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e What are the tax benefits to an investor?
 How do Qualified Opportunity Funds (QOF) work?

 What is Qualified Opportunity Zone Business Property
(QOZBP)?
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History of Opportunity Zones?

Sean Parker was the primary
architect behind Opportunity
Zones. He is a philanthropist
and entrepreneur with a
record of launching genre-
defining companies including
Facebook, Napster and Plaxo.
He is the Founder and
Executive Chairman of the
Economic Innovation Group.
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Sean worked with a number of people for the bill to get traction and in 2016 he had 72 supporting legislators on both sides (D and/or R). In April of 2016 the bill was introduced on the Senate floor and it was proposed in the House. Originally it was going to be a stand alone bill but then they decided to attach it to some fast acting legislation (i.e. TCJA).   


What is a Qualified Opportunity Zone?

“Qualified Opportunity Zones are a new community development program
established by Congress in the Tax Cuts and Jobs Act of 2017 to encourage
long-term investments in low-income rural & urban communities nationwide.

The Opportunity Zones program provides a tax incentive for investors to re-
invest their unrealized capital gains into Opportunity Funds that are dedicated
to investing into Opportunity Zones designated by the chief executives of
every U.S. state and territory.”

Economic Innovation Group, (EIG)
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What is a Qualified Opportunity Zone?

These new Federal Opportunity Zones are
intended to facilitate investment in areas where
poverty rates are greater than 20 percent.

The governor of each state nominated
communities as Qualified Opportunity Zones
and submitted the nomination to the Secretary
of the Treasury no later than April 20, 2018.

Areas can be nominated as Qualified
Opportunity Zones if the areas are low income
communities as defined in Code Section 45D(e).
The Secretary of the Treasury has 30 days to
certify an area as a Qualified Opportunity Zone
from the date it receives the nomination.
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OZ Demographics

Per a study done by EIG (based in DC):
90
%0 Average poverty rate of all OZ is
~31% (exceeds 20% eligibility)
On average family median income

70

60

30 have not experienced significant

socioeconomic change in recent
year
e Lowers chances for significant

Poverty Rate Family Median gentrification and displacement of

Income existing communities
mOZ [ Eligibility

20
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of OZ is ~¥59% of area’s median
0 (below 80% eligibility)
40 96% of the areas included in OZ
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EIG : public policy company

80% of area’s median eligibility- so lets say average is $30,000
Eligibility would be $24,000
Actual average would be $17,700
*further reiterates low income nature of these opportunity zones
This came off the 2010 census data.

96% important to highlight for those who are concerned for gentrification or loss of existing community

Gary
Some areas are not low income any more, for example the west side of Atlanta
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Opportunity Zones in USA

The tax code now encourages
long-term, patient private capital to
invest in eligible low-income rural
and urban communities, called
Cpporiunity Zones, all across the
United States. To learn more
vigit gig.crafopportunityzones
ECONOMIC
INNOVATION &p
GROUP
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*links at bottom of slide will allow you to look at states and cities in more specific detail

https://eig.org/opportunityzones
https://www.cims.cdfifund.gov/preparation/?config=config_nmtc.xml

GA Opportunity Zones

e “Georgia submitted 260 nominations from 83
counties, comprising 60 percent rural
communities and 40 percent urban
communities, ahead of the March 21 deadline
and all were approved by the Department of
the Treasury. The program will be
administered by the Georgia Department of
Community Affairs (DCA)”
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Georgia wasn’t playing around.  They were one of the first states to jump on this and submit their nominations. 


GA Opportunity Zones

Gov. Deal states “...both rural and urban
communities that experienced a slower
economic recovery in the last few years,
these tax incentives represent another
step forward in their economic
revitalization.”

DCA Commissioner Christopher Nunn
“This designation will enable some of our
state’s struggling communities to attract
much- needed private sector investment,
by giving an economic ‘shot in the arm’ to
these communities, our goal is to boost
investment where it’s most urgently
needed.”

—  georgia.gov— ‘Deal: Department of the Treasury designated Qualified
Opportunity Zones in Georgia’
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We had the pleasure of speaking with Christopher Nunn last week (and if you attend our annual Windham Brannon Insight, which is a 8 hour CPE day, then you might remember him as a guest speaker discussing all the exciting things happening in Georgia; if you did not get the invite to Insights, please email me and we will make sure to include on the list next year) , who is the Georgia’s DCA Commissioner.  And they are so excited that this program was implemented.  They are anticipating that his bill will help continue to stimulate growth throughout the entire state of GA.  Georgia has been named the number one state to do business. We have seen growth of the Savanah Port, the explosion of the Film Industry and manufactures setting up shop here, I feel that this added incentive will continue to put Georgia as a competitive state to do business in. 


portunity Zones in GA
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Opportunity Zones in Atlanta
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Gary 

And here you can see the west side


Investor Benefits
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Thanks Laura, so now that we have some history behind this program - -let’s talk about some of the investor benefits. 




What Am | Investing In?

“Don’t let the tax tail wag the dog!”
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Before we discuss the tax benefits of this investment, you must first realize that this is an investment into low income and distressed communities that will have tax benefits, but, ultimately whomever you’re investing with should be considered . 
There are risks involved, as with any investment. 

So keep that in mind as we go through the next couple of slides. 


3 Main Incentives

Permanent
Step up in exclusion
basis — on
reduction of l§ opportunity
capital gain zone
(up to 15%) B investment
gains

Temporary
deferral of
current
capital
gains (up to
8 years)
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There are 3 main tax incentives incorporated into this bill to help promote investment into these designated areas that Laura talked about.  

The first two relate to the initial investment or capital placed into an opportunity fund and the third relates to the fund itself. 

The first benefit is the deferral of capital gain from the sale of any asset until 2026. 
The second benefit is a step-up in the basis of that asset, of up to 15% .


And the third is a permeant exclusion on gains from the Opportunity Fund investment. 
This is the benefit that everyone is most excited about and where there is an opportunity for a large tax free appreciation in the investment. The way this works is after holding the investment in a fund for at least 10 years your basis stepped up to the value of your investment at the date of sale.  


What Can Be Invested

e Code Sec. 1400Z-2(a)(1)

— “gain from sale to, or exchange with, an unrelated
person of any property held by the taxpayer, at the
election of the taxpayer.”

 Amount of gain invested will not be included in income for
the tax year

e Gain must be reinvested within 180 days of sale
 Sale must take place before 12/31/2026

 There is no maximum amount that can be
invested in a Qualified Opportunity Fund (QOF)
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So we talked a little about gains and capital gains. And the law uses both these terms in its wording which has caused a lot of confusion for prospective investors and fund managers.  
So, What can be invested?
The code section reads “gain from sale to, or exchange with, an unrelated person of any property held by the taxpayer, at the election of the taxpayer.”
The gain must also be reinvested into an opportunity fund within 180 days of sale
And there is no cap on the amount of gain that can be invested in opportunity funds. 






Treasury Guidance Update
Proposed Regulations

What is Gain?

— Capital Gains: The proposed regulations state that
a gain is eligible for deferral if it is treated as a
capital gain for federal income tax purposes

— Gains from Pass-Through
e Partnership or partner can elect to defer gain
e Partners 180 days starts at the partnerships year end

e Partner can also use the partnership’s sale date if it is a
capital gain

— Attributes of the deferred gain are preserved
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These proposed regulations help clarify the meaning gain stated in the bill: 

The proposed regulations state that - a gain is eligible for deferral if it is treated as a capital gain for federal income tax purposes. -
So this will include capital gain from the sale of stocks, collectables, business assets as well as 1231 gain from pass-through entities. 

The 1231 gain was a big question the everyone was waiting to have answered. 

There is also some flexibility when it comes to passthrough gains. And these rules apply to partnerships, S-Corps and Trusts. The proposed regulation give passthroughs the option to defer the gain within the partnership or pass the gains out to the partners.

Passthrough timing. The taxpayers 180 days starts from the taxable year end of the partnership.

Another point I want to note is that the attributes of the deferred gain are preserved, Meaning if the capital gain was short term or long term when the deferral was elected they will be treated the same way when the tax is due in 2026. 



1231 Gains

 The amount of 1231 gain eligible for the

benefits of a QOF are net 1231 gain for the
year

* The 180 day reinvestment period starts on the
last day of the tax year

e Extended tax returns can be an issue
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Second Round

With the 5-year recapture rule (i.e. 1231 loss at ordinary rates offsets future capital gains and recharacterizing them to ordinary income so it is not eligible – no election out.) this could be an issue.

If a passthrough investment has extended their filing until September. You will have missed your 180 day window. 



Treasury Guidance Update
Proposed Regulations (October 2018)

Eligible Taxpayers

— Individuals

— Corporations (including RICs and REITs)

— Partnerships

— Common trust funds under Section 584

— Qualified settlement funds

— Disputed ownership funds

— Other entities taxable under Section 1.468B
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In the first round of Proposed regulations there was also some clarity around what type of entity can invest in an opportunity fund. 
As you can see here most types of tax payers are eligible. 

Individuals
Corporations (including RICs and REITs)
Partnerships
Common trust

So as you can see, this bill was intended to be pretty inclusive. 



"Mixed-Funds”

* Taxpayers may also invest mixed funds.

* Treated as two separate investments
— Re-invested gains
— Additional capital contributed

* Only re-invested gains will receive the tax
benefits found in investing in an QOF
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The bill also includes a provision for what is called mixed funds. The concept of mixed funds is a way for additional capital to be invested in an opportunity fund that does not meet the requirements of capital gains. But, unfortunately these funds do not receive the tax benefits we talked about earlier. This gives investors the opportunity to make an additional investment in projects they believe in even if they did not have any additional capital gains to contribute. If mixed funds are invested in an opportunity fund they should be treated as two separate investments, reinvested capital gains and additional capital contributed. And again only the reinvested gains will receive the tax benefits of the opportunity fund. 



Timeline of Recognition

Sale or
Exchange of
Capital Asset

Generating
Gain

Reinvest Gain
in
Opportunity
Fund

10% Step-Up
in Basis on
Gain
Reinvested

180 days

5 years

Additional
5% Step-Up
in Basis on
Gain
Reinvested

7 years
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12/31/2026:
Deferred
Gain
Recognized
and Deferred
Tax Due

*Gain must be
recognized on
12/31/2026 —
no additional
Step-Up
following this
date

Sale of
Opportunity
Fund
Investment:
Permanent
exclusion of
gain if
investment
has been
held for 10

years and
substantiall
improved.
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5 years – from date gain is invested in opportunity fund
7 years – from date gain is invested in opportunity fund

12/31/2026 – original gain must be recognized on return whether or not the fund has sold; recognize step up in basis
Last day to invest for any step would be 12/31/2021 to get any set-up benefit; and 12/31/2019 for the 15% step-up benefit.

Actual investment;

*HIGHLIGHT importance of years, especially 10 years and substantially improved for permanent exclusion


Investment Comparison

TRADITIONAL PORTFOLIO INVESTMENT QOF INVESTMENT

Original Gain: $200,000
LTCG Tax Rate of 20%
10% Annual Appreciation
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So lets look at an investment comparison between a traditional portfolio investment and a opportunity fund investment:
The facts in both situations are that you have transaction that produces a $200,000 long term capital gain and reinvested money will appreciate at 10%

For the traditional investment: you have $200,000 of LTCG,  you will have to pay tax on those gains in the current year and we are saying that will be at the 20% rate. So $40,000 will be paid in tax giving you $160,000 to reinvest. You put that $160,000  back into a traditional investment for 10 years at a 10% appreciation rate. 
So after 10 years you sell the investment for $415,000. The appreciation of that asset is $255,000 (which is the 415K -160K) and the tax on that is 51,000 giving you an after tax cash amount of $364,000 or an after tax ROI of 82%

So now lets use those same set of facts on the Opportunity Fund; you have $200,000 of LTCG and the tax on this is deferred until 2026,  this is investor benefit #1 we talked about earlier. This gives you the ability to invest the full 200k into the fund as opposed to the traditional investment where you are already starting off 40K in the hole. After 10 years of appreciation at the 10%  that would put the value of the investment in the fund at $518,750. Now in 2026 you do have to pay the tax on the original investment of 200k, but this is where the investor benefit #2 comes into play. You will only have to pay tax on 85% of that gain due to the 15% step up in basis on the original gain, so the tax due will be $34k (20% tax rate * 170K instead of 200K). So here you can see the benefits of the tax deferral, not only do you have a $6k tax savings on the original gain you also get the benefit of the time value of money on the $40k you did not have to spend at year 1. 

Now here is the best part. Benefit #3. We started with a 200k investment and after 10 years of our investment is worth $518,750 that gives us an appreciation of $318,750 and unlike the traditional investment where we had additional tax due, the basis in your opportunity fund is stepped up to the $518,750 making this a tax free event. 

So when you add this all up you get a net return of $484,750 and a after tax ROI of 142% and this is not including the TVM of the 40k in tax you did not have to pay in year 1. 

While this is a simplified example, I think you can see why everyone is talking about opportunity funds. 




Investment Comparison

Original Gain: $200,000
LTCG Tax Rate of 20%
10% Annual Appreciation

Original gain $200,000

Tax on gain in year of sale 20%
Tax paid on original gain (40,000)
Amount Reinvested $160,000
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So lets look at an investment comparison between a traditional portfolio investment and a opportunity fund investment:
The facts in both situations are that you have transaction that produces a $200,000 long term capital gain and reinvested money will appreciate at 10%

For the traditional investment: you have $200,000 of LTCG,  you will have to pay tax on those gains in the current year and we are saying that will be at the 20% rate. So $40,000 will be paid in tax giving you $160,000 to reinvest. You put that $160,000  back into a traditional investment for 10 years at a 10% appreciation rate. 
So after 10 years you sell the investment for $415,000. The appreciation of that asset is $255,000 (which is the 415K -160K) and the tax on that is 51,000 giving you an after tax cash amount of $364,000 or an after tax ROI of 82%

So now lets use those same set of facts on the Opportunity Fund; you have $200,000 of LTCG and the tax on this is deferred until 2026,  this is investor benefit #1 we talked about earlier. This gives you the ability to invest the full 200k into the fund as opposed to the traditional investment where you are already starting off 40K in the hole. After 10 years of appreciation at the 10%  that would put the value of the investment in the fund at $518,750. Now in 2026 you do have to pay the tax on the original investment of 200k, but this is where the investor benefit #2 comes into play. You will only have to pay tax on 85% of that gain due to the 15% step up in basis on the original gain, so the tax due will be $34k (20% tax rate * 170K instead of 200K). So here you can see the benefits of the tax deferral, not only do you have a $6k tax savings on the original gain you also get the benefit of the time value of money on the $40k you did not have to spend at year 1. 

Now here is the best part. Benefit #3. We started with a 200k investment and after 10 years of our investment is worth $518,750 that gives us an appreciation of $318,750 and unlike the traditional investment where we had additional tax due, the basis in your opportunity fund is stepped up to the $518,750 making this a tax free event. 

So when you add this all up you get a net return of $484,750 and a after tax ROI of 142% and this is not including the TVM of the 40k in tax you did not have to pay in year 1. 

While this is a simplified example, I think you can see why everyone is talking about opportunity funds. 




Investment Comparison

Original Gain: $200,000
LTCG Tax Rate of 20%
10% Annual Appreciation

Original gain $200,000
Tax on gain in year of sale 20%

Tax paid on original gain (40,000)
Amount Reinvested $160,000

Value after 10 years $415,000
Less tax on appreciation (51,000)
Net Return $364,000

ROI - 82%
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So lets look at an investment comparison between a traditional portfolio investment and a opportunity fund investment:
The facts in both situations are that you have transaction that produces a $200,000 long term capital gain and reinvested money will appreciate at 10%

For the traditional investment: you have $200,000 of LTCG,  you will have to pay tax on those gains in the current year and we are saying that will be at the 20% rate. So $40,000 will be paid in tax giving you $160,000 to reinvest. You put that $160,000  back into a traditional investment for 10 years at a 10% appreciation rate. 
So after 10 years you sell the investment for $415,000. The appreciation of that asset is $255,000 (which is the 415K -160K) and the tax on that is 51,000 giving you an after tax cash amount of $364,000 or an after tax ROI of 82%

So now lets use those same set of facts on the Opportunity Fund; you have $200,000 of LTCG and the tax on this is deferred until 2026,  this is investor benefit #1 we talked about earlier. This gives you the ability to invest the full 200k into the fund as opposed to the traditional investment where you are already starting off 40K in the hole. After 10 years of appreciation at the 10%  that would put the value of the investment in the fund at $518,750. Now in 2026 you do have to pay the tax on the original investment of 200k, but this is where the investor benefit #2 comes into play. You will only have to pay tax on 85% of that gain due to the 15% step up in basis on the original gain, so the tax due will be $34k (20% tax rate * 170K instead of 200K). So here you can see the benefits of the tax deferral, not only do you have a $6k tax savings on the original gain you also get the benefit of the time value of money on the $40k you did not have to spend at year 1. 

Now here is the best part. Benefit #3. We started with a 200k investment and after 10 years of our investment is worth $518,750 that gives us an appreciation of $318,750 and unlike the traditional investment where we had additional tax due, the basis in your opportunity fund is stepped up to the $518,750 making this a tax free event. 

So when you add this all up you get a net return of $484,750 and a after tax ROI of 142% and this is not including the TVM of the 40k in tax you did not have to pay in year 1. 

While this is a simplified example, I think you can see why everyone is talking about opportunity funds. 




Investment Comparison

Original Gain: $200,000 Original Gain $200,000
LTCG Tax Rate of 20% LTCG Tax Rate of 20%
10% Annual Appreciation 10% Annual Appreciation

Original gain $200,000 Original gain $200,000

Tax on gain in year of sale 20% Tax on gain in year of sale 0%
Tax paid on original gain (40,000) Amount Reinvested $200,000
Amount Reinvested $160,000

Value after 10 years $415,000
Less tax on appreciation (51,000)
Net Return $364,000

ROI - 82%
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So now lets use those same set of facts on the Opportunity Fund; you have $200,000 of LTCG and the tax on this is deferred until 2026,  this is investor benefit #1 we talked about earlier. This gives you the ability to invest the full 200k into the fund as opposed to the traditional investment where you are already starting off 40K in the hole. 

After 10 years of appreciation at the 10%  that would put the value of the investment in the fund at $518,750. Now in 2026 you do have to pay the tax on the original investment of 200k, but this is where the investor benefit #2 comes into play. You will only have to pay tax on 85% of that gain due to the 15% step up in basis on the original gain, so the tax due will be $34k (20% tax rate * 170K instead of 200K). So here you can see the benefits of the tax deferral, not only do you have a $6k tax savings on the original gain you also get the benefit of the time value of money on the $40k you did not have to spend at year 1. 

Now here is the best part. Benefit #3. We started with a 200k investment and after 10 years of our investment is worth $518,750 that gives us an appreciation of $318,750 and unlike the traditional investment where we had additional tax due, the basis in your opportunity fund is stepped up to the $518,750 making this a tax free event. 

So when you add this all up you get a net return of $484,750 and a after tax ROI of 142% and this is not including the TVM of the 40k in tax you did not have to pay in year 1. 

While this is a simplified example, I think you can see why everyone is talking about opportunity funds. 




Investment Comparison

Original Gain: $200,000 Original Gain $200,000
LTCG Tax Rate of 20% LTCG Tax Rate of 20%
10% Annual Appreciation 10% Annual Appreciation

Original gain $200,000 Original gain $200,000

Tax on gain in year of sale 20% Tax on gain in year of sale 0%
Tax paid on original gain (40,000) Amount Reinvested $200,000
Amount Reinvested $160,000

Value after 10 years $518,750
Value after 10 years $415,000 Less tax on deferred gain* (34,000)
Less tax on appreciation (51,000) Less tax on appreciation 0
Net Return $364,000 Net Return $484,750

*After 15% Step-Up in Basis not adjusted for TMV of S.

ROl —82% ROI - 142%
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So now lets use those same set of facts on the Opportunity Fund; you have $200,000 of LTCG and the tax on this is deferred until 2026,  this is investor benefit #1 we talked about earlier. This gives you the ability to invest the full 200k into the fund as opposed to the traditional investment where you are already starting off 40K in the hole. 

After 10 years of appreciation at the 10%  that would put the value of the investment in the fund at $518,750. Now in 2026 you do have to pay the tax on the original investment of 200k, but this is where the investor benefit #2 comes into play. You will only have to pay tax on 85% of that gain due to the 15% step up in basis on the original gain, so the tax due will be $34k (20% tax rate * 170K instead of 200K). So here you can see the benefits of the tax deferral, not only do you have a $6k tax savings on the original gain you also get the benefit of the time value of money on the $40k you did not have to spend at year 1. 

Now here is the best part. Benefit #3. We started with a 200k investment and after 10 years of our investment is worth $518,750 that gives us an appreciation of $318,750 and unlike the traditional investment where we had additional tax due, the basis in your opportunity fund is stepped up to the $518,750 making this a tax free event. 

So when you add this all up you get a net return of $484,750 and a after tax ROI of 142% and this is not including the TVM of the 40k in tax you did not have to pay in year 1. 

While this is a simplified example, I think you can see why everyone is talking about opportunity funds. 




Treatment of Losses

* Despite being sold at a loss, there is still
potential benefit if the investment is sold after

a 5-7 year period (Step-Up in basis has
occurred.)
— (See example on next slide)
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Now, we don’t want to be pessimists, but as we said earlier these are investments an do carry risk. 
Despite being sold at a loss, there is still potential benefit if the investment is sold after a 5-7 year period due to the step up in basis.


Loss Benefit Example

Original gain of $1 million
invested in Opportunity Fund

Opportunity Fund
investment is sold for
S$700,000 before 2026

Held for 5 Years: Held for 7 Years:
$700,000 — ($1,000,000*10%) = $700,000 — ($1,000,000*15%) =
$600,000 Gain Recognized $550,000 Gain Recognized
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Read slide

This simplified example does not take into account that managed opportunity funds will each have their own restrictions on how and when you can get sell your investment.  

1,000,000 original investment
700,000 investment sold for
300,000 loss



1031 Exchange vs. Opportunity

/one
. |section1031  |ozFund

Property Type real property any property

Investment Timing Within 180 days Within 180 days

Step-Up in Basis Only upon death do heirs geta -10% step-up on re-invested
step-up to market value gain after 5 years
-additional 5% step-up after 7
years

Gain Recognition Deferred Gain — fully taxable -Reduction in original gain
upon sale (due to step-up in basis
depending on holding period)
-0 capital gain recognized on
gain from OZ fund, if held for
10 years

Intermediary Required No
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What is a Qualified Opportunity
Fund?
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What is a Qualified Opportunity Fund?

Although funds can accommodate a wide
variety of businesses, an opportunity fund is
well suited for certain types of real estate
development projects, mfrastructure and

energy projects.
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Mixed-used property in urban areas and solar farms in more rural areas (energy tax credit).

With the second round of proposed regulations there has been a lot of questions answers in relation to operating business. 


What is a Qualified Opportunity Fund?

An investment vehicle (partnership /
corporation) in which 90% of its assets are
invested in Qualified OZ property.

Measured at six and twelve month intervals
on the tax year.

QOZ Property can be Stock, Partnership
Interest or Business Property.

 The QOF testing is self administrated
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Clarification: Treated as a partnership for federal tax purposes, - LLC

Created within the 50 states and U.S possessions


What is Qualified OZ Property?

Opportunity Zone Property

OZ Stock OZ Partnership Interest OZ Business Property
e Stock in domestic corp. e Capital or profits in * Tangible property used in
acquired after 12/31/17 interest after 12/31/17 trade or business
Corp is a QOZ Business at Partnership is or being purchased by fund after
time of stock issuance organized as a OZ 12/31/17
During Funds holding Business. Originates or is
period, stock remained During Funds holding substantially improved by
qualified as a Q0Z period, partnership the QOF
Business remained qualified as a During Funds holding
QOZ Business period the use of the
property remains in the
OZ.
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As stated on the previous slide The opportunity fund must invest 90% of its assets in qualified opportunity zone property.  

Opportunity zone property can be any one of these 3 (stock, partnership interest, property)
Opportunity zone stock: is stock in a  company that is a qualified opportunity zone business

 Opportunity Zone Partnership interest: is interest in a partnership that is organized as a qualified opportunity zone business. 

and Opportunity Zone Business Property.  is tangible property that Originates with the fund or is substantially improved. 

All three of these have to be acquired after 12/31/17 and remain “qualified” during the funds holding period. 


QOZ Business Property

Owned by QOF or QOZB

Tangible property acquired (from unrelated Party)
after 2017 and used in a trade of business

Originates with the QOF / QOZB or is substantially
improved (100%) and

During substantially all (90%) of the QOF’s
holding period, substantially all (70%) of the use
of the property was in a qualified opportunity
zone
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Related party rules 20%


Substantially Improved Property

 Code Sec. 1400Z-2(d)(2)(D)(ii)

“during any 30-month period beginning after the date of acquisition of such
property, 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 at the beginning of such 30-month period.”

 Update

— If an acquired property (land and building) have
been vacant for 5 years, when placed back in service

it is considered original use and the basis is not needed
to be increased.

— Determined on an asset by asset basis
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As we stated earlier, this program is will suited for real estate development. To make sure the your investment is being put to work, The bill includes the language  “substantially improved property”. 

What this means is if the opportunity fund invests or purchases in an existing business. Lets say a hotel that is located in an opportunity zone. The fund has a 30 month window to increase its basis in that asset by the its original basis. 

This was a pretty important part of the legislation and brought about many questions on how basis is calculated. 
UPDATE
If you acquire property that has been abandoned for al least 5 years it will be considered as original use and there is no need to Substantially improve it
Another updated is the improvements are to be Determined on an asset by asset basis. Meaning cannot build an outparcel to increase the basis of an existing hotel. Additional comments have been requested related to this. For some businesses this can be an administrative burden. There are Discussions on the possibility of aggerating assets. 


Real Property Straddling A Zone

e Empowerment Zone Rules

* |f Contiguous, based on square footage, the
amount of real property in the zone is
substantial compared to the real property
outside the zone
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We have received a lot of questions from investors that own property next door to an opportunity zone area, and if they would qualify. 
The second round of proposed regulations touched on this subject.  And referred us back to the empowerment zone rules.  Stating if the real property is contiguous and if the amount inside the zone is substantial based on square footage. Then it would qualify as qualified opportunity zone property.
I think there will be more clarifications around this topic. 



Treasury Guidance Update (October
2018)

Revenue Ruling 2018-29
Land and Building Substantial Improvement

Clarifies that the substantial improvement to the

purchase of an existing building is measured by the
additions to the adjusted basis of the building
excluding the land.
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First round update

The basis in Land can be excluded from the substantial improvement test.


Leased Property

The QOF or QOZB can lease property from a
related party

Not required to be the original owner or
substantially improve

Must be market rate (arms-length transaction)

Prepaid rent cannot be more than 12 months

WINDHAM BRANNON



Presenter
Presentation Notes
Gary

Some guidance came out in the Second Round of proposed regulations related to leased property. The Qualified opportunity fund or the Qualified opportunity zone business can lease property from a related party. It has to be a market rate lease and you cannot prepay rent more than 12 months in advance. 
This could Benefit someone who owned assets before 2018 and they could not be substantially improved , they would be able to lease the assets to the Qualified opportunity fund



QOZ Business

* Trade or Business

» Substantially all (70%) of its owned / leased
property is QOZBP and:

1. Business generates 50% of gross income from
the active conduct of a qualifying trade or
business. (Safe Harbors apply)

Business uses a substantial (40%) part of its
intangible property in active conduct of the
business
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QOZ Business

3. Less than 5% of the unadjusted basis of the
property is nonqualified financial property.

- debt, stock, partnership interests

4. Business is not a nonqualified business
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nonqualified financial property;
means debt, stock, partnership interests, options, futures contracts, forward contracts, warrants, notional principal contracts, annuities, and other similar property specified in regulations; except that such term shall not include— 



What Doesn't Quality

* A trade or business will not qualify as an QOZ business if it is engaged in
owning or operating 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 (i.e., liquor store).

— Triple Net Leases
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Second Round

Added Triple Net leases NNN Leases: did not give a definition on NNN Leases.  Understood to be tenant to pay property taxes, property insurance and common area maintenance .  


Trade or Business Safe Harbor

50% of gross income safe harbor, one of the
following:

1. 50% of services performed by employees or
independent contractors (based on hours) are in
QOZ

. 50% of the compensation paid to employees or
independent contractors are in a QOZ

. 50% of income generated from tangible
property and management operations are
within the QOZ
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Business generates 50% of gross income from the active conduct of a qualifying trade or business.
This may be hard test to pass  if you are a software company or the seller of a product where you market area was the whole US. 
So the latest round of proposed regs added 3 safe harbors to this test. 
50% of services performed based on hours or 50% of compensation paid to employees or independent contractors within the Zone. 
50% of income is generated from tangible property and management operations are within the Zone

This will bring up questions on what is an IC vs. a vendor? 
And Do activities performed in other Zones apply.


31 Month Working Capital
Safe Harbor

Written plan for the acquisition, construction
or substantial improvement

Written schedule of when the capital will be
deployed

Extended if deployment of capital is held up
due to government delays

* Overlapping is permitted
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31 month safe harbor created in the first round of proposed regulations 
You need to have a written plan for the acquisition, construction or substantial improvement 
A schedule of when the capital will be deployed.

The Second Round added two additions clarifications on the 31 month safe harbor.
It can be extended for or government delays, (permiting)
Overlapping is permitted, meaning if capital comes in the QOZ business at different times you can have different start dates for the 31 months


Substantially All

QOF
— 90% of assets invested in a QOZ Property

QOZ Business

— 70% of the tangible property is owned or leased by a
trade or business is QOZ business property.

QOZ Business Property
— 70% in use within a qualified opportunity zone

QOF Holding Period

— During 90% of the Fund holding period the QOZ
Business remains qualified.
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Second Round Clarifications

For example, these regulations imply that a QOF could satisfy the substantially all standards with as little as 40 percent of the tangible property effectively owned by the fund being used within a qualified opportunity zone. This could occur if 90 percent of QOF assets are invested in a qualified opportunity zone business, in which 70 percent of the tangible assets of that business are qualified opportunity zone business property; and, in addition, the qualified opportunity zone business property is only 70 percent in use within a qualified opportunity zone, and for 90 percent of the holding period for such property. Multiplying these shares together (0.9 x 0.7 x 0.7 x 0.9 = 0.4) generates the result that a QOF could satisfy the requirements with just 40 percent of its assets effectively in use within a qualified opportunity zone. 


Form 8996

Form 89 96 Qualifled Opportunity Fund
[D“"E'm"ez iﬁrd]-r ) » Go to WWW.irs. gov/Forma995 for the latest information. pr—
::r?;ma] ;S‘mueeswre:;uﬁ = Attach to your tax returmn. See instructions. sequance Mo, 906

Mame Empioyer ieentification numt=r

OME No. 15450123

m] General Information and Certification

1 Typeof taxpayer. [| Corporation, [ Partnership
2 s the taxpayer crganized for the purpose of investing in qualified opportunity Zene property (other than another qualified
opporiunity fund)?
O Mo.STOP. Do not file this form with your tax return.
O Yes. Gotolina 3.
3 s this the first paricd the taxpayer is a Qualified Opportunity Fund?
[ ¥es. By checking this box, you certify that by the end of the taxpayer's first qualified opporunity fund year, the taxpayer's

organizing documents include a statement of the entity’s purpose of invasting.in gualified cpportunity zome property and the
description of the qualified opportunity zone business. See instructions.

[ Mo. Go to Part Il
4 [f "Yes" on line 3y list the firstmonth in which thefund choosas tio'bera Qualified Opporiunity Fund.

I investment Standard Calculation

B Total qualified opportunity zone property held by the taxpayer on the last day of the first 6-month
period of the tawpayer's tax year. See instructions if Part [, line 3 is *Yes™
Total assets held by the taxpayer on the last day of the first 8-month pennd of the ta.xpayer 's tax
year. See instructions if Part |, line 3 is “Yas"
Divide lina 5 by lina 8.
Total qualified opportunity zons |::r|::-|::uert3.r halcl by tha wxpayar on the Iast u:Ia:.' of the wxpaye 5 fax
yaar .o

9 Total assats he-l[:l I:uy tha ta.:(paysr on tha Iast cla:,' of the taxpayer 5 tﬂx :,'ear
10 Divide line 8 by line 8.

m Qualified Gppommlty Fund Average and Penal‘ky

11 Add lines 7 and 10
12 Divide line 11 by 2.0. See |nstruct|[:-ns |f F‘art I |II1E 3 is “Ye:s
13 Is line 12 equal to or more than 907
[0 Yes. Enter -0- on this line and file this form with your tax retum.
O Me. The fund has failed to maintain the investment standard. Complete Part IV to figure the
penalty. Enter tha penalty' from line & of Part IV on this line, and file this form with your tax
retum . B L ..

Cat. Mo ATE20G
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Qualified Opportunity Fund 90%
Test —

e Every six months (June 30 and December 31)

* First test is the earlier of: six months after the
start of the fund or December 31

Safe Harbor

e Does not need to include cash contributed
within the last six months.
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Second Round – give example


Opportunity Zone Structures

Taxpayer Taxpayer

Mixed Investment

Deferred Capital Gain
Deferred CG/New Money

Opportunity
Fund

90% Assets Direct Purchase

Qualified
Opportunity
Zone
Business
Property
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So we have discussed a lot about what an opportunity fund is. Here is a simplified chart of what the structure could look like. 

Up at the top you have two tax payers making equity investments into the Opportunity fund.
1 CG only
2 CG and other money


In this example the opportunity fund is making a direct investment into an opportunity zone, such as building an apartment building. 


Opportunity Zone Structures

Taxpayer

Deferred Capital Gain

WINDHAM BRANNON

Opportunity
Fund

90% Assets

QOZ Business
Partnership

70% Assets

Qualified
Opportunity
Zone Business
Property

70% within zone

Taxpayer

Mixed Investment
Deferred CG/New Money

Developer/

Partner
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Again, here is another structure that has a little more going on. 

Up at the top you have two tax payers making equity investments into the Opportunity fund.


But, in this example, the opportunity fund is putting its money into a partnership interest of an opportunity zone business, and in turn that business is developing Opportunity zone property. The main difference in this example is there is another partner involved in the OZ Business Partnership. An example of this would be your bigger mixed use developments where the fund needs to bring the expertise of a big developer. 



Qualified Opportunity Fund
Reinvestment

e Cashis notincluded in the 90% test if
reinvested within 12 months

* |f the QOF sells QOZP before the 10 year

period all normal tax consequences apply.

* This only applies to the QOF sale of QOF
property (not a QOZB sale of property)
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Distributions

The Fund can distribute money back to the
investors before the 10 year period

Cash-out refinance
Debt basis

Disguised sale rules (2 years)
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We have gotten a lot of questions about pulling cash out of an opportunity zone investment and if it is taxable . 
In the second round of proposed regulations this has been clarified.  You have zero basis in your original investment into a Fund. But in the case of a Fund set up as a partnership you are allowed debt basis. If the fund distributes cash and you have debt basis this is not a taxable event, but disguised sale rules do apply.  


Inclusion (recognition) Events

A taxpayer will recognize its deferred gain upon the
sale or change of its Opportunity Fund interest
before December 31, 2026. Examples of this
include

e A gift of an QOF, including to a charity

e Certain direct or indirect transfer of interests in
an QOF partnership

e A sale or other taxable disposition of an interest
in an QOF partnership or QOF corporation
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Non-inclusion Events

* Transfer of an QOF interest to a grantor trust
or other disregarded entity.

e Death of an owner of an QOF interest, the

estate/beneficiaries step into the shoes of the
decedent.

* Generally tax fee mergers and spinoff
involving two QOF corporations.
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Transfer of an QOF interest to a grantor trust or other disregarded entity.
Death of an owner of an QOF interest, the estate/beneficiaries step into the shoes of the decedent. These beneficiaries have a tacked holding period for OZ purposes and generally recognize the deferred gain on December 31, 2026.



Contact Windham Brannon if you
are . ..

* Needing advise on how to save tax on large
capital gains by diversifying into specific
Opportunity Zone Funds.

* Planning to setup and need assistance with
establishing a private Opportunity Zone Fund.

* Planning to establish a business in an
Opportunity Zone.
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Diversify into deals not eligible for in the past.


Firm Overview
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About the firm

* Founded in 1957 and headquartered
in Atlanta, Windham Brannon is a
leading audit, tax, accounting and
advisory firm
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» Our client base represents a wide
range of industries

» We offer a comprehensive suite of
services to provide clients with
effective business solutions

* Our goal is to provide the most
valuable insights and resources to help
our clients succeed
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Contact Us!

Laura Berry, CPA
678-510-2790
lberry@windhambrannon.com

Gary Gruner, CPA
678-510-2887
ggruner@windhambrannon.com
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