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AGENDA - Qualified Opportunity Zones

•
•
•
•
•

History of revitalization
What is a QOZ?
What are the benefits of investing in a QOZ?
How do you invest in a QOZ?
What guidance do we have from Congress and Treasury?
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History of revitalization

• Enterprise Zones
• Empowerment Zones
• New Market Tax Credits
• Opportunity Zones
 Tax Cut and Jobs Act: P.L. 115-97 (“TCJA”)
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What is a QOZ?
•

Congress established the Opportunity Zones program as part of tax
reform in the Tax Cut and Jobs Act.
 26 U.S.C. 1400Z-1 and 1400Z-2

•

The QOZ program is an incentive aimed at encouraging economic growth
and investment in distressed, low-income communities accomplished by
providing Federal tax benefits to businesses located within designated
boundaries.

•

The QOZ program is based on the bipartisan Investing in Opportunity Act
that was introduced in the House of Representatives in February 2017.
 Rep. Pat Tiberi (R-OH), Rep. Ron Kind (D-WI)
 Sen. Tim Scott (R-SC), Sen. Cory Booker (D-NJ)
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What is a QOZ? - Big Picture
• “tax breaks for investments in low-income neighborhoods.”
• “This is the biggest initiative of this type by the federal
government with the least debate, the least staff support, the
least research and still the least clarity… It hasn’t really been
fleshed out and that’s exciting for me.” (quoting Mayor of Los Angeles).
• “Unlike earlier federal efforts to spur economic development in
poorer communities, the program takes a free-market approach
and isn’t backed with federal spending.”
• “The opportunity-zone program is open-ended by design[.]”
(quoting Sen. Tim Scott).

New Hotel or Affordable Housing? Race is on to Define ‘Opportunity Zones,’ WSJ, July 13,
2018
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What is a QOZ? - Big Picture
• “Bridge Housing, a nonprofit, is working on a $500 million
opportunity zone fund to finance affordable housing in West
Coast markets[.]”
• “There is no limit on the potential tax benefits for investors
and, unless the Trump administration decides otherwise, no
requirement for measuring the program’s effectiveness, such
as examining which investments in each area use the new
incentive.”
• “The legislation ‘was written by and for real-estate investors[.]”
(quoting Ross Baird, president of Village Capital Group).
New Hotel or Affordable Housing? Race is on to Define ‘Opportunity Zones,’ WSJ, July 13,
2018
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How were QOZ’s determined?
26 U.S. Code § 1400Z-1 governs designation process.
•

State Governors nominated specific low-income communities for
QOZ designation. [1400Z-1(b)(1)(A)]

•

Treasury reviewed the nominations and approved designations.

•

QOZ designations are complete across the country as of June 20,
2018. [IRS Notice 2018-48]

•

QOZ designations remain in effect for 10 years from the date of
designation. [1400Z-1(f)]

[1400Z-1(b)(1)(B)]
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How were QOZ’s determined? – cont.
•

Oklahoma has 117 QOZ tracts

https://www.cdfifund.gov/pages/opportunity-zones.aspx
https://okcommerce.gov/data/maps/
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What are the benefits of investing in a QOZ?

26 U.S. Code § 1400Z-2 sets forth the benefits and
mechanics of investing in a QOZ.
The benefits are:
1. Gain deferral
2. Gain elimination
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What are the benefits of investing in a QOZ? – Gain Deferral
A taxpayer experiencing a capital gain event may defer taxes on
the portion of the original gain reinvested in a QOZ.
•

The deferral is immediate.

•

The deferral is temporary:
 until earlier of exiting QOZ investment, or
 12/31/26 [1400Z-2(b)(1)]

•

Up to 15% of the original deferred gain may be eliminated.
 10% eliminated after 5 years [1400Z-2(b)(2)(B)(iii)]
 Additional 5% eliminated after 7 years [1400Z-2(b)(2)(B)(iv)]

10

What are the benefits of investing in a QOZ? – Gain Deferral
How does 1400Z-2 accomplish the deferral?
1. Taxpayer starts with $0 basis for any deferred gain invested in a QOZ.
[1400Z-2(b)(2)(B)(i)]

2. Basis stepped up 10% of total deferred gain in year 5. [1400Z-2(b)(2)(B)(iii)]
3. Basis stepped up additional 5% in year 7. [1400Z-2(b)(2)(B)(iv)]
4. On 12/31/26, or date of exit (whichever is earlier), taxpayer includes in
gross income the excess of:
 The lesser of the gain excluded or the FMV of the investment over
 The taxpayer’s stepped up basis in the investment (0, 10, 15%) [1400Z-2(b)(2)(A)]
11

What are the benefits of investing in a QOZ? – Gain Elimination

Certain gains may be eliminated if the taxpayer holds the
QOZ investment long enough.
1. 15% of original deferred gain
 After 5 years - 10%
 After 7 years – additional 5%

2. After 10 years - 100% of gain that accrues beyond the
original reinvested gain (stepped-up basis) is eliminated
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What are the benefits of investing in a QOZ? – Gain Elimination

• “In the case of any investment held by the taxpayer for at
least 10 years and with respect to which the taxpayer makes
an election under this clause, the basis of such property shall
be equal to the fair market value of such investment on the
date that the investment is sold or exchanged.” [1400Z-2(c)]
• Let’s look at simplified examples of these benefits.
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What are the benefits of investing in a QOZ? – EXAMPLE 1
•

Taxpayer experiences $100 capital gain event.

•

Year 1, taxpayer reinvests the $100 in a QOZ taking a $0 basis in the
investment.

•

Year 5, taxpayer’s basis is stepped up to $10 eliminating that portion of the
deferred gain.

•

Year 7, taxpayer’s basis is stepped up $5 eliminating that portion of the
deferred gain.

•

12/31/26, the investment has a FMV of $100, so taxpayer pays tax on $85 of
the deferred gain ($100-$10-$5=$85)

•

Year 15, taxpayer sells the investment for $150 and pays no taxes on the
$50 gain that is the difference between the $150 sales price and the
taxpayer’s stepped up basis of $100.
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What are the benefits of investing in a QOZ? – EXAMPLE 1 cont.

• Benefits to taxpayer in Example 1:
 Elimination of $10 of the total $100 deferred gain in Year 5.
 Elimination of $5 of the total $100 deferred gain in Year 7.
 The time value of deferring $85 of the total $100 gain until 12/31/26.
 Elimination of $50 of gain on the difference between the $150 sale price and
the $100 stepped up basis when the investment is sold after Year 10.

• Let’s revise Example 1 making a small change to our assumption
surrounding the FMV of the investment on 12/31/26.
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What are the benefits of investing in a QOZ? – EXAMPLE 2 cont.
•

Taxpayer experiences $100 capital gain event.

•

Year 1, taxpayer reinvests the $100 in a QOZ taking a $0 basis in the
investment.

•

Year 5, taxpayer’s basis is stepped up to $10 eliminating that portion of the
deferred gain.

•

Year 7, taxpayer’s basis is stepped up $5 eliminating that portion of the
deferred gain.

•

12/31/26, the investment has a FMV of $80, so taxpayer pays tax on $65
of the deferred gain ($80-$10-$5=$65)

•

Year 15, taxpayer sells the investment for $150 and pays no taxes on the
$70 gain that is the difference between the $150 sales price and the
taxpayer’s stepped up basis of $80.
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What are the benefits of investing in a QOZ? – EXAMPLE 2 cont.
•

Benefits to taxpayer in Example 2:
 Elimination of $10 of the total $100 deferred gain in Year 5.
 Elimination of $5 of the total $100 deferred gain in Year 7.
 Elimination of additional $20 of the total $100 deferred gain on 12/31/26 when the
FMV of the investment is $80 rather than $100 amount originally invested.
• Example 1: $100 FMV - $15 basis = $85 gain
• Example 2: $80 FMV - $15 basis = $65 gain
$20 additional gain elimination

 The time value of deferring $65 of the total $100 gain until 12/31/26.
 Elimination of $70 of gain on the difference between the $150 sale price and the
$80 stepped up basis when the investment is sold after Year 10.
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What are the benefits of investing in a QOZ? – LIHTC Pricing

• We anticipate investors will pay some amount of premium for
LIHTCs generated within QOZs.
• Added Benefits:
 Counterbalances reduction in LIHTC pricing resulting from reduction of
corporate tax rate to 21% (and possible drop to 20% with tax reform 2.0)
 Boost equity funds available to help make financing on affordable housing
deals workable
 Anticipate increased supply of affordable housing in distressed areas
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What are the benefits of investing in a QOZ? – GP v. LP
Benefits

GP

LP

Immediate gain deferral (TVM)

X

X

5‐year gain elimination

X

X

7‐year gain elimination

X

X

10‐year gain elimination

X

X

Increase IRR

X

X
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How do you invest in a QOZ? – QOZ Funds

• “The term ‘qualified opportunity fund’ means any investment
vehicle which is organized as a corporation or a partnership
for the purpose of investing in qualified opportunity zone
property (other than another qualified opportunity fund) that
holds at least 90 percent of its assets in qualified opportunity
zone property[.]” [1400Z-2(d)(1)]
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How do you invest in a QOZ? – QOZ Funds
•

QOZ fund: [1400Z-2(d)(2)]
 any investment vehicle which is organized as a corporation or a
partnership
 for the purpose of investing in qualified opportunity zone property
 that holds at least 90 percent of its assets in qualified opportunity zone
property

•

The funds are “self-certifying”
 Complete a form and attach it to taxpayer’s federal tax return (yet to be
released by IRS)

•

What is “qualified opportunity zone property?”
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How do you invest in a QOZ? – QOZ Funds

• QOZ property: [1400Z-2(d)(2)]
1. Qualified opportunity zone stock,
2. Qualified opportunity zone partnership interest, or
3. Qualified opportunity zone business property.
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How do you invest in a QOZ? – QOZ stock

1. QOZ stock: [1400Z-2(d)(2)(B)]
 Any stock in a domestic corporation if –
• such stock is acquired by the QOZ fund after 12/31/17
• at original issue from the corporation
• in exchange for cash

 The corporation was a “qualified opportunity zone business” at time stock
was issued (or being organized for purpose of being QOZ business)
 During substantially all of the QOZ fund’s holding period for such stock, the
corporation qualified as a “qualified opportunity zone business”
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How do you invest in a QOZ? – QOZ partnership interest

2. QOZ partnership interest: [1400Z-2(d)(2)(C)]
 Any capital or profits interest in a domestic partnership if –
• such interest is acquired by the QOZ fund after 12/31/17
• from the partnership
• in exchange for cash

 The partnership was a “qualified opportunity zone business” at time such
interest was acquired (or being organized for purpose of being QOZ
business)
 During substantially all of the QOZ fund’s holding period for such interest,
the partnership qualified as a “qualified opportunity zone business”
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How do you invest in a QOZ? – QOZ business
•

QOZ business is a trade or business in which: [1400Z-2(d)(3)]
 substantially all of the tangible property owned or leased is qualified
opportunity zone business property
 at least 50% of income is derived from the active conduct of such business
 a substantial portion of the intangible property of such entity is in active conduct of
QOZ business
 less than 5% of the average aggregate adjusted basis of such entity is attributed
to non-qualified financial property (e.g., debt, stock, partnership interests,
options, futures contracts, forward contracts, warrants, etc.)
 is not a sin business (massage parlor, golf course, country club, racetrack, casino,
etc. – similar to new market tax credits [45D(d)(3)])
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How do you invest in a QOZ? – QOZ business property
3. QOZ business property: [1400Z-2(d)(2)(D)]
 Tangible property used in a trade or business of the QOZ fund if –
• such property was acquired by the QOZ fund
• by purchase (as defined in section 179(d)(2)) – NOTE related party threshold of 20%
• after 12/31/17

 The original use of the property in the QOZ commences with the QOZ fund, or
the QOZ fund substantially improves the property, and
 During substantially all of the QOZ fund’s holding period for such property,
substantially all of the use of such property was in a QOZ

•

“Substantial improvement” = QOZ fund increases basis of property by
100% w/in 30-month period
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How do you invest in a QOZ? – QOZ Funds

• Bringing it all together…
QOZ Fund

QOZ Stock

QOZ Partnership

(QOZ Business)

(QOZ Business)

QOZ Business
Property
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How do you invest in a QOZ? – Mechanics
1.

Taxpayer has 180 days to reinvest capital gain in a QOZ fund. [1400Z-2(a)(1)(A)]

2.

90% of QOZ fund must be invested in QOZ property. [1400Z-2(d)(1)]


Determined by the average of the percentage of QOZ property in the fund [1400Z-2(d)(1)(A)-(B)]



Measured in 6 month intervals (generally, 6/1 and 12/31). [1400Z-2(d)(1)(A)-(B)]



Monthly penalties for violating the 90% rule. [1400Z-2(f)(1)]

3.

QOZ fund has 180 days to invest in QOZ property. [1400Z-2(d)(1)]

4.

As previously noted, step up $0 basis:


10% at year 5,



5% at year 7, and



remaining at 12/31/26 or time of sale, whichever is earlier.
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What guidance do we have?

1. Language in statute – no Regs or formal guidance at this time.
2. Conference Agreement from enactment of TCJA.
3. IRS FAQ’s at www.irs.gov
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What are the big questions regarding implementation of QOZ’s?
1.

Does affordable housing qualify for QOZ investing?


2.

3.

What taxpayer must invest the gain proceeds in the QOF, and when?


Partners v. partnership?



At time partner receives K-1, or when the gain event occurs?

What type of entity can a QOF be?


4.

Do the businesses of (1) developing affordable housing, and (2) renting affordable housing qualify as “the
active conduct” of a business per the definition of QOZ business?

Statute says must be “organized as” a corporation or partnership – what about LLC’s taxed as corporation
or partnership?

What types of gains are eligible for reinvestment and deferral?


Capital gains v. 1231 gains – are all gains treated the same?



Depreciation recapture under 1245 and 1250 – is it allowed to be deferred, but taxed as ordinary income
later on at earlier of exit or 12/31/26?
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What are the big questions regarding implementation of QOZ’s?
5.

6.

How is the 90% test measured?


What are the initial 6-month testing intervals for QOZ’s that are formed mid-year?



Average determined on 6/1 and 12/31, separately, or after adding the amounts held on each
separate date together?



What is averaged - cost basis, adj. basis, FMV, etc.?



How are construction funds treated in satisfying the 90% test?



How are mandatory reserves treated in satisfying the 90% test?



How is land treated in satisfying the 90% test?



How are adjoining community centers, etc. treated under the 90% test?

Are there grace periods under the 90% test for new construction and substantial
rehabilitations?


30-months, reasonable period?
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What are the big questions regarding implementation of QOZ’s?

7. What does the statute mean by “substantially all” when it refers to
various mandatory holding periods and asset ratios?
 QOZ partnerships and corporations must qualify as a QOZ business for
“substantially all” of the qualified opportunity fund’s holding period
 QOZ business is one in which “substantially all” of the tangible property
owned or leased is QOZ business property

8. How does the “intangible property” requirement on QOZ
businesses apply to affordable housing entities?
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What guidance do we have? - The industry has requested guidance.

• Letters to Congress
 Sen. Tim Scott and his committee

• Letters to Treasury
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Questions?
Nancy Morton, nmorton@doz.net
Justin Rumer, jrumer@doz.net

NOTICE AND DISCLAIMER: This presentation is not tax or legal advice. Any discussion of tax matters should
not be relied upon, and cannot be relied upon by you, for any reason. Any analysis is preliminary in nature and
may be subject to further development. Nothing in this presentation is a legal opinion or other professional
opinion.
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