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IRS Creates New Safe Harbor for Certain 
Partnerships’ Allocations of Code Section 47 
Rehabilitation Credits to their Partners 
BY MICHAEL D. HAUN & ALEXANDRA G. GREENE 

On December 30, 20131, in response to guidance requests as a result of the decision in Historic 
Boardwalk Hall2, the Internal Revenue Service (the “IRS”) issued Revenue Procedure 2014-12, which 
set forth a safe harbor to clarify the IRS’ treatment of Section 47 of the Internal Revenue Code of 
1986, as amended (the “Code”), allocations of rehabilitation tax credits (“Rehabilitation Tax Credits”) 
in certain circumstances. However, compliance with this new safe harbor alone does not guarantee 
that the partnership’s Rehabilitation Tax Credits will be valid; the credits still must otherwise be valid 
rehabilitation credits that derive from qualified rehabilitation expenditures and otherwise be valid 
allocations under Section 704(b) of the Code. 

Applicability 

The safe harbor applies to two forms of partnerships, including “developer partnerships” and “master 
tenant partnerships.” A “developer partnership” is an entity that owns and restores a qualified 
rehabilitation building or a certified historic structure, and a “master tenant partnership” is a 
partnership that leases a building from a developer partnership and for which an election is made 
under Treas. Reg. §1.48-1(a)(1) to treat such master tenant partnership as having acquired the 
building or buildings for purposes of the rehabilitation tax credit. 

Safe Harbor Requirements 

To be eligible for the safe harbor under Rev. Proc. 2014-12, an otherwise valid rehabilitation credit 
must meet the following requirements: 

 The partnership must be either a developer partnership or a master tenant partnership. 

 Before the relevant building is placed in service, the investor must contribute at least 20% of 
the investor’s total expected required capital contributions (as of the date on which the 

                                                
1  The IRS revised Rev. Proc. 2014-12 on January 8, 2014.  This client alert reflects the IRS’ revisions.  
2  For more information about the decision that was issued in Historic Boardwalk Hall, LLC v. Commissioner of 
Internal Revenue, 694 F.3d 425 (3d Cir. 2012), please refer to the Paul Hastings LLP client alert entitled Tax Credit 
Structures Called into Question by Historic Boardwalk Hall 
Decision.http://www.paulhastings.com/Resources/Upload/Publications/2249.pdf 
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building is placed in service) and the investor must maintain this minimum contribution 
percentage at all times during which the investor owns its interest.  

 Before the date on which the building is placed in service, at least 75% of the investor’s total 
expected capital contributions must be fixed in amount and the investor must reasonably 
expect to meet its additional funding obligations as such obligations become due. 

 The principal must hold at least a 1% interest in each material item of the partnership’s 
income, gain, loss, deduction, and credit at all times during the partnership’s existence. 

 The investor must hold (at all times during the period in which the investor owns its interest) 
an interest in each material item of the partnership’s income, gain, loss, deduction, and 
credit that is at least as great as 5% of the investor’s percentage interest in each of these 
items for the taxable year in which the investor’s percentage share of that item is the largest 
(as adjusted for sales, redemption, or dilution of the interest). Both initial partners and those 
who later purchase partnership interests may qualify as investors for purposes of this safe 
harbor. 

 No person who is involved with the rehabilitation project may enter into an arrangement to 
protect the investor’s minimum contribution against losses, except for the following 
permissible unfunded guarantee arrangements: 

– guarantees for the performance of any acts that are necessary for claiming the 
Rehabilitation Tax Credits; 

– guarantees to avoid an act or omission that would result in the recapture of, or in the 
partnership not qualifying for, the Rehabilitation Tax Credits; or 

– any other guarantees that are not impermissible guarantees (as described below). 

 Examples of permissible guarantees include completion guarantees, operating deficit 
guarantees, environmental indemnities, and financial covenants. 

 The safe harbor does not prohibit third-party guarantees, and reserves that are less than or 
equal to the partnership’s total reasonably predicted twelve-month operating expenses will 
not be deemed to have been set aside to fund a guaranteed amount. 

 A guarantee will not be considered unfunded if either the person making the guarantee or 
any person under such person’s control agrees to maintain a certain minimum net worth as 
part of the guarantee. 

 Impermissible guarantee arrangements: 

– A person who is involved in a rehabilitation transaction may not guarantee or insure the 
investor’s ability to claim Rehabilitation Tax Credits (or their cash equivalent or the 
repayment of any portion of the investor’s contribution due to inability to claim the 
credits). 

– A person who is involved in a rehabilitation transaction may not guarantee that the 
investor will receive distributions or consideration for its partnership interest. 
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– If the IRS challenges the investor’s claim of the Rehabilitation Tax Credits, no person 
who is involved in the related rehabilitation transaction may pay or indemnify the 
investor for the investor’s costs. 

 The partnership (and the principal of the partnership) must not lend funds to the investor in 
exchange for any part of the investor’s interest in the partnership and the partnership may 
not guarantee or insure any indebtedness that the investor incurs when such investor 
acquires his partnership interest. 

 Neither the partnership nor the principal in such partnership may possess a call option (or 
other right or agreement to purchase or redeem the investor’s interest at a future date) with 
respect to the investor’s interest. 

 The investor must not have a right or agreement to require anyone involved in the 
rehabilitation transaction to purchase or liquidate the investor’s interest at a future date at a 
price that is greater than fair market value (calculated at the time the investor exercises 
such right and calculated according to the rules set forth in Rev. Proc. 2014-12). 

 The investor must not have acquired its interest in the partnership with the intention of 
abandoning its interest after the qualified rehabilitation is complete and such intention will be 
presumed any time that an investor abandons its interest unless the surrounding 
circumstances clearly indicate that that intention did not exist. 

 All allocations that the partnership agreement creates must be allocated according to Treas. 
Reg. §1.704-1(b)(4)(ii), and all allocations must meet the requirements of Section 704(b) of 
the Code and of the accompanying Treasury Regulations (without considering the 
partnership’s allocations to its partners of the income inclusion required by Section 50(d)(5) 
of the Code). 

Rev. Proc. 2014-12 will apply to allocations of Rehabilitation Tax Credits that an eligible partnership 
makes to its partners on or after December 30, 2013. If the relevant building was placed in service 
before that date, the IRS will not challenge a partnership’s allocations of these credits to investors as 
long as the allocations are made in accordance with Section 704(b) of the Code and comply with all 
requirements set forth in Rev. Proc. 2014-12 (both at the time that the building was placed in service 
and thereafter). 

Additional Limitations for Investors 

In addition to the requirements set forth above, several further limitations will apply to investors who 
seek to qualify for the safe harbor’s protection. If a master tenant partnership allocates Rehabilitation 
Tax Credits to an investor, then that investor may not also invest directly in the related developer 
partnership (except through the master tenant partnership). Such an investor may, however, 
independently negotiate an economic arrangement with the related developer partnership (such as a 
separate arm’s length investment arrangement in the developer partnership in which the investor will 
receive federal new market tax credit allocations or low income housing credit allocations). 

The revenue procedure also provides that the investor’s interest must be a bona fide equity 
investment that has a “reasonably anticipated value commensurate with the investor’s overall 
percentage interest in the partnership” (separate from any deductions, allowances, credits, or other 
tax attributes that the partnership allocates to the investor). To be a bona fide equity investment, the 
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reasonably anticipated value must be contingent upon the partnership’s net income, gain, and loss, 
and such value must not be substantially fixed in amount. Further, the investor’s participation in the 
partnership’s activities must not be limited to a preferred return that is a payment for capital. Also, in 
the case of a master tenant partnership, such partnership may not terminate its building lease with 
the related developer partnership at any time during which the investor remains a partner in the 
partnership. 

For the safe harbor to apply, the investor must not participate in any arrangement to reduce the value 
of the investor’s partnership interest. Rev. Proc. 2014-12 specifically prohibits such arrangements 
(i) through lease terms, fees, or other agreements that are unreasonable in comparison to similar 
arrangements for real estate development projects that do not qualify for Rehabilitation Tax Credits 
and (ii) through the creation of disproportionate rights to distributions or issuances of interests or 
rights to acquire interests at lower than fair market value. 

The IRS specifically indicates that the following arrangements generally will be deemed to be 
unreasonable: 

 a sublease agreement of the building from a master tenant partnership to the related 
developer partnership or to the principal of either the developer partnership or the master 
tenant partnership (unless such sublease is mandated by an unrelated third party); and 

 a sublease agreement by the master tenant partnership in which the partnership subleases 
the building to any person (unless the sublease term is shorter than the primary lease term). 

Conclusion 

By issuing Rev. Proc. 2014-12, the IRS sought to provide greater certainty for partnerships and their 
partners regarding the manner in which the IRS will treat partnerships’ allocations of Rehabilitation 
Tax Credits to their individual partners. While a partnership’s compliance with the requirements listed 
in Rev. Proc. 2014-12 will ensure that the IRS will not challenge that partnership’s allocations to its 
partners, failure to comply with the safe harbor requirements will not lead the IRS to infer that such 
allocations are invalid. It is unclear what impact the release of this long anticipated guidance will have 
on the Rehabilitation Tax Credit industry. Because the guidance is very narrow, it is unlikely that many 
Rehabilitation Tax Credit deals will be structured to comply completely with the safe harbor. More 
likely is that many of the concepts contained in Rev. Proc. 2014-12 will be adopted as part of future 
Rehabilitation Tax Credit transactions. Please call one of our Rehabilitation Tax Credit experts to 
discuss further. 

   

If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Atlanta Paul Hastings lawyers: 

Michael D. Haun 
1.404.815.2279 
michaelhaun@paulhastings.com 

Philip J. Marzetti 
1.404.815.2258 
philmarzetti@paulhastings.com 
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