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by James R. Brockway

After the publication of substantial proposed 
regulations for qualified Opportunity Zones 
(QOZs) in October 2018 and May 2019 and the 
extensive comments from multiple constituencies, 
Treasury and the IRS in late December issued final 
regulations on Opportunity Zones to provide 
clarity and certainty for investors, developers, and 
communities. The final regulations and 
accompanying preamble are extensive and consist 
of 544 pages. This article summarizes the key 
points answered in the final regulations and 
highlights how they differ from the proposed 
regulations.

Reporting
The issue of reporting to assess the fulfillment 

of purposes for the qualified opportunity fund 
program is under congressional scrutiny. Treasury 
has declined to weigh in on the argument for 
enhanced reporting and restrictions on QOF 
investments, but the IRS has adopted a more 
comprehensive Form 8996 to gather more 
information about QOF investments.

Eligible Gain and Section 1231

The proposed regulations provided that only 
net section 1231 gains (net gains derived from the 

sale of real estate and depreciable business 
property) could be invested to obtain QOF 
benefits. This forced investors with section 1231 
gains to wait until December 31 of an applicable 
year before investing in a QOF. The final 
regulations adopt a rule that permits the investor 
to use a gross section 1231 gain for QOF 
investment within 180 days of the gain 
recognition event (or later with gain recognized 
by a flow-through entity as stated below).

Improvement of QOZ Business Property

The statute and regulations require that either 
the property be original use in the QOZ or that it 
be substantially improved over a period of 30 
months. Substantial improvement means 
doubling the value of the investment (cost basis) 
of acquired property but excludes the value of 
purchased land. The final regulations now permit 
investors to aggregate improvements made to 
interrelated properties to satisfy this test as 
opposed to the previous asset-by-asset approach. 
Substantial improvement also now includes new 
property purchased for use in the same business, 
such as restaurant equipment or hotel furnishings.

Original Use Property and Vacancy
The proposed regulations allowed a property 

that was unused to be characterized as eligible 
original use QOZ property only after a period of 
five years from the time of abandonment. The 
final regulations reduce the five-year period to 
one year if the building was vacant for at least one 
year before the time of the QOZ designation, or 
three years if abandoned after that time. Property 
is considered vacant if less than 20 percent of 
usable space in the property is in use. Brownfield 
site property is automatically original use 
property, but funds must be expended on 
remediation. Also, property owned by local 
government through foreclosure or 
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condemnation is regarded as vacant when sold or 
leased by the municipality to the QOF.

Working Capital

The proposed regulations provided a 31-
month safe harbor test that prevented cash and 
short-term debt instruments from being 
characterized as nonqualified financial property, 
which could negatively affect QOZ testing. The 
final regulations continue this 31-month safe 
harbor for real estate investments and now 
provide an expanded 62-month safe harbor for 
start-up businesses to allow compliance with 
various requirements (for example, 70 percent 
tangible property and 50 percent gross income in 
a QOZ) that are necessary to qualify as a 
compliant QOZ business. There is also an 
extended 24-month period beyond the working 
capital safe harbor for QOZ properties in a 
federally declared disaster area.

Leases for QOZ Business Property Test

The final regulations acknowledge that 
leasing property in a QOZ is essential to allowing 
those businesses to thrive. The regulations 
presume that leases between unrelated persons 
are at market rate terms; they then define how to 
value that property for QOF testing purposes. 
Leases must not contain an option for the lessee to 
purchase at other than fair market value at the 
time of option exercise. Further, states and local 
governments are exempt from market-rate 
requirements for leasing tangible property to a 
QOF.

Inclusion Events

The final regulations include an extensive 
discussion of the direct or indirect transfer of QOF 
interests that will accelerate the QOF deferred 
gain and eliminate the tax-free rollout after the 10-
year period. In general, any transaction that 
causes a reduction in a taxpayer’s percentage of 
original ownership of a qualified interest before 
December 31, 2026, will accelerate taxes on the 
pre-contribution gain. Taxpayers contemplating a 
shift in QOF ownership must be aware of these 
limitations and consult with counsel to preclude 
the acceleration.

As an example, any gift of an interest, 
including but not limited to a nontaxable spousal 
gift or even a spousal transfer incident to divorce, 
is a mandatory inclusion event, as are many 
corporate or partnership reorganizations and 
charitable gifts. Gifting through a grantor trust 
structure is the only way to avoid an inclusion 
event on a donative transfer.

Death of a QOF Investor

The death of a QOF holder is not an inclusion 
event, but the successor holders inherit the QOF 
interest without a tax basis step-up. The successor 
holder will therefore realize the deferred gains in 
2026 and can obtain the 10-year gain exclusion 
benefit. Interestingly, there is no basis step-up for 
the appreciation in the QOF investment from the 
time of the initial QOF investment.

Flow-Through Entity Investments Into QOFs

Partners in a partnership (including limited 
liability companies taxable as partnerships), S 
corporation shareholders, and beneficiaries of 
non-grantor trusts have an option to start the 180-
day period for QOF investment either at the entity 
level measured from the date of capital gain 
recognition; at the individual level at the close of 
the calendar year; or at the individual level 
beginning on the due date of the entity’s tax return 
filed for the year of the gain (not including 
extensions). This allows an investor to obtain 
Schedule K-1 reporting information from the 
applicable flow-through entity and then make a 
decision regarding a potential QOF investment.

Sale of QOF Properties

The proposed regulations provided that 
investors in a QOF partnership or QOF S 
corporation could elect to exclude capital gains 
arising from the QOF selling QOZ property if 
held over 10 years. However, these rules did not 
apply to the sale of QOZ business property if sold 
by a QOZ business that is a subsidiary of the QOF. 
The final regulations now permit the exclusion of 
all gains but for inventory gains resulting from the 
sale of properties held in the QOZ business 
through which gains flow to QOF owners to 
reflect business realities that, in most cases, the 
underlying QOZ business property will be sold to 
unrelated parties in an asset sale. This sale rule 
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expansion should permit the simplification of 
multiple QOF structures established to avail 
investors of the 10-year gain exclusion on the sale 
of individual properties, not an entire portfolio.

QOF Investments by Property Sellers
It is well known that property sold by sellers 

more than 20 percent related to a QOF will be 
disqualified as QOZ business property. Moreover, 
if an unrelated seller invests the cash into the 
QOF, the IRS may recharacterize the transaction 
as an in-kind contribution to the QOF. In that case, 
the gain recognized would not be eligible gain for 
QOF deferral, and the property deemed to be 
contributed will not be QOZ business property. 
Put simply, a seller of QOZ property to a QOF 
should not invest capital gain from the sale into 
the QOF purchasing the property.

Sin Businesses

It is surprising that the final regulations 
permit prohibited “sin” businesses to be operated 
directly by the QOF. The prohibited businesses 
are “any private or commercial golf course, 
country club, massage parlor, hot tub facility, 
suntan facility, racetrack or other facility used for 
gambling, or any store the principal business of 
which is the sale of alcoholic beverages for 
consumption off premises.” The statute prohibits 
a QOZ business to operate some sin businesses 
without endangering QOF benefits. The QOZ 
business can operate this type of business as long 
as it is de minimis and does not occupy more than 
5 percent of the physical space or consist of more 
than 5 percent of the tangible property. If property 
is leased by the QOZ business, the lessee should 
also be prevented from operating a sin business 
that exceeds the de minimis threshold.

Property Straddling or Outside a QOZ

A QOF may acquire property that straddles a 
QOZ boundary if more than 50 percent of the 
square footage or the adjusted cost is within the 
QOZ. For tangible property there is a requirement 
that 70 percent of that property be within the 
Opportunity Zone, so a QOF could have up to 30 
percent of its property entirely outside a QOZ.

Tiered Entities
The normal structure for a QOF investment 

will be to have a QOF formed as a tax partnership 
or corporation, with a subsidiary QOZ business 
entity then owning the QOZ business property. 
This satisfies the 90 percent QOZ property test 
and reduces the tangible property thresholds for 
QOF qualification. However, a QOF business 
entity should not own a second-tier subsidiary 
partnership or corporation because that entity 
will constitute nonqualifying financial property 
for QOF testing purposes.

Regulatory Reliance

The final regulations are effective for tax years 
beginning on or after March 13, 2020; thus, 2021 is 
the first year that final regulations must be 
applied. However, taxpayers can elect to use 
provisions in the final regulations for prior tax 
years or to rely on rules contained in the proposed 
regulations; taxpayers must apply their choice of 
regulation consistently for prior tax years. 
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