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Legal Update

August 2, 2018

Gain Deferral Using Qualified Opportunity Zone Investment

Strategies

This Legal Update provides an overview of the

“Qualified Opportunity Zone” rules.1 These rules

provide for generous deferrals of recognized

capital gains, potentially some capital gains

exemptions and potentially tax-free returns on

the Qualified Opportunity Zone investment

itself. We first provide a discussion on the

background and legislative intent behind the

rules. We then provide a discussion on key

concepts within the Qualified Opportunity Zones

program, the tax incentives associated with

Qualified Opportunity Zone investments and

address some of the unresolved issues

surrounding the program. We are seeing offering

of investments in funds that invest in Qualified

Opportunity Zones already springing up.

The Qualified Opportunity Zone rules are

complex but provide a fair amount of flexibility.

Therefore, we urge investors to not exclude

Qualified Opportunity Zone business plans

based on the nature of the assets involved, but

rather to consult a tax advisor regarding the

application of the rules to their particular facts.

Background

In December 2017, the Qualified Opportunity Zone

rules were enacted as part of “Tax Cuts and Jobs

Act” (a.k.a., the 2017 tax reform legislation).2 The

opportunity zones program is the first new federal

community development tax program since the

Clinton administration. On a high level, these new

provisions establish a new community

development program to promote long-term

investments in low-income communities

nationwide and drive long-term capital to

underserved communities. The Qualified

Opportunity Zones program affords a tax incentive

to investors to reinvest their gains into funds that

invest in Qualified Opportunity Zones.

What is a Qualified Opportunity Fund?

“Qualified Opportunity Funds” are investment

vehicles that hold at least 90 percent of their assets

in “Qualified Opportunity Zone Property” and

deploy capital in Qualified Opportunity Zones.3 A

Qualified Opportunity Fund must meet certain

requirements and make certain tax filings.4

The Qualified Opportunity Fund must be

organized as a “corporation” or “partnership.”5

(It is unclear as to whether an opportunity fund

may be organized as a limited liability company.)

Qualified Opportunity Zone Property includes

three items: (1) newly issued stock, (2) newly-

issued partnership interests and (3) business

property. Qualified Opportunity Zone

Partnership Interests and Stock are equity

interests in certain businesses that operate in

Qualified Opportunity Zones. We explore these

rules in more detail below.

Qualified Opportunity Zones

The zones were selected by the US Department

of the Treasury (Treasury) after nomination by

governors. A Qualified Opportunity Zone is

defined as “a population census tract that is a
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low-income community that is designated as a

qualified opportunity zone.” Importantly, on

June 21, 2018, the US Internal Revenue Service

(IRS) published a list of all Qualified

Opportunity Zones in the United States and

Puerto Rico.6 The list of Qualified Opportunity

Zones can be found at

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

Zones.aspx.

Qualified Opportunity Zone

Partnership Interests and Stock

A qualified opportunity zone partnership interest

is any capital or profits interest in a domestic

partnership. In this case, the rules envision tiered

structures: the Qualified Opportunity Zone Fund

(which may be a partnership) will acquire an

interest in another partnership that itself is

engaged in the qualified opportunity zone

business. Importantly, however, a Qualified

Opportunity Zone Fund may not invest in

another Qualified Opportunity Fund.7 The

interest must be acquired by the Qualified

Opportunity Fund (i) solely in exchange for cash

and (ii) after December 31, 2017. Additionally,

when the interest is acquired, the partnership

must have been a qualified opportunity zone

business (discussed below), or be a new

partnership formed for purposes of being

engaged in a qualified opportunity zone business.

Lastly, during substantially all of the Qualified

Opportunity Fund’s holding period of the

interest, the lower-tier partnership must be

engaged in a qualified opportunity zone business.

The requirements for qualified opportunity zone

stock are the same as a qualified opportunity

zone partnership. Likewise, the stock must be

issued by a domestic corporation (as opposed to

a domestic partnership).

Qualified Opportunity Zone

Business Property

“Qualified Opportunity Zone Business Property”

is defined as tangible property used in a trade or

business of the Qualified Opportunity Fund.

Qualified Opportunity Zone Property must be

acquired by the Qualified Opportunity Fund from

unrelated parties, in a transaction that is not a

carryover basis transaction,8 and the acquisition

must occur after December 31, 2017.

Importantly, either (i) “the original use” of the

property must commence with the Qualified

Opportunity Fund or (ii) the Qualified

Opportunity Fund must “substantially improve”

the property. Lastly, during “substantially all” of

the Qualified Opportunity Fund’s holding period

of the property, the use of the Qualified

Opportunity Zone Property must be in a

Qualified Opportunity Zone. The term

“substantially all” appears multiple times in the

statutory language but is not defined in the

statute or the legislative history.

The term “original use” is not defined in statute,

but regulations and case law provide guidance

on how the term will likely be interpreted. We

expect original use to mean “the first use to

which the property is put, whether or not such

use corresponds to the use of such property by

the taxpayer.”9

For the additional requirement for used property

(i.e., property the original use of which does not

begin with the Qualified Opportunity Fund),

“substantial improvement” is considered to occur

only if, during the 30-month period after the date

of the acquisition of the property, additions to the

basis with respect to such property in the hands

of the Qualified Opportunity Fund exceed an

amount equal to the adjusted basis of such

property at the beginning of such 30-month

period in the hands of the Qualified Opportunity

Fund.10 This rule allows real estate developers to

purchase used real estate and significantly

improve the property without having to meet the

original use requirement.11

Qualified Opportunity Zone Business

A partnership interest or stock acquired by a

Qualified Opportunity Fund must be a stake in a

https://www.cdfifund.gov/Pages/Opportunity-Zones.aspx
https://www.cdfifund.gov/Pages/Opportunity-Zones.aspx
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corporation or partnership that meets three sets

of requirements (a “Qualified Opportunity Zone

Business”).12 It is important to note that the

rules do not require Qualified Opportunity Zone

Business Property to be used in a Qualified

Opportunity Zone Business. Hence, if a Qualified

Opportunity Fund invests directly in Qualified

Opportunity Zone Business Property, rather

than in stock or partnership interests, the

investment appears to avoid these three

requirements (e.g., the sin business prohibition

described below).

First, “substantially all” of the tangible property

owned or leased by the taxpayer (e.g., a

partnership) that owns the business must meet the

requirements for Qualified Opportunity Zone

Business Property (as described above, e.g., new

property or substantially improved property).

Second, there is an active trade or business test

that has three elements. The first element is that

at least 50 percent of the total gross income of

the taxpayer is derived from the active conduct

of the business. It is not clear how “active

conduct” will be defined. There are multiple

definitions of an “active” business in the Internal

Revenue Code,13 and we do not know which one

the Treasury will select to adopt in its guidance

or if it will define a new standard. The second

element is that a “substantial portion of any

intangible property of such entity is used in the

active conduct” of the business. The third

element is that less than five percent of the

average unadjusted bases of the business’s

property is attributable to “nonqualified

financial property.”14

Third, the business cannot be a so-called “sin

business.” The sin businesses are golf courses,

country clubs, tanning facilities, takeout liquor,

massage parlors and hot tub facilities.15

Tax Incentives

The program provides multiple tax incentives:

deferral of gain, partial forgiveness of the tax

due with respect to gain and a basis step-up.

These are described below.

Deferral of Gain

The opportunity zones program provides

investors an incentive to reinvest realized gains

into Qualified Opportunity Funds in exchange

for a temporary tax deferral and other tax

benefits. Specifically, the provision provides that

any gain from a sale or exchange of property by a

taxpayer, to an unrelated person, that is invested

in a Qualified Opportunity Fund within 180 days

of the sale of property is excluded from gross

income until the earlier of the date the

investment in the Qualified Opportunity Fund is

sold, or December 31, 2026.

Because the law requires only the gain to be

reinvested into the Qualified Opportunity Fund,

not the total proceeds, it is different than any

other tax deferral tool. Further, there appears to

be no restrictions on the type of gains that can

be deferred. As long as the gain is recognized in

connection with the disposition of the property,

short-term, long-term, ordinary and section 1231

gains can be deferred. It is unclear as to whether

pass-through gains, such as gains allocated to a

partner in a partnership are eligible for deferral,

if the partner (rather than the partnership)

invests the gain amount in a Qualified

Opportunity Fund. We discuss below the

possibility the IRS will assert the provision

should be limited to capital gains.

Gains Deferral Example

In this example, the taxpayer is an individual

who purchased stock for $200 in a public

company in 2015. The stock appreciated, and in

2018 the taxpayer sold the stock for $300.

Within 180 days of the sale of that stock, the

taxpayer invested the $100 gain in a Qualified

Opportunity Fund. The Qualified Opportunity

Fund invested the $100 in a Qualified

Opportunity Zone Property in 2018.
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Taxpayers are allowed to defer gains invested in

Qualified Opportunity Funds.16 Accordingly, the

taxpayer owes no tax in 2018 with respect to the

$100 gain on the sale of the stock. That deferral is

continued until the earlier of (i) December 31,

2026, or (ii) the taxpayer selling her interest in

the Qualified Opportunity Fund.17

Partial Forgiveness of Tax Due with
Respect to Gain

Once the taxpayer has held the investment in

the Qualified Opportunity Fund for five years,

in our example, her basis in the public company

stock she sold in 2018 is deemed to be

increased by 10 percent of the deferred gain.

She now has a basis of $210 (i.e., the initial

basis of $200 that she paid for the public

company stock in 2015, plus 10 percent of the

$100 deferred gain).18 This free basis step-up

will lessen the amount of the gain subject to tax.

Once the taxpayer, in our example, has held the

investment in the Qualified Opportunity Fund for

seven years, her basis in the public company

stock she sold in 2018 is deemed to be increased

by another five percent of the deferred gain. She

now has a basis of $215 in the public company

stock she sold in 2018 (i.e., the $210 as described

above, plus five percent of the $100 deferred

gain).19 Then on December 31, 2026, the taxpayer

will be subject to tax on the remaining $85 of

taxable gain (i.e., the $300 gain from the 2018

stock sale less the $215 basis).

Note, if the taxpayer, in our example, had sold the

public company stock in 2022 and had invested

in the Qualified Opportunity Fund in 2022, she

would never get the benefit of the 10 percent and

five percent deemed increases in her basis

because the five- and seven-year holding periods

would not be satisfied until after December 31,

2026, which is the deadline for the gain

recognition. Therefore, in that instance, the

benefit would just be the deferral of the gain until

December 31, 2026. Thus, the maximum benefit

is available for gains from and investments made

in Qualified Opportunity Funds on or before

December 31, 2019 (i.e., seven years before the

gain recognition deadline for the imposition of

tax on the original gain).

Partial Basis Step-up with Respect to
the Taxpayer’s Interest in the Qualified

Opportunity Fund

Also in the fifth and seventh year of the holding

period, the taxpayer’s basis in partnership

interest or stock of the Qualified Opportunity

Fund is increased by 10 percent and five percent,

respectively. Accordingly, the taxpayer’s basis in

her interest in the Qualified Opportunity Fund is

$15 after year seven.20

Further, on December 31, 2026, the taxpayer’s

basis in her interest in the Qualified Opportunity

Fund will be increased by $85 as the result of the

tax being imposed on the remaining $85 of

taxable gain with respect to the stock she sold in

2018 as described above. Therefore, at this

point, the taxpayer’s basis in the Qualified

Opportunity Fund will be $100 (i.e., $10 + $5 +

$85).

Basis Step-Up After 10 Years

At the end of a 10-year holding period, the

taxpayer’s basis in the Qualified Opportunity

Fund partnership interest or stock will be equal

to the fair market value of such partnership

interest or stock on the date it is sold or

exchanged.21 This basis step-up allows the

taxpayer to avoid any federal income tax on the

disposition of the Qualified Opportunity Zone

investment; however, the adjustment is

optional.22 Therefore, if the fair market value of

her interest in the Qualified Opportunity Fund is

less than $100, the taxpayer can opt to retain her

basis in the Qualified Opportunity Fund that

resulted from the adjustments that occurred in

years five and seven and on December 31, 2026.
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Outstanding Issues and Questions

Questions Surrounding the
Taxpayer’s Basis

The statutory language presents an interesting

dichotomy as to the “inside basis” of Qualified

Opportunity Zone Property acquired by a

Qualified Opportunity Fund. One would expect

Qualified Opportunity Funds to have a basis in

property equal to the purchase price it pays for

the property.23 However, the rules state that

“Except as otherwise provided . . . the taxpayer’s

basis in the investment shall be zero.”24 (The

exception relates to the taxpayer’s basis in its

interest or stock in the Qualified Opportunity

Fund stepping-up to fair market value in

connection with a sale after 10 years.) Thus, the

rule appears to be addressing the taxpayer’s

basis in its interest in the Qualified Opportunity

Fund. If that is the case and the taxpayer

contributes cash to the Qualified Opportunity

Fund, one interpretation could lead to the

conclusion that the Qualified Opportunity Fund,

under carryover basis principles, would have a

zero initial tax basis in the contributed amounts

and, accordingly, zero basis in the property it

acquires with such amounts.25

However, the rules suggest a different analysis is

appropriate with respect to inside basis.26 The

statute compares “substantial improvements”

relative to adjusted basis of used Qualified

Opportunity Zone Property acquired by a

Qualified Opportunity Fund: “property shall be

treated as substantially improved by the

[Qualified Opportunity Fund] only if … additions

to basis with respect to such property in the

hands of the [Qualified Opportunity Fund]

exceed an amount equal to the adjusted basis of

such property.”27 Accordingly, if the “taxpayer’s

basis in the investment shall be zero” rule means

the Qualified Opportunity Fund has a zero basis

in the Qualified Opportunity Zone Property it

acquired with the cash contributed to it by the

taxpayer, then the Qualified Opportunity Fund

could spend one dollar on improvements (i.e.,

more than adjusted basis of zero of the Qualified

Opportunity Fund in the property) and meet the

“substantial improvement” requirement for used

property. This would be a nonsensical result. To

avoid such a result, the rules most likely deviate

from the regular basis accounting rules and

mean that the Qualified Opportunity Fund takes

a basis in the Qualified Opportunity Zone

Property equal to what it paid for it, despite the

Qualified Opportunity Fund using money

contributed to it by the taxpayer that did not

result in basis for the taxpayer in the taxpayer’s

partnership interest or stock in the Qualified

Opportunity Fund.

We are hopeful that the Treasury’s guidance will

clarify this “inside/outside” basis difference

consistent with the above analysis. That is, at the

outset the taxpayer has a zero outside basis in

the Qualified Opportunity Fund,28 while the

Qualified Opportunity Fund has an inside basis

in Qualified Opportunity Zone Business

Property equal to the cost to acquire it.29 Then

the taxpayer’s outside basis in the Qualified

Opportunity Fund increases by 10 percent at

year five, another five percent at year seven, then

by the amount of gain recognized by the

taxpayer on December 31, 2026, and finally to

fair market value when the partnership interest

or stock is sold after a 10-year holding period.30

Further, for a Qualified Opportunity Fund that is

taxed as a partnership and has a section 754

election in effect, the sale by the taxpayer of its

interest in the Qualified Opportunity Fund

should result in an increase in the inside basis of

the Qualified Opportunity Fund’s assets

pursuant to section 743(b).

Two Basis Benefits in Years Five and Seven

The statutory language provides, “In the case of

any investment held for at least five years, the

basis of such investment shall be increased by an

amount equal to ten percent of the amount of

gain deferred.”31 And it further provides, “In the

case of any investment held by the taxpayer for
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at least seven years, in addition to any

adjustment made [pursuant to the prior

sentence], the basis of such property shall be

increased by an amount equal to five percent of

the amount of gain deferred.”32

The first quoted sentence could be reasonably

read to provide only for a 10-percent increase in

the taxpayer’s basis in the Qualified

Opportunity Fund due to the reference to “basis

of such investment shall be increased by … ten

percent.” In contrast, the second sentence could

be reasonably read to provide for a five-percent

increase only in the deemed basis of the

property that was sold that resulted in the

original gain due to the reference to “the basis of

such property shall be increased.” This is due to

the fact that the term “property” appears to be

used to refer to an asset that was originally sold

for the gain because the opening line of the

statute provides in “the case of gain from the

sale … of any property held by the taxpayer.”33

The Conference Report provides that both the

taxpayer’s basis in the Qualified Opportunity Fund

and the taxpayer’s basis in the property that was

sold are increased by 10 and five percent:

If the investment in the [Qualified

Opportunity Fund] is held by the taxpayer

for at least five years, the basis on the

original gain is increased by ten percent of

the original gain. If the opportunity zone …

investment is held by the taxpayer for at

least seven years, the basis on the original

gain is increased by an additional five

percent of the original gain. … The basis of

an investment in a [Qualified Opportunity

Fund] immediately after its acquisition is

zero. If the investment is held by the

taxpayer for at least five years, the basis on

the investment is increased by 10 percent of

the deferred gain. If the investment is held

by the taxpayer for at least seven years, the

basis on the investment is increased by an

additional five percent of the deferred gain.34

We hope that the Treasury will confirm the dual

basis increase interpretation as provided for in

the Conference Report.

Are Opportunity Zone Investments

limited to Capital Gains?

There is some uncertainty regarding the type of

“gains” that can be invested in Qualified

Opportunity Funds. This uncertainty arises

because the title of the statute and the

conference report35 refer to “capital gains,” but

the actual statutory text only refers to “gains.”36

The Code itself provides specific guidance with

respect to interpreting the Internal Revenue

Code. It states that neither the location of

sections or “descriptive matter relating to the

contents of this title be given any legal effect.”37

The US Court of Federal Claims has cited this

rule as restricting the use of headings in

interpreting the Internal Revenue Code when

the plain meaning of the statute is clear.38

Legislative history is often used to determine the

intended meaning of a statute when the

statutory language is unclear.39 However, the

statutory language in this instance is clear in

that it refers to “gains” as opposed to “capital

gain.” Accordingly, following a strict

constructionist approach, it would appear that

all “gains” are eligible for the benefits provided

by the Qualified Opportunity Zone rules.

Nonetheless, given concerns about the fiscal cost

of all gains being eligible, we would not be

surprised if the Treasury’s guidance takes the

position that the benefit is limited to “capital

gains” and effectively dares taxpayers to

challenge that position.40

Who is the Taxpayer for Gains

Allocated by a Partnership?

Section 1400Z-2(a)(1)(A) refers to “gross income …

shall not include so much of such gain as does not

exceed the aggregate amount invested by the

taxpayer” in a Qualified Opportunity Fund. This leads

to the question of when gains are allocated by a
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partnership to a partner may the partner make the

Qualified Opportunity Fund investment or must the

partnership make the investment.

Further, what happens if the partner does not learn of

the gain until receiving its Schedule K-1 which may be

received more than 180 days after the sale occurred

(i.e., after the window for making the Qualified

Opportunity Fund investment)?

We believe it is appropriate for either the partnership

or the partner to be able to make the Qualified

Opportunity Fund investment. Further, if the partner

makes the investment, we believe it is appropriate for

the partner to have 180 days from receipt of the

Schedule K-1 reflecting the amount of the gain

allocated by the partnership to the partner.

LLC Implications

Whether limited liability company (“LLC”)

investment vehicles can serve as Qualified

Opportunity Funds is a question some have

raised as the rules appear to limit investment

vehicles to “any investment vehicle organized as

a corporation or partnership.” To date, the

Treasury has not provided formal guidance on

this question. Despite this lack of formal

guidance, we believe LLCs taxed as partnerships

or corporations should qualify as Qualified

Opportunity Fund investment vehicles. To the

extent a partnership or corporation can be

employed, however, we see no reason for

taxpayers to take this risk.

Conclusion

There is a potential for communities in Qualified

Opportunity Zones to enjoy meaningful benefits

from Qualified Opportunity Zone investments.

However, prior to fully realizing this potential,

additional guidance is required in order to quell

investor apprehension as well as provide the

information needed for local officials to

capitalize on investment opportunities within

their communities. Without this additional

guidance, the Qualified Opportunity Zone

program could suffer the fate of other well-

intended but poorly implemented federal

programs.
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