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Introduction 

The Opportunity Zone program was created by the 2017 
Tax Cuts and Jobs Act to encourage investment in low-
income communities (“Opportunity Zones”). Under this 
program, a taxpayer can defer an unlimited amount of tax 
(and obtain additional tax exclusions if certain 
requirements are satisfied) on gains reinvested in a 
“Qualified Opportunity Fund” or “QOF” 



Qualified Opportunity Zones 

 The new tax law allows states, the District of Columbia, U.S. 
possessions, and Puerto Rico to designate qualified opportunity 
zones (QOZs) 

 Texas designated 628 census tracts in 145 counties  

 Treasury certified the Texas QOZs on April 9, 2018 

 A map of the designated QOZs is available at 
https://www.cims.cdfifund.gov/preparation/?config=config_nmtc.xml 
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Guidance 

 IRC Sec. 1400Z-1 and 1400Z-2  

 Proposed Regulations 115420-18 

 Revenue Rule 2018-29 

 Form 8996 and Instructions 



Tax Incentives 

 A tax deferral on capitals gains reinvested in a 
Qualified Opportunity Fund 

 
 Potential exclusion from taxation of a portion (up to 

15%) of the original gains reinvested in a Qualified 
Opportunity Fund 

 
 Potential tax exclusion on the appreciation of the 

original investment (but not the original gains 
reinvested) 



Tax Deferral 

The amount reinvested is not subject to tax until 
the earlier of: 
 December 1, 2026 or  
 when the investment in the Qualified 

Opportunity Fund is sold 
 

 



Partial Exclusion 
 

 Basis in the QOF investment is initially $0 
 Partial exclusion of the tax on the rollover gain is 

available by way of a “stepped-up” basis for 
investments held for at least five years.  

 The basis in the investment is increased by  
 10% of the investment if held for five years or more 
 15% of the investment if held for seven years or more 

 The stepped up basis applies at the earlier of 
December 1, 2026 or when the investment is sold  



No Tax on Appreciation  

 Complete exclusion of the tax for the 
appreciation of the Opportunity Zone investment 
(but not the original investment) if it is held for 10 
years or more  

 The exclusion is not impaired solely because of 
the December 31, 2028 expiration of OZ 
designation 

 Taxpayer must dispose of investment and elect 
exclusion by December 31, 2047  
– IRS is seeking comments for alternatives to disposition 



Example 

Suppose a taxpayer realizes a $1 million capital 
gain from the sale of stock on January 1, 2018, 
and properly elects to defer that gain by 
purchasing a $1 million interest in an Opportunity 
Fund on June 1, 2018.  A sale of the taxpayer’s 
Opportunity Fund investment for $2 million on 
December 31, 2028, should have the following 
results: 



Example 
 No tax on the $1 million of gain that is reinvested in the 

Opportunity Fund until December 31, 2026. 
 
 15% of the original $1 million of reinvested gain is excluded 

from taxation so that only $850,000 of gain is recognized 
and subject to tax on December 31, 2026. 

 
 The additional $1 million of gain from the December 31, 

2028 sale of the Opportunity Fund appreciation is excluded 
from tax. 

 

 



Example 
 The taxpayer’s taxable gain is reduced from $2 million to 

$850,000. 

 The taxpayer recognizes $170,000 in tax on December 31, 2026, 
instead of $200,000 on January 1, 2018. 

 On a present-value basis, assuming a 20% capital gains tax and a 
5% discount rate, the true economic cost of the taxpayer’s tax in 
2026 is $104,600 compared to the $200,000 tax that would be 
levied in 2018. 

 Total present value savings of $295,400. 



Streamlined Process  
Unlimited Benefits 

 Taxpayer’s self-certify QOF 

 No allocation process like New Markets Tax Credits or 
Low Income Housing Tax Credits 

 No limitation on the amount of capital gain that can be 
deferred from tax 

 No limitation on the amount of QOF appreciation that 
can be excluded from tax 

 



Vocabulary 
 Eligible Taxpayers 

 Eligible Gains 

 Eligible Interests 

 Qualified Opportunity Fund 

 Qualified Opportunity Zone Property  (“QOZ Property”) 
– Qualified Opportunity Zone Business Property (“QOZ Business 

Property”) 

– Qualified Opportunity Zone Business (Stock or Partnership Interest)  
(“QOZ Business”) 

 
 
 



Eligible Taxpayers 
The Proposed Regulations provide that any person that 
recognizes capital gain for U.S. federal income tax 
purposes (including individuals; C corporations, including 
regulated investment companies (RICs) and real estate 
investment trusts (REITs); partnerships; S corporations; 
trusts and estates) is eligible to defer all or a portion of 
such gain by investing in an Opportunity Fund 



Eligible Gains 
 The Proposed Regulations clarify that only capital gain (both long-

term and short-term, including any capital gain treated as short-
term capital gain under the new “carried interest” tax rules) that 
would otherwise be recognized before January 1, 2027 is eligible 
to be deferred 

 
 Taxpayer must reinvest the gain into a QOF within 180 days of a 

sale or exchange of a non-zone asset 
 
 Taxpayer must make an election for deferral for the tax year in 

which the asset was sold 



Mixed Investments 
 Only the “deferred capital gain” invested in a QOF is 

eligible for the tax benefits 
 A taxpayer is free to invest other capital in addition to 

deferred capital gain in a QOF 
 IRS treats such mixed investments as two separate 

investments, each with separate tax characteristics 
 Taxpayers are also able to use QOF as collateral to 

finance a project in part with loan proceeds 
– For a partnership, this does not create a separate investment 

at the partner level 



Recycling Deferred Gain 
 A taxpayer can avoid tax on the disposition of a QOF investment if 

the taxpayer re-invests the previously deferred gain through a new 
investment in a QOF 

 Reinvestment requirements: (1) the investor has to make the new 
investment in a QOF within 180 days of the date that the investor 
would otherwise have been required to include in income the 
previously-deferred deferred gain, and (2) the investor has to have 
disposed of the entire initial investment 

 



Eligible Interest 

 Equity Interest 
– Stock (including Preferred Stock) 
– Partnership Interest (including a Partnership with 

special allocations) 
 Debt will not qualify 



Qualified Opportunity Fund 

A Qualified Opportunity Fund (“QOF”) is  
 any investment vehicle which is organized as a 

corporation or a partnership  
 Organized for the purpose of investing in 

qualified opportunity zone property  
 holds at least 90 percent of its assets in qualified 

opportunity zone property (the “90% Test”) 
 Taxpayers self-certify QOF on Form 8996 

 



QOF 90% Test 
 90% Test is measured twice a year and averaged for 

compliance  
 Form 8996 is used for annual reporting of compliance 

with the 90%Test  
 Penalty imposed equal to the shortfall multiplied by the 

IRS underpayment rate 



QOZ Property 
The term "qualified opportunity zone property" 
means: 
 QOZ Business Property 
 QOZ Business 

– Partnership interest 

– Stock 

  



QOF Diagram 
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180 days 
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QOZ Business Property 
Tangible property used in a trade or business 
if— 

 • the property is acquired by purchase after 
December 31, 2017; 

 • the original use of the property in the QOZ 
commences with the QOF or the QOF 
substantially improves the property; and 

 • substantially all of the use of the property is in 
a QOZ. 



QOZ Business Property 
 SUBSTANTIAL IMPROVEMENT — taxpayer incurs rehabilitation 

or improvement costs with respect to the property in excess of the 
original acquisition cost of the property within 30 months of the 
acquisition 

  
 RELATED PARTY— Taxpayers cannot acquire QOZ Business 

Property from a related person (including, for this purpose, some 
20-percent-affiliated entities and controlled groups). 



Land as QOZ Business Property 

 Land can never have its original use 
commence with a QOF (or its QOZ Business) 

 Land and an existing building can be 
substantially improved by  expenditures in 
excess of the existing building basis without 
regard to land basis 

 No rules for acquisitions of unimproved land in 
an Opportunity Zone 



QOZ Business 
A trade or business in which  

i. substantially all of the tangible property owned or leased is “qualified 
opportunity zone business property”; 

ii. at least 50% of the gross income is derived from the active conduct of a 
qualified business within a Qualified Opportunity Zone; 

iii. a substantial portion of the intangible property must be used in the active 
conduct of a qualified business within a Qualified Opportunity Zone;  

iv. has less than 5% nonqualified financial property; and  

v. is not a golf course, country club, massage parlor, hot tub facility, suntan 
facility, racetrack or other gambling facility, or a store the principal 
business of which is the sale of alcoholic beverages for consumption off 
premises. 



QOZ Business Stock or 
Partnership Interest 

Requirements: 
 Acquired by QOF from the QOZ Business 

solely in exchange for cash after December 31, 
2017 

 As of the time of issuance (and during 
substantially all of QOF’s holding period),  the 
corporation or partnership that issued the 
interest constitutes as QOZ Business 
 



“Substantially All” 
 Substantially all of the tangible property owned or 

leased by the QOZ Business is QOZ Business 
Property 

 “Substantially all” means seventy percent (70%) 
 No guidance on if QOZ Business Property must 

constitute a minimum percentage of the entity’s total 
property (including intangible property) 



Active Conduct of Business 

 The Statute does not define the “active conduct of a 
trade or business” 

 Similar to the New Markets Tax Credit program and the 
Gulf Opportunity Zone Program 

 Expect most activities that constitute a trade or 
business for federal income tax purposes to be 
considered the active conduct of a business with the 
exception of passive activity rental real property, triple 
net leases and possibly residential rental property 



Nonqualified Financial Property 

 5% limit on “nonqualified financial property” 
 
 debt instruments, stock, partnership interests, annuities, and 

derivative financial  instruments (including options, futures, 
forward contracts, and notional principal contracts) other than (1) 
reasonable amounts of working capital held in cash, cash 
equivalents, or debt instruments with a term of no more than 18 
months; and (2) accounts or notes receivable acquired in the 
ordinary course of a trade or business for services rendered or 
from the sale of inventory property 



Working Capital Safe Harbor 
 Working capital can be held for up to 31 months 

pursuant to a written plan for the acquisition, 
construction, or substantial improvement of tangible 
property in a Qualified Opportunity Zone 
– The plan includes a schedule of expenditures consistent with 

ordinary business operations 
– The schedule shows the working capital assets being spent 

within 31 months 
– The working capital assets must be used consistent with the 

written plan 



Planning Considerations 
QOF Direct Investment 
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Planning Considerations 
QOF Indirect Investment 
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180 days 

 
Taxpayer election  
to defer in same 

tax year 

Opportunity 
Fund 

QOZ 
Business 

90% 

QOZ 
Business 
Property 

70% (“substantially all”) 



Comparison of Direct/Indirect Investment 
Direct Indirect 

90% of assets must be QOZBP 70% (“substantially all”) of assets 
must be QOZBP 

No guidance on working capital safe 
harbor 

Working capital safe harbor applies 
to unlimited amount of cash 

No active conduct standard 50% of gross income from active 
conduct of trade or business 

All IP counts toward 10% of non-
QOZBP assets 

Can own unlimited amount of IP (if 
substantial portion used in QOZB) 

No prohibition on sin businesses Prohibition on sin businesses 

No specific reference to lease of 
property by a QOF 

Property leased by a QOZB subject 
to QOZBP rules 



Opportunity Zone Timeline 

Opportunity 
Zone law 
enacted 

12/22/2017 

Exclusion on QOF 
appreciation 

10 years 

Start date 
for 

acquisition 
of QOZBP 

1/1/2018 

10% basis 
increase 

Year 5 

15% basis 
increase 

Year 7 

Deferred 
gain 

recognized 

12/31/2026 
Last day to 
sell rollover 

property 

OZ 
designation 
expiration 

12/31/2028 

Last day to 
rollover gain 

6/28/2027 



Timing Considerations 

If a partnership does not elect to defer gain, 
partners are eligible to make deferral election 

– Partner can make deferral election within 180 days 
of end of partnership year (when gain is distributed) 

– Partner can elect to make the deferral election when 
the partnership sold the asset creating the gain 



Timing Considerations 
Investments made after 2019 but before 2022 
 Taxpayer cannot hold an interest in the Opportunity Fund 

for at least seven years before December 31, 2026 
 The rollover gain will be deferred and 10% may be excluded 
 The maximum potential exclusion of 15% of the rollover 

gain is not be available 
 The tax exclusion on appreciation is available if the 

investment is held for 10 years 
 
 
 



Timing Considerations 
Investments made after 2021 and on or before June 28, 
2027 (180 days after December 31, 2026) 
 The taxpayer cannot hold the interest in the Opportunity 

Fund for at least five years before December 31, 2026 
 The tax on rollover gain will be deferred, but no exclusion on 

the original investment will be available 
 The tax exclusion on appreciation is available if the 

investment is held for 10 years 



Selected Open Issues 
Treasury has requested comments on all aspects of 
“original use” and “substantial improvement” 
 What metrics for determining original use?  
 What if the property is a vehicle that was previously 

used within the opportunity zone but acquired from a 
person outside the opportunity zone?  

 Should some period of abandonment or under-
utilization of tangible property erase the property’s 
history of prior use in the opportunity zone?  

 

 



Selected Open Issues 

The Treasury Department and the IRS request 
comments on proposed 2047 end date for the 
section 1400Z-2(c) basis step-up election.   
 Election to step-up basis without sale or 

disposition 
 If so, how is the basis adjustment calculated? 



Selected Open Issues 
Is there any start-up grace period for a QOF 90% Test? 
 Many commenters have requested at least an 18 month period, 

but so far there is no guidance or safe harbor 

What facts and circumstances will be sufficient to show 
‘‘reasonable cause’’ for failing to meet the 90% test? 
 There is currently no guidance on this issue. There is guidance in 

the REIT context that could be helpful. Under the applicable 
regulations, reliance on a tax opinion rendered by a tax advisor 
generally constitutes ‘‘reasonable cause.’’ [Treas. Reg. 1.856-
7(c)(2)]. 

 



Selected Open Issues 

Can a business that leases unimproved building 
space in a QOZ be a QOZ Business? 
 Substantially all of the tangible property owned or 

leased by a QOZ Business must be QOZ Business 
Property 

 If the lease space is not “substantially improved”, will 
this count against the QOZ Business? 



Selected Open Issues 
Draft IRS Form 8996 appears to permit an entity to self-
certify as an Opportunity Fund, even if it fails the 90% 
Asset Test in its first year (and thus owes a penalty), so 
long as the entity’s organizational documents include a 
statement of its purpose of investing in Opportunity Zone 
Property by the end of its first tax year and a description 
of the Opportunity Zone activity that the entity expects to 
engage in; however, the Proposed Regulations do not 
directly address the issue of failure to satisfy the 90% 
Asset Test in the Opportunity Fund’s first year. 



Selected Open Issues 

Can a QOF be formed as a single-member LLC? 
 In the absence of guidance to the contrary, a 

single-member LLC treated as a disregarded 
entity for federal income tax purposes likely 
could not itself be a fund, but, as a disregarded 
entity, should be permissible in an ownership 
chain underneath a QOF.  



Selected Open Issues 
How long does a QOF have to re-invest capital? 
 Section 1400Z-2(e)(4)(B) specifically authorizes regulations to 

make sure that a QOF has a ‘‘reasonable period’’ in which to re-
invest the return of capital from investments in qualified 
subsidiaries and/or the proceeds from a sale or other disposition 
of QOZ Business Property. Treasury has stated that the second 
set of regulations (due by the end of the year) will provide 
guidance on what constitutes a ‘‘reasonable period’’ for re-
investment. 



Winstead Opportunity Zone Team 

 Chris Compton – Dallas 
 Brandon Jones –Fort Worth 
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