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INSIGHT: Second Wave of Opportunity Zone Guidance Addresses 
Many Key Issues, Leaves Open Questions for Future Guidance 
(PART 1) 

BY DAVID LEVY, NICK GIANOU, AND DIANA LOPO 

The Treasury Department and the Internal Revenue 
Service recently issued a second set of proposed regu-
lations concerning the taxation of qualified opportunity 
zone funds (OZ funds) and their investors. 

In our client alerts ‘‘Opportunity Zone Funds Offer 
New Tax Incentive for Long-Term Investment in Low-
Income Communities’’ and ‘‘New Guidance for Oppor-
tunity Zone Funds Clarifies Important Issues, Leaves 
Door Open to Additional Guidance,’’ we outlined the 
basic rules of the opportunity zone (OZ) regime, de-
scribed the first set of proposed OZ regulations and 
identified a number of issues that were left unresolved. 
Like the initial proposed regulations, the new proposed 
regulations provide thoughtful, pragmatic, policy-
oriented guidance on key issues and can be expected to 
encourage the formation and capitalization of OZ funds 
by: 

s allowing investors to enjoy the tax exemption for 
gain on OZ fund investments held for 10 years (the OZ 
tax exemption) in cases where the OZ fund sells assets; 

s providing a grace period to allow an OZ fund to 
deploy cash in a commercial manner following a capital 
raise; 

s clarifying that an investor’s outside basis in an OZ 
fund partnership interest is increased by the investor’s 
share of the OZ fund partnership’s debt, which is criti-
cally important for OZ fund partnerships focused on 
real estate; 

s clarifying that an OZ fund can own and develop 
operating companies, including technology companies 
and service businesses; 

s clarifying that an OZ fund can retain its status as 
such, notwithstanding certain unforeseen delays in the 
development of its property or the start-up of its busi-
ness; 

s providing rules pursuant to which an OZ fund or a 
qualified opportunity zone business (QOZB) (i.e., a cor-
poration or partnership in which an OZ fund owns an 
interest) can lease its assets, including from related par-
ties; 

s clarifying the ‘‘substantial improvement’’ require-
ment; 

s clarifying that certain real property leasing activi-
ties will satisfy the ‘‘active trade or business’’ require-
ment; 

s providing safe harbors for the 50% income test ap-
plicable to QOZBs; 

s clarifying that an OZ fund can reinvest asset sale 
proceeds in qualified opportunity zone property 
(QOZP); 

s narrowing the types of events that will trigger an 
OZ investor’s deferred gain; and 

s clarifying that an investor can use OZ-eligible 
capital to acquire an OZ fund interest on the secondary 
market, which will increase the liquidity of OZ fund in-
terests generally and provide OZ fund sponsors with 
the ability to warehouse OZ fund interests pending syn-
dication to OZ fund investors. 
Although the regulations will become effective once fi-
nalized, a taxpayer may generally rely on them before 
then as long as the taxpayer applies the rules consis-
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tently and in their entirety. A taxpayer’s ability to rely 
on the rules, however, does not extend to certain rules 
regarding the application of the OZ tax exemption to 
the disposition of an OZ fund interest. Although these 
rules will not become relevant until Jan. 1, 2028 (at the 
earliest), they may be germane to structuring decisions 
made when the OZ fund is formed and acquires a 
QOZB, and the inability of taxpayers to rely on them is 
of concern. 

Below is a summary of key provisions of the new pro-
posed regulations and a discussion of important issues 
that remain unaddressed. 

OZ Tax Exemption Available for 
Certain OZ Fund Asset Sales 

Perhaps the most powerful incentive provided by the 
OZ regime is the OZ tax exemption, which allows eli-
gible investors to exclude gains realized on the sale of 
an OZ fund interest held for at least 10 years. The stat-
ute is unclear whether the exemption applies in circum-
stances other than the sale by an investor of its OZ fund 
interest. This caused concern particularly among inves-
tors in and sponsors of multi-asset OZ funds organized 
as partnerships or real estate investment trusts (REITs), 
where, but for the requirements of the OZ regime, li-
quidity events would generally take the form of asset 
sales by the OZ fund or its subsidiaries. The new pro-
posed regulations helpfully allow investors that satisfy 
the 10-year holding period to enjoy the OZ tax exemp-
tion on certain gains passed through to them when the 
OZ fund sells its assets (Proposed Treasury Regulations 
Section 1.1400Z-2(c)-1(b)(2)(ii)). 

It is important to note, however, that, depending on 
the structure of the OZ fund and the level at which gain 
is recognized, similarly situated investors may experi-
ence disparate tax results, although it is not clear that 
these differences were intended. For example, it is clear 
under the new proposed regulations that an eligible in-
vestor that sells an OZ fund interest will not be subject 
to depreciation recapture with respect to assets held di-
rectly or indirectly by the OZ fund and that the investor 
can avail itself of the OZ tax exemption even if the OZ 
fund holds assets that are not QOZP. This is true re-
gardless of whether the OZ fund is a partnership, an S 
corporation, or a REIT. Conversely, it would appear 
that, in the case of an OZ fund organized as a partner-
ship or an S corporation, eligible investors will enjoy 
the OZ fund tax exemption only with respect to capital 
gains recognized by the OZ fund on the sale of QOZP 
and not with respect to gains characterized as ordinary 
income (such as gains attributable to unrealized receiv-
ables and inventory items) or gains recognized by the 
OZ fund on the sale of non-QOZP assets (such as intan-
gibles and securities other than equity interests in a 
QOZB). The exemption also does not seem to apply to 
gains recognized on the sale of assets by a QOZB, 
whether or not such assets constitute QOZP. Accord-
ingly, although the new proposed regulations expand 
the options for an OZ fund to exit an investment, these 
differences in income tax consequences may limit the 
ability of investors to avail themselves of these options. 

In the case of an OZ fund REIT, the OZ tax exemp-
tion seems to apply with respect to any capital gain divi-
dends attributable to long-term capital gains, whether 
recognized at the OZ fund level or by a QOZB, although 

it is unclear whether the exemption is limited to capital 
gains recognized on the sale of QOZP (Prop. Treas. 
Reg. Section 1.1400Z-1(e)). In addition, because the 
new proposed regulations specifically extend the OZ 
tax exemption only to REIT capital gain dividends, it 
seems dividends attributable to depreciation recapture 
would not be eligible for the exemption. As a conse-
quence, some REIT OZ funds may find it prudent to 
structure a liquidity event as a sale of REIT assets fol-
lowed by a series of liquidating distributions, rather 
than as a series of non-liquidating capital gain divi-
dends. This is because the former structure entitles the 
OZ fund investor to the OZ tax exemption on all distri-
butions made by the REIT in liquidation, including dis-
tributions in respect of non-QOZP assets and attribut-
able to depreciation recapture. 

90% Asset Test Excludes Newly 
Raised Capital for Six Months, 
Potentially Extending Capital 

Deployment Period to as Long as 43 
Months 

Under the statute, no more than 10% of an OZ fund’s 
assets may consist of non-QOZP, including cash held as 
working capital, and a QOZB can hold only limited 
amounts of cash in excess of its reasonable working 
capital needs. These restrictions, together with the re-
quirement that investors acquire their OZ fund interests 
within 180 days of a capital gain realization event, hin-
dered the capital raising efforts of many OZ funds be-
cause a large enough inflow of capital shortly before an 
asset testing date could cause an OZ fund to fail the 
90% asset test if the cash could not immediately be put 
to use. This issue was particularly pronounced for OZ 
funds that rely on a continuous equity offering mecha-
nism given the increased likelihood that such funds 
might receive significant equity capital shortly before 
the June 30 testing date, which is the last opportunity 
for investors to roll over capital gains realized in the 
prior calendar year. 

The new proposed regulations provide relief by per-
mitting an OZ fund to exclude contributed capital from 
the 90% asset test for six months after it is received 
from investors, as long as it is held in cash, cash equiva-
lents, or short-term debt instruments (Prop. Treas. Reg. 
Section 1.1400Z-2(d)-1(b)(4)). This rule, combined with 
the reasonable working capital safe harbor discussed 
below and in our previous client alerts, can provide an 
OZ fund with a capital deployment period that is as long 
as 43 months. For example, a previously existing 
calendar-year OZ fund that raises capital on January 2 
could disregard the capital until July 2 and, therefore, 
would not be required to include the capital in its June 
30 asset test. On December 30 (the day before its next 
asset testing date) the OZ fund could contribute the 
capital into a QOZB, which would have 31 months to 
use the capital under the reasonable working capital 
safe harbor. This would give the OZ fund 43 months to 
deploy the capital, as depicted in the following timeline 
(dates for illustration only): 
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OZ Fund Partnership Liabilities 
Increase Outside Basis of OZ Fund 

Partnership Interests 

The OZ regime encourages new development of real 
estate, as well as the rehabilitation of existing struc-
tures. It is common for a property-owning partnership 
engaged in such a project to refinance the project upon 
stabilization to repay acquisition and construction loans 
and distribute excess cash to investors. Ordinarily, such 
a leveraged distribution does not give rise to investor-
level gain because each investor’s basis in its partner-
ship interest will generally include its share of the part-
nership’s liabilities, such that the cash distributed to an 
investor will generally not exceed the investor’s basis in 
its partnership interest. In addition, the additional basis 
increase attributable to the partnership’s debt typically 
allows an investor to take depreciation deductions in 
excess of its investment in the partnership. 

The OZ statute, however, states that an investor’s ba-
sis in its OZ fund interest is initially zero and is adjusted 
upwards only after certain holding period requirements 
are satisfied. Although Congress clearly contemplated 
that an OZ fund could be formed as a partnership and 
could invest in lower-tier partnerships, neither the stat-
ute nor the initial proposed regulations addressed how 
the general rules of partnership taxation, including the 
rules that determine an investor’s basis in an OZ fund 
partnership interest, would apply. As a consequence, it 
was unclear whether, prior to the time at which an in-
vestor’s basis in its OZ fund interest is stepped up un-
der the OZ rules, leveraged distributions made by an 
OZ fund partnership would cause its investors to recog-
nize gain and depreciation deductions that might other-
wise be enjoyed would be deferred or disallowed. 

The new proposed regulations generally eliminate 
these uncertainties and provide that an investor’s basis 
in an OZ fund partnership interest is increased by its 
share of the OZ fund partnership’s liabilities (including 
liabilities allocated to the OZ fund by a partnership in 
which the OZ fund is a partner), just as it would be out-
side the OZ regime (Prop. Treas. Reg. Section 1.1400Z-
2(b)-1(g)). This basis increase, in most cases, should be 
sufficient to allow an investor in an OZ fund partner-
ship to avoid gain recognition as a result of its allocable 
share of the OZ fund partnership’s leveraged distribu-
tions and to enjoy depreciation deductions as it other-
wise would under the partnership tax regime. 

The beneficial rules for partnership distributions are 
subject to an important caveat: a distribution made by 
an OZ fund partnership will cause an investor to recog-
nize gain and cause an investor’s interest in the OZ 
fund to lose its status as a qualifying OZ fund invest-
ment if the distribution, together with the investor’s 
contribution to the OZ fund, is characterized as a dis-
guised sale (Prop. Treas. Reg. Section 1.1400Z-2(a)-
1(b)(10)(ii)(A)(2)). For these purposes, any cash con-
tributed by the investor is treated as non-cash property 
(thus potentially subject to the disguised sale rules) and 
the exception to disguised sale treatment for leveraged 
distributions is unavailable. Accordingly, as a practical 
matter, leveraged distributions that occur within two 
years of an investor’s contribution to an OZ fund part-
nership will be treated as a disguised sale, causing the 
investor to recognize gain and disqualifying all or a por-
tion of its interest as a qualifying OZ fund investment. 
Conversely, leveraged distributions occurring two years 
after the investor’s contributions should not result in 
disguised sale treatment. 

An investor in an OZ fund organized as a C corpora-
tion, an S corporation, or a REIT will generally not en-
joy similar benefits because the investor’s basis in its 
OZ fund interest will not be adjusted for debt incurred 
at the OZ fund level or below. As a consequence, inves-
tors that prioritize leveraged distributions and deprecia-
tion deductions will likely prefer OZ fund partnerships 
for real estate development projects. 

Reasonable Working Capital Safe 
Harbor Expanded 

As described above and in our prior client alerts, the 
statute imposes strict limitations on the amount of cash 
and cash equivalents that both OZ funds and QOZBs 
may hold. At the QOZB level, however, the limitations 
do not apply to ‘‘reasonable’’ working capital. The ini-
tial proposed regulations clarified that the amount of 
working capital maintained by a QOZB would be 
deemed to be reasonable if the following requirements 
were satisfied: 

1. The amount is designated in writing for the acqui-
sition, construction and/or substantial improvement of 
tangible property within the opportunity zone; 

2. The QOZB prepares a written schedule that pro-
vides for the expenditure of the amount within 31 
months of the QOZB’s receipt thereof and is consistent 
with the ordinary start-up of a trade or business; and 

3. The working capital assets are actually used in a 
manner that is ‘‘substantially consistent’’ with the pre-
vious two requirements. 

Although helpful with respect to amounts necessary 
for the acquisition and improvement of tangible prop-
erty, this initial version of the safe harbor failed to pro-
vide guidance with respect to amounts necessary for 
other business expenses, such as payroll, which was of 
particular concern for OZ funds engaged in businesses 
other than real estate development. For example, 
QOZBs in the services or technology industries may re-
quire significant working capital to fund the formation, 
acquisition, or expansion of a business and to pay em-
ployees and contractors pending revenue sufficient to 
cover expenses. 

The new proposed regulations alleviate this concern 
by expanding the safe harbor to include working capi-
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tal used for the development of any trade or business in 
an opportunity zone, including amounts necessary for 
hiring staff and acquiring intangibles, such as permits 
(Prop. Treas. Reg. Section 1.1400Z-2(d)-1(d)(5)(iv)(A)). 

The new proposed regulations also identify circum-
stances in which deviation from the written schedule is 
permissible. Specifically, exceeding the 31-month safe 
harbor period will not violate the safe harbor if the de-
lay is attributable to a delay in government action on an 
application, as long as the application was completed 
during the 31-month period (Prop. Treas. Reg. Section 
1.1400Z-2(d)-1(d)(5)(iv)(C)). Although this addition is 
welcome, it is not entirely clear whether relief is avail-
able if, for example, a QOZB knows that a certain gov-
ernment action generally takes no less than 12 months 
while subsequent construction is likely to take another 
20 months. This rule also does not address other legiti-
mate deviations from the plan (e.g., natural disasters, 
disruption in the credit markets, labor market unrest, 
etc.). 

Finally, the new proposed regulations clarify that the 
same QOZB can benefit from multiple overlapping or 
sequential reasonable working capital safe harbor plans 
(Prop. Treas. Reg. Section 1.1400Z-2(d)-1(d)(5)(iv)(D)). 
This is particularly helpful for real estate developers 
seeking phased developments and businesses that wish 
to capitalize on opportunities to pursue new lines of 
business. 

It is worth emphasizing that the reasonable working 
capital safe harbor continues to apply only at the QOZB 
level. Accordingly, an OZ fund cannot hold more than 
10% of its assets in cash and other nonqualifying assets. 

Rules Regarding Leased Tangible 
Property and Related-Party Leases 

Clarified 
The statute provides that a corporation or partner-

ship will qualify as a QOZB if, among other things, sub-
stantially all of the tangible property ‘‘owned or leased’’ 
by the entity is ‘‘qualified opportunity zone business 
property’’ (QOZBP) (Section 1400Z-2(d)(3)(A)(i)). This 
language leaves little doubt that a QOZB is permitted to 
lease tangible property. Such property clearly will not 
be a ‘‘good’’ asset, however, unless it constitutes 
QOZBP. Under the statute, tangible property will not 
qualify as QOZBP unless (1) it is acquired by purchase 
from an unrelated party after Dec. 31, 2017, (2) its origi-
nal use in the opportunity zone begins with the QOZB 
or the QOZB substantially improves the property, and 
(3) during substantially all of the QOZB’s holding pe-
riod for the property, substantially all of its use is in the 
opportunity zone. Because leased property is, by defini-
tion, not acquired by purchase and because the original 
use of leased property located inside an opportunity 
zone will generally begin with the lessor (who placed 
the property in service), it was not clear how leased 
property could satisfy these requirements. Because 
much of the property used in businesses is leased and 
not purchased, clarity on this point was critical. 

Fortunately, the new proposed regulations provide 
practical guidance. Leased tangible property will gener-
ally qualify as QOZBP if four criteria are satisfied: (1) 
the taxpayer must enter into the lease for the tangible 
property after Dec. 31, 2017, (2) during substantially all 
(90% or more) of the period for which the OZ fund or 

QOZB leases the tangible property, substantially all 
(70% or more) of the use of the leased property must be 
in the opportunity zone, (3) the terms of the lease must 
reflect arm’s-length terms, and (4) for real property 
(other than unimproved land), there cannot exist, at the 
time the lease is entered into, a plan, intent, or expecta-
tion that the OZ fund will purchase the property for 
other than fair market value determined at the time of 
purchase and without regard to prior lease payments 
(Prop. Treas. Reg. Sections 1.1400Z-2(d)-1(c)(4)(i)(B), 
1.1400Z-2(d)-1(d)(2)(i)(B)). 

The new proposed regulations explicitly permit 
related-party leases, which is especially helpful for in-
vestors that already own property in an opportunity 
zone and wish to lease that land into an OZ fund or 
QOZB in which the investor owns an interest. Such 
leases are subject to certain additional requirements, 
however. Specifically, in the case of a related-party 
lease, (1) the lessee (OZ fund or QOZB) may not make 
prepayments in connection with the lease relating to a 
period of use of the property that exceeds 12 months 
and (2) in the case of a lease of tangible personal prop-
erty, the lessee must become owner of tangible QOZBP 
with a value at least equal to the value of leased tangible 
personal property before the earlier of the last day of 
the lease or 30 months after receiving the property un-
der the lease. The latter requirement applies only if the 
original use of the leased tangible personal property in 
the opportunity zone did not begin with the lessee 
(Prop. Treas. Reg. Sections 1.1400Z-2(d)-
1(c)(4)(i)(B)(3), 1.1400Z-2(d)-1(d)(2)(i)(B)(3)). 

Finally, the new proposed regulations provide rules 
for determining the value of leased property for pur-
poses of the 90% asset test at the OZ fund level and the 
70% QOZBP asset test at the QOZB level. Like pur-
chased property, leased tangible property may be val-
ued as reported on an applicable financial statement 
prepared according to GAAP, but only if GAAP requires 
recognition of the lease. Alternatively, a taxpayer may 
treat leased tangible property as having a value equal to 
the sum of the present values of all payments to be 
made under the lease, discounted at the applicable fed-
eral rate. A taxpayer must apply its chosen method con-
sistently across all of its leased property (Prop. Treas. 
Reg. Sections 1.1400Z-2(d)-1(b), 1.1400Z-2(d)-
1(d)(3)(ii)). 

‘Substantial Improvement’ 
Determined on an Asset-by-Asset 

Basis 
Under the statute, if tangible property has been pre-

viously used in an opportunity zone, such property can-
not constitute QOZBP unless it has been substantially 
improved, i.e., the OZ fund or the QOZB must, within 
30 months, make capital improvements to the property 
in amounts greater than its initial tax basis in the prop-
erty. Under the new proposed regulations, the substan-
tial improvement requirement must be applied to pur-
chased tangible property on an asset-by-asset basis 
(Prop. Treas. Reg. Sections 1.1400Z-2(d)-1(c)(8)). Thus, 
for example, if an OZ fund acquires four buildings for 
$100x each as part of a single project, it must double the 
tax basis of each and every building it needs to qualify 
as QOZBP. This is so even if, from a commercial per-
spective, it would make sense to invest an aggregate of 
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$401x in only one or two of the buildings. As a conse-
quence, the asset-by-asset approach may discourage in-
vestments that would otherwise represent the most effi-
cient use of capital. It can also be onerous and imprac-
tical, especially for operating businesses with 
significant and diverse assets, a concern explicitly ac-
knowledged in the preamble. In fact, Treasury and the 
IRS requested comments on this point, including 
whether a group of interrelated tangible assets should 
be aggregated as a single asset for purposes of the sub-
stantial improvement requirement. 

This column does not necessarily reflect the opinion 
of The Bureau of National Affairs, Inc. or its owners. 
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