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OPPORTUNITY ZONE FUNDS -- INTRO
• QOZFs are a remarkable opportunity for high net worth individuals to
defer gain and subsequently exclude further gain based upon the
appreciation of their investment in an opportunity zone.
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IRS PUBLISHES FINAL OPPORTUNITY ZONE REGULATIONS
• On December 19, 2019, the Treasury Department and Internal
Revenue Service (the “IRS”) released final regulations for the
opportunity zone program to refine and clarify certain aspects of the
first two sets of proposed regulations (those issued on October 29,
2018 and those issued on May 1, 2019) and to make the rules easier
to follow and understand (the “Final Regulations”). The IRS also
released a frequently asked questions (“FAQ”) document on the Final
Regulations.
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SUMMARY OF TAX BENEFITS
• Deferral of taxation on original capital gain reinvested into a Qualified
Opportunity fund (a “QOF”), until December 31, 2026 (or earlier, if
sold).
• Reduction of capital gains tax (at end of deferral period), by 10% if
QOF investment has been held for five years.
• By 15% if QOF investment has been held for seven years.
• No taxation on gain from sale of investment in QOF if held for ten
years.
• Tax benefits are only for reinvested gain; not for after-tax cash
investment.
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APPLICATION OF FINAL REGULATIONS VIS PROPOSED
REGULATIONS:
Still many issues remain open:
• The final regulations are effective on March 13, 2020.
• Taxpayers can choose early application of the final regulations if
applied in a “consistent manner” for all such taxable years. Taxpayers
may also choose to rely on proposed regulations for taxable years
beginning after December 21, 2017 and on or before March 13, 2020,
but only if relied upon in a “consistent” manner for all such taxable
years.
• While the language in the final regulations provides that consistent
application is necessary, it is unclear whether taxpayers can pick and
choose to apply some sections of the final regulations during the
early application period without applying them in their entirety.
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APPLICATION OF FINAL REGULATIONS VIS PROPOSED
REGULATIONS: (cont.)
• It is also unclear whether all taxpayers that are party to the same
transaction must choose to apply the same rules during the early
application period.
• The IRS has informally indicated that a section-by-section application
is permissible.
• The application rules should apply at the investor or the QOF level;
investors and the QOFs they invest in, should be able to apply
different sets of regulations during the early application period, or
rely on a general interpretation of tax law. And different QOFs,
investing in the same QOZB should be able to apply different sets of
regulations.
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SOME HIGHLIGHTS FROM FINAL OZ TREASURY REGULATIONS
 Changes Related to Eligible 1231 Gains
Deferral of Gross Section 1231 Gains:
• “Section 1231 assets” are unique assets for purpose of determining
applicable tax treatment – basically a Section 1231 asset is depreciable
property held in trade or business (i.e., business property), like a rental
building or a piece of machinery.
• The proposed regulations opened the 180-day window for a partner to
reinvest at the end of the year.
• The Final Regulations provide that investors (including pass-through entities)
are allowed to invest the entire amount of “gross” gains from the sale of
business property (without regard to losses) in qualified QOFs. This enables
more gains to be eligible for investment in QOFs because investors are no
longer required to “net” their otherwise eligible Section 1231 gain against
their Section 1231 losses. This change also provides investors more
flexibility in realizing gains eligible to be invested in a QOF.
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HIGHLIGHTS (cont.)

 Changes Related to Eligible 1231 Gains (cont.)
Investment Period Start Date:
• The 180-day period to invest Section 1231 gain into a QOF begins the
date of the sale of the underlying asset. Investors do not have to
wait until the end of the taxable year for the 180-day investment
period to begin, eliminating the issue of unnecessarily delay or
stalling of planned OZ investments. This is a great result for
investors.
• For example, if an investor has $1 million of 1231 gain on January 7th
and $500,000 of a Section 1231 loss in March, the deferral of that
entire $1 million of 1232 gain could be invested in a QOF and possible
income exclusion for gains on that investment in a QOF if held for at
least 10 years. In addition, that $500,000 Section 1231 loss that
would have otherwise offset capital gain is now going to be an
ordinary loss, which is another favorable result for tax purposes.
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HIGHLIGHTS (cont.)
 Gains From Sale of Property to an Unrelated QOF or its QOZB:
• To what extent, if at all, may an investor sell property to a QOF or
QOZB, contribute an amount equal to the gain on the sale to the
QOF, and treat the gain as “eligible gain” and the purchase as a
“purchase” from an unrelated party?
• The preamble to the Regulations warns that if such transaction were
successfully challenged under the “step transaction’ doctrine and
“circular cash flow” principles, the transaction would be treated for
Federal income tax purposes as a transfer of property to the
purchasing QOF for an interest therein or, if applicable, as a transfer
of property to a QOF for an interest therein, followed by a transfer of
such property by the QOF to the purchasing QOZB. In either case,
the investor would not be treated as investing eligible gain in the
QOF, and the property would not be QOZBP.

13
© 2020 BLANK ROME LLP. ALL RIGHTS RESERVED. PLEASE CONTACT BLANK ROME FOR PERMISSION TO REUSE.

HIGHLIGHTS (cont.)
 Gains From Sale of Property to an Unrelated QOF or its QOZB: (cont.)
• There is confusion whether this could be the result regardless of whether
the taxpayer became “related” to the QOF following its investment in the
QOF because the preamble discussion does not address whether the
taxpayer became related. (Although the preamble discussion does make
reference to an example in the anti-abuse section of the Regulations
whereby the taxpayer does become related following its investment. This
example implies that the transaction was not valid because of the unitary
plan to become related.)
• The step transaction doctrine is generally not applied if a step has
independent economic significance, is not a sham, and was undertaken for a
valid business purpose. Property sales can occur between a taxpayer and a
QOF or its QOZB with valid business purpose and independent economic
significance from taxpayer’s following investment in the QOF.
• The step transaction and circular cash flow principles are generally not
applied if a transaction has independent economic significance, gains from
sales or exchanges with QOFs or QOZBs should be able to be invested into
QOFs or QOZBs where the seller-investor is not “related” after its
investment.
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HIGHLIGHTS (cont.)
 Changes Related to Substantial Improvement Requirement: Aggregation
Test
• Section 1400Z-2(d)(2)(D) requires that if tangible property was already used
in a QOZ (non-original use asset) when purchased by a QOF or qualified
opportunity zone business, then it needs to be “substantially improved” by the
QOF or qualified opportunity zone business before it can become qualified
opportunity zone business property.
• Substantial improvement, as defined by section 1400Z-2(d)(2)(D)(ii),
requires the QOF or qualified opportunity zone business to more than double
the adjusted basis of the property within 30 months after acquiring the
property.
• Under the proposed regulations, the substantial improvement test was
measured on an “asset-by-asset” basis, making it a practical impossibility to
substantially improve (or quantify that substantial improvement) in some
instances. The Final Regulations allow some flexibility, permitting investors
to measure improvement in aggregate in certain circumstances–the following
asset aggregation rules address the issue of how to measure substantial
improvement.
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HIGHLIGHTS (cont.)
 Changes Related to Substantial Improvement Requirement: (cont.)
Operating Assets:
• For purposes of determining whether basis has been doubled to meet the
substantial improvement requirement for the non-original use assets, the cost
of purchased property that qualifies as QOZB property (i.e., original use
property) may be added to the basis of purchased non-original use assets if
the original use assets in the same zone (or a contiguous zone) are used in the
same trade or business and improve the “functionality” of non-original use
assets being improved (the “functionality” test).
• For example, a developer would just need to show how its purchase of
furniture and equipment adds to the functioning of the old property they
bought to develop. It remains unclear, however how this rule would apply
outside of the real estate context (e.g., how it would apply to a fund that
invest in a business with an assembly line, and buys a new assembly line).
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HIGHLIGHTS (cont.)
 Changes Related to Substantial Improvement Requirement: (cont.)
•
•

•

•

Buildings:
For clusters of commonly-owned buildings, buildings that are part of an “eligible building
group” can be aggregated for purposes of applying the substantial improvement
requirement.
Buildings on a single deeded property may be treated as a single property and buildings on
contiguous parcels of land may be treated as a single property as long as they are: operated
exclusively by the QOF or QOZB; share business resource elements (e.g., accounting or
other back office functions) or employees; and are operated in coordination with one or
more of the trades or businesses (e.g., supply chain interdependencies or mixed-use
facilities). For two or more buildings treated as a single property, the amount of basis
required to be added will be the total basis of each building.
Ambiguity remains for demolished property because Treasury did not affirmatively clarify
that structures in an OZ that will be demolished pursuant to the development of a trade or
business should be treated as qualified OZ business property during the period before
demolition.
When applying the “functionality” aggregation rule to non-original use land, the original
use property must improve the land by a more than insubstantial amount. Improvements to
the land, including grading, clearing of the land, remediation of contaminated land, or
acquisition of related QOZ Business Property that facilitates the use of the land in a trade or
business of the eligible entity, will be taken into account in determining whether the land
was improved by more than an insubstantial amount.
17
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HIGHLIGHTS (cont.)
 Vacant Property
“Original Use” property does not need to be substantially improved.
Property in an OZ will qualify as QOZB Original Use Property if:
• it was vacant one year before the designation of the tract as an OZ
• three years for other property.
Property including land and buildings, is considered vacant if;
• the property is “significantly unused”
• more than 80 percent of the building or land, as measured by the
square footage of useable space, is not being used.
This change can increase the number of viable real estate projects
qualifying under the OZ program, especially in areas with a significant
number of abandoned lots.
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HIGHLIGHTS (cont.)
 Unimproved Land
General Rule:
• Original use and substantial improvement requirements don’t apply to
unimproved land.
• Land is generally eligible to be qualified OZ business property if it’s used in a
trade or business and meets certain other requirements.
Exception:
• If the land is unimproved or “minimally improved” and
• The land was purchased with an expectation, intention or view to not be
improved by, “more than an insubstantial amount” within the 30-month
period.
Final Regulations
• Clarify that improvements to the land including grading, clearing of the land,
remediation of the contaminated land, or acquisition of related QOZ
Business Property that facilitates the use of the land in a trade or business of
the eligible entity will be taken into account in determining whether the land
was improved by “more than an insubstantial amount”.
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HIGHLIGHTS (cont.)
 Related Party Fees
• The Final Regulations did not clarify that reasonable capitalized fees
paid to a related party with respect to the development or
redevelopment of tangible property are considered an addition to
adjusted basis for purposes of measuring the substantial
improvement of property and do not cause the property to fail to
qualify as QOZB property.
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HIGHLIGHTS (cont.)
 Leasing of QOZ
• Only require proof of an arms-length transaction for related party
leasing arrangements.
• Create a rebuttable presumption that the terms of a lease are market
rate for leases between unrelated persons.
• The requirement for property leases to be arms-length also does not
apply to leases with a state or local government, or an Indian tribal
government.
• Provide that short-term leases of personal property to lessors using
the property outside a QOZ may be counted QOZB property.
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FOR PLANNING PURPOSES: COMPARISON OF SECTION 1031
VERSUS OZ TAX BENEFITS
• 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.
• While OZ allows permanent basis step-up (without the need to die if
held for ten years).
• Good strategy n 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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Structuring a fund is now more typical
 More time to deploy QOF capital
 Ignore contributions to QOF for 6 months for purposes of 90% asset test

 Entities formed under tribal law are also eligible to be QOF or QOZB
 Extensive consolidated group rules

klgates.com
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Operating a fund is now more seamless
 Expansive exceptions to inclusion events for:
 721 contributions
 Corporate and partnership tax-deferred reorganizations

 More extensive rules for QOF and QOZB reorganizations, including
in respect of various time periods that apply to QOZBP
 One cure period (per QOF?) for a failure of a QOZB to qualify
 Taxpayers permitted to identify stock (maybe also partnership
interests) at time of disposition; otherwise, FIFO
 No tax after 10-year hold in case of disposition of:
 The investor’s QOF interest;
 Assets held by a partnership QOF; or
 Assets held by a partnership in which a partnership QOF holds equity
(e.g., a partnership QOZB)

 AND no tax after 10-year hold on any gain
 Unless gain is attributable to inventory
klgates.com
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Modern businesses can be QOZBs
 QOZBs can be start-ups, farms, existing businesses, maybe even
timber operations
 QOZB stock apparently can also be 1202 stock
 De minimis exclusions for integrated sin businesses
 Less than 5% of gross income of total attributable to sin business or space
rented to sin business

 Use of QOZBP outside a QOZ
 Leasing can be an active trade or business of a QOZB
 Equipment leasing is easier, but subject to time limits for time outside QOZ
 Must conduct “meaningful managerial and operational activities” in respect of
leased real property
 Solely triple-net lease of building not enough; 1/3 triple-net with on-site
management/operations for the rest is okay

 Inventory may be excluded for the 70% test
 Clear preference for increasing jobs and economic activity in QOZs

klgates.com
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More practical guidelines for developing a
business
 Working capital plans
 Up to 62 months for same tangibles through multiple working capital
plan expenditures
 Not applicable to intangibles – complications for some industries?

 Intangibles and tangibles purchased pursuant to a valid working capital
plan satisfy the 40% and 70% use requirements during valid working
capital plan spending period
 Tangibles qualify during subsequent periods also

 Land must be acquired with an intention to improve it “by more than
an insignificant amount” within 30 months
 Original use test relaxation
 Vacant property time period shortened
 Special exceptions for brownfield and property involuntarily transferred
to local government (e.g., tax lien property)

klgates.com
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QOZB compliance is clearer
 Valuation rules are generally clearer
 Methods for companies with audited and unaudited financials

 Dates for determining qualification
 QOZB: last day of its tax year
 Qualification applies for full tax year

 QOZBP:
 Constructed for QOZB: when significant physical work begins
 Purchase: time of purchase

 Straddle rule tests clarified
 Partners may be treated like employees/contractors for
purposes of 50% safe harbors
 70% asset test now also has a 90% use component

klgates.com
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QOZB compliance is clearer
 Use of intangibles is somewhat clearer
 Anti-abuse rules and examples
 Appears that much comes down to intent to add (and continue to
add) value to the QOZ, e.g., jobs, economic activity
 Compare (1) intentionally investing in non-QOZBP (and paying
penalty), trading in gold bars, or building a parking lot on
unimproved land with (2) converting a hog farm to a sheep/goat
farm

klgates.com
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Still Traps for the Unwary
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OZ Investments ≠ Tax Shelters
 Income and gain in OZ structures is currently
taxable
 OZ investments are subject to securities
requirements
 OZ investments are business investments
 Still must have potential and plan for exit
 QOFs and QOZBs should have a plan in case of need
of QOZB to expand beyond the rules

klgates.com
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Bear traps
 Inclusion events







Gifts and spousal transfers
Partnership distributions
Change in grantor trust status (other than death)
Worthlessness deduction
Entity conversions
Liquidation of QOF owner (unless Code Section 337(a))

 Heirs are subject to tax on deferred capital gain
 Accounting for basis bumps differs based on entity form
of QOF
 Redemption limitations similar to Code Section 1202
apply to QOZB stock

klgates.com
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More bear traps
 Reporting deadlines vary
 Among requirements
 Year-to-year in some cases

 Applicability dates of the final regulations vary
 Valuation methods vary for:
 Owned v. leased assets
 Assets acquired for FMV and those not

 Appears that the first two 50% gross income safe
harbors are intended only for service businesses

klgates.com
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Anti-abuse rules
 Refinancing can eliminate qualification
 No cherry-picking the pass-through 10-year election
 Disqualification in case of arrangements (or even intent)
for seller of property to later repurchase
 General Anti-Abuse Rule has teeth
 Partnership specific anti-abuse rules

klgates.com
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Section 1400Z-2
Opportunity Zones
Selected Tax Accounting Issues
Final Regulations
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Selected Tax Accounting Issues
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•

Many QOFs will be taxed as partnerships. Under the general partnership tax
accounting rules, a partner’s basis in its partnership interest is equal to the partner’s
initial capital contribution to the partnership, and is subsequently increased by its
distributive share of the partnership’s income and decreased (but not below zero) by
distributions by the partnership to the partner and the partner’s distributive share of
the losses of the partnership

•

Section 752 provides that if the partnership incurs debt, the partner’s share of the
debt allocated to it under the special rules pertaining to such allocations is deemed
to be a contribution by the partner to the partnership; a decrease in the amount of
debt allocated to the partner is deemed to be a distribution by the partnership to the
partner

MARKS PANETH

Tax Accounting (continued)
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•

However, the QOF rules state that “except as otherwise provided” therein, the
taxpayer’s basis in its eligible-gain investment shall be zero

•

The statutory otherwise provided exceptions to the zero basis rule are that basis is
increased by 5-year, 7-year, December 31, 2026 and 10-year sale adjustments

•

The regulations expand on this by providing that the Section 752 partnership basis
increase is not a partner contribution of money that is subject to the mixed
investment bifurcation rules for non-gain QOF investments. The investor
nevertheless generally receives the corresponding tax basis increase in the QOF
interest. This may allow the investor to received debt-financed distributions or use
allocations of tax losses. There is a modified disguised sale rule (2 year rule) for
distributions. (Caveat: An actual or deemed distribution of cash or other property
with a fair market value in excess of the partner’s basis in its qualifying QOF
partnership interest is an inclusion event)
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Tax Accounting (continued)
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•

Under general partnership tax accounting rules, when a partner’s basis is increased
due to the allocation of partnership debt, and this leveraged basis is used to support
the deduction of partnership losses and/or the receipt of debt-financed distributions,
such cumulative leveraged losses and distributions are “recaptured” into income via
the inclusion of the liabilities in the amount realized upon the disposition of the
partnership interest

•

With a QOF taxed as a partnership, when the QOF investor makes the FMV Basis
Election upon the sale of its QOF interest after 10 years: (a) The investor’s basis in
its qualifying investment in the QOF is adjusted immediately prior to the sale or
exchange, so that its basis equals the net fair market value of such interest plus the
investor’s share of the QOF’s liabilities under Section 752, and (b) The bases of the
QOF’s assets are also adjusted, solely with respect to such investor, in a manner
similar to the adjustments that would have been made to the QOF’s assets if the
investor had purchased the QOF interest for cash equal to the fair market at the
time of the FMV Basis Election and the QOF had a valid Section 754 election in
effect. The adjustment applies to any partnerships directly or indirectly owned, solely
through one or more partnerships (tiered partnerships), by the QOF partnership,
whether or not an actual Section 754 election is in place for any of the partnerships

MARKS PANETH

Tax Accounting (continued)
•

The impact of these rules is to eliminate any gain upon the investor’s sale or
exchange of its QOF interest after the 10 year holding period, regardless of whether
the investor has deducted net losses allocated by the QOF and/or received debtfinanced distributions. Also, the creation of offsetting capital losses and ordinary
income items under the technical partnership tax rules is avoided

•

An investor may contribute property in exchange for an interest in a QOF. With a taxfree (Section 721) contribution of appreciated property, the investor is treated as
making an eligible-gain investment (qualifying for the OZ benefits) equal to the
adjusted tax basis of the property in its hands immediately prior to the contribution.
The investor is also treated as making a non-eligible gain investment equal to the
unrealized appreciation in the property. It is not clear how useful this provision is,
since a property contribution is generally not treated as an acquisition by “purchase”
for purposes of the OZ property rules
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Tax Accounting (continued)
•

There are two special rules that treat a taxpayer as having a mixed-funds investment.
First, this will result if an investor contributes to a QOF, in a nonrecognition
transaction, property that has a fair market value in excess of the property’s adjusted
tax basis (as per the above). Second, a mixed-funds investment will result if the
amount of the investment exceeds the amount of the taxpayer’s eligible gain. In each
instance, that excess (that is, the excess of fair market value over adjusted basis, or
the excess of the investment amount over eligible gain, as appropriate) is treated as
the portion of the investment ineligible for the OZ benefits

•

A QOF partnership interest received in exchange for services (for example, a carried
interest) is likewise not eligible for the OZ benefits (even if all of the partnership’s
investments are qualifying investments). (Some commentators suggest that a fund
manager may be allowed to benefit from the 10 year gain exclusion election made by
an upper-tier partnership in which the fund manager holds a carried interest)
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Tax Accounting (continued)
•

A partner holding a mixed-funds investment will be treated as holding a single
partnership interest with a single basis and capital account for all purposes of
subchapter K (the partnership taxation provisions), but not for purposes of Section
1400Z-2

•

Solely for purposes of Section 1400Z-2, a mixed-funds partner will be treated as
holding two interests. All partnership items, such as income and debt allocations and
property distributions, affect qualifying and non-qualifying investments proportionately,
based on the relative allocation percentages of each interest. Allocation percentages
would generally be based on the relative capital contributions for the qualifying and
non-qualifying investments. Special rules apply to a partner who receives a profits
interest for services, with the percent attributable to the profits interest being treated
as a nonqualifying investment to the extent of the highest percentage interest in
residual profits attributable to the interest
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Tax Accounting (continued)
•

Consistent with the general unitary basis rules of subchapter K, a distribution of
money would not result in gain under Section 731( distribution in excess of basis)
unless it exceeds the partner’s total basis in its partnership interest. Example: Partner
contributes $200 to a QOF partnership, half of which is eligible gain, and $20 of
partnership debt is allocated to the partner. Its total basis is $120 (zero for the
qualifying investment, plus $100 for the non-qualifying investment and $20 under
Section 752(a)). Only a distribution of money in excess of $120 triggers gain under
subchapter K

•

However, for purposes of Section 1400Z-2, the qualifying investment portion of the
interest would have a basis of $10, with the remaining $110 attributable to the nonqualifying investment. A distribution of $40 is divided between the two investments
and would not result in gain under Section 731. But it would constitute an inclusion
event under Section 1400Z-2, and the partner is required to recognize gain in the
amount of $10 (the excess of the $20 distribution attributable to the qualifying
investment over the $10 basis in the interest)
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Tax Accounting (continued)
•

The 10-year gain exclusion now applies not only to an investor’s gain on the sale of
QOF interests, but also to the sale of an interest in a lower tier entity in the “two tier”
structure, and also to sales of property by the lower tier itself

•

All types of gains, except for gains on the sale of inventory in the ordinary course of
business, are eligible for this special election of QOFs
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