respondent disagrees and argues that petitioner

has not satisfied the requirenments of section 7491. A shift in
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t he burden of persuasion “has real significance only in the rare

event of an evidentiary tie.” Blodgett v. Conm ssioner, 394 F.3d

1030, 1039 (8th Gr. 2005), affg. T.C. Meno. 2003-212. W decide
this case on the preponderance of the evidence, and the burden of
proof is not a factor in our analysis. W wll address each of
respondent’s argunents in turn.

[, Econom ¢ Subst ance

Respondent first argues that H storic Boardwal k Hall | acks
econom ¢ substance. Both parties agree that an appeal in this
case lies in the Court of Appeals for the Third GCrcuit. See
sec. 7482. The Court of Appeals for the Third Crcuit has stated
that a court is to “analyze two aspects of a transaction to
determne if it has econom c substance: its objective economc
subst ance and the subjective business notivation behind it.” IRS

v. CM Holdings, Inc., 301 F.3d 96, 102 (3d G r. 2002). However,

in CMHoldings, Inc. the court went on to state that these

aspects do not constitute discrete prongs of a “‘rigid two-step
analysis’” but “‘represent related factors both of which inform
t he anal ysis of whether the transaction had sufficient substance,
apart fromits tax consequences, to be respected for tax

purposes.’” Id. (quoting ACM Pship. v. Comm ssioner, 157 F. 3d

231, 247 (3d Gr. 1998), affg. in part and revg. in part T.C
Meno. 1997-115). |If, however, a transaction “‘affects the

taxpayer’s net econom c position, legal relations, or non-tax
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business interests, it will not be disregarded nerely because it

was notivated by tax considerations.’” 1d. (quoting ACM Pshi p.

v. Comm ssioner, 157 F.3d at 247).

Respondent argues that Hi storic Boardwal k Hall is a sham
because it | acked objective econom c substance and that its
partners | acked any business notivation other than transferring
historic tax credits from NJSEA to Pitney Bowes. Respondent asks
that we | ook to the individual partners to determ ne the economc
substance of the transaction.

Respondent contends that Hi storic Boardwal k Hall |acked
obj ecti ve econom ¢ substance because the parties, in respondent’s
vi ew, negoti ated and executed a transaction in anticipation of a
limted nunber of possible outconmes, none of which would
appreci ably affect Pitney Bowes’ econom c position other than
through a reduction of its tax liabilities.

Respondent argues that the follow ng are the only possible
out cones of Historic Boardwal k Hall’s formation, assum ng the
parties act in an “economcally rational manner”.

(1) If the East Hall was profitable, NISEA woul d be
conpel led to exercise its repurchase option inmmediately after the
section 47 recapture period ended, term nating Pitney Bowes’
interest in Historic Boardwal k Hall. Pitney Bowes woul d receive
its 3-percent annual return until it exited Hi storic Boardwal k

Hal | through preferred net cashfl ow distributions.
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(2) If the East Hall was unprofitable, Pitney Bowes would
exercise its put option, conpelling NJSEA to purchase its
interest in Historic Boardwal k Hall for its 3-percent annual
return. 1In this case, because East Hall is unprofitable and
there are no preferred net cashflow distributions, Pitney Bowes
receives its paynent through the G C

Respondent contends that the parties knew that Hi storic
Boardwal k Hall would not earn a profit and that the Reznick
projections showing a profit were sinply wi ndow dressing neant to
give the transaction an appearance of |egitimacy.

Respondent further argues that Pitney Bowes woul d never earn
a profit onits investnent in Historic Boardwalk Hall. In
respondent’ s view, although Pitney Bowes was entitled to its 3-
percent return either through preferred distributions or the A C,
Hi storic Boardwal k Hall still |acked objective business substance
because any return would be | ess than Pitney Bowes coul d have
earned had it invested its capital contributions in other
financial instruments. Taking into account the tine val ue of
nmoney, respondent argues that Pitney Bowes’ investnent results in
a negative cashflow to Pitney Bowes.

Respondent al so argues that other contractual provisions
ensure that Historic Boardwal k Hall has no economc effect on its
partners, including the tax benefits guaranty agreenent, the

operating deficit guaranty, the conpletion guaranty, and the fact
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that all of H storic Boardwal k Hall’s debts are nonrecourse to
Pit ney Bowes. Respondent concludes that the parties’ economc
positions were all fixed and unaffected by the return from
Hi storic Boardwal k Hall in any circunstance.

Movi ng to the subjective test, respondent argues that
Hi storic Boardwal k Hal |l served no subjective busi ness purpose
because it was intended solely to facilitate NJSEA s sal e of
rehabilitation tax credits and other favorable tax attributes to
Pi t ney Bowes.

Al'l of respondent’s argunents concerning the economc
substance of Historic Boardwal k Hall are nmade w thout taking into
account the 3-percent return and the rehabilitation credits.
Respondent argues that the rehabilitation credits nmust be ignored
in evaluating the econom c substance of Historic Boardwal k Hall.

Respondent points to Friendship Dairies, Inc. v. Conmm ssioner, 90

T.C. 1054 (1988), and argues that investnent tax credits are
never to be taken into account in determ ning the economc
substance of a transaction.

Petitioner first argues that the econom c substance doctrine
is inapplicable to the Hi storic Boardwal k Hall transaction
because Congress, in enacting and anmendi ng section 47, intended
to use section 47 to spur corporations to invest in historic
rehabilitation projects that otherw se woul d not be economcally

feasible. Petitioner further contends that the point of the
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credit was to address the reality that nost rehabilitation
projects had an inherent |lack of profitability--thus it would be
i nappropriate to disregard a transaction for |ack of
profitability when the purpose of section 47 is to make up for
that lack of profitability.

Further, petitioner puts forth alternative argunents in
support of its position that the Hi storic Boardwal k Hal
transacti on has econom c substance. First, petitioner argues
that the rehabilitation tax credits at issue can be taken into
account in determ ning whether the transaction has econom c
substance and provided a net econonm c benefit to Pitney Bowes.

Petitioner points to Sacks v. Conmm ssioner, 69 F.3d 982 (9th Cr

1995), revg. T.C Meno. 1992-596, and argues that we nust take
the rehabilitation credits into account in determning the
profitability of the transaction.

Second, petitioner argues that even if we do not take the
rehabilitation tax credits into account, the Reznick projections
show that the Hi storic Boardwal k Hall has econom c substance
because Pitney Bowes and the East Hall had a chance of earning a
profit.

Petitioner also asserts the 3-percent return gives the
transacti on econom c significance.

In Sacks v. Conm ssioner, supra, the Court of Appeals for

the NNnth Crcuit evaluated the econom ¢ substance of a sol ar



- 36 -
ener gy equi pnent sal e-| easeback transaction. The Court of
Appeal s found that the transacti on had econom ¢ substance on the
basis of the follow ng factors:

(1) The taxpayer’s personal obligation to pay the price was
genui ne;

(2) the taxpayer paid fair market value for the equipnent;

(3) the tax benefits woul d have existed for sonmeone, and
were not created out of thin air by the transaction;

(4) the business of selling solar energy was genui ne; and

(5) the business consequences of a rise or fall in energy
prices were genuinely shifted to the taxpayer.
Id. at 988. The Court of Appeals discussed whether the solar
energy credits should be taken into account in determ ning the
profitability of the transaction. The Conm ssioner had argued
successfully in this Court that any financial analysis of the
transaction had to be done without regard to the sol ar energy
credits. On the basis of that argunent, we found that the
t axpayer’s transaction | acked econom c substance because it was
cashfl ow negative unless the tax credits were taken into account
and disallowed the clained credits.

The Court of Appeals disagreed with that analysis, stating
that the taxpayer’s investnent “did not beconme a sham j ust
because its profitability was based on after-tax instead of pre-

tax projections.” |d. at 991. The Court of Appeals went on to
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state that “Were a transaction has econom c substance, it does
not beconme a sham nerely because it is likely to be unprofitable
on a pre-tax basis”, id., and that “Absence of pre-tax
profitability does not show ‘whether the transaction had econom c
substance beyond the creation of tax benefits,’” where Congress
has purposely used tax incentives to change investors’ conduct”,
id. (citation omtted). The Court of Appeals rejected the
Comm ssioner’s argunent that the tax benefits should be excl uded
fromthe econom c anal ysis because “If the governnment treats tax-
advant aged transacti ons as shans unl ess they nake econom c sense
on a pre-tax basis, then it takes away with the executive hand
what it gives wwth the legislative.” 1d. at 992. Utimtely,
the Court of Appeals recognized that if the types of transactions
t hat Congress intended to encourage had to be profitable on a
pretax basis, then Congress woul d not have needed to provide
incentives to get taxpayers to invest in them in effect, the
Comm ssioner was attenpting to use the reason Congress created
the tax benefits as a ground for denying them |d.

The Court of Appeals for the Third Grcuit has not directly
addressed whether investnent tax credits are to be taken into
account in determ ning the econom c substance of a transaction.

In RS v. CM Holdings, Inc., 301 F.3d 96 (3d Gr. 2001), the

t axpayer attenpted to rely on the opinion of the Court of Appeals

for the Ninth Crcuit in Sacks in arguing that a corporate-owned
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life insurance plan had econom c substance because Congress had
explicitly sanctioned those types of tax strategies. However,
the Court of Appeals for the Third Grcuit distinguished Sacks
because the Sacks opinion, in allow ng depreciation deductions
and investnent credits with respect to a sale and | easeback of
sol ar energy equi pnent, reasoned that both Federal and State

| egi slatures had specifically encouraged investnent in solar
energy and thereby “skewed the neutrality of the tax system?”

Id. at 106 (quoting Sacks v. Conm ssioner, supra at 991).

Respondent argues that Sacks does not control since, unlike
the transaction in Sacks, the East Hall transaction and Hi storic
Boardwal k Hal | are shanms because they had no appreci abl e effect
on the parties’ econom c positions.

As an initial matter, we do not agree with respondent that
Pitney Bowes invested in the Historic Boardwal k Hall transaction
solely to earn rehabilitation tax credits. W believe the 3-
percent return and the expected tax credits should be viewed
together. Viewed as a whole, the Hi storic Boardwal k Hall and the
East Hall transactions did have econom ¢ substance. Pitney
Bowes, NJSEA, and Historic Boardwal k Hall had a legitimte
busi ness purpose--to allow Pitney Bowes to invest in the East
Hall's rehabilitation.

Pitney Bowes invested in the East Hall rehabilitation. Most

of Pitney Bowes’ capital contributions were used to pay a



- 39 -
devel opnment fee to NJSEA for its role in managi ng the
rehabilitation of the East Hall according to the devel opnent
agreenent between Historic Boardwal k Hall and NJSEA
Respondent’ s contention that Pitney Bowes was unnecessary to the
transacti on because NJSEA was going to rehabilitate the East Hal
W thout a corporate investor overlooks the inpact that Pitney
Bowes had on the rehabilitation: no matter NJSEA s intentions at
the time it decided to rehabilitate the East Hall, Pitney Bowes’
i nvestment provided NJSEA with nore noney than it otherw se would
have had; as a result, the rehabilitation ultimately cost the
State of New Jersey |ess. Respondent does not allege that a
circular flow of funds resulted in Pitney Bowes receiving its 3-
percent preferred return on its capital contributions. In
addition, Pitney Bowes received the rehabilitation tax credits.

Hi storic Boardwal k Hall and the AREA inposed financi al
requi renents on both Pitney Bowes and NJSEA. Pitney Bowes was
required to make capital contributions, and NJSEA was required to
manage the East Hall’'s rehabilitation and assure its conpletion.
If NJSEA failed in its role as manager and the rehabilitation did
not proceed according to the parties’ plan, Pitney Bowes would
not be required to nmake additional capital contributions. This
woul d have | eft NISEA responsible for a larger portion of the

East Hall’'s rehabilitation.
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Respondent points to the parties’ use of the term “sal e of
tax credits” and argues that the term “devel opnment fee” and the
paynment of a devel opnent fee by Historic Boardwal k Hall to NJSEA
is nerely nmeant to disguise evidence showing the true nature of
the transaction to be a sale of tax credits. W nust |ook to the
subst ance of the transaction, rather than the terns used by the
parties. The regulations clearly indicate that a devel opnment fee
is aqualified rehabilitation expense. Sec. 1.48-12(c)(2),

I ncone Tax Regs. The opinion letters obtained by NJSEA and
Pitney Bowes all discuss whether a devel opnent fee is the type of
rehabilitation expense that is eligible to earn rehabilitation
tax credits, and whether the amount of the devel opnent fee at

I ssue was reasonable in this type of rehabilitation. Respondent
does not argue that any portion of the rehabilitation credits
clainmed is inappropriate or attenpt to disallow any of H storic
Boardwal k Hall’s clained credits on the ground that the

devel opnent fee was not a qualified rehabilitation expense.

Pitney Bowes faced risks as a result of joining Hstoric
Boardwal k Hall. First, and nost inportantly to its goals, it
faced the risk that the rehabilitation would not be conpl eted.

In addition, both NJSEA and Pitney Bowes faced potenti al
l[tability for environnmental hazards fromthe rehabilitation
Al t hough Hi storic Boardwal k Hall and Pitney Bowes were added as

named insured parties to NJSEA' s environnental insurance, there
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was no guaranty that: (1) The insurance payout woul d cover any
potential liability; and (2) if NJSEA was required to nmake up any
difference, it would be financially able to do so.

Overall, respondent’s argunent that certain agreenents
prevented the East Hall transaction fromaffecting the partners’
econom c positions is incorrect. These side agreenents and
guaranties nust be | ooked at in context: they were necessary to
attract an equity investor. These provisions are neant to
protect Pitney Bowes from any unforeseen circunstances that could
arise as a result of problenms with the rehabilitation.

Respondent does not argue that the conpletion guaranty is a sham
or is not a legitimate agreenent between the parties. Instead,
respondent argues that because Pitney Bowes’ investnent is
limted to its capital contributions and because Pitney Bowes
cannot be held responsible for additional funds to conplete the
East Hall rehabilitation, the East Hall transaction as a whole

| acks econom ¢ substance. However, those agreenents show t hat
the East Hall and Hi storic Boardwal k Hall did in fact affect the
parties’ econom c positions--the agreenments were neant to prevent
the transaction fromhaving a |arger inpact than the parties had
bar gai ned for

This is not a transaction in which the parties had conpeting
interests that would work against the partnership’ s stated

purpose. NIJSEA and Pitney Bowes had a comon goal: the
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rehabilitation of the East Hall. NJISEA needed the rehabilitation
to be successful in order to make the East Hall an attractive
site for concerts and events after the construction of the new
convention center. Pitney Bowes needed the rehabilitation to be
successful so it would earn rehabilitation credits and its 3-
percent return. Both would receive a net econom c benefit if the
rehabilitati on was successful.

The | egislative history of section 47 indicates that one of
its purposes is to encourage taxpayers to participate in what
woul d otherwi se be an unprofitable activity. Congress enacted
the rehabilitation tax credit in order to spur private investnent
in unprofitable historic rehabilitations. As respondent notes,
the East Hall has operated at a deficit. Wthout the
rehabilitation tax credit, Pitney Bowes would not have invested
inits rehabilitation, because it could not otherw se earn a
sufficient net economc benefit on its investnent. The purpose
of the credit is directed at just this problem because the East
Hal | operates at a deficit, its operations al one would not
provi de an adequate econom c benefit that would attract a private
investor. Further, if not for the rehabilitation tax credit,
NJSEA woul d not have had access to the nearly $14 million paid to
it as a developnment fee for its efforts in rehabilitating the

East Hall. Considering that the cost of the rehabilitation was
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about $100 million, Pitney Bowes contributed about 15 percent of
the cost of the rehabilitation.

Respondent attenpts to read Friendship Dairies, Inc. v.

Comm ssioner, 90 T.C. 1054 (1988), as hol ding that the investnent

tax credit is never taken into account in considering the

econoni ¢ substance of a transacti on. Fri endship Dairies does not

make such a broad holding. Although we held in that case that
the investnent tax credits at issue could not be taken into
account in evaluating the econom c substance of that transaction,
we did not explicitly hold that investnment credits are never
taken into account when applying the econom c substance doctri ne.
We stated that

“We acknow edge that many such tax-notivated
transactions are congressionally approved and
encouraged. * * * The determ nation whether a
transaction is one Congress intended to encourage wl|
require a broad view of the relevant statutory
framewor k and some investigation into | egislative
hi story. The issue of congressional intent is raised
only upon a threshold determ nation that a particul ar
transaction was entered into primarily for tax
reasons.”

Id. at 1064 (quoting Fox v. Comm ssioner, 82 T.C. 1001, 1021

(1984)).

In Friendship Dairies, we disregarded a sal e-| easeback

transacti on which had no chance of profitability. This case is
di stingui shable on its facts.
Utimately, NJSEA had nore noney for the rehabilitation than

it would have had if Pitney Bowes had not invested in Historic
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Boardwal k Hall. Both parties would receive a net economc
benefit fromthe transaction if the rehabilitation was
successful. Pitney Bowes would earn a net econom c benefit as a
result of its entering into the East Hall’s rehabilitation, while
NJSEA woul d see higher revenues fromother Atlantic Cty
properties if the East Hall was a successful |oss |eader and
began attracting large crowds after the rehabilitation was
conpl et ed.

The rehabilitation of the East Hall was a success. Historic
Boardwal k Hal | has been operating and continues to operate day to
day, with the East Hall being used as a convention facility. 1In
conclusion, Historic Boardwal k Hall had objective econom c
subst ance.

V. VWhether Pitney Bowes Was a Partner in Hi storic Boardwal k
Hal |

Respondent next argues that Pitney Bowes was not a partner
in Hstoric Boardwal k Hall. Respondent contends that Pitney
Bowes’ partnership interest should be disregarded because: (1)
Pi t ney Bowes had no neani ngful stake in Historic Boardwal k Hall’s
success or failure; and (2) Pitney Bowes’ interest in Historic
Boardwal k Hall is nore |like debt than equity. Utimtely,
respondent’s two argunents both center on the fact that Pitney

Bowes’ return was limted to 3 percent.
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Section 761(a) defines “Partnership” as foll ows:

SEC. 761(a). Partnership.--For purposes of this
subtitle, the term*“partnership” includes a syndicate,
group, pool, joint venture or other unincorporated
organi zati on through or by neans of which any business,
financi al operation, or venture is carried on, and
which is not, wthin the nmeaning of this title
[subtitle], a corporation or a trust or estate. * * *

Both petitioner and respondent point to Conm SsSioner V.

Cul bertson, 337 U S. 733 (1949), in support of their argunents.

In Cul bertson, the Suprene Court had to determ ne whether a valid
partnership was forned. The Suprene Court |isted severa

obj ective factors that influence the determ nation of whether a
partnership is valid, including: (1) The agreenent between the
parties; (2) the conduct of the parties in executing its
provisions; (3) the parties’ statenents; (4) the testinony of

di sinterested persons; (5) the relationship of the parties; (6)
their respective abilities and capital contributions; (7) the
actual control of income; and (8) the purposes for which the

i ncone i s used. ld. at 742; see also Va. Hi storic Tax Credit

Fund 2001 LP v. Commi ssioner, T.C Meno. 2009-295. 1In Va.

Hi storic Tax Credit, we applied the Cul bertson factors and upheld

a partnership which was forned to allow the partners to share and
distribute State tax credits.

In Luna v. Conmm ssioner, 42 T.C 1067, 1077-1078 (1964),

this Court stated that “while all circunstances are to be

consi dered, the essential question is whether the parties
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intended to, and did in fact, join together for the present

conduct of an undertaking or enterprise”, and cited Comm Ssioner

V. Cul bertson, supra at 742, which stated:

The question is not whether the services or

capi tal contributed by a partner are of sufficient

i nportance to neet sone objective standard * * * but

whet her, considering all the facts * * * the parties in

good faith and acting with a busi ness purpose intended

to join together in the present conduct of the

enterprise. * * *

Petitioner argues that Historic Boardwalk Hall is a valid
partnership and that Pitney Bowes was a partner in that
partnership. Petitioner points to the partnership agreenent, the
parties’ actions in negotiating that agreenent, and the parties’
actions after the agreenent was executed. Petitioner contends
that Pitney Bowes’ extensive investigation of all aspects of the
transaction and Hi storic Boardwal k Hall’ s busi ness changes nade
after execution all support a conclusion that Pitney Bowes was a
partner in H storic Boardwal k Hal l.

We agree with petitioner. Pitney Bowes and NJSEA, in good
faith and acting with a business purpose, intended to join
together in the present conduct of a business enterprise. As we
hel d above, Pitney Bowes and NJSEA joi ned together in a
transaction with econom c substance to allow Pitney Bowes to
invest in the East Hall rehabilitation. Further, as we found

above, the decision to invest provided a net economc benefit to

Pitney Bowes through its 3-percent preferred return and
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rehabilitation tax credits. Conbined with our above hol di ng that
Hi storic Boardwal k Hall had econom c substance, it is clear that
Pitney Bowes was a partner in H storic Boardwal k Hall.

The parties’ investigations and docunentation both support a
finding that the parties intended to join together in a
rehabilitation of the East Hall. Although the confidenti al
of fering menorandum used the term*“sale”, it was used in the
context of describing an investnent transaction. The
confidential offering menorandum accurately described the
substance of the transaction: an investnent in the East Hall’s
rehabilitation.

The parties’ investigation |ikew se supports a finding of an
effort to join together in rehabilitating the East Hall. The
parties investigated potential environnental hazards and
attenpted to mtigate them This included two anal yses by
consulting firns and adding Hi storic Boardwal k Hall and Pitney
Bowes as naned parties to NJSEA s insurance policies. NIJISEA and
Pi t ney Bowes sought and received a nunber of opinion letters
eval uating various aspects of the transaction.

The executed transaction docunents accurately represent the
substance of the transaction. The AREA is between Pitney Bowes
and NJSEA and provides a detail ed description of Historic
Boardwal k Hal |’s purpose--to rehabilitate and manage t he East

Hall. Since formation, H storic Boardwal k Hall has carri ed out
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its goals. The AREA describes Pitney Bowes and NJSEA as nenbers
and al so provides for transfers of their nenbership interests in
| ater years. The devel opnent agreenent between Historic
Boardwal k Hall contractually obligates NJSEA to nanage the East
Hall’ s rehabilitation and accurately represents the substance of
t he transacti on.

Since execution of those agreenents, the parties have
carried out their responsibilities under the AREA. NJSEA oversaw
the East Hall’s rehabilitation, and Pitney Bowes nade its
required capital contributions. The East Hall was actually
rehabilitated, did reopen to the public, and has been successful.
This rehabilitation provided benefits to both Pitney Bowes and
NJ SEA.

Respondent again asks us to ignore the rehabilitation tax
credits at issue. Pitney Bowes joined Historic Boardwal k Hall in
exchange for its 3-percent preferred return and the
rehabilitation tax credits. The 3-percent preferred return and
the rehabilitation tax credits provided a net econom c benefit to
Pitney Bowes. Even if we do ignore the tax credits, Pitney
Bowes’ interest is not nore |like debt than equity because Pitney
Bowes is not guaranteed to receive a 3-percent return every year
Because the East Hall operated at a | oss each year, Pitney Bowes
was not guaranteed the 3-percent return at the end of a given

year because there m ght not be sufficient cashflowto pay it.
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In accord with the AREA, Pitney Bowes m ght not receive its
preferred return until NJISEA purchased Pitney Bowes’' nenbership
interest, if at all.

Taking into account the stated purpose behind Historic
Boardwal k Hall’s formation, the parties’ investigation of the
transaction, the transaction docunents, and the parties’
respective roles, we hold that Historic Boardwal k Hall was a
val i d partnership.

V. \Wether the East Hall Was “Sold” to Hi storic Boardwal k Hal

Respondent next argues that NJSEA did not transfer the East
Hall to Historic Boardwal k Hall for Federal incone tax purposes
because NJSEA did not transfer the benefits and burdens of
owner shi p.

Whet her the benefits and burdens of ownership with respect
to property have passed to the taxpayer is a question of fact
that nust be answered fromthe intentions of the parties as
established by the witten agreenents read in |ight of the

attending facts and circunstances. Arevalo v. Conm ssioner, 124

T.C. 244, 252 (2005), affd. 469 F.3d 436 (5th Gr. 2006); Godt &

MKay Realty, Inc. v. Conm ssioner, 77 T.C 1221, 1237 (1981).

We | ook to the substance of the agreenment and not just the | abels

used by the parties. Arevalo v. Comm ssioner, supra at 252. The

followng factors are considered: (1) Wether legal title

passes; (2) how the parties treat the transaction; (3) whether
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equity was acquired in the property; (4) whether the contract
creates a present obligation on the seller to execute and deliver
a deed and a present obligation on the purchaser to nake
paynments; (5) whether the right of possession vested in the
purchaser; (6) which party pays the property taxes; (7) which
party bears the risk of | oss or danage to the property; and (8)
whi ch party receives the profits fromthe operation and sal e of
the property. Id.

Respondent argues that the burdens of ownership renai ned
w th NJSEA because it bore all of the burdens of the East Hall’s
operation and rehabilitation, including remaining liable for the
East Hall’s operating expenses, real estate taxes, workers’
conpensation, and property and ot her insurance coverage and for
conpletion of the East Hall rehabilitation. Respondent contends
that NJSEA al so remai ned responsi bl e for any excess devel opnent
costs, interest, taxes, and the costs of any environnental
probl ens. Respondent concurrently argues that NJSEA nai ntai ned
the benefits of ownership because it had the authority, through
its purchase option, to purchase Pitney Bowes’ interest in
Hi storic Boardwal k Hall at any tine. Respondent points to Sun

Gl Co. v. Conm ssioner, 562 F.2d 258 (3d Gr. 1977), revg. T.C

Meno. 1976-40, and argues that under the Court of Appeals for the
Third Crcuit’s authority, a purchase option requires a finding

that the benefits and burdens were not passed.
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Petitioner argues that the transaction docunents clearly
show the parties’ intent to sell the East Hall to Historic
Boardwal k Hall. Petitioner also argues that NJSEA had a
contractual obligation to deliver the East Hall to Historic
Boardwal k Hall, that H storic Boardwal k Hall had an obligation to
pay for the East Hall, and that Hi storic Boardwal k Hall had
possession of the East Hall.

Sonme of the factors weigh in favor of finding a sale: (1)
The parties treated the transaction as a sale; (2) possession of
the East Hall vested in Historic Boardwal k Hall; (3) Hi storic
Boardwal k Hall reported the East Hall's profits and stood to | ose
its inconme if the East Hall stopped operating as an event space.
O hers wei gh against petitioner: (1) NJSEA renained |iable for
the East Hall’'s property taxes (2) because Hi storic Boardwal k
Hal | operated at a | oss, NJSEA was not guaranteed to receive
paynments on the acquisition | oan each year; (3) NJSEA could
reacquire the East Hall by exercising its option under article
8.02 of the AREA

We nust eval uate whether the East Hall was transferred in
the context of this specific rehabilitation transaction. W | ook
at all the facts and circunstances surroundi ng the transaction at
i ssue.

The East Hall has been operating as an event space, and al

i nconme and expenses of the East Hall have been reported on
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Hi storic Boardwal k Hall’s Fornms 1065. Bank accounts were opened
in Hstoric Boardwal k Hall’s nane by SMs as operator of the East
Hal | .

Respondent argues that the benefits and burdens were not
transferred because NJSEA renmained liable for the rehabilitation
and the expense of nmanaging the East Hall. Respondent points to
statenents by NJSEA executives that the East Hall woul d operate
in the sane manner as it had before Hi storic Boardwal k Hall was
formed and argues that these statenents support a concl usion that
the benefits and burdens were not transferred to H storic
Boardwal k Hall. Respondent msinterprets the context of these
statenents. They were nmade in relation to NJSEA's decision to
assign sonme of its construction contracts to Historic Boardwal k
Hal|. The statenents appear to have been nmade to third parties
and were neant to assuage the concerns of those third parties
that their contracts and dealings with regard to the East Hal
woul d be affected by the contract assignnment to Historic
Boar dwal k Hal | .

Respondent’ s additional argunment in the context of the East
Hal | s ownership concerns the article 8.02 purchase option.

Respondent points to Sun G| Co. v. Conm ssioner, supra, and

contends that in the Court of Appeals for the Third Grcuit, a

purchase option such as the one in article 8.02 requires a
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finding that the benefits and burdens of ownership remained with
NJSEA. We do not believe that Sun G| controls.

In that case, Sunray DX G| Co. (Sunray) sold 320 parcels of
land to a tax-exenpt trust. Sunray then |eased those parcels
back. The Conm ssioner chall enged Sunray’ s deductions for |ease
paynments. This Court found in favor of the taxpayer, but the
Court of Appeals for the Third Circuit reversed our deci sion.

The Court of Appeals focused on Sunray’s ability to recover
the land “sold” to the tax-exenpt trust. Sunray had a nunber of
options if it decided it wanted to recover a specific piece of
land. First, it could sinply swap another piece of land for that
| and, without the trust’s being able to reject it. Second,
Sunray could nake an offer to repurchase a specific piece of
land. Lastly, Sunray had a right of repurchasing the land for an
anount equal to the present value of rent paynents due 60 years
in the future, which would be an al nost negligi bl e val ue.

The Court of Appeals focused on how these provisions did not
truly transfer any rights to the trust. The Court of Appeals
observed that because Sunray could, without any restrictions,
swap any piece of land for one subject to the sal e-|l easeback at
i ssue, the offer provisions in the contracts were rendered noot.
Further, the Court of Appeals held that because Sunray could
al ways repurchase the |and for an al nost negligible amunt by its

repurchase options, it could always recover the | and w thout
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paying the trust fair market value. The Court of Appeal s stated:
“The options to repurchase provide Sunray with a built in | atch-
string by which it could spring legal title to the properties
whenever it served its convenience w thout obligating Sunray to

pay fair market value.” Sun G| Co. v. Comm ssioner, 562 F.2d at

268.

As an initial matter, we note that Sun QI is
di stinguishable on its facts. That case dealt with a sal e-
| easeback transaction entered into to generate artificial rent
deductions. Further, we do not believe that the presence of a
purchase option prevents our finding that the benefits and
burdens of ownership of the East Hall were transferred to
Hi storic Boardwal k Hall in the context of the rehabilitation tax
credit.

A purpose of Historic Boardwal k Hall was to allow Pitney
Bowes to invest in the rehabilitation of the East Hall and earn
rehabilitation tax credits. The purchase option agreenent gave
NJSEA the right to purchase Pitney Bowes' nenbership interest in
Hi storic Boardwal k Hall at any tinme during a 12-nmonth period
begi nning 60 nonths after the entire East Hall was placed in
service for purposes of determning the historic rehabilitation
credits. The rehabilitation credits of Pitney Bowes woul d have
been subject to recapture had it disposed of its partnership

interest within 60 nonths after the renovated East Hall was
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pl aced in service. See sec. 50; sec. 1.47-6(a)(1l), Incone Tax
Regs. The statute denonstrates an anticipation of repurchase and
creates a disincentive. Congress established a neans to police
early dispositions and created a deterrent to a premature buyout.
For these reasons, NJSEA s purchase option was not contrary to
the purpose of the rehabilitation tax credit.

In conclusion, we find that NJSEA transferred the benefits
and burdens of ownership of the East Hall to Historic Boardwal k
Hal | .

VI . Respondent’s Recasting of the Transacti on

Respondent alternatively determned in the FPAA that it was
necessary to recast the East Hall transaction to “achieve tax
results that are consistent wwth the intent of subchapter K~
Section 1.701-2(b), Inconme Tax Regs., gives the Comm ssioner the
authority to recast transactions for Federal incone tax purposes
if a partnership is fornmed or availed of in connection with a
transaction a principal purpose of which is to reduce
substantially the present value of the partners’ aggregate
Federal inconme tax liability in a manner that is inconsistent
wi th subchapter K. Section 1.701-2(a), |Incone Tax Regs.,
provides that the following requirenments are inplicit in the
intent of subchapter K

(1) The partnership nust be bona fide and each
partnership transaction or series of related

transactions * * * nust be entered into for a
subst anti al busi ness purpose;
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(2) The formof each partnership transaction nust
be respected under substance over form principles;

(3) * * * the tax consequences under subchapter K
to each partner of partnership operations and of
transacti ons between the partner and the partnership

must accurately reflect the partners’ economc
agreenent and clearly reflect the partner’s incone

* * %

Requi rement (3), however, contains an exception in certain
situations. Sonme statutory and regul atory requirenents inposed
on partnershi ps by subchapter K may cause tax results that do not
accurately reflect the partners’ econom c agreenent or clearly
reflect the partners’ inconme, thus violating requirenent (3)
above. Section 1.701-2(a)(3), Incone Tax Regs., provides that if
a transaction satisfies requirenents (1) and (2), requirenent (3)
wll be treated as satisfied to the extent that the application
of such a provision to the transaction and the ultimte tax
results, taking into account all the relevant facts and
ci rcunstances, are clearly contenplated by that provision.

The determ nation of whether a transaction involving a
partnership ought to be recast is nade with consideration given
to the statutory provision giving rise to the tax benefits and
all pertinent facts and circunstances. Section 1.701-2(c),
| ncone Tax Regs., provides a nonexclusive list of factors to be
consi dered, including whether:

(1) The present value of the partners’ aggregate

Federal tax liability is substantially |ess than had

the partners owned the partnership’s assets and
conducted the partnership’s activities directly;



- 57 -

(2) The present value of the partners’ aggregate
Federal tax liability is substantially | ess than would
be the case if purportedly separate transactions that
are designed to reach a particular result are
integrated and treated as steps in a single transaction

* * k-
’

(3) One or nore partners who are necessary to
achieve the clainmed tax results either have a nom na
interest in the partnership, are substantially
protected fromany risk of loss fromthe partnership’s
activities * * * or have little or no participation in
the profits fromthe partnership’s activities other
than a preferred return that is in the nature of a
paynment for the use of capital;

(4) Substantially all of the partners * * * are
related (directly or indirectly) to one another;

(5) Partnership itens are allocated in conpliance

with the literal |[anguage of 88 1.704-1 and 1. 704-2,

but with results that are inconsistent with the pur pose

of section 704(b) and those regulations * * * ;

(6) The benefits and burdens of ownership of

property nomnally contributed to the partnership are

in substantial part retained (directly or indirectly)

by the contributing partner (or a related party); or

(7) The benefits and burdens of ownership of
partnership property are in substantial part shifted

(directly or indirectly) to the distributee partner

before or after the property is actually distributed to

the distributee partner (or a related party).

Respondent argues that his decision to recast the East Hal
transacti on was correct because Historic Boardwal k Hall’s
princi pal purpose was to substantially reduce the present val ue
of Pitney Bowes’ aggregate tax liability in a manner inconsistent
wi th the purpose of subchapter K

Petitioner, however, contends that the East Hall transaction

is wholly consistent with the purpose of subchapter K and further
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argues that the East Hall transaction is anal ogous to exanpl es of
the proper use of partnerships in section 1.701-2, Inconme Tax
Regs. Section 1.701-2(d), Incone Tax Regs., lists various
factual situations involving the use of a partnership and
eval uates whether that use is or is not consistent with the
intent of subchapter K

Section 1.701-2(d), Exanple (6), Incone Tax Regs., involves
the formation of a partnership by A and B, two hi gh-bracket
t axpayers, and X, a corporation with net-operating |oss
carryforwards. A, B, and X formpartnership PRS to own and
operate a building that qualifies for section 42 | owi ncone
housing credits. PRS is financed with cash contributions by A
and B and nonrecourse indebtedness, and the partnership agreenent
provi des for special allocations of incone and deducti ons,
i ncludi ng depreciation, to A and B equally. This allocation is
consistent with the allocation of other econom cally substanti al
partnership itens attributable to the building. The section 42
| ow-i ncome housing credits are also allocated according to the
partnership agreenent. The partners and partnership conply with
all applicable partnership regulations in their managenent and
reporting of the partnership. These include sections 1.704-
1(b)(2)(ii)-(iii), 1.704-2(e), and 1.752-3, Incone Tax Regs.

The ultimate result reached by the Comm ssioner is that

individuals A and B are all owed to deduct their distributive
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shares of PRS | osses against their nonpartnership incone and to
apply the |l owinconme housing credits against their tax
liabilities. Exanple (6) goes on to indicate that this
al l ocation may not accurately reflect the partners’ econom c
agreenent or clearly reflect income. However, because the
provisions that lead to this result, sections 1.704-1(b)(2)(ii)-
(rit), 1.704-2(e), and 1.752-3, Incone Tax Regs., clearly
contenplated this result, then requirenent (3), discussed above,
is treated as having been sati sfied.

The use of PRS results in partners A and B s aggregate
Federal inconme tax liability being ower than if A and B had
owned the building directly. This result flows fromA and B s
being able to use corporation X s otherwi se allocable credits.
Exanpl e 6 concl udes that, even though the use of partnership PRS
leads to this result, the PRS transaction is not inconsistent
with the intent of subchapter K As a result, the Comm ssioner
cannot invoke section 1.701-2(b), Income Tax Regs., to recast the
transacti on.

Respondent di sputes petitioner’s reliance on Exanple (6) and
argues that it is inapplicable. Respondent contends that Exanple
(6) concerns a general partnership, unlike Pitney Bowes, NJSEA,
and Historic Boardwal k Hall, where all partners have personal

l[tability, none of the entities is tax exenpt, section 42 does
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not require a profit notive, and the taxpayers are at risk if the
bui | di ng declines in val ue.

Respondent argues that Hi storic Boardwal k Hall viol ated
section 1.701-2(a)(1), Inconme Tax Regs., because there was no
substanti al busi ness purpose for its formation. Respondent
points to certain factors listed in section 1.701-2(c), |ncone
Tax Regs., and concl udes that section 1.701-2(a)(1), |Incone Tax
Regs., has been violated. These factors include Pitney Bowes’
aggregate tax liability's being lower as a result of Hi storic
Boardwal k Hall’s creation; thus, Pitney Bowes is substantially
protected fromany risk of loss and has little or no
participation in the partnership’s profits other than its
preferred return. Respondent does not argue a breach of
requirenent (1) or (2) of section 1.701-2(a), Inconme Tax Regs.

We have previously rejected respondent’s contentions in the
context of his other argunents. W agree with petitioner that
respondent’s decision to recharacterize the East Hall transaction
pursuant to section 1.701-2(b), Inconme Tax Regs., was
i nappropriate. NISEA and Pitney Bowes had the legitimte
busi ness purpose, as di scussed above, of allow ng Pitney Bowes to
invest in the East Hall’s rehabilitation. The use of a
partnership was necessary to allow a for-profit corporation to
invest in the rehabilitation of a governnent-owned buil di ng.

Al t hough Pitney Bowes’ aggregate tax liability was reduced as a
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result of this transaction, Congress intended to use the
rehabilitation tax credit to draw private investnents into public
rehabilitations.

Further, the regulations clearly contenplate a situation in
which a partnership is used to transfer valuable tax attributes
froman entity that cannot use them-corporation X--to
i ndi vidual s who can--taxpayers A and B. See sec. 1.701-2(d),
Exanple (6), Inconme Tax Regs.

VIl1. Section 6662 Accuracy-Rel ated Penalty

Respondent determ ned in the FPAA that Historic Boardwal k
Hal | should be liable for the accuracy-rel ated penalty pursuant
to section 6662. Because we find respondent’s other
determ nations to be incorrect, the section 6662 penalty is
i nappl i cabl e.

VI1l. Conclusion

Respondent’ s determ nations in the FPAA were incorrect. To

reflect the foregoing,

An appropriate decision

will be entered.




