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Overview

1. What is a QOZ? What is a QOF?

2. Overview of Tax Benefits

3. Existing Guidance (Including April 2019 
Proposed Regulations)

4. Open Questions



© Gray Reed & McGraw LLP

A Basic Guide to QOF Acronyms
• QOZ: Qualified Opportunity Zone 

Economically distressed census tracts designated by 
State and local government officials.

• QOF: Qualified Opportunity Fund

Business entity that invests in qualifying property in 
a QOZ and meets various requirements to qualify 
eligible owners for tax treatment.
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TCJA Created New IRC § 1400Z

• Enacted on December 22, 2017 as part of the Tax 
Cuts and Jobs Act.

• Established Qualified Opportunity Zones (QOZs).

• QOZs are intended to promote economic 
development and growth in low-income 
communities.

• Provides federal tax benefits to investors who 
invest in QOZ property through Qualified 
Opportunity Funds (QOFs).
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QOZ Designation Process

• Eligible Census Tracts: Poverty rate of at least 20 percent or a median family 
income (MFI) of less than 80 percent of its wider region’s

• Governors in U.S. states and territories nominate up to 25% of eligible census 
tracts. Up to 5% of those nominated census tracts could be in areas that were 
contiguous with low-income community census tracts. Opportunity Zones 
have been designated in all 50 states, Washington, D.C., Guam, American 
Samoa, Puerto Rico, the U.S. Virgin Islands and the Northern Mariana Islands.  

• The average Opportunity Zone (excluding U.S. territories) has a 29 
percent poverty rate according to the latest available data — nearly twice the 
national rate — and an MFI only 59 percent of the respective benchmark at 
the time of nomination.

• QOZ Map Resource:  
https://www.enterprisecommunity.org/resources/opportunity-zone-
eligibility-map-tool
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QOF/QOZ Tax Incentives

If you have capital gain (not ordinary income 
and not cash laying around) recognized on or 
after January 1, 2018, you can receive:

1) Capital Gain Deferral

2) Capital Gain Reduction

3) Capital Gain Exclusion
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Capital Gain Deferral

• Temporary deferral of tax on 100% 
of capital gain (the “original gain”) 
reinvested into QOFs.

• Reinvestment must be within 180 
days of the sale resulting in the 
original gain.

• The period of deferral of the original 
gain ends upon the earlier of 

a) the date of sale or exchange of the 
reinvestment in the QOF, or 

b) December 31, 2026.



© Gray Reed & McGraw LLP

Capital Gain Reduction

• Provides investors a step-up in basis in their 
original investment based on the length of 
time the investment is owned by the QOF.

YEARS QOF INVESTMENT 
MAINTAINED

PERCENT OF ORIGINAL GAIN 
ELIMINATED VIA STEP-UP

5 10%

7 15%1

1 Basis is increased an additional 5% for a total basis step-up of 15%
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Capital Gain Exclusion

• The taxpayer’s basis in the QOF is initially deemed zero.

• The basis in the QOF increases as the holding period of the 
investment reaches certain milestones. These increases mirror 
the basis step-ups for the Capital Gain Reduction.

• QOF investment held for 5 years: basis will be 
increased by 10% of the original gain amount.

• QOF investment held for 7 years: basis will be 
increased by an additional 5% (15% total) of the 
original gain amount.

• QOF investment held for 10 years: basis will be 
increased to 100% of the original gain amount.
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Key Differences between 1031 Exchanges and use of QOZs
1031 Exchanges Qualified Opportunity Zones

May personal property be sold and proceeds 
used for an exchange?

No. Yes.

May personal property be replacement 
property in an exchange?

No. Yes, as long as the personal 
property is business assets in a 

QOZ

May securities be sold and proceeds used in 
an exchange?

No. Yes.

Must replacement property be identified 
within 45 days?

Yes. No.

Must the taxpayer close on replacement 
property within 180 days?

Yes. Yes.

Does less taxable gain result from the first 
exchange?

No, 1031 only provides deferral 
not reduction in tax.

Yes, taxpayer may step up their 
basis in the original investment 

up to 15%.

Does less tax result on the eventual sale of 
the replacement property?

No, 1031 only provides deferral 
not reduction in tax.

Yes, taxpayer may get a 100% 
step up on the gain from the 

reinvested proceeds.

May a partner of a partnership defer gain? No, only the partnership may 
defer the original gain.

Yes, if the partnership does not 
elect to.
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2018               2019                 2020                2021               2022               2023 

• Taxpayer is deemed to have a $0 basis 
in its QOF investment 

• QOF Invests the $1MM in QOZ Property 

June 30, 2018 
(Within 180 days), Taxpayer 
contributes entire $1M of 
capital gain to a QOF

Jan. 2, 2018 
Taxpayer enters into a sale that 
generates $1M of capital gain 
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Dec. 31, 2026 
$850K of the 1MM 
of deferred capital 
gains are taxed and 
the basis in QOF
investment increases 
to $1MM

June 30, 2028 (10 
years later), 
Taxpayer sells 
investment for 
$2.0MM. Basis is 
deemed to be FMV. 
Thus, no tax on 
appreciation 

June 30, 2025
(After 7 years), 
Taxpayer’s basis in 
investment in QOF
increases from 
$100k to $150k 

June 30, 2023 
(After 5 years), 
Taxpayer’s basis in 
investment in QOF
increases from $0 to 
$100k 

2023             2024                2025                2026               2027                2028 
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When is 1031 still superior?

• Many real estate investors that are deferring 
gain on the sale of real estate will still prefer 
1031. 

• In conjunction with a step up in basis on 
death of property holder, 1031 can provide 
complete gain exclusion.
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Existing Guidance

• IRC § 1400Z

• First Proposed Regulations – Oct. 2018

• Revenue Ruling 2018-29

• Second Proposed Regulations – April 2019

• IRS Form 8996 (Self-Certification)
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October 2018 and April 2019 
Proposed Regulations

• On October 19, 2018, Treasury released its first round of 
guidance on the QOF program.

• On April 17, 2019, Treasury issued an extensive set of 
additional regulations that answered many additional 
questions.

• Makes it clear that Treasury intends for QOFs to be an 
effective incentive program and to make it easy for the 
program to achieve its aims of facilitating capital flow into 
low income regions.
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Qualified Opportunity Funds

• Must be corporations or partnerships.

• Organized for the sole purpose of investing 
directly into QOZ property.

• Investment Standard – Must hold at least 
90% of its assets in QOZ property.
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QOZ Property
• Stock: Any stock in a domestic corporation if: 

1) acquired by the QOF after December 31, 2017, at original issue from the corporation solely in 
exchange for cash; 

2) the corporation was a QOZ Business at the time such stock was issued; and 

3) such corporation qualified as a QOZB for substantially all of the QOF’s holding period for such 
stock.

• Partnership Interests: Any capital or profits interest in a domestic partnership if: 

1) acquired by the QOF after December 31, 2017, solely in exchange for cash; 

2) at the time the interest is acquired, the partnership is a QOZ business (or being organized for 
the purpose of being a QOZ business); and 

3) during substantially all of the QOF’s holding period for such interest, such partnership 
qualified as a QOZ business.

• Business Property: Any tangible property used in a trade or business of the QOF if: 

1) the property was acquired by the QOF for purchase after December 31, 2017; 

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

3) substantially all of the use of the property was in a QOZ during substantially all of the QOF’s 
holding period of the property.
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April 2019 Proposed Regulations
QOZ Property Includes Leased Property

• Leased property eligible for QOZP inclusion
• Lease must be entered into after December 31, 

2017 (similar to purchased property)

• Substantially all of the use of the leased 
property must be used in the QOZ.

• No original use requirement.

• Related parties permitted, subject to numerous 
rules.
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April 2019 Proposed Regulations
Leased Property

• Related Party Leases
• Must be “Market Rate Lease” per IRC 482.

• No prepayments of more than 12 months.

• Non-leased property must be >50% of total 
property (with substantial overlap of leased and 
non-leased property).

• Anti-abuse rule.
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April 2019 Proposed Regulations
Leased Property

Leased Property Valuation Methods

• Option One: Financial Statement Valuation
• Based on GAAP financial statements (if 

applicable).

• Option Two: Alternative Valuation Method
• Present Value of lease payments using AFR as if it was 

debt instrument.
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Qualified Opportunity Zone Fund

Qualified Opportunity Zone 
Partnership Interest

Qualified Opportunity Zone 
Business Property

Qualified Opportunity Zone 
Stock

$ $

$



© Gray Reed & McGraw LLP

QOZ Businesses

• QOFs may invest in a newly formed or already existing entity so long as the 

investment is in the property of a QOZ Business.

• A QOZ Business is a trade or business in which:

• Substantially all (70%) of its tangible property, owned or leased is QOZ Business property

• At least 50% of its gross total income is derived from the active conduct of its business

• A substantial portion of its intangible property is used in the active conduct of its business

• Less than 5% of the average of its aggregate unadjusted bases of the property is 

attributable to non-qualified financial property

• None of the property is: a golf course, county club, massage parlor, hot tub facility, suntan 

facility, racetrack, facility used for gambling, or any liquor store
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QOZ Business Guidance
April 2019 Regulations

• 50% Sourcing of Income Rules

• Safe Harbor One: Number of hours for services provided in 
the QOZ

• Safe Harbor Two:  Amount paid by QOF for services provided 
in the QOZ (i.e. payroll within and without QOZ)

• Safe Harbor Three: Tangible personal property and 
management present in QOZ are necessary to produce 50% 
of revenue. (Example: Landscaper with management office in 
QOZ and stores tangible personal property in QOZ)

• Additionally, can qualify under Facts and Circumstances test
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QOZ Business Guidance
April 2019 Regulations

• Intangibles
• “Substantial portion” means 40% of intangible 

property is used in a QOZ
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QOZ Business Property –
Substantially Improved

• In order to qualify:

• The original use of the tangible property must commence with the 

QOF

OR

• The QOF must substantially improve the tangible property 

• Substantially improved

• Only if, during any 30-month period beginning after the date of 

acquisition of the property, the QOF adds to the basis of the 

property such that the basis doubles
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Revenue Ruling 2018-29
Original Use

• Issue 1: Can the original use of an existing building or land be 
considered to have commenced with the QOF?

• Holding: No

• Land: Due to the permanence of land, land can never have its 
original use in a QOZ commence with a QOF

• Building: If it is an existing building, it cannot be considered to 
have its original use commence with the QOF
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April 2019 Proposed Regulations
Original Use

• Tangible personal property must not have 
been used (depreciation/amortization test) 
in the QOF to qualify.

• Building that has been vacant for five or 
more years is considered original use.

• Original use test does not apply to land.

• Leased property does not need to meet 
original use test.
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Revenue Ruling 2018-29
Substantially Improved

• Issue 2: Is a substantial improvement to the building 

measured by additions to the adjusted basis in the building 

or is it measured by additions to the adjusted basis in the 

building and the land?

• Holding: A substantial improvement to the building is 

measured by the QOF’s additions to the adjusted basis of 

the building and not the adjusted basis of the building and 

the land combined
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Revenue Ruling 2018-29
Substantially Improved

• Example: 

• QOF purchased land with a factory building located within a QOZ for $800,000.

• Sixty percent of the purchase price ($480,000) was attributable to the value of 
the land.

• Forty percent of the purchase price ($320,000) was allocable to the building.

• Within 24 months of acquisition of the Property, QOF invests an additional 
$400,000 to convert the building to residential rental property.

• Section 1400Z- 2(d)(2)(D)(ii) does not apply to the land on which the factory 
building is located, but does apply to the building.

• Result:

• QOF did substantially improve the Property because during the 30-month 
period beginning with the acquisition, QOF’s additions to the basis of the 
factory building ($400,000) exceed the amount of the QOF’s adjusted basis in 
the building at the beginning of the 30-month period ($320,000).
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Revenue Ruling 2018-29
Substantially Improved

• Issue 3: Do the regulations require the QOF to separately 
substantially improve the land?

• Holding: No, the regulations do not require the QOF to 
separately substantially improve the land upon which the 
building is located. The value of the land is disregarded for 
the improvements calculation.
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April 2019 Regulations
Substantially Improved

• Concerns about unimproved land.

• Example: Farmland in QOZ

• Tangible personal property substantial improvement made 
on an asset by asset basis.
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October 2018 Proposed Regulations
Key Insights

• Capital Gains that may be reinvested and deferred: 1

• LTCG and STCG

• Section 1231 Gains

• 25% unrecaptured § 1250 gain

• May not include recapture gain treated as ordinary 
income

• Gains at the partnership level can be rolled over by 
the partnership or any partner. 2 

1 Prop. Reg. § 1.1400Z-2(a)-1(a)(2)
2 Prop. Reg. § 1.1400Z-2(a)-1(c)(2)(ii)(B)
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October 2018 Proposed Regulations
Key Insights

• Existing entities
• Can make a QOF election despite the statutory 

requirement that the entity be formed for the purpose 
of being a QOF1

• The election must be made before the original gain is 
rolled over into a QOF investment

• An investor may secure a loan by pledging his QOF 
interest as collateral.2

1 Prop. Reg. § 1.1400Z-2(d)-1(a)(3)
2 Prop. Reg. § 1.1400Z-2(a)-1(b)(3)(ii)
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Gain Allocated from Partnerships

• Partners can choose to rollover gain starting from the 
later of the date the partnership recognizes gain or 
December 31.  

• Partnerships need to break out gain and loss. A partner 
with no net gain allocation (from gain and loss netting) 
can still rollover the gain allocation from the partnership.

• If gain from a partnership, deferral from December of 
Year 1 to January of Year 2 would allow partner to roll 
gain as late as June of Year 3.
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Inclusion Events
Key Insights - April 2019 Regulations

• Change of 25% or more of the shareholders 
of an S Corporation.

• Gifts.

• Distributions from a partnership in excess of 
basis.

• Section 301 distributions.

• Redemptions and liquidations including 
Sections 331 and 332.

• Many non-recognition transactions.
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Inclusion Events
Key Insights - April 2019 Regulations

Events that are not Inclusion Events

• Transfer to a SMLLC that is a disregarded 
entity.

• Transfer to a grantor trust (unless and until 
grantor trust status changes).

• Section 721 contribution to a partnership.

• Section 708(b)(2)(A) partnership merger.

• Transfer on death .
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Inheritance and Gifts
Key Insights - April 2019 Regulations

• Treasury provides relief for inheritance, excludes 
from “inclusion event” treatment.

• Relieves concerns about potential IRD treatment 
for unrealized gains.

• However, gifts are specifically included as “inclusion 
events” requiring current recognition of original 
excluded gain.
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Reinvestment of Proceeds
Key Insights - April 2019 Regulations

• QOZ has 12 months from the disposition of QOZP to reinvest 
proceeds. Testing dates prior to the 12 month period end will not 
include the cash proceeds in the 90% test.

• Treasury declined to provide tax exemption for sale and 
reinvestment of QOZP stating no statutory authority to override 
sections 1001 and 61 normal income recognition.

• What does this mean for QOZP churn?

• For QOZ partnerships, partners recognize gain on intermediate 
sales.

• QOZ benefits will be recognize on ultimate disposition of QOF 
interest or liquidation of QOF.
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Working Capital Exclusions
Key Insights - April 2019 Regulations

• Capital received in the prior six months is not 
included on a QOF testing date for purposes 
of 90% QOZP asset test

• Contribution must be cash, cash equivalent, 
or debt instrument
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Section 1231 Gain
Key Insights - April 2019 Regulations

• 1231 Gain is eligible capital gain for 
investment into a QOF

• Section 1231(a)(1) provides that only section 
1231 gain that exceeds 1231 losses should 
be treated as LTCG

• Regulations require end of year netting to 
determine eligible Section 1231 gain



© Gray Reed & McGraw LLP

Trade or Business
Key Insights - April 2019 Regulations

• Regulations clarify that a triple net lease 
does not qualify as a trade or business
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Open Questions
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Direct or Subsidiary 
Investment

• Difference between 90% 

and 70% qualifying asset 

treatment as well as 

working capital exclusion.

• QOF direct investment 

does not need to be a 

trade or business.
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Other Open Questions

• Will depreciation recapture also 
be excluded at the end of 10 years?

• How are mineral interests treated?

• Coordination with State tax laws.

• What if tax rates change between 
year of deferral and year tax is paid?

• Congressional action on exclusion of 
gain triggered at fund level from sale 
of assets.
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ANY 
QUESTIONS?
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Gray Reed

Education

Dan Kroll
dkroll@grayreed.com | 713.986.7111

• Partner, Tax Law

• B.B.A., University of Oklahoma

• J.D., University of Oklahoma

Teaching Experience
• Dan is an adjunct law professor at the 

University of Houston Law School where he 
teaches federal income tax consequences of 
real estate investments and transactions to 
L.L.M. students.

mailto:dkroll@grayreed.com
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Gray Reed

Education

Austin Carlson, JD CPA
acarlson@grayreed.com | 713.986.7213

• Associate, Tax Law

• B.B.A., Texas A&M University

• M.S., Texas A&M University

Organizational Involvement

• Austin has served as chair of the State Bar 
of Texas International Tax Committee 
since 2013, and as a board member of 
both the Texas Society of CPAs and the 
Houston CPA Society since 2015.

• J.D., The University of Texas

mailto:acarlson@grayreed.com
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• Over 140 attorneys
• Full-service, commercial law firm
• Offices in Dallas, Houston & Waco
• Opened in 1985

Gray Reed
www.grayreed.com

• Our Real Estate and Tax Law 
practices were recognized in 
the U.S. News & World 
Report and Best Lawyers' 2019
"Best Law Firms" ranking


