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• Traditionally, investors look to real estate as a tax-advantaged investment
• Cost of buildings and related improvements can be deducted from income, 

providing a benefit at ordinary tax rates

• Use of leverage to increase value of property acquired – but be careful of impact of 
Sec. 163(j)

• Gain on disposal is taxed as capital gain and may be subject to lower income tax 
rates, subject to recapture rules

• In order to fully maximize the potential tax benefits, it is important to 
consider the structure used to acquire real estate assets
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• IRC Sec. 199A deduction for income from real estate investment
• Introduced in TCJA of 2017

• Allows for potential 20% deduction for qualified business income

• Favorable depreciation rules
• Immediate expensing available for certain assets

• CARES Act retroactively fixed an issue with the TCJA to allow immediate expense of 
qualified improvement property

• If taxpayer qualifies as real estate professional, they may be able to avoid the 
3.8% Net Investment Income Tax on passive income
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• In order to maximize tax benefits, it is important to consider the structure in 
which the real estate investment will be held

• Main options
• SPE/Single LLC

• May involve multiple classes of interest to allow for special allocation and promote/carried 
interest

• Joint Venture
• Similar to single LLC structure, with different classes owning through separate LLCs

• Delaware Statutory Trust
• Operates similar to a TIC interest in real estate – direct ownership

• Ownership by corporation
• Sometimes necessary depending on the type of investors involved
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• From a tax perspective, the structures noted fall into three main options
• Direct Ownership

• Partnership

• Corporation

• Main difference is the method of taxation – passthrough vs. entity level

• Certain tax benefits are only available to direct or passthrough owners

• Entity level tax for a corporation may block income or gain from being
allocated to foreign owners, saving them from a US filing obligation
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• Partnership
• All income, gain, loss, deduction and credit is allocated to owners and taxed at the personal

level

• In loss years, deduction of losses will be limited to basis

• Potential further limitation based on the passive activity rules (IRC Sec. 469)

• If sufficient basis and participation, losses can provide tax benefit for individual owners

• Very flexible with respect to allocations, allows for preferred returns on investment and
other creative deal structures

• No second level of tax on income once distributed to owners (unless cash distributions
exceed basis in interest)

• Owners may be eligible for a Qualified Business Income deduction, lowering effective tax
rate on this income

10



withum.com

• Corporation
• Tax is computed and paid at the entity level

• Any losses carry forward as Net Operating Losses and can be used against future 
income

• NOLs are limited to 80% of taxable income in carry forward years
• Some changes for 2018, 2019 and 2020 losses included in the CARES Act legislation

• If after tax profit is distributed to owners, the distribution is subject to a second 
level of tax as a dividend

• Corporate tax rate is flat 21%; dividend rate is likely 20%
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• S corporation
• Hybrid entity that offers passthrough taxation for a corporate entity

• Must make a timely election to be treated as an S corporation

• Strict limits on number and type of shareholders

• NOTE – all states treat this differently and some jurisdictions (NYC) do not provide 
for S corporation tax treatment

• Less flexible than a partnership, since all allocations need to be based on ownership

• No preferred return or liquidation preference is allowed
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• The sale of investment real estate will generate capital gain
• Under current IRC, capital gain on assets held longer than 1 year are eligible for a 

favorable reduced rate of taxation

• Current maximum tax rate for ordinary income is 37%, long term capital gain is taxes 
at 20%

• These rates apply to individual taxpayers
• C corporations do not enjoy a reduced rate benefit for capital gains - all income is 

subject to the same flat tax rate

• There are certain exceptions that may result in capital gain being taxed at 
higher rates
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• Recapture of prior depreciation deductions causes income from sale to be 
taxed at higher tax rates
• Sec. 1245 property is personal property that is subject to an allowance for 

depreciation/amortization

• Sec. 1250 property is all real property subject to depreciation

• Recapture recharacterizes as ordinary income the gain realized from the sale 
or disposition of property that results from prior cost recovery deductions 
taken on the property

• Recapture amount is generally the lower of the gain realized from the sale or 
the depreciation deductions taken on the property
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• Sec. 1245 recapture is generally the lower of the gain realized from the sale 
or the depreciation deductions taken on the property

• The Sec. 1245 recapture rules are not applied on an aggregate basis, you 
must look at each Sec. 1245 asset individually to determine whether 
recharacterization is necessary

• Sec. 1250 recapture works much the same as Sec. 1245 recapture, but rarely 
applies anymore
• Only requires recapture of prior depreciation in excess of what straight-line 

depreciation would have been

• All post-1986 real estate is required to be depreciated on a straight-line basis
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• Unfortunately, the analysis doesn’t stop there

• Taxpayers selling Sec. 1250 property need to consider the unrecaptured Sec. 
1250 gain rules (Sec. 1(h)(1)(E))

• Requires a taxpayer to pay a special 25% tax rate on unrecaptured Sec. 1250 
gain
• The amount of depreciation taken on the property that is not recaptured as 

ordinary income

• Limited to the amount of the actual gain realized on the sale
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Assume a taxpayer has the following balance sheet (Assets section only):

All tangible assets are sold for $730,000 – total gain would be $150,000

Tax Basis FMV Original Cost

Cash $10,000 $10,000 $10,000

Machinery $15,000 $20,000 $25,000

Furniture $15,000 $10,000 $20,000

Building $400,000 $500,000 $425,000

Land $150,000 $200,000 $150,000

TOTAL $590,000 $740,000
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• Which assets are Sec. 1245 assets?
• Machinery and furniture
• Must assess each one separately to determine is any recapture
• No gain on furniture, therefore no recapture
• On machinery, gain of $5,000 is due to prior depreciation and must be recaptured at 

ordinary rates

• What about Sec. 1250 assets?
• Assuming all depreciation was straight-line, no ordinary Sec. 1250 recapture
• Unrecaptured Sec. 1250 gain for the portion of gain created  by prior depreciation 

($425,000 - $400,000 = $25,000) potentially taxable at 25% (limited to net capital gain)

• Final tax consequence
• $5,000 taxed at ordinary rates
• $50,000 taxed at 25%
• Balance of $105,000 to be taxed at the 20% long term capital gains rate
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• Purchase/sale price allocation
• As a buyer, this allows for classification of assets acquired into their proper buckets for 

depreciation
• As a seller, this would help to allocate sales price to the various assets being sold, 

potentially limiting exposure to recapture at ordinary tax rates

• Cost segregation
• Engineering based study that breaks a larger building out to its component parts
• Helps to accelerate cost recovery through depreciation
• Will also help to better calculate potential recapture upon sale

• Capital loss netting
• Gains and losses are be netted and only net capital gains are taxable
• If there are loss positions in other areas of a portfolio, may make sense to time disposals for 

maximum tax benefit
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• Whether a sale involves assets or entity interests may alter the tax impact

• Buyers often prefer to acquire the assets directly
• Stepped up basis in the assets for depreciation purposes

• No issues with unknown liabilities of the subject entity

• To a seller, the sale may result in a less complex gain analysis
• For sale of corporate stock, entire gain is capital gain with no need to consider 

recapture

• Also for corporations, no risk of double taxation

• For partnerships, the analysis is not always as straight-forward

20



withum.com

• In a sale of partnership interests, Sec. 751 operates to recharacterize a portion of 
the gain as ordinary income
• To the extent that money or property received by a partner in exchange for all or part of his 

partnership interest is attributable to his share of the value of partnership unrealized 
receivables or . . . inventory items, the money or fair market value of the property received 
shall be considered as an amount realized from the sale or exchange of property other than 
a capital asset. The remainder of the total amount realized on the sale or exchange of the 
partnership interest is realized from the sale or exchange of a capital asset under section 
741. (Reg. Sec. 1.751-1(a)(1))

• Unrealized receivables include recapture items – Sec. 1245 property, Sec. 1250 
property

• Must also allocate gain or loss based on partner’s share of Sec. 1250 assets subject 
to unrecaptured Sec. 1250 gain rules
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• This result is based on the aggregate theory of partnership taxation – each 
partner is deemed to own their share of the assets of the partnership itself

• As a result of Sec. 751, a sale of a partnership interest will have roughly the 
same tax consequences as a sale of the asset itself

• While an entity sale may make sense from the business side of the deal, it 
will not change the tax result
• Transfer taxes

• Loan issues

• Franchise agreements, etc.
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• When entity/interest sales are done, there are two possible tax elections 
that would allow a buyer to achieve the step up in basis usually 
accomplished through an asset acquisition
• For corporate entities, a Sec. 338 election should be considered
• For partnership entities, a Sec. 754 may be appropriate

• For Sec. 338 elections, there are two options
• Sec. 338(g) election is made by the purchasing corporation
• Sec. 338(h)(10) election is made joint by target shareholders and purchasing 

corporation

• The Sec. 754 election is made by the acquiring partner of a partnership 
interest
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• Basic requirements
• Purchasing entity must be a corporation

• Purchasing corporation must acquire at least 80% of the stock of target within 12 
months

• Noncorporate buyers can consider the election available under Sec. 336(e)

• The available elections allow for a stock purchase to be treated as an asset 
purchase for federal income tax purposes
• If election, the stock purchase itself is disregarded for tax purposes

24
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• With the Sec. 338(g) election, any tax liability resulting from the deemed 
sale of the target assets is the responsibility of the target corporation

• Purchasing will be in control of target after acquisition, therefore any tax 
liability will be their responsibility
• May impact the amount they are willing to pay for target interests

• Seller of target stock will recognize capital gain for sale price in excess of 
basis, possibility of double taxation on the overall transaction

• For legal purposes, the sale is still considered a stock purchase (known and 
unknown liabilities of target reaming intact)
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• When would a Sec. 338(g) election make sense?
• When target has tax attributes, particularly those that may be limited after a change 

in ownership
• Net operating losses, capital loss carryforwards, disallowed business interest expense, 

carryforward tax credits

• Relief provisions in Sec. 382 allow the target to use these attributes

• When target has both built-in gain and built-in loss property
• Loss on deemed sale can offset gain on appreciated property

• Especially helpful is built-in loss property is non-depreciable (i.e. land)

• When selling shareholders will recognize a tax loss on disposal
• May allow purchasing corporation to bargain for a lower purchase price for target stock
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• In order to make a Sec. 338(h)(10) election, one of the following conditions 
must be present
• Target is a member of a consolidated group
• Target stock is owned by another corporation, but target does not join consolidated 

filing
• When the stock of an S corporation is purchased by another corporation

• Election operated to treat the transaction as if target sold all assets to 
purchasing corporation and distributed the sale proceeds in complete 
liquidation
• C corporation target liquidates tax free under Sec. 332
• S corporation target will recognize gain, which will increase basis in S corporation 

stock and lead to lower (or no) gain on liquidation to target shareholders
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• In certain circumstances, a partnership can elect to adjust the basis of its 
assets
• Transfers of interest in a partnership – Sec. 743
• Distributions to partners – Sec. 734

• When an entity sale of partnership interests occurs, the amount of the 
adjustment is the difference between the transferee partner’s outside basis 
in the partnership and the partner’s share of inside basis in the partnership 
assets 

• Absent an election under Sec. 754, the transferee partner steps in the shoes 
of the transferor partner and is only allocated his proportionate share of 
partnership assets
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Consider the earlier example and assume that buyer is buying 50% of the 
outstanding partnership interests:

Tax Basis FMV Original Cost

Cash $10,000 $10,000 $10,000

Machinery $15,000 $20,000 $25,000

Furniture $15,000 $10,000 $20,000

Building $400,000 $500,000 $425,000

Land $150,000 $200,000 $150,000

TOTAL $590,000 $740,000
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• Buyer would be paying $370,000 for the interests, but would step in the 
shoes of seller and be allocated $295,000 of partnership assets

• If the partnership sold all assets the next day for $740,000, buyer would be 
allocated 50% of the $150,000 gain, or $75,000

• However, buyer just paid FMV for his share of those assets to seller

• A Sec. 754 election made in connection with the interest purchase would 
provide buyer with a $75,000 basis increase in their share of partnerships 
assets, resulting in no gain/loss on subsequent sale
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• Things to consider
• Basis adjustment is allocated to partnership property under Sec. 755

• Sec. 743 basis adjustment is specific to the transferee partner and not any other 
partners in the partnership
• Cost recovery deductions are allocated to the transferee partner only

• Election is irrevocable without the consent of the IRS and will apply to any future 
transfers of partnership interest

• If 100% of the outstanding interests in a partnership are acquired, that transaction 
would be governed by Revenue Ruling 99-6 and a Sec. 754 election would not be 
necessary

31
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PART I:  FOR PLANNING PURPOSES:  COMPARISON OF SECTION 
1031 VERSUS OZ TAX BENEFITS

34

• OZBP investments are not restricted to real 
estate; available to all capital gains, such as 
hedge funds.

• However, Section 1031 deferral relate only to 
real estate with permanent basis step-up at 
death.

• Under Section 1031, the investment needs to 
cover the “gross” sales proceeds; in OZ only 
deal with the “capital gain” portion.
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FOR PLANNING PURPOSES:  COMPARISON OF SECTION 1031 
VERSUS OZ TAX BENEFITS

35

• While OZ allows permanent basis step-up 
(without the need to die if held for ten 
years).

• Good strategy in the event if there is a 
“busted” 1031; an OZ option may be 
available assuming the 180 day period is 
not expired.

• QOF or QOZB may do a 1031 roll over, but
need to meet the “substantial 
improvement test” which may be difficult 
to satisfy at a later point.
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PART II:  INTRODUCTION TO THE OPPORTUNITY ZONES INCENTIVE

New Section 1400Z-1 and 1400Z-2
• Encourages Economic Growth in Distressed Communities

• Temporary Deferral of Inclusion in Gross Income for Capital Gains 
Invested in a QOF

• Primary Benefit:  Exclusion from Gross Income on Investments in 
QOFs Held for at Least 10 years.
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OZ Benefits -- Illustrated

37

BASIS

10% 
Basis

Rollover Gain
Amount

Zero
Basis

Basis starts 
at zero

After 5 years, basis is 
increased by 10% of 
the rollover gain

At time of sale or exchange or taxable 
year that includes December 31, 2026, 
remaining rollover gain is recognized
and tax is paid.  If investment has lost 
value, gain is computed using fair 
market value

HansonBridgett   NOVOGRADAC
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Structure
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Investor(s)

General 
Partner

General 
Partner

QOF

QOZ
Business

Investor(s)

(180 days)

Operating Business
• New business
• Existing business expanding into 

Opp.  Zone
• Improving existing business

Rental real estate
• New construction
• Substantial improvement (100%)

HansonBridgett   NOVOGRADAC
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Qualified Opportunity Fund

39

Qualified 
Opportunity 

Fund

Qualified Opportunity Zone 
Property

A partnership or 
corporation that holds 
at least 90% of its 
assets as Qualified 
Opportunity Zone 
Property.

90%

HansonBridgett   NOVOGRADAC



© 2021 BLANK ROME LLP. ALL RIGHTS RESERVED. PLEASE CONTACT BLANK ROME FOR PERMISSION TO REUSE.

Qualified Opportunity Zone Property
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Qualified 
Opportunity 

Fund

1
Qualified 

Opportunity 
Zone Stock

2
Qualified 

Opportunity Zone 
Partnership 

Interest

1. Qualified Opportunity Zone Stock
2. Qualified Opportunity Zone Partnership 

Interest.
3. Qualified Opportunity Zone Business 

Property

3
Qualified Opportunity Zone Business Property

90% 90%

HansonBridgett   NOVOGRADAC
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Typical Structure -- $10M Investment
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Qualified 
Opportunity 

Fund

Qualified 
Opportunity 

Zone Business

1. For substantially all the QOF holding 
period, QOZB must remain QOZB

2. Substantially all the QOZB’s property 
must be QOZBP.

3. QOZB must use substantial portion of 
its intangible property in zone.

Other 
investments

Other investments Qualified Opportunity Zone 
Business Property

$1M
$9M

$2.7M
$6.3M

HansonBridgett   NOVOGRADAC
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Structure Comparison

Qualified property + QOZ partnership interest + QOZ stock  ≥ 90%
all assets of QOF

90% Requirement
• Applies in “one tier” and “two 

tier” structures
• Looks to all assets of QOF
• May be a 63% test (90%  70%) 

in a “two tier” structure

qualified property                             ≥ 70%
All tangible property owned or leased by qualified business

Substantially All (70%) 
Requirement

• Applies only in “two tier” structure
• Looks to tangible property of qualified 

business.  Other assets are excluded 
from test

• Qualified business must also satisfy 
additional requirements which do not 
apply in “one tier” structure

42
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Structure Elements
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Investor(s)

QOF

QOF 
Business

Investor Level:
• Gains, attributes of gains and taxpayers
• Timing of 180 day investment period from investor to QOF

Qualified Opportunity Fund (QOF) Level:
• Investments eligible as qualified OZ property (QOZP) and 90% 

requirement
• Certification and timing of 6-month/year-end 90% testing dates

Qualified OZ Business (QOZB) Level:
• Investments that qualify as QOZB Property (QOZBP) and 70% 

threshold
• QOZB requirements:  50% income in OZ, 40% intangible property, 

5% Nonqualified Financial Property (NQFP)

HansonBridgett   NOVOGRADAC
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GAINS, ATTRIBUTES OF GAINS AND TAXPAYERS

Eligible Gains
• Limited to gains treated as capital gains for Federal income tax purposes

• Recognized before January 1, 2027

• Multiple elections can be made for various parts of a single source of 
gain

• Includes additional deferral of previously deferred gains recognized

• Gains from offsetting-position transactions (e.g. straddles) do not qualify

• Impact of increase in capital gains in 2021 legislation

• Impact of capital gains at death (estate as eligible taxpayer)

44

Investor

HansonBridgett   NOVOGRADAC
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QOF Contributions
• Investments in QOFs must be cash, or property, and cannot include 

services
• Property contributions – deferral election is limited to tax basis of property 

contributed
• Value received by an investor for appreciated property or provision of 

services is treated as property contributed for which an election is not 
made
• Results in a mixed funds investment

• Distributions, especially within two years of a capital contribution, can be 
deemed disguised sales of partnership interests and not qualify for a 
deferral of gain or other opportunity zone benefit

45

Investor
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180-Day Investment Rule

For Partners, S  Corporation Shareholders 
and Nongrantor Trust and Estate Beneficiaries

• The 180 day period to invest gains allocated to partners is generally 
180 days from the end of the partnership’s tax year

• Partner  may also elect either:

• The date of the sale or exchange of the property by the 
partnership, or

• 180 days beginning on the due date of the partnership return 
without extensions for the year the partnership realized the gain

46

Investor
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Potential COVID Planning Opportunity

• Investors have the option of reevaluating their commitment to 
qualified opportunity zones in the face of COVID-19

• They may enjoy some favorable tax treatment in 2020 if they liquidate 
their capital from the funds.

• To the extent individuals have deferred capital gain by committing 
them to QOFs in previous tax years, in the event the individuals 
decided to liquidate their investment in 2020, the gains would be 
recognized in 2020.  This could result in an offset to the capital losses 
generated in 2020 (in stock market trades) thereby reducing their tax 
liabilities.

47
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Special Rules for Pass-through Entities

• A partnership (or other pass-through entity) may elect to defer capital 
gains at the entity level

• If a partnership (or other pass-through entity) does not elect to defer 
some or all of gains realized, a partner (or other owner) can elect to 
defer their distributive share of the gain

• Generally, beginning of the 180-day period is the last day of the 
pass-through entity’s taxable year

• Partner (or other owner) may elect to use the pass-through 
entity’s 180-day period; or

• Partner (or other owner) may elect to use the due date of the 
partnership’s tax return as the beginning of the 180-day period

48

Investor
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Investor Issues

Section 1231 Gains
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Investor

Not reduced by Section 
1231 losses

No need to have overall 
Section 1231 net gain

Any portion of a Section 
1231 gain that is deferred is 

not counted toward 
recapture until realized at a 

later date.

Gross Section 1231 gains are 
eligible gains

Section 1231 recapture for 
unrecaptured Section 1231 losses 

still applies

HansonBridgett   NOVOGRADAC
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1231 Gain Example

• Example:  Assume an investor has $1 million of section 1231 gain in 
January and a $500,000 section 1231 loss anticipated in November.  
The deferral of the entire $1 million of 1231 gain could be invested in 
a QOF in accordance with the normal timing rules) which would allow 
for income exclusion, if held for at least 10 years.  Moreover, the 
$500,000 1231 loss that otherwise would have offset capital gain 
under the proposed regulations, may now be treated as an ordinary 
loss with favorable tax treatment.

50
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Qualified Opportunity Funds (QOFs)

Two requirements for eligibility:
1. Investment vehicle to be organized as a corporation or a partnership for 

the purpose of investing in Qualified Opportunity Zone Property
2. At least 90 percent of its assets is held in Qualified Opportunity Zone 

Property

*Funds can be structured to invest in multiple assets, or as a single-asset special purpose vehicle.  
However, Opportunity Funds cannot be structured to invest in other funds, thereby prohibiting a 
‘fund-of-funds’ model.

**Failure to meet 90% threshold causes a monthly penalty equal to the federal underpayment rate 
(6% for April-June) multiplied by the excess of 90% of fund assets over fund QOZP, subject to a 
reasonable cause exception – no penalty imposed if failure due to reasonable cause.  Failure not 
covered by reasonable cause could result in penalty or possibly decertification.

51

QOF
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Certification of QOF

• Entity classified as a corporation or partnership for Federal tax purposes is eligible 
– LLCs taxed as corporations or partnerships OK

• Self-certification using Form 8996
• Identify first taxable year the entity wants to be a QOF
• Identify the first month the entity wants to be a QOF
• Listing by census tract of all property directly owned
• Listing by census tract of investments in QOZBs and property owned by 

QOZBs
• Investments received before “first month” not eligible for deferral
• QOFs have 6-months to invest proceeds, even if QOF investment is made during 

second half of QOF tax year
• Penalty doesn’t apply to months before the “first month”
• No legal barrier to pre-existing entities becoming a QOF (or QOZB)
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Qualified Opportunity Zone Property:  Direct and Indirect 
Investments

• The investment must be acquired after December 31, 2017 solely in exchange for cash;

• Must be a qualified opportunity zone business, or is being organized for the purpose of being a qualified 
opportunity zone business;

• Must remain a qualified opportunity zone business for substantially all of the qualified opportunity fund’s 
holding period

• Substantially all defined by final regulations as 90% of the holding period
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QOF

Qualified 
Opportunity 

Zone 
Property 
(QOZP)

Qualified Opportunity Zone 
Partnership Interest (Qualified 

Opportunity Zone Business)

Qualified Opportunity Zone Stock 
(Qualified Opportunity Zone 

Business)

Qualified Opportunity Zone 
Business Property
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Structure

54

Investor(s)

General 
Partner

General 
Partner

QOF

QOZ
Business

Investor(s)

(180 days)

Operating Business
• New business
• Existing business expanding into 

Opp.  Zone
• Improving existing business

Rental real estate
• New construction
• Substantial improvement (100%)

QOF
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Qualified Opportunity Zone Businesses (QOZB)

A trade or business in which substantially all (70% per Final 
Regulations) of the tangible property owned or leased by the taxpayer 
is qualified opportunity zone business property (QOZBP) and:
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QOZB

At least 50% of 
Income derived from 
Active Conduct

Substantial portion, at least 
40%, of intangible property 
used in active conduct of 
business

 5% average aggregate 
unadjusted basis of property is 
nonqualified financial property

*Non-qualified financial property is, generally, debt, stock, partnership interests, options, 
futures contracts, forward contracts, warrants, etc. that do not relate to the OZ investment.
**Active conduct of business includes the ownership and operation (including leasing) of 
real property but merely entering into a NNN lease is not the active conduct of a business.
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Qualified Opportunity Zone Business Property (QOZBP)

56

QOF 
& 

QOZB Tangible property used in a trade or business
 Acquired by purchase from an unrelated party (20% 

standard) after December 31, 2017
 During substantially all of holding period, substantially 

all the use is in a QOZ – now defined as 70%
 Original use in the QOZ commences with the taxpayer 

(PIS date for depreciation or amortization purposes)

OR

 Taxpayer substantially improves the property

 During any 30-month period after acquisition, 
additions to basis exceed an amount equal to the 
adjusted basis of such property at the beginning of 
such period
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Working Capital Safe Harbor

• QOZBs are allowed a safe harbor to treat working capital as property 
actively used in a trade or business for a period of up to 31 months 
(possibly 62 months), if:

• There is a written plan for the development of a trade or business in a 
qualified opportunity zone,

• There is written schedule consistent with the ordinary business 
operations of the business that the property will be used within 31-
months, and

• The business substantially complies with the schedule.  Delay waiting 
for governmental action not counted for 31-month period.  Taxpayers 
required to retain any written plan in their records.
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Working Capital Safe Harbor

• The final regulations provide a 62-month safe harbor rather than the simple 31-
month safe harbor (as was provided under the proposed regulations applicable to 
OZs).
• Assuming certain conditions are met, a QOZB can chose to apply a second 

31-month working capital safe harbor to tangible property for a maximum 
62-month period.  That is, a QOZB can chose to “piggyback” two successive 
31-month safe harbors.

• A QOZB must receive multiple cash infusions during the initial 31-month period to 
qualify for the maximum 62-month safe harbor.  The QOZB must satisfy two 
conditions:

(1) the subsequent cash infusion must be independently covered by an 
additional working capital safe harbor, and
(2) the working capital safe harbor plan for the subsequent cash infusion must 
form an integral part of the working capital safe harbor plan that covered the 
initial cash infusion.
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Open Issues

• Working Capital Reserve
• Although not certain under the final regulations, the preamble appears to 

state that working capital is treated as tangible property for purposes of the 
70% standard.

• The preamble says that unexpended amounts of working capital are “not, 
following the conclusion of the final safe harbor period, tangible property for 
purposes of apply the 70% tangible property standard”.  Accordingly, many 
practitioners believe that working capital may be treated as tangible 
property during the safe harbor period, but this interpretation is not without 
doubt.

• Initial 90% test calculations
• For purposes of test, QOFs may disregard property which was contributed up 

to 6 months for a testing date.  The final regulations were silent as to 
whether earnings on that disregarded property may also be disregarded for 
this purpose.
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Open Issues

• Original Use & Substantial Improvement

• In the preamble to the final regulations Treasury provides that improvements made 
to “nonqualified” property owned by the taxpayer and used in an OZ do not satisfy 
the original use requirement even though leasehold improvements are treated as 
separate property for purposes of the original use rules.

• This treatment would negatively impact many tax credit transactions including 
those involving low income tax credits and historic tax credits where there are 
improvements to property that were zoned and used prior to 2018.

• Capitalized Fees

• It is common practice for the project owner to contract with affiliates for 
development and other general contractor services.  Typically, payments by the 
owner to a developer are used to provide “reasonable” compensation for such 
development services and to reimburse out of picket costs.

• If the related party rules appear to apply, investments in a substantial number of 
real estate assets most importantly, are at risk of not satisfying the purchase 
requirement and thereby not qualifying as qualified OZ business property.
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PART II:  INTRODUCTION TO 1031 LIKE-KIND EXCHANGES

(1) I.R.C. SECTION 1031 (2) 1031 EXCHANGE PROCESS

An explanation of the basic applicability and benefits 
of 1031 Exchanges.  Looking at some of its history and 
recent changes

A review of the qualifications, requirements and 
restrictions pertaining to 1031 Exchanges, including 
time for identification, time for replacement, 
investment intent and holding periods, property value 
requirements, cash out and boot, “like-kind” property, 
rules of identification, taxpayers and disregarded 
entities, and selecting a Qualified Intermediary.
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PART III:  INTERNAL REVENUE CODE SECTION 1031

62

§1031 
DEFERS

taxes

“No gain or loss shall be recognized on the exchange of real 
property held for productive use in a trade or business or 
for investment if such real property is exchanged solely for 
real property of like-kind which is to be held either for 
productive use in a trade or business or for investment.”

If the sale of investment property would have a capital gains 
tax consequence, the investor can defer the capital gains tax 
by reinvestment the proceeds in another investment 
property; in this event, the sales contract should include 
exchange cooperation language to facilitate the 
assignment of the contract to the Qualified Intermediary.
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TAX DEFERRED EXCHANGE TERMINOLOGY

Tax Deferred Exchange terminology may be confusing to those who are unfamiliar with 1031 transactions.  The 
following are some of the typical exchange terms and phrases along with their interpretation.
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EXCHANGER BASIS TAXABLE GAIN

The property owner(s) seeking to 
defer capital gain tax by utilizing a 
Section 1031 exchange.  (The 
Internal Revenue Code uses the 
term “Taxpayer.”)

Original cost plus improvements, 
minus depreciation taken.

Selling price minus Basis.

BOOT CONSTRUCTIVE RECEIPT LIKE KIND PROPERTY

Property (i.e., property that is not 
of “like-kind”) received in an 
exchange.  (Examples:  cash, notes, 
seller financing, furniture, supplies, 
reduction in debt obligations).

Control of proceeds by an Exchanger 
(even though funds may not directly 
in the Exchanger’s possession).

Character of the property, and 
not its grade or qualify.  
Generally, real property is “like 
kind” as to all other real 
property, as long as the 
Exchanger’s intent is to hold the 
properties as an investment or 
for productive use in a trade or 
business.
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TAX DEFERRED EXCHANGE TERMINOLOGY

Tax Deferred Exchange terminology may be confusing to those who are 
unfamiliar with 1031 transactions.  The following are some of the 
typical exchange terms and phrases along with their interpretation.
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QUALIFIED INTERMEDIDARY RELINQUISHED PROPERTY REPLACEMENT 
PROPERTY

The person or entity that 
facilitates the exchange for the 
Exchanger.   The term 
“facilitator” or 
“accommodator” is also 
commonly used, although the 
Treasury Regulations use the 
term “Qualified Intermediary.”

The property “sold” by the 
Exchanger.  This is also 
sometimes referred to as the 
“exchange” property or the 
“downleg” property.

The property “acquired” 
by the Exchanger.  This is 
sometimes referred to as 
the “acquisition” 
property or the “upleg” 
property.
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TAX REFORM MAJOR POINTS OF INTEREST

NEW CHANGES EFFECT/IMPORTANCE

2018 Income Tax Brackets:  10%, 12%, 22%, 
24%, 32%, 35% 37%

Previously:  10%, 15%, 25%, 28%, 33%, 35% 
39.6%

Corporate tax Lowered to 21% (lowest since 
1938)

Corporation will take more to the bottom line 
(more spending, hiring, buying, etc.)

Estate Tax Doubled (now $11M per parent) If estate has less than $11M of assets, there is 
no “death tax.”  Leaves more money for heirs 
to spend.

Personal Property Exchanges  Eliminated No more 1031 exchanges of businesses, 
franchises, FF&E, collectibles, heavy 
equipment, airplanes, etc.
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BASIC 1031 RULES

In order to obtain a deferral of the entire capital gain tax the Exchanger 
must:
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1
EQUAL OR GREATER

Purchase property of EQUAL OR 
GREATER value

2
REINVEST

Reinvest ALL of the net proceeds 
from the relinquished property

3
REPLACE THE VALUE OF THE DEBT

Replace the value of the debt that was 
on the relinquished property.  This can 
be achieved by placing a loan on the 
replacement property of an equal 
amount, injecting equity from outside 
of the exchange into the replacement 
property or a combination of these

4
RECEIVE NO MONEY

RECEIVE NOTHING in the exchange 
but like-kind property.

To the extent the Exchanger fails to observe these rules they will be subject to capital gain tax on what is not reinvested.

Previously published by Investment Property Exchange Services, Inc.; www.ipx1031.com



© 2021 BLANK ROME LLP. ALL RIGHTS RESERVED. PLEASE CONTACT BLANK ROME FOR PERMISSION TO REUSE.

BASIC 1031 RULES

In order to obtain a partial deferral of the capital gain tax the Exchanger must:

1 BUY ABOVE THE BASIS

Purchase property of EQUAL OR GREATER value than the 

adjusted basis of the relinquished Property.

2 TAKE CASH THAT IS LESS THAN REALIZED GAIN

The amount of cash taken out of the exchange (cash boot) must

be less than the Realized Gain from the sale of the Relinquished 

Property.  (Gross sales price less ordinary closing costs less

adjusted basis.)

To the extent the  Exchanger fails to observe these rules they will be subject to capital gain tax on what is not reinvested.
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SALE VS. EXCHANGE

Present Application of Tax Rates
Tax Rates IF SOLD
• Federal Capital Gain:  15-20% (Maximum)
• Depreciation recapture:  25%
• 3.8% tax on certain investment income imposed by Affordable Healthcare 

Act
• State rates vary from 0% to 13.3%

EXAMPLE:
George Grapegrower (married, filing jointly with no other taxable income) has 
owned a vineyard for almost 10 years and wants to sell the property for 
$3,000,000.  Exchanger originally paid $1,500,000 for the property, put about 
$200,000 of capital improvements into the property and took approximately 
$600,000 in depreciation deductions.  George owes $2,000,000 to the Lender.
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SALE VS. EXCHANGE

1
Calculate Net Adjusted Basis

3
Calculate Taxes Due

2
Calculate Capital Gain

4
Run the Numbers
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SALE VS. EXCHANGE

1 Calculate NET ADJUSTED BASIS

71

Original Purchase Price (Basis) $1,500,000

PLUS Capital Improvements +$200,000

LESS Accumulated Depreciation -$600,000

Equals NET ADJUSTED BASIS $1,100,000
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SALES VS. EXCHANGE

2 Calculate CAPITAL GAIN
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Fair Market Value $3,000,000

LESS Estimated Closing Costs -$200,000

Net Sales Price $2,800,000

LESS Net Adjusted Basis -$1,100,000

Equals CAPITAL GAIN $1,700,000

Previously published by Investment Property Exchange Services, Inc.; www.ipx1031.com



© 2021 BLANK ROME LLP. ALL RIGHTS RESERVED. PLEASE CONTACT BLANK ROME FOR PERMISSION TO REUSE.

SALE VS. EXCHANGE

3 Calculate CAPITAL GAIN TAX DUE
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FEDERAL CAPITAL GAIN
Gain Due to Depreciation (25%)
Gain Due to Appreciation

$479,000* x 15% =
$621,000* x 20% =

*based on 2018 Breakpoints

Taxable Investment Income  (Healthcare 
Tax)

$1,700,000
-$600,000 x 25% =
$1,100,000

$1,450,000 x 3.8% =

$150,000

$71,850
$124,200

$55,100

STATE State Tax (using 5%) state taxes vary from 0-
13.3%

$1,700,000 x 5% = $85,000

TOTAL FEDERAL & STATE TAXES $486,150
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SALE VS. EXCHANGE

4 Run THE NUMBERS

74

Sale Exchange

Net Equity $800,000 $800,000

Total Capital Gain Taxes $486,150 -0-

Equity to Reinvest $313,850 $800,000

Proposed Acquisition 
(using net equity as 25% down payment)

$1,255,400 $3,200,000

§1031 permits deferral of 
ALL:
• Capital Gains Taxes 

(Federal & State)
• Depreciation Recapture 

(25% Federal)
• Healthcare Tax (3.8%)

RESULT:  The exchanger can BUY APPROXIMATELY 2-1/2 TIMES THE VALUE OF PROPERTY without adding cash.
At 5% return, this will generate additional income of $97,230 PER YEAR
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LIKE-KIND PROPERTY

75

“Like-kind” refers to the 
nature or character of 

the property, and not its 
grade or quality.

Generally, all real 
property is “like-kind” 

to all other real 
property.

Real property can be 
improved or 

unimproved, because 
this only relates to the 

grade or quality – not to 
its kind or class.

The Exchanger’s intent 
must be to hold the 

replacement property as 
an investment, or for 

productive use in a trade 
or business.
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WHAT IS LIKE-KIND PROPERTY?

In an IRC §1031 real property exchange, as a general principle you can 
exchange real property for any other real property in the United States, 
if said property is held for productive use in a trade or business or for 
investment purposes.
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1031 
PROPERTY

RETAIL

APARTMENTS

SINGLE FAMIL

RAW LAND

INDUSTRIAL PROPERTY

COMMERCIAL

% INTEREST AS A TIC
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REAL PROPERTY

REAL PROPERTY:  Less than fee interests that qualify for exchanges:
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1.  Leases with at 
least 30 years 
remaining, including 
renewal options.

2.  Cell phone towers 
and perpetual 
easements.

3.  A undivided 
interest in one 
property for an 
undivided or 100% 
interest in another 
property (i.e., 
Tenants in Common, 
where each has an 
equal right to 
possess the whole.)

4.  Remainder 
interest in real 
property.

5.  Timber rights, 
Riparian rights, 
Mineral Rights, Air 
Rights, & 
Development 
Rights*

*Whether these rights are treated as real estate and qualify for a real property exchange or are considered 
personal property is determined by the state law where the property is located.
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NON LIKE-KIND PROPERTY

Like Kind

Stocks, Bonds Notes

Partnership Interests

Other securities or evidence of indebtedness

Primary Residences

Certificate of Trust or beneficial interests

Previously published by Investment Property Exchange 
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EXCHANGE STRUCTURES WITH A QI:
DELAYED/SIMULTANEOUS

What is a delayed exchange?

• A Taxpayer will close on the Relinquished Property before needing to 
close on the Replacement.

• This requires the use of Qualified Intermediary, even if both close on 
the same day.

• Generally, these employ Direct Deeding, so the title need not pass 
through the Qualified Intermediary.
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DELAYED EXCHANGE TIME LIMITS

80

45 DAY RULE

The Exchanger must 
identify the potential 
replacement property 
or properties within 

the first 45 days of the 
180-day Exchange 

Period.

180 DAY RULE
The Exchanger must acquire 
the replacement property or 

properties within the earlier of 
(a) 180 days, or (b) the date 

the Exchanger must file the tax 
return (including extensions) 
for the year of the transfer of 

the relinquished property.

• There are no extensions for the 
deadlines.  The days are calendar days 
(including Saturdays, Sundays and 
holidays).

• The time limits begin to run on the 
date the Exchanger transfers the 
relinquished property (or the first 
relinquished property) to the buyer.

• The “date of transfer” will be the 
transfer of the benefits and burdens 
of ownership.

180 Days0 45 days

Close of First
Relinquished Property

Exchange Period:  
180 Days Maximum

Close of Last 
Replacement Property

Previously published by Investment Property Exchange Services, Inc.; www.ipx1031.com



© 2021 BLANK ROME LLP. ALL RIGHTS RESERVED. PLEASE CONTACT BLANK ROME FOR PERMISSION TO REUSE.

DELAYED EXCHANGE ID RULES

THREE PROPERTY RULE 200% RULE 95% EXCEPTION

The Exchange may identify up to 
three properties of any value.

The Exchanger may 
identify more than three 
properties if the total fair 
market value of what is 

identified does not 
exceed 200% of the fair 

market value of the 
relinquished 

property(ies).

If the Exchanger identifies 
properties in excess of both 
Rule 1 and Rule 2, then the 
Exchanger must acquire at 
least 95% of the value of all 

properties identified.
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3 200% 95%
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PROCEDURES FOR PROPERTY IDENTIFICATION

82

The property identification must 
be delivered to a party to the 
exchange that is not a disqualified 
party (i.e. the Qualified 
Intermediary).

It must be in writing and 
signed by the Exchanger.

It must be “unambiguous” 
(site specific).

It must be delivered, mailed, 
faxed, or “otherwise sent” within 
the 45 days.

An identification can be revoked within 
the 45 days, but the revocation must also 
follow steps 1 through 4.
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PARTNERSHIP ISSUES POSSIBLE SOLUTIONS

What if the partners do not wish to purchase the new property 
together?

• This should be done as far in advance of the sale as possible.

• If a distribution or dissolution occurs shortly prior to the sale, the key 
issue is whether the relinquished property was “held for productive 
use in a trade or business or for investment purposes.”
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The partnership can be liquidated and terminated and the relinquished property distributed 
to the partners as tenants in common.
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FORM 8824

• Form requests dates of the exchange transaction, the date the 
properties were “identified” and financial information obtained from 
the closing/settlement statement

• Have to check the box if related parties.

• The IRS revised the form in 2003 to require 45 day identification 
information.  STRICTER!
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An exchange is reported on Form 8824, “Like-Kind Exchanges”.
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AUDIT ISSUES
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• Verify the Exchange Agreement was executed prior to the 
closing of the  relinquished property.  IRS looks for 
“as of” dates.

• Exchange Agreement must contain the “(g)(6)” restrictions 
from the Treasury Regulations regarding the limitations 
on the Taxpayer’s access to exchange funds.

• Qualified Intermediary cannot be a disqualified party.
• Was the 45 day identification timely done . . .  Lot 

of issues here . . .
• Did the Exchanger buy from a related party?
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