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Overview

• The 2017 Tax Cuts and Jobs Act included a new tax incentive provision 
that was intended to promote investment in economically-distressed 
communities, referred to as “Opportunity Zones.”  Through this program, 
investors can achieve the following three significant tax benefits:

1. The deferral of gain on the disposition of property to an unrelated person until the 
earlier of the date on which the subsequent investment is sold or exchanged, or 
December 31, 2026, so long as the gain is reinvested in a “Qualified Opportunity 
Fund” within 180 days of the property’s disposition;

2. The elimination of up to 15% of the gain that has been reinvested in a “Qualified 
Opportunity Fund” provided that certain holding period requirements are met; and

3. The potential elimination of tax on gains associated with the appreciation in the value 
of a Qualified Opportunity Fund, provided that the investment in the Qualified 
Opportunity Fund is held for at least ten years.



Opportunity Zones

• An Opportunity Zone is an economically-distressed community 
where new investments, under certain conditions, may be eligible for 
preferential tax treatment.

• Localities qualify as Opportunity Zones if they have been nominated 
for that designation by the state and that nomination has been 
certified by the Internal Revenue Service (IRS).

• All Opportunity Zones have now been designated, as of June 14, 
2018, and are available on the U.S. Department of Treasury website.

See https://www.cdfifund.gov/Pages/Opportunity-Zones.aspx

https://www.cdfifund.gov/Pages/Opportunity-Zones.aspx


Qualified Opportunity Funds

• A Qualified Opportunity Fund, in turn, is an investment vehicle that is 
established as either a domestic partnership or a domestic 
corporation for the purpose of investing in eligible property that is 
located in an Opportunity Zone and uses investor gains from prior 
investments as a funding mechanism.  

• The investor can get the tax benefits of Opportunity Zones even if 
the investor doesn’t live, work or maintain a business in an 
Opportunity Zone – the investor just needs to invest in a Qualified 
Opportunity Fund.



Qualified Opportunity Funds

• To become a Qualified Opportunity Fund, the entity self-certifies itself 
by attaching Form 8996 to the entity’s timely filed federal income tax 
return for the taxable year taking into account extensions.

• The entity must meet certain requirements, in particular a general 
requirement that at least 90% of its assets be “qualified opportunity 
zone property” used within an Opportunity Zone (as further 
discussed below), but no approval or action by the IRS is required.



Deferral of Gain Through Timely Reinvestment in QOF and 
Possible Exclusion from Income of Up to 15% of Such 
Gains if the Reinvestment is Held for at Least 7 Years

• To qualify for these tax benefits, the investor’s reinvestment in the Qualified Opportunity 
Fund must occur during the 180-day period beginning on the date of the sale.  

• Special timing rules apply to, among other things, certain gains from REITs, partnerships and other 
flow-through entities. 

• Under IRC section 1400Z-2(a)(2), the taxpayer may elect to defer the tax on some or all of 
that gain.  

• If, during the 180-day period, the taxpayer invests in one or more Qualified Opportunity 
Funds an amount that was less that the taxpayer’s entire gain, the taxpayer may still elect 
to defer paying tax on the portion of the gain invested in the Qualified Opportunity Fund.  

• If, in contrast, an amount in excess of the taxpayer’s gain is transferred to the fund (a so-
called “investment with mixed funds”), the taxpayer is treated, for tax purposes, as having 
made two separate investments — one that only includes amounts as to which the 
investor’s deferral election is made, and a separate investment consisting of other amounts.



Deferral of Gain Through Timely Reinvestment in QOF and 
Possible Exclusion from Income of Up to 15% of Such 
Gains if the Reinvestment is Held for at Least 7 Years

• Importantly, the law requires only that the gain be reinvested in the 
Qualified Opportunity Fund, and not the total sales proceeds. 

• The Final Regulations have clarified that, in general, only capital gains are 
eligible to be invested in a Qualified Opportunity Fund

• In addition, in contrast to Section 1031 “like-kind” exchanges (another 
mechanism of gain deferral through reinvestment), in the Qualified 
Opportunity Funds context the cash from the sale does not need to be 
specifically tracked or escrowed.  

• Instead, the requirement is merely that an amount of cash equal to the 
gain on the sale be reinvested in a Qualified Opportunity Fund within the 
relevant 180-day time period.



Deferral of Gain Through Timely Reinvestment in QOF and 
Possible Exclusion from Income of Up to 15% of Such 
Gains if the Reinvestment is Held for at Least 7 Years

• The taxpayer’s basis in the Qualified Opportunity Fund is initially zero, but will be 
increased by 10% of the deferred gain if the investment in the Qualified 
Opportunity Fund is held for 5 years, and increased by an additional 5% (to 15% 
of the deferred gain in total) if the investment in the Qualified Opportunity Fund is 
held for 7 years, in each case determined as of December 31, 2026.

• Thus, if a gain on the sale of property is timely reinvested in a Qualified 
Opportunity Fund, the taxpayer may be able to decrease the taxable portion of 
the originally deferred gain by 15% (via a corresponding basis step-up) if the 
investment in the Qualified Opportunity Fund is held for at least 7 years.  

• The taxpayer makes an election to defer the gain, in whole or in part, when filing 
the tax return on which the tax on that gain would otherwise be due if it were not 
deferred.



Exclusion of Gain on Appreciation in the 
Value of QOF if Held for at Least 10 Years

• The tax incentives of this program go well beyond tax deferral (even 
putting aside the potential basis adjustments discussed above), as 
subsequent gain on the appreciation in the value of the Qualified 
Opportunity Fund is capable of being fully excluded from income.  

• In order to qualify, the investor must hold its reinvestment in the 
Qualified Opportunity Fund for at least 10 years.



QOF Requirements

• An entity must meet certain requirements to qualify as a QOF.
• Specifically, a QOF must meet a test (the “90% Asset Test”) whereby 90% of its 

assets, measured every 6 months and averaged for each year, must be 
qualifying “QOZ Property.”

• To meet this requirement, a QOF may (i) directly own “QOZ Business Property” 
or (ii) may own a QOZ Business that in turn owns QOZ Business Property.

• A QOF may not, however, own (as a qualifying asset) an interest in another 
QOF.

• A QOZ Business must (i) have “substantially all” of its tangible assets invested in 
QOZ Business Property, (ii) meet certain requirements under Section 1397C 
regarding permissible assets (including a general prohibition against owning 
more than 5% nonqualified financial assets such as cash), and (iii) comport with 
certain “sin business” prohibitions under section 144(c)(6)(B). 



QOF Requirements

• QOZ Business Property means, in general, tangible property acquired by 
purchase from an unrelated party, which property either is “originally used” in 
the QOZ by the QOF or QOZ Business, or is “substantially improved” by the 
QOF or QOZ Business (meaning, generally, improvements over a period of 30 
months that result in a 100% increase to the adjusted basis of the property).

• Section 1397C generally governs the rules applicable to tax credits for so-called 
“enterprise zone businesses.”

• Several of these provisions – section 1397C(b)(2), (b)(4) and (b)(8) – are incorporated 
into the QOZ rules by reference.

• “Relatedness” for this purpose is generally determined by a 20% or greater 
common ownership test taking into account certain constructive ownership rules.



Effect of Death

• Section 1400Z-2(e)(3) provides that, “[i]n the case of a decedent, amounts 
recognized under this section shall, if not properly includible in the gross income 
of the decedent, be includible in gross income as provided by section 691.”  

• This statutory provision raises questions concerning the appropriate treatment of 
the deferred gain where a person who has rolled over gain through a timely 
investment in a QOF dies prior to December 31, 2026 without having previously 
disposed of the QOF investment.

• Section 691 sets forth the rules that apply to a person’s receipt of income in 
respect of a decedent (“IRD”).  

• IRD refers to income earned by a decedent who was a cash basis taxpayer prior to his 
or her death, but that is not properly includible in income until after the decedent’s 
death.  IRD is not reportable on the decedent's final income tax return. 

• Rather, it is reportable by the recipient of the IRD item (e.g., by the decedent’s estate 
or some other person).



Special Rule that Caps Gain at Fair Market 
Value at Date of Triggering Event
• Section 1400Z-2(b)(2) contains a special rule that caps the amount of 

the gain so as not to exceed the fair market value of the investment as 
of the date that the gain is included in income.  It provides as follows:

• 1400Z-2(b)(2) AMOUNT INCLUDIBLE.—
• 1400Z-2(b)(2)(A) IN GENERAL.— The amount of gain included in gross income 

under subsection (a)(1)(A) shall be the excess of—
• 1400Z-2(b)(2)(A)(i)  the lesser of the amount of gain excluded under paragraph (1) or 

the fair market value of the investment as determined as of the date described in 
paragraph (1), over

• 1400Z-2(b)(2)(A)(ii)  the taxpayer’s basis in the investment.

• The Final Regulations modify this rule to potentially limit discounts for 
lack of control and lack of marketability in determining fair market value.



Gifts and Bequests

• The Final Regulations provide as follows with respect to gifts and bequests:
• In general, gifts (other than to a grantor trust) will be treated as a disposition of the 

QOZ investment triggering inclusion of the deferred gain in income.  
• This also applies to gifts to one’s spouse and  to charitable recipients – which will be treated 

as a triggering inclusion event if not made to a grantor trust

• In contrast, gifts to grantor trusts are not treated as a deemed disposition of the QOZ 
investment and therefore will not trigger inclusion of the deferred gain in income.

• The Final Regulations clarified that this treatment also applies to all transactions with 
grantor trusts, which would include sales or other transactions with grantor trusts such 
as swaps.

• The Final Regulations further clarify that it does not matter whether the investment or 
capital gain is by the grantor or the grantor’s grantor trust. 



Gifts and Bequests (Cont’d)

• In addition, a bequest upon death permits the transferee to step into the 
transferor’s shoes and continue to hold the QOZ investment as if the transferee 
were the original investor. 

• There is no step-up in basis upon death with respect to QOF interests.

• The 5-year, 7-year and 10-year holding period benefits tack to the transferee in 
the case of gifts to grantor trusts and bequests upon death.



Gifts and Bequests (Cont’d)

Liquidity Considerations for QOF Interests in Estate Planning and Use of Life 
Insurance through ILITs

• Because there is no step-up in basis upon death for QOF interests, estate 
planners need to consider sources of liquidity to fund the deferred tax liability 
where the taxpayer dies prior to December 31, 2026.

• This may include life insurance held through an irrevocable life insurance trust 
(ILIT) where the person(s) who inherits the QOF interest under the insured’s 
estate plan is a primary beneficiary of the ILIT.



Gifts and Bequests (Cont’d)

Other Considerations in Estate Planning
• Whether to gift and, if so, when and how considering the need to use grantor 

trusts to avoid an inclusion event
• Pecuniary versus fractional funding, and use of marital trusts
• Tax apportionment clause considerations
• Gift and estate tax return considerations
• Life insurance via ILITs
• Family limited partnerships and family limited liability companies (collectively 

“FLPs”), and the special rules discussed infra concerning:
• the contribution of QOF interests to FLPs (which generally are NOT inclusion events); 

and
• transfers of interests in FLPs that hold QOF interests (which generally ARE inclusion 

events unless they are made to grantor trusts)



Pass-Through Entities

• The Final Regulations include special provisions by which gain 
recognized by a partnership may (except to the extent the 
partnership elects to rollover the gain itself) flow through to the 
partners and be reinvested by such partners into qualified 
opportunity funds (“QOFs”). 



Pass-Through Entities (Cont’d)

• In addition, there is the potential for such partners to have an increased period 
during which to reinvest gain into a QOF. 

• The partnership’s 180-day period begins on the date of its sale, but if the gain 
flows through to the partners, the partners’ 180-day period begins on the last day 
of the partnership’s taxable year.

• Partners may instead elect to use the partnership’s 180-day period if they so 
desire (e.g., if the desired investment is already lined up).

• The Final Regulations provided an additional option under which investors may 
elect to start their 180-day Period for their share of gain from the Pass-Through 
Entity on the due date (without extensions) of the Pass-Through Entity’s tax 
return for the taxable year in which the sale or exchange took place (generally, 
either March 15th or April 15th of the following year).



Pass-Through Entities (Cont’d)

The following additional aspects of the Final Regulations are 
noteworthy:

• A.  No Inclusion Event on Contributions of QOF Interests to 
Partnerships

• Consistent with the Proposed Regulations, the Final Regulations provide that 
contributions of QOF interests to entities taxed as partnerships that are not 
taxable transactions under section 721(a) are not inclusion events.

• B.  Meanwhile, Contributions of QOF Interests to Corporations 
Are Inclusion Events

• In contrast, contributions of QOF interests to entities taxed as C corporations or 
S corporations that would otherwise be tax-free under section 351 are inclusion 
events.



Pass-Through Entities (Cont’d)

• C.  Transfers of Interests in Partnerships that Hold QOF 
Interests Are Inclusion Events

• In addition, transfers of interests in partnerships that hold QOF interests (i.e., 
indirect interests in QOFs) are inclusion events (unless they are to grantor 
trusts).  

• The Final Regulations provide that the inclusion event rules generally “apply to 
transactions involving any direct or indirect partner of the QOF to the extent 
of that partner’s share of any eligible gain of the QOF.”  In addition, page 48 of 
the preamble to the Final Regulations notes that “[a]n inclusion event is a 
transaction that reduces or terminates the QOF investor’s direct (or, in the case 
of partnerships, indirect) qualifying investment for federal income tax 
purposes…”



Pass-Through Entities (Cont’d)

• D.  Transfers of Interests in Corporations that Hold QOF Interests 
Are Not Inclusion Events

• In contrast, transfers of interests in corporations that hold QOF interests are not
inclusion events.  As noted above, the Final Regulations provide that the inclusion 
event rules generally apply to transactions involving any direct or indirect partner of 
the QOF.  No similar rule applies to C corporations or S corporations.

• In the case of S corporations, the proposed regulations had included a special rule 
providing that an S corporation’s qualifying investment in a QOF would be treated as 
disposed of if there were a greater-than-25% aggregate change in ownership of the S 
corporation. Following significant commentary on this proposed rule, the Final 
Regulations did not adopt this special 25% ownership change rule.

• Rather, an S corporation investor (like a C corporation investor in a QOF C corporation) 
should not have an inclusion event for its qualifying investment solely as the result of a 
disposition of shares by one of the S corporation’s shareholders, regardless of the 
disposition’s magnitude. 



Pass-Through Entities (Cont’d)

• E.  QSST and ESBT Conversions
• The Final Regulations confirm that neither a conversion from a qualified 

subchapter S trust (QSST) to an electing small business trust (ESBT), nor vice 
versa, is an inclusion event if the person who is both the deemed owner of the 
“grantor portion” of the ESBT holding the qualifying investment and the QSST 
beneficiary is the person taxable on the income from the qualifying investment 
both before and after the conversion.  

• There would, however, be an inclusion event upon conversion if the qualifying 
investment is in the grantor portion of the ESBT and the ESBT’s deemed owner 
under the grantor trust rules is a nonresident alien.  





QOF Testing

QOFs Always Tested at End of Calendar Year
• The Regulations clarify that, while the initial testing date for a QOF (for 

purposes of the 90% asset test, discussed below) may be as long as six 
months after the QOF’s start date, there is always a testing date on the 
last day of the calendar year. 

• Accordingly, QOFs that are formed near the end of a calendar year may need to meet 
the 90% asset test sooner than expected.

• The Regulations do, however, provide flexibility for QOFs to select the 
date on which they begin to qualify (although QOFs must qualify as 
such prior to receiving investments for such investments to qualify under 
the QOZ provisions), and for taxpayers to use pre-existing entities as 
QOFs.



LLC and Holding of Investments

LLCs Permitted

• The Regulations state that QOFs may include entities treated as 
partnerships for federal income tax purposes, which would permit the 
use of limited liability companies. 

Investors May Hold Investments Past Expiration of QOZ Designation

• Although the statute provides that the QOZ designations expire after 10 
years, the Regulations permit investors seeking to take advantage of the 
10-year rule to hold their investments for an additional 20-year period —
until December 31, 2047 — and still receive the benefit of the exclusion 
from income of all post-acquisition appreciation.



Treatment of Land

• Land is treated separately from the improvements thereon for 
purposes of the substantial improvement test.

• Revenue Ruling 2018-29 provides that land, given its permanence, 
may never be treated as originally used by a QOF in a QOZ. 

• However, the examples in the Revenue Ruling indicate that the land may qualify 
as QOZ Business Property if the improvements thereon qualify, even if such land 
is not improved.

• Accordingly, for the substantial improvement test, a QOF need only substantially 
improve the building on a parcel of acquired land in order for the entire parcel to 
qualify for the 90% asset test.



Treatment of Land (Cont’d)

• In addition, the example in the Revenue Ruling involves the 
conversion of a factory building into residential rental property. 

• As the building was already in existence and is being modified (rather than a new 
one being constructed), it must meet the substantial improvement test rather 
than the original use test.

• The example also seems to confirm that residential rental property does indeed 
qualify as potential QOZ property.

• The Regulations are silent, however, as to whether improvements to land owned 
by a taxpayer prior to 2018 can qualify.



Treatment of Land

• Vacant land, if acquired by purchase, does not need to be 
substantially improved to be a qualifying asset.

• The Final Regulations provide that the land merely must be used in 
the QOF’s or QOZB’s trade or business, although the IRS indicated 
that it would scrutinize such purported use and intends to prevent 
potential “land banking” through anti-abuse rules.

• Note, however, that the Regulations do not include provisions addressing the 
treatment of vacant land which is contributed to (rather than purchased by) a 
QOF or QOZB from an existing owner.



Treatment of Land

• The Proposed Regulations provided a rule under which property that 
had been abandoned or otherwise left vacant for a period of 5 years or 
longer could be treated as “originally used” by a QOF or QOZB for 
purposes of the Original Use Test.  

• The Final Regulations provide additional leeway by modifying this rule 
such that property qualifies under this provision if it is vacant for only 3 
years (or only 1 year if it was vacant prior to the designation of its 
location as a Qualified Opportunity Zone).  

• The Final Regulations also provide for a safe harbor test under which a 
property will be treated as vacant if 80% or more of it, by square 
footage, is unused.



QOZ Business “Substantially All” 
Requirement to Mean at Least 70%
• QOFs may own QOZ businesses (rather than directly owning qualified 

opportunity zone property), with the requirement that a QOZ business 
have “substantially all” of its assets be qualified opportunity zone 
property. 

• The Regulations provide that, solely for this purpose, “substantially all” 
means at least 70%.

• Accordingly, a QOF that owns a QOZ business may have as little as 
63% of its capital invested in qualified opportunity zone property (90% in 
the QOZ business, per the 90% asset test, times 70% of the business’s 
property). 

• This may provide additional flexibility as to the timing of capital 
investments into a QOF and the use of such capital.



Working Capital Safe Harbor

• The Regulations provide certain safe harbors relating to working capital 
and asset composition of a QOF to the extent that such assets are held 
in QOZ businesses.  

• Specifically, the “reasonable working capital” safe harbor of Section 
1397C(e)(1) of the Internal Revenue Code now also extends to QOZ 
businesses for a period of 31 months.  

• Thus, a QOZ business can have as long as 31 months to deploy 
working capital provided that the documentation requirements contained 
in the Regulations are satisfied. 

• Note that this safe harbor does not appear to be applicable at the QOF 
level



Working Capital Safe Harbor (Cont’d)

• The IRS’s instructions to the Form 8996 describe these 
documentation requirements in terms of the following four-part test 
that must be satisfied:

• (1)  The working capital is designated in writing for the acquisition, construction, 
and/or substantial improvement of tangible property in a qualified opportunity 
zone.

• (2)  There is a reasonable written schedule for the expeditious consumption of 
the working capital to achieve the goal set out in (1) above. 

• (3)  The working capital will be completely consumed no later than 31 months 
after the amounts are first invested in eligible interests in the relevant QOF.

• (4) The working capital is consumed in a manner that is substantially consistent 
with the requirements in items (1) through (3).



Working Capital Safe Harbor (Cont’d)

• The Final Regulations give additional flexibility to the working capital safe harbor, including by 
allowing the written working capital schedule to provide for expenditures for broader costs of 
business operation, rather than only for the acquisition of qualifying QOZ business property.  

• This safe harbor also will not be violated if the 31-month period is exceeded due to delays in 
receiving governmental approvals.

• The Final Regulations further provide that the working capital safe harbor may be applied multiple 
times with respect to tangible property by a QOZB over an aggregate 62-month period for start-up 
businesses (which term appears to encompass any new businesses, including real estate) if (i) 
there are multiple infusions of cash over time that are part of an integrated overall business plan 
and (ii) each such cash infusion is covered by a separate 31-month working capital safe harbor.

• In addition, the Final Regulations provide safe harbors under which (i) property constructed with 
properly-held working capital is treated as qualifying QOZBP, and (ii) any income produced by 
amounts properly held and treated as working capital will qualify under the gross income test.



QOZ Business Income 

• The Final Regulations also contain many favorable provisions that are focused 
on the operation of non-real estate related businesses in opportunity zones.

• These include provisions relating to the ability of manufacturing, service, 
technology-related and other operating businesses to meet QOZ requirements, 
including safe harbors for the treatment and the amount of business assets or 
business income that must be connected to the QOZ.

• Prior to the second tranche of the proposed regulations, many had been 
concerned that conducting a business in the QOZ but selling to customers 
outside the QOZ would fail to qualify.

• The second tranche of proposed regulations provide useful guidelines in 
connection with making these determinations, that were maintained in the Final 
Regulations.



QOZ Business Income (Cont’d)

• The October 2018 proposed regulations required that at least 50 
percent of the gross income of a QOZ Business must be derived 
from the active conduct of a trade or business in the QOZ.

• The April 2019 proposed regulations (which provisions here were 
maintained in the Final Regulations) clarified this by providing 3 
separate safe harbors and a facts and circumstances test.



QOZ Business Income (Cont’d)

• Safe Harbor 1:  At least 50 percent of the services performed (based on hours) for such 
business by its employees and independent contractors (and employees of independent 
contractors) are performed within the QOZ.

• Safe Harbor 2:  At least 50 percent of the services performed for the business by its 
employees and independent contractors (and employees of independent contractors) are 
performed in the QOZ based on amounts paid for the services performed.

• Safe Harbor 3:  The tangible property of the business that is in the QOZ and the 
management or operational functions performed for the business in the QOZ are each 
necessary to generate 50 percent of the gross income of the trade or business.

• Those not meeting any of the three safe harbors may meet the 50-percent requirement 
using a facts and circumstances test if, based on all the facts and circumstances, at least 50 
percent of the gross income of a trade or business is derived from the active conduct of a 
trade or business in the QOZ.



Leased Property

• The QOZ Regulations provide favorable guidance for property leased by 
a QOF or QOZ Business.

• Leased tangible property is treated as QOZ Business Property for 
purposes of satisfying the 90% asset test and the requirement that 
substantially all tangible property be QOZ business property, so long as: 

• (i) the leased tangible property is acquired under a lease entered into after December 
31, 2017; 

• (ii) substantially all of the use of the leased tangible property is in a QOZ during 
substantially all of the period for which the business leases the property; and 

• (iii) the lease is a “market rate lease” (i.e., the terms of the lease must reflect common, 
arm’s-length market practice in the locale that includes the QOZ). 

• Under the Final Regulations, there is a rebuttable presumption that leases between unrelated 
parties are at market rate.



Leased Property

• If the lease is with a “related party” (i.e., the entities have 20% or more 
common ownership taking into account certain constructive ownership 
rules), 

• (i) the lessee cannot make any prepayments of rent for a period exceeding 12 months, 
• (ii) if the leased property is tangible personal property and the original use of such 

property in a QOZ did not commence with the lessee, the lessee must become the 
owner of tangible property having a value at least equal to the value of the property 
leased from a related person within the earlier of 

• (a) 30 months after the lessee receives possession of the leased property or 
• (b) the end of the lease term, and 

• (iii) there must be substantial overlap in the QOZs where the leased property and the 
property acquired in (ii) is used. 

• However, if there is a plan, intention, or expectation that leased real property is to be 
acquired by the QOF or QOZ Business for other than the fair market value thereof, the 
property never will qualify as QOZ Business Property.



Leased Property

• As is true of land acquired after December 31, 2017, land leased 
after December 31, 2017 is not required to be substantially 
improved.

• The Final Regulations provide special rules for valuing leased 
property.

• The lessee can use the “applicable financial statement valuation method” if the 
financial statement is prepared in accordance with GAAP and GAAP assigns a 
value to the leased property. 

• Alternatively, the leased property may be valued by calculating the present value 
of the lease payments using the applicable federal rate as the discount rate. 



Leased Property

• The rules regarding the treatment of leased property are incredibly 
helpful, especially for operating businesses. 

• For businesses that have few tangible assets, leasing property in a 
QOZ might allow a business to clearly satisfy the asset tests where 
there might otherwise be ambiguity. 

• Similarly, leasing used property located in a zone may provide a way 
to utilize the QOZ program’s tax incentives to expand an existing 
business. 



Leased Property

• For example, if you have a widget manufacturer with a factory in the 
zone and the factory has some floors that are vacant, owners of the 
widget factory might want to start an advertising business that 
promotes the widgets and products made by third parties. 

• If the widget business owner did this in the existing entity, the 
business would not qualify as a QOZ Business because most of its 
assets would be used and not substantially improved. 

• However, if a newly formed entity also owned by the owner of the 
widget manufacturer were to engage in the advertising business, it 
could satisfy the asset tests through leasing space in the factory. 



Treatment of Partnership Liabilities & 
Permissibility of Distributions

• The April 2019 proposed regulations provided important clarification 
surrounding the interaction between the “zero basis rule” and the 
partnership taxation rules of Subchapter K of the Internal Revenue 
Code. 

• The QOZ statute provides that an investor that elects to “roll over” 
gains into a QOF will have a tax basis in the QOF interest of zero.  

• Under general partnership taxation principles, however, partners 
generally receive tax basis for their share of partnership debt.



Treatment of Partnership Liabilities &
Permissibility of Distributions (Cont’d)
• The QOF Regulations address this interaction by providing that a taxpayer’s 

initial basis in a QOF partnership will be increased by the taxpayer’s share of 
partnership indebtedness. 

• As a result, investors in a QOF taxed as a partnership will, subject to general 
partnership taxation rules, be able to receive certain debt-financed distributions 
without incurring present tax or any deemed disposition of their QOZ 
investments. 

• This will no doubt be a relief for many investors in QOFs owning real estate joint 
ventures, in which the ability to refinance and distribute proceeds is an important 
strategy. 

• This provision may additionally allow a QOF partnership to provide liquidity for 
investors to pay the tax on their deferred gains at or prior to the end of 2026 
without incurring additional tax on the distribution of the proceeds to pay such 
tax.



Treatment of Partnership Liabilities &
Permissibility of Distributions (Cont’d)

• The QOF Regulations, however, do not extend similar leniency to 
QOFs that are treated as corporations or as real estate investment 
trusts (REITs). 

• For these entities, as a general matter, any distributions (including 
distributions of refinancing proceeds prior to January 1, 2027) that 
are not treated as dividends for tax purposes will result in the 
inclusion of all or a portion of the investor’s deferred gain and be 
treated as a constructive disposition of the investor’s QOZ 
investment



Aggregation of Properties

• The Final Regulations permit buildings to be aggregated for purposes of the 
Substantial Improvement Test, such that (i) all buildings within a parcel described 
by a single deed may be treated as a single property, and (ii) all buildings within 
a contiguous parcel not described by a single deed may nevertheless be treated 
as a single property if (1) the buildings are operated exclusively by the QOZB; 
(2) the buildings share facilities or significant centralized business elements; and 
(3) the buildings are operated in coordination with, or reliance upon, one or more 
of the trades or businesses of the QOZB.

• The Final Regulations eliminate a concerning ambiguity on whether property that is being 
developed or in the process of being substantially improved would satisfy the trade or 
business requirement.  

• In addition, the ability to aggregate components or properties facilitates the ability to acquire 
multi-asset projects with different construction needs.



Multi-Asset QOFs

• Under the QOZ Statute, it appeared that investors were required to 
dispose of their interests in the QOF directly in order to receive the QOZ 
benefits, effectively preventing the QOF or a QOZB from selling its 
assets. 

• As a result, an investor in a QOF with multiple assets would not be able to recognize 
the tax benefits of the QOZ provisions with respect to the direct sale of one or more 
assets by the QOF.

• The Proposed Regulations permitted the QOZ benefits to apply to a sale 
by the QOF of an interest in a QOZB so that QOFs can potentially own 
multiple assets while still maintaining a tax-efficient exit strategy for its 
investors with respect to any specific asset. 

• The Proposed Regulations, however, did not explicitly provide that an investor can 
recognize the QOZ tax benefits if a QOZB sells its assets.



Multi-Asset QOFs (Cont’d)

• Similarly, a REIT QOF may sell an individual asset and make a capital gain 
dividend of the proceeds to enable an investor in the QOF to obtain the QOZ 
benefits (specifically, the basis increase) with respect to that asset.

• These provisions may effectively permit QOFs to be structured in a manner 
similar to a typical “master fund,” where multiple investments are owned by a 
single fund entity, but can be disposed of individually.

• Taxpayers were not permitted to rely on the Proposed Regulations with respect 
to the sale of underlying investments in a multi-asset QOF.



Multi-Asset QOFs (Cont’d)

• Fortunately, the Final Regulations expressly permit both sales by a QOF of 
interests in a QOZB and direct asset sales by a QOZB without compromising the 
10-year Benefit available to investors.

• This result is obtained by providing for a basis step-up in the underlying QOZB or asset 
that would otherwise be available in connection with a sale by an investor of its QOF 
interest.

• The Final Regulations thus confirm that a QOF can be structured as a multi-asset fund 
owning multiple QOZBs, thereby answering a question in the minds of many 
practitioners since the QOZ Statute’s enactment.  

• In other words, the QOF can resemble a traditional multi-asset private equity fund and 
potentially provide for a sponsor promote/carried interest determined based on the 
collective performance of the various QOZBs held by the QOF.





6-Month Exception for Cash Held by QOF

• The QOF Regulations provide that a QOF may exclude, in 
calculating its compliance with the 90% asset test, amounts received 
in the last six months provided those amounts have been kept in 
cash, cash equivalents and certain short-term debt instruments with 
terms of eighteen months or less. 

• Relatedly, a QOF that sells one or more assets may hold the 
proceeds, as cash or certain short-term debt instruments, for up to a 
year without such assets causing it to violate the 90% asset test.



Section 1231 Gains

• Section 1231 Property is certain property used in a trade or business, 
such as depreciable property and land, and also includes capital assets 
subject to an involuntary conversion.  

• Gains from the sale or exchange of Section 1231 Property (such sales or exchanges, 
“Section 1231 Transactions”) are characterized as capital gains if the sum of the tax 
gains and losses of all Section 1231 Transactions for the taxable year is positive. 

• If the sum of all Section 1231 Transactions for the year is negative, then the losses are 
ordinary losses.

• Under the proposed regulations, Section 1231 gains were required to be 
netted with Section 1231 losses to determine the amount, if any, of 
capital gains a taxpayer has.

• Accordingly, under the proposed regulations the 180-day period for investing such 
capital gain income from Section 1231 property in a QOF began on the last day of the 
taxable year.



Section 1231 Gains

• The Final Regulations, however, alter this framework in two important 
ways.  

• FIRST, Section 1231 gains may now be rolled over on a “gross” basis rather than a 
“net” basis (so that investors with Section 1231 gains can roll them over irrespective of 
any Section 1231 losses).  

• SECOND (and consistent with this non-netting approach), the 180-day Period for 
Section 1231 gain begins on the date of the sale or exchange, and not at the end of a 
taxpayer’s taxable year.

• These rules under the Final Regulations better conform with the rules 
that apply to traditional capital gains.  However, they may create 
potential issues for taxpayers that recognize Section 1231 gains before 
the changes are fully effective.



Installment Sales

• The Final Regulations provide welcome guidance regarding the 180-
day Period with respect to gain resulting from an installment sale.  

• The Final Regulations provide that for gains reported on the 
installment method, a taxpayer may elect to have the 180-day Period 
for such gain begin either on the date the payment on the installment 
sale is received, or the last day of the taxable year in which the 
taxpayer would have recognized the gain under the installment 
method. 

• If the former is chosen, each successive payment will begin a new 
180-day Period with respect to that payment.



Foreign or Tax-Exempt Investors

• The Preamble to the Final Regulations clarifies that only gain taxable in the U.S. is 
able to be rolled over for QOZ purposes.

• Accordingly, foreign or tax-exempt investors (to the extent that such status results in 
gains not subject to U.S. federal income tax) cannot make an investment in a QOF 
with respect to gain that would not otherwise be subject to U.S. federal income tax.  

• It would appear, however, that non-U.S. investors could rollover gain that is effectively 
connected with the conduct of a U.S. trade or business (including under FIRPTA) and 
U.S. tax-exempt investors could potentially rollover gains that qualify as unrelated 
business taxable income (“UBTI”).

• The Treasury Department noted that partnerships wishing to roll over do not need to 
conduct the analysis of whether each or any partner is foreign or tax-exempt, as this 
would be administratively burdensome, but the Final Regulations provide a specific 
anti-abuse rule targeting partnerships that are intentionally formed to circumvent the 
prohibition on rollover by foreign or tax-exempt investors.



Acquisition of QOF Interest by Transferee

• The Proposed Regulations provided a rule under which a transferee 
of a QOF interest could treat the purchase as an investment in the 
QOF to the extent that the transferee had eligible rollover gain.

• The Final Regulations clarify and expand this rule by adding that this 
result applies regardless of whether the transferor had rollover gain 
or made a rollover election with respect to such gain.  

• Accordingly, any purchaser of an interest in a QOF may treat it as a 
qualifying investment in the QOF if the purchaser satisfies the 
eligible gain, 180-day Period and any other applicable QOZ 
requirements.



Basis in QOF Investments

• The Final Regulations clarify that basis adjustments under the 5-year and 7-year 
benefits (a 10% or 15% increase, respectively) are treated as basis for all 
purposes of the Code.  

• In addition, the step-up in basis provided by the 10-year benefit, in the case of an 
interest in a QOF partnership, increases the investor’s basis to the net value of 
the partnership interest plus the investor’s share of debt, which should generally 
result in no gain being recognized for the investor on disposition of such interest.

• This clarification seems to permit investors to take immediate advantage of their 
step-up under the 5-year or 7-year benefit, such as by taking operating or 
deferred losses. 

• Presumably, to the extent this basis is used to claim losses, it would no longer be available to 
reduce the amount of gain subject to tax on December 31, 2026.  

• What remains unclear in the Final Regulations is how the use of this basis would interact with debt 
basis, i.e., determining what basis is used to take such losses, which determination may be 
relevant to the amount of deferred gain recognized in 2026.



Effective Date of Final Regulations

• The Final QOF Regulations apply to taxable years beginning on or 
after January 1, 2021.

• However, until then, taxpayers generally may choose either (1) to 
apply the rules set forth in the Final Regulations, if applied in their 
entirety and in a consistent manner for all such taxable years, or (2) 
to rely on each section of the proposed QOF regulations, issued on 
October 29, 2018, and on May 1, 2019, but only if applied in their 
entirety and in a consistent manner for all such taxable years.



IRS Notice 2020-39 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• In an effort to extend additional relief to opportunity zones in light 
of the COVID-19 pandemic, the IRS on June 4, 2020 issued Notice 
2020-39, which provides very significant relief for QOFs and their 
investors. www.irs.gov/pub/irs-drop/n-20-39.pdf

http://www.irs.gov/pub/irs-drop/n-20-39.pdf


IRS Notice 2020-39 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• Expansion of 180-day Investment Period for QOF Investors, with 
Postponement to December 31, 2020 for QOF Investments that 
would otherwise be required on or after April 1, 2020

• Generally, a taxpayer has 180 days from the date (or deemed date) of a gain resulting 
from a sale or exchange with an unrelated person to invest the proceeds into a QOF.

• Notice 2020-39 provides that if an investor's 180-day period to invest proceeds from a 
gain into a QOF ends on or after April 1, 2020, and before December 31, 2020, the 
last day of that 180-day investment period is postponed to December 31, 2020.

• IRS Notice 2020-23 had previously granted such postponement relief through July 15, 2020.

• This relief is automatic, although the investor still needs to make a valid deferral 
election on a timely filed tax return, including extensions (or on an amended return, if 
applicable).



IRS Notice 2020-39 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• A Reasonable Cause Exception Applies in 2020 to the 90% 
Investment Standard for QOFs

• In the case of a QOF that has a last day of the first six-month period or last day 
of the taxable year that falls within the period beginning on April 1, 2020, and 
ending on December 31, 2020, any failure by that QOF to satisfy the 90 percent 
investment standard for that year for investment in QOZ property or QOZ 
businesses shall be deemed attributable to "reasonable cause" and therefore 
disregarded for purposes of determining whether the QOF or any otherwise 
qualifying investment in that QOF satisfies the 90% investment standard for 
QOFs. Once again, the relief is automatic.



IRS Notice 2020-39 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic
• The 30-Month Substantial Improvement Period for QOFs and Qualified 

Opportunity Zone Businesses ("QOZBs") Will Disregard the Period Between April 
1, 2020 and December 31, 2020

• Tangible property is treated as QOZB property if the tangible property is used in a trade or 
business of the QOF or QOZB and satisfies three general requirements.

• One of the requirements is that the original use of post-2017 acquired tangible property must 
begin with the QOF, or the QOF must “substantially improve” that property.

• The substantial improvement requirement is met only if, within a 30-month period beginning 
on the date of acquisition of the acquired tangible property, improvements are made to the 
property in excess of the original cost of the tangible property.

• Significantly, the Notice provides that for the purpose of the substantial improvement 
requirement with respect to the property held by the QOF or QOZB, the period beginning on 
April 1, 2020 and ending on December 31, 2020 is disregarded in determining any 30-month 
substantial improvement period to more than double the original cost basis of the tangible 
property.



IRS Notice 2020-39 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic
• The Working Capital Safe Harbor for Qualified Opportunity Zone Businesses Is 

Extended Up To an Additional 24 Months
• The Final QOF Regulations allow QOZBs a working capital safe harbor as an exception to meeting the 

requirement for QOZBs that no more than 5% of its assets can consist of certain financial property.
• The working capital needs to be held in cash, cash equivalents or debt instruments with a term of 18 months 

or less.
• One of the requirements of this working capital safe harbor is that there is a written schedule consistent with 

the ordinary start-up of a trade or business for expenditures of the working capital assets within 31 months 
of receipt of the assets by the business.

• It is possible to extend the working capital safe harbor to 62 months in certain instances, and if a QOZB is 
located in a qualified opportunity zone within a Federally declared disaster area, the QOZB may receive up 
to an additional 24 months to expend its working capital assets.

• Significantly, as a result of the President's Emergency Declaration, all QOZBs holding working capital assets 
that were intended to be covered by the working capital safe harbor before December 31, 2020 are eligible 
to receive up to an additional 24 months to expend their working capital assets.



IRS Notice 2020-39 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• The 12-Month Reinvestment Period for QOFs is Generally Extended 
for an Additional 12 Months

• Generally, if a QOF sells or disposes of some or all of its QOZ property, or if a 
distribution from a QOF's QOZB is treated as a return of capital, and the QOF 
reinvests the proceeds in QOZ property by the last day of the 12-month period 
beginning on the date of the distribution, sale or disposition, the proceeds are treated 
as QOZ property for purposes of the 90 percent investment standard, provided that 
the proceeds are continuously held in cash, cash equivalents, or debt instruments with 
a term of 18 months or less.

• Under Notice 2020-39, if January 20, 2020 falls within a QOF's 12 month reinvestment 
period, that QOF receives up to an additional 12 months to reinvest in QOZ property 
some or all of the proceeds received by the QOF from the return of capital or the sale 
or disposition of some or all of the QOF's QOZ property.



IRS Notice 2021-10 Provides Further Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• In an effort to extend additional relief to opportunity zones in light 
of the COVID-19 pandemic, the IRS on January 19, 2021 issued 
Notice 2021-10, which provides very significant relief for QOFs and 
their investors.

• This follows the IRS’s previous grant of relief to QOFs and their 
investors in Notice 2020-39, which the IRS issued on June 4, 2020, 
and also IRS Notice 2020-23 from April 2020.



IRS Notice 2021-10 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic
• Expansion of 180-day Investment Period for QOF Investors, with 

Postponement to March 31, 2021 for QOF Investments that would 
otherwise be required on or after April 1, 2020

• Generally, a taxpayer has 180 days from the date (or deemed date) of a gain resulting 
from a sale or exchange with an unrelated person to invest the proceeds into a QOF.

• Notice 2021-10 provides that if an investor's 180-day period to invest proceeds from a 
gain into a QOF ends on or after April 1, 2020, and before March 31. 2021, the last 
day of that 180-day investment period is postponed to March 31, 2021.

• Notice 2020-39 had previously provided that if an investor's 180-day period to invest 
proceeds from a gain into a QOF ends on or after April 1, 2020, and before December 31, 
2020, the last day of that 180-day investment period is postponed to December 31, 2020.

• IRS Notice 2020-23 had previously granted such postponement relief through July 15, 2020

• This relief is automatic, although the investor still needs to make a valid deferral 
election on a timely filed tax return, including extensions (or on an amended return, if 
applicable).



IRS Notice 2021-10 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• A Reasonable Cause Exception Applies in 2021 to the 90% 
Investment Standard for QOFs

• In the case of a QOF that has a last day of the first six-month period or last day 
of the taxable year that falls within the period beginning on April 1, 2020, and 
ending on June 30, 2021, any failure by that QOF to satisfy the 90 percent 
investment standard for that year for investment in QOZ property or QOZ 
businesses shall be deemed attributable to "reasonable cause" and therefore 
disregarded for purposes of determining whether the QOF or any otherwise 
qualifying investment in that QOF satisfies the 90% investment standard for 
QOFs. Once again, the relief is automatic.



IRS Notice 2021-10 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic
• The 30-Month Substantial Improvement Period for QOFs and Qualified 

Opportunity Zone Businesses ("QOZBs") Will Disregard the Period 
Between April 1, 2020 and March 31, 2021

• Tangible property is treated as QOZB property if the tangible property is used in a trade or 
business of the QOF or QOZB and satisfies three general requirements.

• One of the requirements is that the original use of post-2017 acquired tangible property must 
begin with the QOF, or the QOF must “substantially improve” that property.

• The substantial improvement requirement is met only if, within a 30-month period beginning 
on the date of acquisition of the acquired tangible property, improvements are made to the 
property in excess of the original cost of the tangible property.

• Significantly, the Notice provides that for the purpose of the substantial improvement 
requirement with respect to the property held by the QOF or QOZB, the period beginning on 
April 1, 2020 and ending on March 31, 2021 is disregarded in determining any 30-month 
substantial improvement period to more than double the original cost basis of the tangible 
property.



IRS Notice 2021-10 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic
• The Working Capital Safe Harbor for Qualified Opportunity Zone Businesses Is 

Extended Up To an Additional 24 Months
• The Final QOF Regulations allow QOZBs a working capital safe harbor as an exception to meeting the 

requirement for QOZBs that no more than 5% of its assets can consist of certain financial property.
• The working capital needs to be held in cash, cash equivalents or debt instruments with a term of 18 months 

or less.
• One of the requirements of this working capital safe harbor is that there is a written schedule consistent with 

the ordinary start-up of a trade or business for expenditures of the working capital assets within 31 months 
of receipt of the assets by the business.

• It is possible to extend the working capital safe harbor to 62 months in certain instances, and if a QOZB is 
located in a qualified opportunity zone within a Federally declared disaster area, the QOZB may receive up 
to an additional 24 months to expend its working capital assets.

• Significantly, as a result of the President's Emergency Declaration, all QOZBs holding working capital assets 
that were intended to be covered by the working capital safe harbor before June 30, 2021 are eligible to 
receive up to an additional 24 months to expend their working capital assets.



IRS Notice 2021-10 Provides Opportunity 
Zone Relief Due to the COVID-19 Pandemic

• The 12-Month Reinvestment Period for QOFs is Generally Extended 
for an Additional 12 Months

• Generally, if a QOF sells or disposes of some or all of its QOZ property, or if a 
distribution from a QOF's QOZB is treated as a return of capital, and the QOF 
reinvests the proceeds in QOZ property by the last day of the 12-month period 
beginning on the date of the distribution, sale or disposition, the proceeds are treated 
as QOZ property for purposes of the 90 percent investment standard, provided that 
the proceeds are continuously held in cash, cash equivalents, or debt instruments with 
a term of 18 months or less.

• Under Notice 2021-10, if June 30, 2020 falls within a QOF's 12 month reinvestment 
period, that QOF receives up to an additional 12 months to reinvest in QOZ property 
some or all of the proceeds received by the QOF from the return of capital or the sale 
or disposition of some or all of the QOF's QOZ property.



New York Decoupling from QOF Regime 
Effective January 1, 2021

• New York State last year enacted its 2021-2022 Budget (the “Budget 
Bill”) which contains numerous provisions designed to increase the 
taxation of high-income individuals and corporations. 

• Among these provisions, the law takes aim to limit the tax benefits 
available to investors under the federal QOZ program.



New York Decoupling from QOF Regime 
Effective January 1, 2021

• As in many states, these tax benefits were available to New York 
State taxpayers prior to the Budget Bill by virtue of state conformity 
in using federal taxable income as the starting point for New York 
State income tax calculations. 

• However, certain members of the New York Legislature have been 
critical of certain perceived inequities in the manner in which the 
Opportunity Zone program has been administered, and the Budget 
Bill takes aim at certain QOZ tax benefits by “decoupling” New York 
State (and New York City) from the federal program.



New York Decoupling from QOF Regime 
Effective January 1, 2021

• The Budget Bill provides that for purposes of calculating New York 
State taxable income, the federal QOZ deferral amount is added 
back (the so-called “decoupling”). 

• Thus, starting with the 2021 tax year, New York taxpayers (including 
New York residents and non-residents who have NY-source gains) 
will not be able to defer from New York State taxation any gains in 
2021 or subsequent years reinvested in QOZ businesses. 

• Conversely, when the deferred gain is recognized for federal income 
tax purposes in 2026 or earlier, this gain will be excluded from New 
York State taxation.



New York Decoupling from QOF Regime 
Effective January 1, 2021

• Since the Budget Bill eliminates the deferral of gain from 2021 and 
subsequent years for New York State purposes, the 10% reduction of 
the deferred gain (which occurs through an increase in tax basis) 
would no longer appear to be relevant for New York State income tax 
calculations.

• The Budget Bill, however, does not affect deferrals made in 2020 or 
prior years, which remain eligible for deferral through 2026, including 
the 10% step-up in basis if meeting the 5-year hold requirement.



New York Decoupling from QOF Regime 
Effective January 1, 2021

• Based on a technical reading, the Budget Bill does not affect the 
third major QOZ tax benefit – the exclusion of appreciation after 
holding the QOZ investment for 10 years (even for QOZ investments 
made in 2021 or subsequent years). 

• Accordingly, gain from the sale of QOZ investments may still be 
eligible for exclusion from New York State income tax if the 10-year 
holding period is met.

• However, there is no certainty that the New York legislature might not 
pass other bills targeting this 10-year benefit at some point in the 
future.
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