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SUMMARY: This document contains final regulations governing the extent to which
taxpayers may elect the Federal income tax benefits provided by section 1400Z-2 of the
Internal Revenue Code (Code) with respect to certain equity interests in a qualified
opportunity fund (QOF). The final regulations address the comments received in
response to the two notices of proposed rulemaking issued under section 1400Z-2 and
provide additional guidance for taxpayers eligible to elect to temporarily defer the
inclusion in gross income of certain gains if corresponding amounts are invested in
certain equity interests in QOFs, as well as guidance on the ability of such taxpayers to
exclude from gross income additional gain recognized after holding those equity

interests for at least 10 years. The final regulations also address various requirements

that must be met for an entity to qualify as a QOF, including requirements that must be



met for an entity to qualify as a qualified opportunity zone business. The final
regulations affect entities that self-certify as QOFs and eligible taxpayers that make
investments, whether qualifying or non-qualifying, in such entities.

DATES: Effective Date: The final regulations contained in this document are effective

on [INSERT DATE 60 DAYS AFTER PUBLICATION IN THE FEDERAL REGISTER].

Applicability Dates: For dates of applicability, see §§1.1400Z2(a)-1,

1.1400Z2(b)-1, 1.1400Z22(c)-1, 1.1400Z2(d)-1, 1.1400Z22(d)-2, 1.1400Z2(f)-1, 1.1502-
147, and 1.1504-3 set forth in this document, which provide that the final regulations set
forth in §§1.1400Z2(a)-1 through 1.1400Z2(d)-2, 1.1400Z2(f)-1, 1.1502-14Z, and
1.1504-3 are generally applicable for taxable years beginning after INSERT DATE 60
DAYS AFTER PUBLICATION IN THE FEDERAL REGISTER]. With respect to the
portion of a taxpayer’s first taxable year ending after December 21, 2017 that began on
December 22, 2017, and for taxable years beginning after December 21, 2017, and on
or before [INSERT DATE 60 DAYS AFTER PUBLICATION IN THE FEDERAL
REGISTER], taxpayers may choose either (1) to apply the final regulations set forth in
§§1.1400Z2(a)-1 through 1.1400Z2(d)-2, 1.1400Z2(f)-1, 1.1502-14Z, and 1.1504-3
contained in this document, if applied in a consistent manner for all such taxable years,
or (2) to rely on each section of proposed §§1.1400Z2(a)-1 through 1.1400Z2(g)-1,
except for proposed §1.1400Z2(c)-1, contained in the notices of proposed rulemaking
published on October 29, 2018, and on May 1, 2019, in the Federal Register (83 FR
54279; 84 FR 18652), but only if relied upon in a consistent manner for all such taxable
years. Taxpayers relying on each section of proposed §§1.1400Z2(a)-1 through

1.1400Z2(g)-1, except for proposed §1.1400Z2(c)-1, contained in the notices of



proposed rulemaking published on October 29, 2018, and on May 1, 2019, in the
Federal Register (83 FR 54279; 84 FR 18652), must apply §1.1400Z2(c)-1 of the final
regulations contained in this document with respect to any elections made under section
1400Z-2(c).
FOR FURTHER INFORMATION CONTACT: Concerning section 1400Z-2 and these
regulations generally, Alfred H. Bae, (202) 317-7006, or Kyle C. Griffin, (202) 317-4718,
of the Office of Associate Chief Counsel (Income Tax and Accounting); concerning
issues related to C corporations and consolidated groups, Jeremy Aron-Dine, (202)
317-6848, or Sarah Hoyt, (202) 317-5024, of the Office of Associate Chief Counsel
(Corporate); concerning issues related to gains from financial contracts, REITs, or RICs,
Andrea Hoffenson or Pamela Lew, (202) 317-7053, of the Office of Associate Chief
Counsel (Financial Institutions and Products); concerning issues related to investments
by foreign persons, Eric Florenz, (202) 317-6941, or Milton Cahn (202) 317-6937, of the
Office of Associate Chief Counsel (International); concerning issues related to
partnerships, S corporations or trusts, Marla Borkson, Sonia Kothari, or Vishal Amin, at
(202) 317-6850, and concerning issues related to estates and gifts, Leslie Finlow or
Lorraine Gardner, at (202) 317-6859, of the Office of Associate Chief Counsel
(Passthroughs and Special Industries). These numbers are not toll-free numbers.
SUPPLEMENTARY INFORMATION:
Background

This document amends the Income Tax Regulations (26 CFR part 1) by adding
final regulations under section 1400Z-2 of the Code. Section 13823 of Public Law 115-

97, 131 Stat. 2054 (December 22, 2017), commonly referred to as the Tax Cuts and



Jobs Act (TCJA), added sections 1400Z-1 and 1400Z-2 to the Code. Section 1400Z-1
addresses the designation of population census tracts located in the 50 states, U.S.
territories, and the District of Columbia as qualified opportunity zones (QOZs). See
Notice 2018-48, 2018-28 I.R.B. 9, and Notice 2019-42, 2019-29 |.R.B. 352, for the list of
population census tracts designated as QOZs (each, a QOZ designation notice).
Section 1400Z-2 provides two main Federal income tax benefits to eligible
taxpayers that make longer-term investments of new capital in one or more designated
QOZs through QOFs and qualified opportunity zone businesses. The first main Federal
income tax benefit provided by section 1400Z-2 is the ability of an eligible taxpayer,
upon the making of a valid election, to defer until as late as December 31, 2026, the
inclusion in gross income of certain gains that would otherwise be recognized in a
taxable year if the taxpayer invests a corresponding amount of such gain in a qualifying
investment in a QOF within a 180-day statutory period. The eligible taxpayer may
potentially exclude 10 percent of such deferred gain from gross income if the eligible
taxpayer holds the qualifying investment in the QOF for at least five years. See section
1400Z-2(b)(2)(B)(iii). An additional five percent of such gain may potentially be
excluded from gross income if the eligible taxpayer holds that qualifying investment for
at least seven years. See section 1400Z-2(b)(2)(B)(iv). The second main Federal
income tax benefit provided by section 1400Z-2 is the ability for the eligible taxpayer,
upon the making of a separate valid election, to exclude from gross income any
appreciation on the eligible taxpayer’s qualifying investment in the QOF if the eligible

taxpayer holds the qualifying investment for at least 10 years. See section 1400Z-2(c).



On October 29, 2018, the Department of the Treasury (Treasury Department)
and the IRS published a notice of proposed rulemaking (REG-115420-18) in the
Federal Register (83 FR 54279) containing a first set of proposed regulations under
section 1400Z-2 (October 2018 proposed regulations). The October 2018 proposed
regulations addressed the type of gain that is eligible for deferral by eligible taxpayers,
the timing by which eligible taxpayers must invest amounts in QOFs corresponding to
the gains to be deferred, and the manner in which eligible taxpayers could make
deferral elections of any gains. The October 2018 proposed regulations also provided
rules for the self-certification of QOFs, valuation of QOF assets, and general guidance
on the requirements for a corporation or partnership to be a qualified opportunity zone
business, including providing that the term “substantially all” as used in section 1400Z-
2(d)(3)(A)(i) means at least 70 percent. The Treasury Department and the IRS received
180 written and electronic comments responding to the October 2018 proposed
regulations. A public hearing on the October 2018 proposed regulations was held on
February 14, 2019.

A second notice of proposed rulemaking (REG-120186-18) was published in the
Federal Register (84 FR 18652) on May 1, 2019, containing additional proposed
regulations under section 1400Z-2 (May 2019 proposed regulations). The May 2019
proposed regulations updated portions of the October 2018 proposed regulations to
address various issues, including: the definition of the term “substantially all” in each of
the various places the term appears in section 1400Z-2; transactions resulting in the
inclusion under section 1400Z-2(a)(1)(B) and (b) of eligible gain that an eligible taxpayer

elected to defer under section 1400Z-2(a); the treatment of leased property used by a



QOF or qualified opportunity zone business; the use of qualified opportunity zone
business property in the QOZ; the sourcing of gross income to the qualified opportunity
zone business; and the “reasonable period” for a QOF to reinvest proceeds from the
sale of qualifying assets without paying the penalty imposed by section 1400Z-2(f)(1).
The Treasury Department and the IRS received 127 written and electronic comments
responding to the May 2019 proposed regulations. A public hearing on the May 2019
proposed regulations was held on July 9, 2019.

The October 2018 proposed regulations and the May 2019 proposed regulations
are collectively referred to in this Treasury decision as the “proposed regulations.” All

comments received on the proposed regulations are available at www.regulations.gov

or upon request.

The preamble to the May 2019 proposed regulations stated that the Treasury
Department and the IRS would schedule tribal consultation with officials of governments
of Federally recognized Indian tribes (Indian tribal governments) before finalizing the
proposed regulations to obtain additional input, within the meaning of the Treasury
Department’s Tribal Consultation Policy (80 FR 57434, September 23, 2015), in
accordance with Executive Order 13175, “Consultation and Coordination with Indian
tribal governments” (65 FR 67249, November 6, 2000), on the ability of entities
organized under the law of an Indian tribe to be QOFs or qualified opportunity zone
businesses, whether any additional guidance may be needed regarding the ability of
QOFs or qualified opportunity zone businesses to lease tribal government Federal trust

lands or leased real property located on such lands, and any other tribal implications of



the proposed regulations. This tribal consultation took place via telephone on October
21, 2019 (Consultation) (see part VI. of the Special Analyses for additional discussion).

After full consideration of all comments received on the proposed regulations,
including comments received from the Consultation, and the testimony heard at both
public hearings, this Treasury decision adopts the proposed regulations with
modifications in response to such comments and testimony, as described in the
Summary of Comments and Explanation of Revisions following this Background.
Summary of Comments and Explanation of Revisions
l. Overview

The final regulations set forth in §§1.1400Z2(a)-1 through 1.1400Z2(f)-1, 1.1502-
147, and 1.1504-3 (section 1400Z-2 regulations) retain the basic approach and
structure of the proposed regulations, with certain revisions. The Treasury Department
and the IRS have refined and clarified certain aspects of the proposed regulations in
these final regulations to make the rules easier to follow and understand. Specifically,
proposed §1.1400Z2(d)-1 has been split into two separate sections: §1.1400Z2(d)-1
and §1.1400Z2(d)-2. Further, the Treasury Department and the IRS have combined
duplicative rules regarding QOFs and qualified opportunity zone businesses, and have
added defined terms to allow the reader to more intuitively grasp the meaning of the
numerous provisions cross-referenced in the final regulations.

This Summary of Comments and Explanation of Revisions discusses those
revisions as well as comments received in response to each of §§1.1400Z2(a)-1
through 1.1400Z2(g)-1 of the proposed regulations (proposed §§1.1400Z2(a)-1 through

1.1400Z2(g)-1). The rules proposed in the October 2018 proposed regulations and the



May 2019 proposed regulations are explained in greater detail in the Explanation of
Provisions sections of the preambles to each set of proposed regulations.

Il. Comments on and Changes to Proposed §1.1400Z22(a)-1

Proposed §1.1400Z2(a)-1 prescribed rules regarding the election to defer gains
under section 1400Z-2(a)(1), including rules regarding which taxpayers are eligible to
make the election, which gains are eligible for deferral, and the method by which eligible
taxpayers may make deferral elections. This part || describes the revisions made to
proposed §1.1400Z2(a)-1 based on the comments received on those proposed rules,
including revisions to the definition of eligible gain and revisions to the rules applying the
statutory 180-period and other requirements with regard to the making of a qualifying
investment in a QOF.

A. Definitions and Related Operating Rules

1. Eligible gain

Proposed §1.1400Z2(a)-1(b)(2) generally provided that an amount of gain would
be eligible for deferral under section 1400Z-2(a) if the gain (i) is treated as a capital gain
for Federal income tax purposes that would be recognized for Federal income tax
purposes before January 1, 2027, if section 1400Z-2(a)(1) did not apply to defer
recognition of the gain; and (ii) did not arise from a sale or exchange with a related
person within the meaning of section 1400Z-2(e)(2) (eligible gain). This part II.A.1.
describes the comments received on various aspects of the proposed definition of
eligible gain and explains the revisions, based on those comments, adopted by
§1.1400Z2(a)-1(b)(11) of the final regulations.

a. Gains from Section 1231 Property



Proposed §1.1400Z2(a)-1(b)(2)(iii) of the May 2019 proposed regulations
provided that the only gain arising from property used in the taxpayer’s trade or
business (section 1231 property) eligible for deferral under section 1400Z-2(a)(1) was
“capital gain net income” for a taxable year, which was defined as the amount by which
the capital gains arising from all of a taxpayer’s section 1231 property exceeded all of
the taxpayer’s losses from section 1231 property for a taxable year. The Treasury
Department and the IRS have reconsidered this approach based on the numerous
comments received on this aspect of the May 2019 proposed regulations.

i. Section 1231 generally

Section 1231 governs the character of a taxpayer’'s gains or losses with respect
to section 1231 property not otherwise characterized by section 1245 or 1250. Section
1231(b) defines “section 1231 property” generally as depreciable or real property that is
used in the taxpayer’s trade or business and held for more than one year, subject to
enumerated exceptions (for example, property held by the taxpayer primarily for sale to
customers in the ordinary course of the taxpayer’s trade or business).

Under section 1231(a)(1), if a taxpayer’s aggregate gains from each sale and
exchange (each gain, a section 1231 gain) during the taxable year exceed the
taxpayer’s aggregate losses from each sale and exchange (each loss, a section 1231
loss), the taxpayer’s section 1231 gains and section 1231 losses are treated as long-
term capital gains and long-term capital losses, respectively. However, if the aggregate
section 1231 gains do not exceed the aggregate section 1231 losses (that is, the
aggregate amount of section 1231 gains equals or is less than the aggregate amount of

section 1231 losses), those gains and losses are not treated as gains and losses from



sales or exchanges of capital assets (that is, they are treated as ordinary income and
ordinary losses). See sections 64, 1221, 1222, and 1231(a)(2) of the Code.

Several provisions of the Code may apply to limit the long-term capital treatment
otherwise potentially provided under section 1231(a)(1). For example, prior to the
aggregation of section 1231 gains and losses under section 1231(a), the recapture rules
of sections 1245 and 1250 must be applied on an asset-by-asset basis. Section 1245,
which applies to sales, exchanges, or dispositions of depreciable tangible and intangible
property, characterizes any gain recognized as ordinary income (as defined in section
64) to the extent depreciation or amortization has been allowed or allowable with
respect to that property. Section 1250 provides a similar “pre-aggregation” recapture
rule with regard to sales, exchanges, or dispositions of depreciable real property that is
not section 1245 property, and it characterizes as ordinary income (as defined in section
64) any gain recognized in excess of straight line depreciation.

Section 1231(c), on the other hand, sets forth a “post-aggregation” recapture
provision, requiring the net section 1231 gain for any taxable year to be treated as
ordinary income to the extent that such gain does not exceed the non-recaptured net
section 1231 losses. Non-recaptured net section 1231 losses are net section 1231
losses for the five most recent preceding taxable years of the taxpayer that have not yet
been recaptured. However, section 1231(c)(5), provides that the principles of section
1231(a)(4) apply for purposes of section 1231(c). Under section 1231(a)(4), to
determine whether gains exceed losses for the section 1231(a) character determination,

section 1231 gains are included only if and to the extent that they are taken into account
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in computing gross income, and section 1231 losses are included only if and to the
extent that they are taken into account in computing taxable income.

Essentially, the operation of the “pre-aggregation” recapture rules under sections
1245 and 1250, as well as the “post-aggregation” recapture rule under section 1231(c),
requires a gain recognized with respect to section 1231 property potentially to be
treated as ordinary income, even if that gain otherwise would have been characterized
differently under section 1231(a) in the absence of such recapture rules.

Section 64 defines the term “ordinary income” for purposes of subtitle A of the
Code (subtitle A), which includes sections 1231, 1245, 1250, and 1400Z-2, to include
“any gain from the sale or exchange of property which is neither a capital asset nor
property described in section 1231(b),” and provides further that “[a]ny gain from the
sale or exchange of property which is treated or considered, under other provisions of
this subtitle, as ‘ordinary income’ shall be treated as gain from the sale or exchange of
property which is neither a capital asset nor property described in section 1231(b).” See
for example, sections 1231(c), 1245, and 1250; see also §§1.1245-1(a)(1), 1.1245-
1(b)(2), 1.1250-1(a)(1), 1.1250-1(b)(1), and 1.1250-1(c)(1).
ii. Comments on treatment of section 1231 property

Commenters suggested that the gross amount of section 1231 gain realized from
sales or exchanges of section 1231 property should be eligible gain, provided that such
gain is determined to be capital gain at the end of the taxable year by taking into
account all section 1231 gains and section 1231 losses. Some commenters also
recommended that the 180-day period for investment begin on the date of the sale or

exchange that gives rise to a section 1231 gain instead of at the end of the taxable year.
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Many of the commenters recognized that, because section 1231(a)(1) requires a netting
process to determine whether section 1231 gains and losses are capital in character,
investors might not be certain if any of the section 1231 gain invested from sales or
exchanges before the end of the taxable year is capital in character. Therefore, several
commenters suggested that gross section 1231 gains be eligible for investment on the
date of the sale or exchange, contingent on such gains being capital in character as
determined by the netting process at the end of the taxable year. Under this approach,
if the section 1231 gains invested in a QOF during a taxable year are determined not to
be capital in character because section 1231 gains for the year do not exceed section
1231 losses, the section 1231 gains invested that year would constitute an investment
that does not qualify for deferral under section 1400Z-2(a)(1) (a non-qualifying
investment).

In the alternative, many commenters recommended an election to permit a
taxpayer to begin the 180-day period for section 1231 gains on the last day of the
taxable year. This election would accommodate the needs of taxpayers who are unable
to determine whether section 1231 gains will be capital in character until all transactions
involving section 1231 property have been completed for a taxable year. As a model for
this elective approach, commenters referred to proposed §1.1400Z2(a)-1(c)(2)(iii)(B),
which permits a partner to elect to align its 180-day period with that of the partnership,
that is, the date of the sale or exchange giving rise to such gain.

Commenters observed that because gain that is deferred under section 1400Z-2
would not be taken into account in computing gross income until recognized, pursuant

to section 1231(a)(4), any deferred gains would be excluded from the section 1231(a)
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character determination. As a result, taxpayers could ensure that section 1231 gains do
not exceed section 1231 losses for a taxable year under section 1231(a) by investing
the excess of gains realized from the sale or exchange of section 1231 property over
the losses from those sales, thus, rendering all section 1231 losses, that otherwise
would be capital in character, ordinary in character. However, commenters noted that
section 1231(a)(4) gives rise to a circularity issue if applied in this manner. If the only
section 1231 gains that are eligible for deferral under section 1400Z-2 are capital
character section 1231 gains, then, if a taxpayer invests an amount of section 1231
gains in a QOF such that the character determination under section 1231(a) produces
ordinary character gains and losses for a taxable year, then all section 1231 gains in
that taxable year would not be eligible gains. Therefore, in light of the application of
section 1231(a)(4), a taxpayer could only defer an amount of section 1231 gains such
that even after subtracting deferred gains, the remaining non-deferred section 1231
gains for the taxable year would still exceed section 1231 losses. In many cases, this
excess amount would be substantially less than the gross amount of section 1231 gains
realized from the sale or exchange section 1231 property for the taxable year. To
resolve both the issue of shifting the character of otherwise capital character section
1231 losses to ordinary character section 1231 losses and the circularity issue
described previously, a commenter suggested treating section 1231 gains deferred
under section 1400Z-2 as if they were “taken into account in computing gross income”
for purposes of section 1231(a)(4). Under such a rule, even if the full amount of section

1231 gains that are capital in character were deferred under section 1400Z-2, section
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1231 gains would still exceed section 1231 losses and both section 1231 gains and
losses would retain their capital character after the application of section 1231(a).

Several commenters also requested additional rules with respect to the
application of the rules of section 1231(c) (described earlier) to deferred section 1231
gain. Commenters suggested a rule providing that deferred section 1231 gain to the
extent of non-recaptured net section 1231 losses be treated as ordinary income when
those gains are recognized rather than in the year of gain deferral. In some instances,
this approach may require a taxpayer to account for its non-recaptured net section 1231
losses for a period longer than the five most recent taxable years section 1231(c)
requires. A commenter suggested that the extension of the recapture period be
accomplished by means of an election by the taxpayer at the time any section 1231
gain is deferred under section 1400Z-2. In electing to defer section 1231 gain, a
taxpayer also would elect to extend the section 1231(c) recapture period to the longer of
the statutory five-year period or the taxable year that includes December 31, 2026.
Alternatively, some commenters asked that section 1231(c) not apply at all to deferred
section 1231 gains.

One commenter also noted that the term “capital gain net income” already is
defined in section 1222(9), and that its separate definition and use in the section 1400Z-
2 regulations might lead to confusion.

In response to these comments, the final regulations provide that eligible gains
that may be deferred pursuant to section 1400Z-2(a)(1)(A) and the section 1400Z-2
regulations include gains from the sale or exchange of property described in section

1231(b) not required to be characterized as ordinary income by sections 1245 or 1250
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(qualified section 1231 gains), regardless of whether section 1231(a) (without regard to
section 1231(a)(4)) would determine those gains to be capital or ordinary in character.
As noted earlier, section 64 provides that gains from the sale or exchange of section
1231 property generally are not considered ordinary income for purposes of subtitle A,
although recaptured income under sections 1245 or 1250 would be ordinary income
under section 64.

However, the final regulations do not set forth a special rule to address the
application of section 1231(a)(4) for purposes of applying section 1400Z-2 and the
section 1400Z-2 regulations. Thus, section 1231(a)(4) applies to eligible section 1231
gains deferred pursuant to section 1400Z-2(a)(1)(A) as it would under similar deferral
provisions, such as sections 453 and 1031. That is, unless a section 1231 gain (as
defined in section 1231(a)(3)(A)) is taken into account in computing gross income in a
taxable year, section 1231(a)(4) does not include that gain in calculating whether
section 1231 gains exceed section 1231 losses under section 1231(a)(1) for the taxable
year.

Additionally, these final regulations do not alter the statutory application of the
section 1231(c) recapture of net ordinary loss. Therefore, if a deferral election with
respect to an eligible section 1231 gain is made in year 1, any non-recaptured net
section 1231 losses from the five most recent taxable years that precede year 1 apply to
recapture as ordinary income in year 1 any net section 1231 gain that has not been
deferred in year 1. In other words, the section 1231(c) amount that would have applied
to the eligible section 1231 gain absent a deferral election and corresponding

investment in a QOF is not an attribute associated with the deferred eligible section
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1231 gain that is taken into account in applying section 1231 in the ultimate year in
which the deferred gain is included in income under section 1400Z-2(b) and the section
1400Z-2 regulations. Instead, when deferred eligible section 1231 gain is subsequently
included in income on December 31, 2026, or on an earlier date as a result of an
inclusion event, section 1231(c) will recapture net section 1231 gain in the year of
inclusion by taking into account non-recaptured section 1231 losses only from the five
most recent taxable years preceding the taxable year of inclusion.

Unlike the net approach of the proposed regulations, the final regulations adopt a
gross approach to eligible section 1231 gains without regard to any section 1231 losses.
In addition, under the final regulations, the character of eligible section 1231 gains,
other than as gains arising from the sale or exchange of section 1231 property, is not
determined until the taxable year such gains are taken into account in computing gross
income pursuant to section 1231(a)(4). Accordingly, the term “capital gain net income”
used in the proposed regulations is no longer applicable when referring to the amount of
any gain from the sale or exchange of section 1231 property that is eligible for deferral
under section 1400Z-2(a)(1)(A) and the section 1400Z-2 regulations.

The Treasury Department and the IRS have determined that a gross approach
that does not apply section 1231(a) and (c) (gross approach) to determine eligible gain
from the sale or exchange of section 1231 property is consistent with the long-standing
rules of section 64, and is appropriate due to the complexity of applying section 1231 to
deferred gains generally. Moreover, limiting eligible gain from the sale or exchange of
section 1231 property to an amount less than the net section 1231 gains for a taxable

year would impose a significant administrative burden on persons that are required to
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report the recognition of such gains during the taxable year under Federal income tax
accounting principles (eligible taxpayers). Similarly, a gross approach to determine
eligible section 1231 gains eliminates complexity and uncertainty in determining eligible
gain for partnerships and S corporations that are eligible taxpayers.

As discussed in part II.A.3.a. of this Summary of Comments and Explanation of
Revisions, because eligible gains include the gross amount of eligible section 1231
gains unreduced by section 1231 losses regardless of character, it is not necessary for
an investor to wait until the end of the taxable year to determine whether any eligible
section 1231 gains are eligible gains. As a consequence, the final regulations provide
that the 180-day period for investing an amount with respect to an eligible section 1231
gain for which a deferral election is to be made begins on the date of the sale or
exchange that gives rise to the eligible section 1231 gain.

b. Character of Eligible Gain

Section 1400Z-2(a)(1)(A) provides that if a taxpayer has “gain from the sale to, or
exchange with, an unrelated person of any property held by the taxpayer,” the taxpayer
may elect to exclude from gross income for the taxable year the aggregate amount of
such gain invested by the taxpayer in a QOF during the 180-day period beginning on
the date of such sale or exchange. The Treasury Department and the IRS considered
whether “gain” eligible for deferral under section 1400Z-2 should include both gain from
the disposition of a capital asset as well as gain treated as ordinary income under
subtitle A.

As noted in part 1l.A.1.a, section 64 of the Code provides that:

For purposes of [subtitle A], the term “ordinary income” includes any gain
from the sale or exchange of property which is neither a capital asset nor
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property described in section 1231(b). Any gain from the sale or
exchange of property which is treated or considered, under other
provisions of [subtitle A], as “ordinary income” shall be treated as gain
from the sale or exchange of property which is neither a capital asset nor
property described in section 1231(b).

Thus, for purposes of subtitle A, including section 1400Z-2, section 64 defines gains
treated as ordinary income as categorically different from gains from the sale or
exchange of capital assets or section 1231 property.

In this regard, proposed §1.1400Z2(a)-1(b)(2)(i) as contained in the October
2018 proposed regulations provided that an amount of gain is an “eligible gain,” and
thus is eligible for deferral under section 1400Z-2(a), if the gain is treated as a capital
gain for Federal income tax purposes. In addition, the May 2019 proposed regulations
provided that the only gain arising from section 1231 property eligible for deferral under
section 1400Z-2(a)(1) was “capital gain net income” for a taxable year, which was
defined as the amount by which the capital gains arising from all of a taxpayer’s section
1231 property exceeded all of the taxpayer’s losses from section 1231 property for a
taxable year.

Based on the statutory text of section 1400Z-2(a)(1)(A), several commenters
requested that the final regulations permit taxpayers to treat both capital gains and
ordinary gains (that is, gains treated as ordinary income) as eligible gains. For
example, commenters requested that gain from property used in a trade or business
required to be characterized as ordinary income, such as recapture income under
sections 1231(c) or 1245(a), should be permitted to be invested in a QOF.

After consideration of the language, structure and purpose of section 1400Z-2 as
a whole, the Treasury Department and the IRS have determined that it would be

inconsistent with section 64 and the statutory framework of section 1400Z-2 to extend
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the meaning of the term “gain” in section 1400Z-2(a)(1) to gain required to be treated as
ordinary income under subtitle A, including section 1245 gain. The interpretation of the
Treasury Department and the IRS of the text and structure of the statute is confirmed by
the legislative history, which explicitly identifies “capital gains” as the gains that are
eligible for deferral. See H.R. Rep. No. 115-466, at 537-540 (Dec. 15, 2017)
(Conference Report).

Accordingly, the Treasury Department and the IRS have retained in the final
regulations the general rule set forth in the proposed regulations that limits eligible gains
to gains treated as capital gains for Federal income tax purposes. For purposes of
section 1400Z-2(a)(1), eligible gains generally include gains from the disposition of
capital assets as defined in section 1221(a), gains from the disposition of property
described in section 1231(b), and income treated as capital gain under any provision of
the Code, such as capital gain dividends distributed by certain corporations. For this
purpose, both long-term capital gain and short-term capital gain may be determined to
be eligible gain under the section 1400Z-2 regulations. However, consistent with
section 64, any gain required to be treated as ordinary income under subtitle A, such as
section 1245 recapture income, is not eligible gain.

In that regard, one commenter suggested that, unlike other investors in QOFs,
existing residents of a QOZ should be provided a special accommodation not available
to other eligible taxpayers -- such residents should be permitted to invest any gain,
regardless of character, in QOFs and elect to defer the corresponding amounts in
accordance with section 1400Z-2. The Treasury Department and the IRS have

determined that neither the statutory language nor legislative history of section 1400Z-2
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supports different treatment for residents of QOZs regarding the deferral of eligible
gains. Section 1400Z-2 references the term “taxpayer,” which section 7701(a)(14)
defines as “any person subject to any internal revenue tax.” In turn, section 7701(a)(1)
defines the term “person” to include “an individual, a trust, estate, partnership,
association, company or corporation.”

The Treasury Department and the IRS have determined that construction of the
term “taxpayer” in accordance with section 7701(a)(14) would be consistent with the
language and purpose of section 1400Z-2 as a whole, and therefore would give effect to
the intent of Congress. Moreover, disparate treatment of eligible taxpayers residing in
QOZs and those who do not is not warranted given that the statute equally incents
investment in QOZs by any taxpayer, including those that have historically invested in
businesses operated within QOZs and those that have not. Accordingly, the section
1400Z-2 regulations do not adopt the comment recommending special treatment for
residents of QOZs to invest ordinary income, including gain required to be treated as
ordinary income under subtitle A, in QOFs.

c. Gain from Sales of Capital Assets, Unreduced by Any Losses

One commenter also requested clarification that the deferral election under
section 1400Z-2(a)(1) applies to the gross amount of gain treated as capital gain
unreduced by losses. The proposed regulations generally provided that in the case of
gain from the sale of a capital asset as defined under section 1221, the full amount of
capital gain from that sale or exchange, unreduced by any losses, is eligible gain that
generally may be invested during the 180-day period beginning on the date of the sale

or exchange of the property giving rise to the gain.
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The section 1400Z-2 regulations retain the general rule of the proposed
regulations providing that the full amount of gain that would be recognized from the sale
or exchange of a capital asset as defined under section 1221, unreduced by any losses,
is eligible gain and therefore eligible taxpayers do not have to net a gain from a section
1221 capital asset against the sum of the taxpayer’s losses from section 1221 capital
assets. Thus, if a capital gain is realized by an eligible taxpayer during a taxable year,
section 1400Z-2 and the section 1400Z-2 regulations generally do not require that any
losses reduce the amount of the gain that may be an eligible gain.

However, gain that otherwise may qualify as a capital gain may be required to be
recharacterized or redetermined by other provisions of the Code. For example, sections
1245 and 1250 may require gain that potentially could be characterized as capital in
nature to instead be treated as ordinary income “notwithstanding any other provision of
this subtitle,” referring to subtitle A, which includes section 1400Z-2. Consistent with
section 64, if a provision of the Code requires the character of a potential capital gain to
be recharacterized, redetermined, or treated as ordinary income for purposes of
subtitle A, such gain cannot be, and is not, treated as other than ordinary income under
the Code, and therefore is not eligible gain for purposes of section 1400Z-2 and the
section 1400Z-2 regulations. See §§1.1245-1(a)(1), 1.1245-1(b)(2), 1.1250-1(a)(1),
1.1250-1(b)(1), and 1.1250-1(c)(1).

d. Gains from Sales to, or Exchanges of Property with, a QOF or Qualified Opportunity
Zone Business
The October 2018 proposed regulations provided that eligible gain does not

include gain from the sale to, or the exchange of property with, a person that is related
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to the taxpayer within the meaning of section 1400Z-2(e)(2). Section 1400Z-2(d)(2)(D)
and the May 2019 proposed regulations provided that qualified opportunity zone
business property that a QOF owns must be acquired by the QOF by purchase from an
unrelated party. As a result, property that is purchased by a QOF from a related party,
as well as property that is contributed to a QOF in a transfer to which section 351 or
section 721(a) applies, is not qualified opportunity zone business property.

Commenters have requested confirmation that eligible gain includes gain arising
from the sale to, or the exchange of property with, a QOF if the amount of the gain is
later invested in that QOF. Commenters similarly have requested confirmation that gain
from the sale to, or the exchange of property with, a qualified opportunity zone business
is eligible for investment into the QOF that owns the qualified opportunity zone
business. Relatedly, commenters have requested that the final regulations provide that
a sale to, or an exchange of property with, a QOF or qualified opportunity zone
business, followed by an investment of the amount of the sales proceeds into the QOF,
would not be characterized as a purchase from a related party for purposes of section
1400Z-2(d)(2)(D).

One commenter expressed concern that, if a taxpayer sold property to an
unrelated QOF and then invested the amount of the sales proceeds in the same QOF,
that sequence of transactions could be characterized under circular cash flow principles
as if the taxpayer contributed the property directly to the QOF (and each transfer of the
amount of the sales proceeds would be disregarded for Federal income tax purposes).
If this construct applied, the acquired property would not qualify as qualified opportunity

zone business property.
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The Treasury Department and the IRS agree that generally applicable Federal
income tax principles would require this result if, under the facts and circumstances, the
consideration paid by the QOF or by a qualified opportunity zone business returns to its
initial source as part of the overall plan. See Rev. Rul. 83-142, 1983-2 C.B. 68; Reuv.
Rul. 78-397, 1978-2 C.B. 150. Under the step transaction doctrine and circular cash
flow principles, the circular movement of the consideration in such a transaction would
be disregarded for Federal income tax purposes, including for purposes of section
1400Z-2 and the section 1400Z-2 regulations. Thus, the transaction would be treated
for Federal income tax purposes as a transfer of property to the purchasing QOF for an
interest therein or, if applicable, as a transfer of property to a QOF for an interest therein
followed by a transfer of such property by the QOF to the purchasing qualified
opportunity zone business.

Accordingly, an eligible taxpayer’s gain from a sale to or an exchange of property
with an unrelated QOF (acquiring QOF), as part of a plan that includes the investment
of the consideration received by the eligible taxpayer back into the acquiring QOF, is not
eligible gain to the eligible taxpayer because the transaction would not be characterized
as a sale or exchange to an unrelated person for Federal income tax purposes.
Similarly, an eligible taxpayer’s gain from a sale to or an exchange of property with an
unrelated qualified opportunity zone business (acquiring qualified opportunity zone
business) is not eligible gain to the eligible taxpayer if the sale occurs as part of a plan
that includes (i) the investment of the consideration received by the eligible taxpayer
back into the QOF that owns the acquiring qualified opportunity zone business, followed

by (ii) the contribution by the QOF of that consideration to the qualified opportunity zone
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business. Furthermore, because the transaction is not treated as a “purchase” of
tangible property by the qualified opportunity zone business from an unrelated party, the
newly acquired property will not qualify as qualified opportunity zone business property
under section 1400Z-2(d)(2)(D).

The Treasury Department and the IRS also note that, if an eligible taxpayer sells
property to, or exchanges property with, an unrelated qualified opportunity zone
business as part of a plan that includes the investment of the consideration by the
taxpayer back into the QOF that owns the acquiring qualified opportunity zone business,
the transaction potentially may be recast or recharacterized as a non-qualifying
investment even if the QOF retains the consideration (rather than transferring the
consideration to the qualified opportunity zone business). See §1.1400Z22(f)-1(c)(1).
See also part I1.D (discussing the transfer of property for a qualifying investment) and
part VI.A (discussing the applicability of the step transaction doctrine) of this Summary
of Comments and Explanation of Revisions.

e. Gain Not Subject to Federal Income Tax

The Treasury Department and the IRS received comments regarding the scope
of the term “eligible gain” with respect to gains realized by persons that generally are
not subject to Federal income tax with respect to those gains, such as persons that are
not United States persons under section 7701(a)(30) (foreign persons) or that are
entities generally exempt from tax under the Code. Some commenters suggested that
an eligible gain should include all realized capital gains, including gains that are not
subject to Federal income tax. However, other commenters stated that permitting

deferral elections with respect to gains that are not subject to Federal income tax would
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be inappropriate because section 1400Z-2 is premised on the assumption that a person
could make qualified investments in a QOF only with respect to amounts of capital gains
for which taxation is deferred.

The Treasury Department and the IRS have determined that eligible taxpayers
generally should be able to make an election under section 1400Z-2(a)(1) and the
section 1400Z-2 regulations only for capital gains that would be subject to tax under
subtitle A before January 1, 2027 (subject to Federal income tax) but for the making of a
valid deferral election under section 1400Z-2(a)(1) and the section 1400Z-2 regulations.
Section 1400Z-2 defers the time when eligible gains are included in income, and there
would not be any taxable income to defer for a gain that is not subject to Federal
income tax. This approach ensures that both United States persons and foreign
persons may be eligible for the Federal income tax benefits of section 1400Z-2 under
the same conditions. Moreover, particularly with respect to foreign persons, the lack of
any requirement that a gain be subject to Federal income tax would make it difficult for
the IRS to verify the extent to which the amount being invested in a QOF was, in fact,
with respect to a capital gain.

Accordingly, the final regulations clarify that deferral of a gain under section
1400Z-2(a)(1) and the section 1400Z-2 regulations generally is available only for capital
gain that would be subject to Federal income tax but for the making of a valid deferral
election under section 1400Z-2(a)(1) and the section 1400Z-2 regulations. Thus, for
example, a deferral election may generally be made by nonresident alien individuals
and foreign corporations with respect to an item of capital gain that is effectively

connected with a U.S. trade or business. Further, individual bona fide residents of U.S.
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territories who are United States persons may generally make a deferral election with
respect to an item of capital gain that is derived from sources outside their territory of
residence. Similarly, an organization that is subject to the unrelated business income
tax imposed by section 511 may generally make a deferral election with respect to an
item of capital gain to the extent the item would be included in computing the
organization’s unrelated business taxable income (such as under the unrelated debt-
financed income rules).

In contrast, an eligible taxpayer who is not a United States person within the
meaning of section 7701(a)(30), or who is treated as a resident of another country for
purposes of an applicable income tax treaty (foreign eligible taxpayer), should not be
able to elect to defer an item of capital gain if, in the taxable year in which such gain is
includible, the item is treated as exempt from Federal income tax under a provision of
an applicable income tax treaty (for example, capital gain that is effectively connected
with a U.S. trade or business but is not attributable to a permanent establishment of the
taxpayer within the United States). To prevent foreign eligible taxpayers from taking
inconsistent positions with respect to treaty benefits in the taxable year of deferral and
the taxable year of inclusion, the final regulations provide that a foreign eligible taxpayer
cannot make a deferral election under section 1400Z-2(a) and the section 1400Z-2
regulations with respect to an eligible gain unless the foreign eligible taxpayer
irrevocably waives, in accordance with forms and instructions, any treaty benefits that
would exempt that gain from Federal income tax at the time of inclusion pursuant to an

applicable U.S. income tax convention.
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In the event that forms and instructions have not yet been published
incorporating the treaty waiver requirement for a foreign eligible taxpayer for the taxable
year that the deferral election applies to, the final regulations require the attachment of a
written statement to waive such treaty benefits. Eligible taxpayers other than foreign
eligible taxpayers will only be required to make this treaty waiver if and to the extent
required in forms and publications.

The Treasury Department and the IRS have determined that it would be unduly
burdensome to require a partnership to determine the extent to which a capital gain
would be, but for a deferral election by the partnership under section 1400Z-2(a) and
the section 1400Z-2 regulations, subject to Federal income tax by its direct or indirect
partners because partnerships do not generally have sufficient information about the tax
treatment and positions of their partners to perform this analysis. Thus, in the case of
partnerships, the final regulations provide an exception to the general requirement that
gain be subject to Federal income tax in order to constitute eligible gain.

The Treasury Department and the IRS are aware that foreign persons who are
not subject to Federal income tax may plan to enter into transactions including, but not
limited to, the use of partnerships formed or availed of to circumvent the rule generally
requiring eligible gains to be subject to Federal income tax. Therefore, under an anti-
abuse rule added in §1.1400Z2(f)-1(c)(2), a partnership formed or availed of with a
significant purpose of avoiding of avoiding the requirement in §1.1400Z2(a)-
1(b)(11)(i)(B) that eligible gains be subject to Federal income tax will be disregarded, in
whole or in part to prevent the creation of a qualifying investment by the partnership with

respect to any partner that would not otherwise satisfy the requirement of that
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paragraph. The anti-abuse rule may apply even if some of the partners in the
partnership are subject to Federal income tax. See §1.1400Z2(f)-1(c)(3), Examples 1

and 2.

Finally, in response to comments expressing uncertainty as to whether persons
who do not or cannot make a valid deferral election for eligible gains nevertheless may
invest in QOFs, the Treasury Department and the IRS note that nothing in section
1400Z-2 or the section 1400Z-2 regulations prevents persons who do not have eligible
gains from investing in QOFs. Thus, Indian tribal governments, and tax-exempt
organizations that invest amounts other than items of capital gain that would be
included in computing their unrelated business taxable income, may invest in a QOF to
the extent otherwise permitted by law or regulation. However, those investments will
not qualify for the Federal income tax benefits under section 1400Z-2 or the section
1400Z-2 regulations. That is, those investments are not qualifying investments
described in section 1400Z-2(e)(1)(A)(i).

f. Measuring Gain from Sales or Exchanges of Virtual Currency

Section 1400Z-2 and the proposed regulations clearly provide that eligible gain is
gain that has been realized pursuant to a sale or exchange. One commenter identified
a potential obstacle in calculating the eligible gain from sales or exchanges of certain
types of digital assets, including virtual currency. The commenter expressed concern
that the vast majority of digital assets could not directly be exchanged for traditional
types of money. The commenter explained that these digital assets first must be
converted into other digital assets in taxable transactions before ultimately being sold

for the type of currency that would be invested in a QOF. The commenter expressed

28



concern that gain or loss from these intermediate transactions in which a digital asset is
exchanged for another digital asset may not necessarily be tracked in detail. Thus, the
commenter requested a separate rule for these digital assets under which eligible gain
would be calculated by reference to the basis of the original digital asset and to the
actual proceeds received in the ultimate transaction that converts an intermediate digital
asset to money or property that would be invested in a QOF.

Notice 2014-21, 2014-16 |.R.B. 938 provides that convertible virtual currency is
property for Federal income tax purposes, and that general Federal income tax
principles applicable to property transactions apply to transactions involving convertible
virtual currency. Section 1400Z-2(a) applies to gain that, absent a deferral election,
would be included in the taxpayer’'s gross income. To determine the amount of such
gain, the taxpayer must know the basis of the property, regardless of the type of such
property. If the amount invested in a QOF exceeds the amount of eligible gain, then the
taxpayer will have a non-qualifying investment for the amount of gain invested in excess
of eligible gain invested in the QOF and a qualifying investment for the amount of
eligible gain invested in the QOF (mixed-funds investment). Taxpayers selling digital
assets are not prevented from investing eligible gain generated from the sale into a
QOF simply because one digital asset must be converted into another type of asset
before the taxpayer can convert its assets into U.S. dollars. Therefore, the Treasury
Department and the IRS decline to adopt the commenter’s request for a special rule for
digital assets.

g. Gain from a Section 1256 Contract or a Position Part of an Offsetting-Positions
Transaction
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The preamble to the October 2018 proposed regulations explained that the
Treasury Department and the IRS considered allowing deferral under section 1400Z-
2(a)(1) for a net amount of capital gain related to a straddle (as defined in section
1092(c)(1)) after the disposition of all positions in the straddle, but concluded that such
a rule would pose significant administrative burdens. Proposed §1.1400Z2(a)-
1(b)(2)(iv) provided that, if a capital gain is from a position that is or has been part of an
offsetting-positions transaction, the gain is not eligible for deferral under section 1400Z-
2(a)(1). For this purpose, an offsetting-positions transaction generally is a transaction in
which a taxpayer has substantially diminished the taxpayer’s risk of loss from holding
one position with respect to personal property by holding one or more other positions
with respect to personal property (whether or not of the same kind) and includes
positions with respect to personal property that is not actively traded.

Proposed §1.1400Z2(a)-1(b)(2)(iii)(A) provided that the only gain arising from
section 1256 contracts that is eligible for deferral under section 1400Z-2(a)(1) is capital
gain net income from all of a taxpayer’s section 1256 contracts for a taxable year.
Additionally, proposed §1.1400Z2(a)-1(b)(2)(iii)(B) provided that, if at any time during
the taxable year, any of the taxpayer’s section 1256 contracts were part of an offsetting-
positions transaction and any other position in that transaction was not a section 1256
contract, then no gain from any section 1256 contract is an eligible gain with respect to
that taxpayer in that taxable year.

Two commenters expressed concern about the application of the offsetting-
positions transaction rule in the October 2018 proposed regulations to positions that are

not part of a straddle under section 1092. One commenter stated that the IRS did not
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adequately describe its policy concerns when extending the offsetting-positions
transaction rule beyond the scope of section 1092. The second commenter argued that
a taxpayer is permitted to recognize losses while deferring gains by continuing to hold
an asset that is not actively traded, and that allowing deferral under section 1400Z-
2(a)(1) would be no different than having the taxpayer continue to hold its gain position.
The Treasury Department and the IRS appreciate the concerns expressed regarding
the extension of the proposed offsetting-positions transaction rule to transactions that
are not straddles under section 1092 and the final regulations do not include the
provisions that applied to transactions that are not straddles under section 1092.

Two commenters expressed concern that the proposed offsetting-positions
transaction rule excluded gains from a position that, at any time, had been part of an
offsetting-positions transaction, including offsetting-positions transactions that occurred
many years ago. The commenters recommended either deleting the phrase “or has
been” or limiting application of that phrase to permit deferral of capital gain from an
offsetting-positions transaction if there is no offsetting position on or after the enactment
of the TCJA. The Treasury Department and the IRS have concluded that the rule
should not exclude gains that have, at any time, been part of an offsetting position but
should instead exclude gains based on whether an offsetting position was in existence
during a limited time period. Limiting the application of the straddle rules to situations in
which there was an offsetting position on or after the date of the enactment of the TCJA
would, in future years, require taxpayers and the IRS to look back over an extended
period of time. This requirement could result in significant administrative burdens

without serving a significant tax policy purpose. As a result, the Treasury Department
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and the IRS have revised the limitation on the use of gains from a straddle to net gain
from a position that was either part of a straddle during the taxable year or part of a
straddle in a prior taxable year if a loss from that straddle is carried over under section
1092(a)(1)(B) to the taxable year.

One commenter suggested that, in the context of a straddle, the deferral under
section 1400Z-2(a)(1) of gain from the disposition of a position in a straddle would not
permit the current recognition of an otherwise suspended loss from an offsetting
position in the straddle. The commenter also recognized, however, that it might be
overly generous for a taxpayer investing in a QOF to eliminate 15 percent of the
taxpayer’s deferred gain (assuming that the taxpayer holds that QOF interest for seven
years by December 31, 2026), if the taxpayer was also permitted ultimately to recognize
all of its suspended loss from the offsetting straddle position. The commenter
suggested a rule eliminating any suspended loss in the same proportion as any
elimination of gain in one or more offsetting positions.

The Treasury Department and the IRS have determined that there would be
significant administrative burdens for taxpayers and the IRS in tracking specific gains
deferred under section 1400Z-2(a)(1) for the purpose of determining whether and when
some or all of a deferred straddle loss might ultimately become deductible. In addition,
the Treasury Department and the IRS have determined that the tracking of deferred
losses for multiple taxable years after the positions in the straddle have been disposed
of and a potential proportional elimination of a suspended loss, years after the
suspension, would create additional complexity and administrative burdens for both

taxpayers and the IRS. The final regulations therefore provide a general rule that net
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gain from positions that are or, as described previously, in certain circumstances have
recently been part of a straddle, are not eligible for deferral under section 1400Z-2(a)(1).
Another commenter suggested that, absent a clearly articulated policy concern
with permitting deferral of net gain from a straddle, the Treasury Department and the
IRS should consider eliminating or minimizing the scope of capital gains subject to the
prohibition in the proposed regulations. The Treasury Department and the IRS have
concluded that, in certain circumstances, deferral of net gain from a straddle does not
present significant policy concerns or unreasonable administrative burdens for
taxpayers and the IRS. Under the final regulations, if during the taxable year: (i) a
position was covered by an identification under section 1092 or 1256(d), (ii) no gain or
loss with respect to any position that was part of the identified straddle remains
unrecognized at the end of the taxable year (other than gain that would be recognized
but for deferral under section 1400Z-2(a)(1)), (iii) none of the positions in the identified
straddle were part of any other straddle during the taxable year, and (iv) none of the
positions in the identified straddle were part of a straddle in a previous taxable year from
which a loss was carried over to the taxable year under section 1092(a)(1)(B), then the
net gain during the taxable year from positions that were part of the identified straddle is
not prevented from being an eligible gain. Net gain from an identified straddle during
the taxable year is equal to the excess of the capital gains recognized for Federal
income tax purposes in the taxable year, determined without regard to section 1400Z-
2(a)(1), over the sum of the capital losses and net ordinary losses from all positions that
were part of the straddle, including capital gains and losses from section 1256 contracts

and other positions marked to market on the last business day of the taxable year or

33



upon transfer or termination and annual account net gain from positions in a mixed
straddle account.

The final regulations clarify that, if a taxpayer identifies a straddle under section
1092(a)(2), the taxpayer must adjust basis in accordance with section 1092(a)(2)(A)(ii)
and (iii) when determining the net gain during the taxable year from positions that were
part of the straddle. The net gain realized during the taxable year that is deferred under
section 1400Z-2(a)(1) is not treated as unrecognized gain for purposes of determining
whether a loss from a position in the straddle is deferred under section 1092(a)(3)(A)(ii).

A commenter suggested that the provision in the October 2018 proposed
regulations disqualifying all gains from section 1256 contracts if at any time during the
taxable year, any of the taxpayer’s section 1256 contracts were part of an offsetting-
positions transaction and any other position in that transaction was not a section 1256
contract be revised to limit the disqualification to the specific type of offsetting-positions
transaction identified by the Treasury Department and the IRS. In response to this
comment, under the final regulations net gain during the taxable year from section 1256
contracts that were not part of a straddle is not prevented from being eligible gain.

The final regulations also provide that additional exceptions to the general rule
may be provided in guidance published in the Internal Revenue Bulletin. The Treasury
Department and the IRS request comments on whether there are other situations that
might warrant an exception from the general rule that net gain from a position that was
either part of a straddle during the taxable year or part of a straddle in a prior year if a
loss from that straddle is carried over under section 1092(a)(1)(B) to the taxable year is

not eligible gain.
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2. Eligible interests

Proposed §1.1400Z2(a)-1(b)(3) provided that an eligible interest in a QOF must
be an equity interest issued by a QOF, and that eligible interests do not include debt
instruments as defined in section 1275(a)(1) and §1.1275-1(d). One commenter
requested clarification with respect to debt instruments issued by a QOF or a potential
investor. The commenter set forth a fact pattern in which an eligible taxpayer lends
money to a QOF prior to the sale of property that generates eligible gain. After the sale
of the property, the taxpayer essentially transfers its creditor position in the loan to the
QOF. The commenter requested confirmation that such an arrangement would result in
a qualifying investment in a QOF. Determination of the tax treatment of the
arrangement described previously would require a debt-equity analysis based on a
careful examination of all relevant facts and circumstances and Federal income tax
principles apart from those found in section 1400Z-2 and these regulations.
Accordingly, such an analysis would exceed the scope of these regulations.

The commenter also described a second fact pattern in which an eligible
taxpayer issues a promissory note to the QOF in exchange for an interest in the QOF.
The commenter requested clarification as to whether such an exchange would give rise
to an amount invested in the QOF. A taxpayer can make an investment in a QOF by
contributing cash or property. The contribution of a promissory note, however, is
inconsistent with the policy of the section 1400Z-2 statute to incentivize investments in
QOZs, and is beyond the scope of these regulations. The Treasury Department and the

IRS have determined that a taxpayer should not receive the benefits under section
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1400Z-2 merely by promising to pay, and thereby invest in a QOZ, in the future. As
such, the Treasury Department and the IRS decline to adopt this comment.

3. 180-day investment requirement

a. Section 1231 Gains

As discussed in part II.A.1.a. of this Summary of Comments and Explanation of
Revisions, proposed §1.1400Z22(a)-1(b)(2)(iii) of the May 2019 proposed regulations
provided that the 180-day period for investment with respect to capital gain net income
from section 1231 property for a taxable year began on the last day of the taxable year
without regard to the date of any particular disposition of section 1231 property.

The Treasury Department and the IRS have received numerous comments
regarding the “capital gain net income” approach of the May 2019 proposed regulations.
In response to the May 2019 proposed regulations, taxpayers and practitioners
consistently have emphasized that the year-long character testing period under section
1231 often can frustrate a taxpayer’s ability to defer gains resulting from sales or
exchanges of section 1231 property. Unlike typical transactions that result in ordinary
or capital gain upon their completion, taxpayers generally lack the ability to determine
whether section 1231 gain from a sale or exchange of section 1231 property will be
capital in character until the completion of all sales or exchanges of section 1231
property during a taxable year. See generally section 1231(a), (c) (describing taxable-
year-based determination). However, to defer recognition under section 1400Z-2(a),
taxpayers must invest eligible gain within a 180-day period that begins on the date on
which the taxpayer otherwise would have recognized that gain (180-day investment

requirement). See section 1400Z-2(a)(1)(A) (setting forth the 180-day investment
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requirement). Accordingly, commenters have recommended a wide spectrum of
approaches to integrate the rules of section 1231 with section 1400Z-2, including
approaches that would (i) modify the timing of the section 1231 calculation (including
recapture), the start of the 180-day period, or both; or (ii) allow for immediate investment
of gross section 1231 gains to be treated as eligible gains if those gains are determined
to be capital at the end of the taxable year.

As described in part 11.A.1.a. of this Summary of Comments and Explanation of
Revisions, the Treasury Department and the IRS have determined that a “gross
approach” solely with regard to eligible section 1231 gains (without regard to any
section 1231 losses) would eliminate unnecessary barriers to potential QOF investors.
Specifically, the final regulations provide that eligible gains include gains from the sale
or exchange of property described in section 1231(b) not required to be characterized
as ordinary income by sections 1245 or 1250 (eligible section 1231 gains), regardless of
whether section 1231(a) (without regard to section 1231(a)(4)) would determine those
gains to be capital or ordinary in character. This approach will eliminate significant
complexity, as well as uncertainty in determining eligible gain for partnerships and
S corporations that are eligible taxpayers. Importantly, although the determination
under section 1231(a) of the character of an eligible section 1231 gain would ordinarily
occur at the end of a taxable year, that section 1231(a) determination is not necessary
to determine whether that gain is eligible for deferral under section 1400Z-2 and the
section 1400Z-2 regulations. Because status as an eligible gain relies on facts that are
known at the time of a sale or exchange, the 180-day period for an eligible taxpayer to

invest an amount with respect to an eligible section 1231 gain begins on the date of the
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sale or exchange giving rise to the gain rather than at the end of the taxable year.
Therefore, an investor can invest an amount with respect to an eligible section 1231
gain from a sale or exchange of section 1231 property and have certainty as to the
amount of the qualifying investment on the date the investment is made. Finally,
allowing the 180-day period to begin on the date of the sale, exchange, or other
disposition that gives rise to the eligible section 1231 gain accelerates both capital
infusion into a QOZ and allows an investor to invest eligible proceeds from dispositions
of section 1231 property as soon as any such funds are available to invest.
b. RIC and REIT Capital Gain Dividends

Several commenters noted that the application of the 180-day investment
requirement to real estate investment trust (REIT) capital gain dividends may preclude
some shareholders from making qualifying investments in QOFs because REIT capital
gain dividends are based on the net capital gain of the REIT during the relevant taxable
year of the REIT. In other words, REITs determine that a dividend, or part thereof, is
eligible for capital gain dividend status after the REIT’s taxable year has ended, when
the REIT can compute net capital gain for the year. Thus, a shareholder may receive a
dividend during the year but may not receive the designation that the dividend is a
capital gain dividend until after the REIT’s taxable year has ended. To facilitate
investment in QOZs, commenters requested that the 180-day investment requirement
apply beginning on the last day of the REIT’s taxable year, rather than the date on
which the shareholder receives a dividend, thereby providing a 180-day period after the
shareholder has notice of the dividend’s capital gain designation. In the alternative,

some commenters proposed beginning the 180-day period for investment of REIT
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capital gain dividends on the date that is 30 days after the close of the REIT’s taxable
year. Commenters also noted that the same concerns apply to regulated investment
company (RIC) capital gain dividends and maintained that the 180-day period should be
the same for both RIC and REIT capital gain dividends.

The Treasury Department and the IRS seek to facilitate the ability of RIC and
REIT shareholders to make qualifying investments in QOFs that result from capital gain
dividends received during a taxable year. However, because shareholders may not
have the same taxable year as the RIC or REIT in which they are invested, these final
regulations provide that the 180-day period for RIC or REIT capital gain dividends
generally begins at the close of the shareholder’s taxable year in which the capital gain
dividend would otherwise be recognized by the shareholder. To ensure that RIC and
REIT shareholders do not have to wait until the close of their taxable year to invest
capital gain dividends received during the taxable year, these final regulations provide
that shareholders may elect to begin the 180-day period on the day each capital gain
dividend is paid. The 180-day period for undistributed capital gain dividends, however,
begins on either the last day of the shareholder’s taxable year in which the dividend
would otherwise be recognized or the last day of the RIC or REIT’s taxable year, at the
shareholder’s election. Regardless of the 180-day period applicable to its capital gain
dividends, the aggregate amount of a shareholder’s eligible gain with respect to capital
gain dividends received from a RIC or a REIT in a taxable year cannot exceed the
aggregate amount of capital gain dividends that the shareholder receives as reported or
designated by that RIC or that REIT for the shareholder’s taxable year. Any excess

investments will be treated under the final regulations as non-qualifying investments.
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c. Installment Sales

Commenters requested clarification regarding the application of the 180-day
investment requirement to gains recognized in an installment sale pursuant to the
installment method under section 453. See section 453(c) (defining the term
“‘installment method”). Section 453(a) provides generally that income from an
installment sale must be taken into account for purposes of the Code under the
installment method. In general, the installment method allows taxpayers to report gain
from a sale of property in the taxable year or years during which payments are received
rather than in the year of the sale. Commenters expressed concern that, for taxpayers
who are considering investing the gain from an installment sale in a QOF, it is not clear
whether (i) there is a single 180-day period for all income from the installment sale that
begins on the date and year of the sale (for example, March 15, 2020), or (ii) there are
multiple 180-day periods, each beginning in the year during which a payment is
received and income is recognized under the installment method.

To provide flexibility to these types of potential investors in QOZs, the Treasury
Department and the IRS have included in these final regulations a rule that
accommodates both of the potential options described by the commenters previously.
Specifically, the final regulations allow an eligible taxpayer to elect to choose the 180-
day period to begin on either (i) the date a payment under the installment sale is
received for that taxable year, or (ii) the last day of the taxable year the eligible gain
under the installment method would be recognized but for deferral under section 1400Z-

2. As aresult, if the taxpayer defers gain from multiple payments under an installment
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sale, there might be multiple 180-day periods, or a single 180-day period at the end of
the taxpayer’s taxable year, depending upon taxpayer’s election.

One commenter also requested confirmation that only capital gain realized with
respect to an installment sale that occurred after the effective date of section 1400Z-2
(that is, December 22, 2017) should be eligible gain. The Treasury Department and the
IRS have determined that it would be inconsistent with the general rule for eligible gains
in the final regulations, as well as installment sale case law, to exclude from the
definition of eligible gains any capital gains recognized by an eligible taxpayer under the
installment method, regardless of whether the installment sale occurred before the
effective date of section 1400Z-2. Accordingly, the Treasury Department and the IRS
decline to adopt this comment.

d. Special 180-day Period for Partners, S Corporation Shareholders, and Trust
Beneficiaries

The May 2019 proposed regulations provided that, for purposes of the 180-Day
Investment Requirement, the period during which a partner must invest an amount
equal to the partner’s eligible gains in the partner’s distributive share generally begins
on the last day of the partnership taxable year in which the partner’s allocable share of
the partnership’s eligible gain is taken into account under section 706(a). However, if a
partnership does not elect to defer all of its eligible gain, the partner may elect to treat
the partner’'s own 180-day period regarding the partner’s distributive share of that gain
as being the same as the partnership’s 180-day period.

Several commenters requested an additional special rule for application of the

180-day investment requirement with regard to partners in a partnership, shareholders
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in an S corporation, and beneficiaries of a trust. These commenters highlighted that
owners of flow-through entities experience information delays regarding the Federal
income tax consequences of transactions taken by such entities due to the ordinary
course timing of Schedule K-1 issuances. As a result of this delay in receiving
information necessary to determine the existence of eligible gain, commenters
contended that partners in a partnership, shareholders in an S corporation, and
beneficiaries of a trust should have an additional option to commence the 180-day
period upon the due date of the entity’s tax return.

The Treasury Department and the IRS agree with the commenters’ suggestions.
As a result, the final regulations provide partners of a partnership, shareholders of an
S corporation, and beneficiaries of decedents’ estates and non-grantor trusts with the
option to treat the 180-Day period as commencing upon the due date of the entity’s tax
return, not including any extensions. However, the Treasury Department and the IRS
have determined that similar rules for a grantor trust are not necessary because the
grantor is treated as the owner of the grantor trust’s property for Federal income tax
purposes. Therefore, the final regulations set forth different rules applicable to the
grantor.

4. Additional deferral of previously invested gains

Section 1400Z-2(a)(2)(A) provides that no deferral election under section 1400Z-
2(a)(1) may be made with respect to a sale or exchange if an election previously made
with respect to the sale or exchange is in effect. In proposed §1.1400Z2(a)-
1(b)(4)(ii)(D), Example 4 (Proposed Example 4), a taxpayer disposed of its entire

qualifying investment in a QOF in 2025 in a transaction that constituted an event
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described in proposed §1.1400Z(b)-1(c) (inclusion event) and recognized gain as a
result. In the example, the taxpayer wanted to defer the amount of gain from the
inclusion transaction by making another qualifying investment. The example concluded
that the gain recognized due to the inclusion event may be invested in either the original
QOF or a different QOF within 180 days of the inclusion event in order to make a new
deferral election under section 1400Z-2. The preamble to the May 2019 proposed
regulations explained that, upon disposition of that QOF interest, deferring an inclusion
otherwise mandated by section 1400Z-2(a)(1)(B) is permitted only if the taxpayer has
disposed of the entire initial investment because section 1400Z-2(a)(2)(A) expressly
prohibits the making of a deferral election under section 1400Z-2(a)(1) with respect to a
sale or exchange if an election previously made with respect to the same sale or
exchange remains in effect.

A commenter requested that gain from an inclusion event in which a taxpayer
disposes of less than its entire investment in a QOF be eligible for the deferral election
under section 1400Z-2(a)(1). The commenter asserted that gain arising from an
inclusion event, whether representing all or part of the initially deferred gain, represents
new gain that should be eligible for deferral under section 1400Z-2(a).

The Treasury Department and the IRS agree with the commenter. The final
regulations adopt the position that gain arising from an inclusion event is eligible for
deferral under section 1400Z-2(a) even though the taxpayer retains a portion of its
qualifying investment after the inclusion event. Although such gain relates in part to
gain from a sale or exchange for which there was a prior election in effect, it is no longer

subject to that prior election within the meaning of section 1400Z-2(a)(2)(A) as soon as
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the inclusion event triggers an income inclusion. Therefore, if an inclusion event relates
only to a portion of a taxpayer’s qualifying investment in the QOF, (i) the deferred gain
that otherwise would be required to be included in income (inclusion gain amount) may
be invested in a different QOF, and (ii) the taxpayer may make a deferral election under
section 1400Z-2(a) with respect to the inclusion gain amount, so long as taxpayer
satisfies all requirements for a deferral election on the inclusion gain amount. To satisfy
the requirements under section 1400Z-2(a) and §1.1400Z2(a)-1(b)(11)(iv), the eligible
taxpayer must treat the inclusion gain amount to be deferred as if it were originally
realized as a result of the inclusion event. In addition, the eligible taxpayer must meet
all other requirements to defer gain under section 1400Z-2. See section 1400Z-2(a)(1)
and §1.1400Z2(a)-1(b)(11)(i)(C) (gain that arises from a sale or exchange of property
with a related person is not eligible gain); section 1400Z-2(a)(2)(B) (election may not be
made for gain arising after December 31, 2026). Consistent with Proposed Example 4,
included in these regulations as §1.1400Z2(a)-1(b)(7)(iv)(D), the 180-day period for the
inclusion gain amount begins on the date of the inclusion event, and the holding period
for the second QOF investment begins on the date that an amount corresponding to the
inclusion gain amount is invested in the second QOF. See §1.1400Z2(a)-1(b)(7)(iv),
Example 4.

A commenter also requested clarification as to whether additional gain deferral
under section 1400Z-2(a)(1)(A), as in Proposed Example 4, is permitted for gain
included due to the operation of section 1400Z-2(b)(1)(B), which requires the full
amount of gain that was deferred under section 1400Z-2(a)(1)(A), reduced by the

amount of gain previously included under proposed §1.1400Z2(b)-1(b) (remaining
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deferred gain) to be included in income in the taxable year of the eligible taxpayer that
includes December 31, 2026. The commenter explained that the ability to reinvest
gains required to be included in income under section 1400Z-2(b) would facilitate
liquidity and capital mobility for investors. Moreover, in the event that additional gain
deferral is permitted after a taxable year that includes December 31, 2026, the
commenter requested clarification regarding the effect of such an additional gain
deferral election on items including the proper amount includible as well as the amount
of deferred gain that may be reinvested for the benefits of the election under section
1400Z-2(c).

Proposed Example 4 only illustrated that a taxpayer may invest gain that
otherwise would be included pursuant to section 1400Z-2(b)(1)(A) upon the complete
disposition of a QOF interest prior to December 31, 2026 (that is, an inclusion event),
where the amount of that gain is reinvested in any QOF during the 180-day period
beginning on the date of the inclusion event. No inferences should be drawn regarding
gains from dispositions after December 31, 2026, because deferral of any gain from
such dispositions is expressly prohibited by section 1400Z-2(a)(2)(B). Section 1400Z-
2(b)(1) provides that all gain to which section 1400Z-2(a)(1)(A) deferral applies must be
included in income in the taxable year that includes the earlier of the date on which a
QOF investment is sold or exchanged or December 31, 2026. Further, section 1400Z-
2(a)(2)(B) provides that no deferral election may be made under section 1400Z-2(a)(1)
with respect to any sale or exchange after December 31, 2026. Accordingly, the
statutory language of section 1400Z-2 clearly states, and therefore the section 1400Z-2

regulations provide, that (i) the ability to defer eligible gains pursuant to section 1400Z-
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2(a)(1)(A) is not permitted with respect to a gain arising after December 31, 2026, and
(i) no additional deferral of any gain is permitted if such gain is required to be included
in gross income under section 1400Z-2(b)(1)(B).

5. Qualifying investment

Section 1400Z-2 provides Federal income tax benefits to an eligible taxpayer that
makes an equity investment in a QOF described in section 1400Z-2(e)(1)(A)(i) (that is, a
qualifying investment) if the qualifying investment is held for the various statutorily
prescribed holding periods. For example, in the case of an eligible taxpayer that
maintains a qualifying investment for seven years, the eligible taxpayer’s basis in the
qualifying investment will be increased by a total amount equal to 15 percent of the
amount of the taxpayer’s deferred gain. See section 1400Z-2(b)(2)(B)(iii) and (iv)
(providing for basis increases of 10 and five percent, respectively). With respect to a
qualifying investment that is sold or exchanged after being held by the eligible taxpayer
for at least 10 years, if the eligible taxpayer makes an election under section 1400Z-
2(c), the basis of the qualifying investment will be increased to an amount equal to the
fair market value of that investment on the date on which it is sold or exchanged. See
section 1400Z-2(c).

In the May 2019 proposed regulations, the Treasury Department and the IRS
specified transactions that would cause the inclusion in gross income of an eligible
taxpayer’s gain that had been deferred under section 1400Z-2(a)(1)(B) and (b). Defined
as an “inclusion event,” each of these transactions “would reduce or terminate the QOF
investor’s direct (or, in the case of partnerships, indirect) qualifying investment for

Federal income tax purposes or (in the case of distributions) would constitute ‘cashing
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out’ of the QOF investor’s qualifying investment. ... It is necessary to treat such
[distributive] transactions as inclusion events to prevent taxpayers from ‘cashing out’ a
qualifying investment in a QOF without including in gross income any amount of their
deferred gain.” See May 2019 proposed regulations, Explanation of Provisions, part
VILA.

As indicated in the first sentence of part VII.E. (Transfers of Property by Gift or by
Reason of Death) and elsewhere in the Explanation of Provisions in the May 2019
proposed regulations, the termination of a direct interest in a qualifying investment that
resulted in an inclusion event terminated the status of an investment in a QOF as a
qualifying investment “[flor purposes of sections 1400Z-2(b) and (c).” This is because
the statutory text of each of section 1400Z-2(a), (b), (c), and (e)(1) focuses on one
holding period of “the taxpayer” tested at various points during a period of at least 10
years.

The May 2019 proposed regulations excepted certain enumerated dispositions of
qualifying investments from treatment as inclusion events to provide for business
flexibility for QOFs or qualified opportunity zone businesses. However, those
exceptions were premised upon the requirement that the same eligible taxpayer
generally be treated as continuing to hold the same interest in the QOF, and thereby
continue to bear the Federal income tax liability associated with holding the interest,
such as by reason of section 381 or section 704(c). This degree of identity of taxpayer
is fundamentally different (and more demanding) than a mere “step in the shoes”
concept based on whether the transferee of the interest can tack the holding period and

basis of the transferor. Accordingly, the May 2019 proposed regulations treated, among
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other transactions, gifts and section 351 exchanges as inclusion events because, in
each instance, (i) the initial eligible taxpayer had severed the direct investment interest
in the QOF and (ii) the transferee taxpayer was not treated for Federal income tax
purposes either as the same taxpayer as the initial eligible taxpayer or as a successor
taxpayer. This is true even though in each such case, the acquiring taxpayer’s basis
and holding period for purposes of determining gain or loss may be identical to that of
the taxpayer that made the initial investment in the QOF. See id., parts VII.E (regarding
gifts) and VII.G (regarding section 351 exchanges).

Commenters have requested clarification of the treatment of investments in
QOFs under section 1400Z-2(c) that have been disposed of by gift, in section 351
exchanges, and in other transactions treated as inclusion events. For the foregoing
reasons, the final regulations clarify that transactions described as inclusion events
result in a reduction or termination of a qualifying investment’s status as a qualifying
investment to the extent of the reduction or termination, except as otherwise provided in
§1.1400Z2(b)-1(c) or other provisions of the section 1400Z-2 regulations. See part IV.C
of this Summary of Comments and Explanation of Revisions. Moreover, the reduction
or termination of that status applies for purposes of section 1400Z-2(c) as well as
section 1400Z-2(a)(1)(B) and (b). An inclusion event is a transaction that reduces or
terminates the QOF investor’s direct (or, in the case of partnerships, indirect) qualifying
investment for Federal income tax purposes or, in the case of distributions, constitutes a
“cashing out” of the eligible taxpayer’s qualifying investment in the QOF. For that
reason and to that extent, the taxpayer holding the reduced investment in the QOF after

the inclusion event no longer possesses a qualifying investment. Thus, the benefits
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provided under section 1400Z-2(c) generally are available only to a taxpayer that not
only makes an equity investment in a QOF described in section 1400Z-2(e)(1)(A)(i) (that
is, a qualifying investment), but also then continuously maintains that qualifying
investment throughout statutorily prescribed holding periods.

However, consistent with that rationale, the May 2019 proposed regulations did
not treat as an inclusion event a gift by the taxpayer to a grantor trust of which the
taxpayer is the deemed owner because, for Federal income tax purposes, the owner of
the grantor trust is treated as the owner of the trust’s property and thus of the qualifying
investment in its QOF. See id., part VII.LE. See also id., part VII.F.1 (providing a similar
exception regarding section 381 transactions based on a statutory successor taxpayer
concept). Accordingly, eligibility for benefits under section 1400Z-2 in these limited
instances would be maintained.

The Treasury Department and the IRS have received several comments
requesting clarification that qualifying investments include interests received in a
transfer by reason of death that is not an inclusion event. In the case of a decedent,
section 1400Z-2(e)(3) provides a special rule requiring amounts recognized under
section 1400Z-2, if not properly includible in the gross income of the decedent, to be
includible in gross income as provided by section 691. In that specific case, the
beneficiary that receives the qualifying investment has the obligation to include the
deferred gain in gross income in the event of any subsequent inclusion event, including
for example, any further disposition by that recipient. See id., part VII.E. In other
words, unlike an inclusion event contemplated by the general rules of section 1400Z-

2(b), the obligation to include the original taxpayer investor’s deferred gain in income
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travels with that taxpayer’s qualifying investment to the beneficiary. Accordingly, the
May 2019 proposed regulations excepted transfers of a qualifying investment to the
deceased owner's estate, as well as distributions by the estate, from the definition of
“‘inclusion event.” See id., part VII.E.

As indicated in part VII.E. of the Explanation of Provisions of the May 2019
proposed regulations, the Treasury Department and the IRS have determined that
interests received in a transfer by reason of death continue to be a qualifying investment
in the hands of the beneficiary for purposes of section 1400Z-2(c). As described earlier,
sections 691 and 1400Z-2(e)(2) require such a transfer to not give rise to an inclusion
event because the beneficiary is treated as a successor to the original eligible taxpayer
that made the qualifying investment (that is, the beneficiary “steps into the shoes” of the
original taxpayer investor with regard to both the benefits of the qualifying investment
and the obligation to ultimately include the original taxpayer’s deferred gain into the
beneficiary’s income). As a result, the Treasury Department and the IRS have
determined that a qualifying investment received by a beneficiary in a transfer by reason
of death should continue to be a qualifying investment in the hands of the beneficiary for
purposes of section 1400Z-2(b) and (c).

The Treasury Department and the IRS have also received a comment suggesting
that the final regulations should permit QOFs to make loans to qualified opportunity
zone businesses and treat as qualifying investments the debt instruments arising from
such loans. Confirmation of the tax treatment of such debt instruments as qualifying
investments (that is, equity investments in a QOF) would require a debt-equity analysis

based on a careful examination of all relevant facts and circumstances and Federal
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income tax principles apart from those found in section 1400Z-2 and the section 1400Z-
2 regulations. Such an analysis would exceed the scope of these regulations. As a
result, the final regulations do not adopt the commenter’s suggestion.

B. Making an Investment for Purposes of an Election Under Section 1400Z-2(a)

1. Acquisition of an eligible interest from a person other than a QOF

Proposed §1.1400Z2(a)-1(b)(9)(iii) permitted a taxpayer to make a deferral
election under section 1400Z-2(a)(1)(A) for an eligible interest acquired from a person
other than a QOF. Commenters asked whether the transferor of that eligible interest
needed to have made an election under section 1400Z-2(a) prior to the taxpayer’s
acquisition. Commenters also asked whether the acquirer must have realized eligible
gain within the 180-day period prior to the acquisition of the eligible interest in order for
acquisition of that interest to support a deferral election under section 1400Z-2(a)(1)(A)
with respect to the eligible gain. Additionally, commenters requested confirmation
regarding whether shares or partnership interests in a pre-existing entity that becomes a
QOF pursuant to proposed §1.1400Z22(d)-1(a)(3) become eligible interests when the
pre-existing corporation or partnership becomes a QOF.

The final regulations do not require the transferor to have made a prior election
under section 1400Z-2(a) for the acquirer of an eligible interest to make such an
election. Further, for interests in entities that existed before the enactment of section
1400Z-2, if such entities become QOFs pursuant to §1.1400Z22(d)-1(a)(3), then the
interests in those entities, even though not qualifying investments in the hands of a

transferor, are eligible interests that may (i) be acquired by an investor and (ii) result in a
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qualifying investment of the acquirer if the acquirer has eligible gain and the acquisition
was during the 180-day period with respect to that gain.

2. Eligibility of built-in gain for deferral

One commenter requested confirmation that the built-in gain of a REIT, a RIC, or
an S corporation potentially subject to corporate-level tax under section 1374 or
§1.337(d)-7 is eligible for deferral under section 1400Z-2. To the extent the built-in gain
is an eligible gain, an election under section 1400Z-2 may be made for such gain of a
REIT, a RIC, or an S corporation. If such election is made, the amount of such gain will
not be included in the calculation of the entity’s net recognized built-in gain (as defined
in section 1374(d)(2)) in the year of deferral. Similarly, if a deferral election is made with
respect to an eligible gain that, absent the deferral election, would constitute a
recognized built-in gain (RBIG) within the meaning of section 382(h)(2)(A) or section
1374(d)(3), the amount of such eligible gain deferred as a result of a qualifying
investment in a QOF is not taken into account as RBIG in the year of deferral.

3. Grantor trusts

A commenter pointed out that the rule in proposed §1.1400Z2(a)-1(c)(3) does not
achieve the proper result for grantor trusts that do not make the deferral election but
distribute the deferred gain to a trust beneficiary other than the deemed owner of the
trust. The commenter pointed out that the proposed rule should not apply to grantor
trusts because the deemed owner of the trust is liable for the Federal income tax on the
gain regardless of whether that gain is distributed currently to a trust beneficiary other
than the deemed owner. The commenter also requested clarification that either the

grantor trust recognizing the gain or the deemed owner of that trust is eligible to both
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make the deferral election and make a qualifying investment, regardless of whether the
grantor trust distributes the gain to the deemed owner or to any other person. The
Treasury Department and the IRS agree with the commenter and have made the
requested adjustments in the final regulations.

C. ldentification of Disposed Interests in a QOF

Under the May 2019 proposed regulations, if a taxpayer held interests in a QOF
with identical rights (for example, equivalent shares of stock in a QOF corporation) that
were acquired on different days, and if the taxpayer disposed of less than all of those
interests on a single day, the taxpayer was required to use the first-in-first-out (FIFO)
method to identify which interests were disposed of for certain specified purposes, such
as determining the character and other attributes of the deferred gain that is included as
a result of the disposition. In circumstances in which the FIFO method did not provide a
complete answer, taxpayers were required to use a pro-rata method. In requesting
comments as to whether methods other than the FIFO method and the pro-rata method
should be used, the Treasury Department and the IRS stipulated that any such methods
must both provide certainty as to which fungible interest a taxpayer disposes of and
allow taxpayers to comply easily with the requirements of section 1400Z-2(a)(1)(B) and
(b) that certain dispositions of an interest in a QOF cause deferred gain be included in a
taxpayer’s income.

In response, commenters requested that taxpayers be permitted to specifically
identify the QOF interests that are sold or otherwise disposed of, and they

recommended that the final regulations adopt rules similar to those in §1.1012-1(c).
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Under such rules, a taxpayer would be required to use the FIFO method only if the
taxpayer fails to adequately identify which shares were disposed of.

The Treasury Department and the IRS agree that specific identification should be
permitted for dispositions of interests in QOF corporations. Thus, the final regulations
permit taxpayers to employ the rules and principles of §1.1012-1(c) to specifically
identify the QOF stock that is sold or otherwise disposed. If a taxpayer fails to
adequately identify which QOF shares are disposed of, then the FIFO identification
method applies. If, after application of the FIFO method, a taxpayer is treated as having
disposed of less than all of its investment interests that the taxpayer acquired on one
day and the investments vary in its characteristics, then the pro-rata method will apply
to the remainder.

However, the final regulations do not extend this specific identification
methodology to the disposition of interests in a QOF partnership because, under
Federal income tax law, a partnership interest represents an undivided, unitary interest
in all of the partnership assets and liabilities. Other than in the case of a mixed-funds
investment in a QOF partnership, where the section 1400Z-2 statute mandates a
division of partnership interests, the final regulations do not adopt the commenters’
recommendation because it would broaden the complexities associated with dividing
partnership interests into separate components with associated assets and liabilities.

In addition, the final regulations make it clear that if a taxpayer is required to
include in income some or all of a previously deferred gain, the gain so included has the
same attributes that the gain would have had if the recognition of gain had not been

deferred under section 1400Z-2. The final regulations generally provide that forms,
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instructions, and other administrative guidance control in determining which deferred
gains are associated with particular interests in QOFs. However, the final regulations
also provide that, to the extent that such guidance does not clearly associate an
investment in a QOF with an amount of deferred gain, an ordering rule applies that
permits taxpayers to determine how to associate investments in QOFs with particular
deferred gains.

D. Property Transferred in Exchange for a Qualifying Investment is not Qualified
Opportunity Zone Business Property

The May 2019 proposed regulations clarify that taxpayers may transfer property
other than cash to a QOF in exchange for a qualifying investment. A commenter asked
whether property that is purchased in a QOZ and contributed to a QOF could be
qualified opportunity zone business property, or whether such property would be
excluded automatically because it is not purchased by the QOF. The commenter
further asked why taxpayers are permitted to contribute property to a QOF in exchange
for a qualifying investment if the property cannot be qualified opportunity zone business
property.

Taxpayers are permitted to transfer property to a QOF in exchange for a
qualifying investment because the statute does not preclude taxpayers from investing in
a QOF in this manner and because permitting such transfers is not inconsistent with the
policies underlying section 1400Z-2. As the commenter noted, property that is
contributed to a QOF cannot be qualified opportunity zone business property because
qualified opportunity zone business property must be purchased by a QOF. See
section 1400Z-2(d)(2)(D)(i)(1). The QOF may retain the contributed property among its

assets that are not qualified opportunity zone property, or it may sell the property and
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use the proceeds to acquire qualified opportunity zone property in accordance with
section 1400Z-2(d) and the section 1400Z-2 regulations.

E. Amount Invested in a QOF Partnership for Purposes of Section 1400Z-2(a)(1)(A)

The May 2019 proposed regulations contained two rules that, if either were
applicable, would reduce the amount of a taxpayer’s qualifying investment.

First, proposed §1.140022(a)-1(b)(11)(ii)(A)(1) provided that, to the extent the
transfer of property to a QOF partnership is characterized other than as a contribution
(for example, a transfer that is characterized as a disguised sale under section 707), the
transfer is not an investment within the meaning of section 1400Z-2(a)(1)(A) (section
1400Z-2(a)(1)(A) investment). The Treasury Department and the IRS confirm that the
reference to the disguised sale regulations under section 707 is intended to provide an
existing analytical framework and rules applicable to transfers of property to a QOF
partnership to determine whether the transfer is a contribution for purposes of making a
qualifying investment. All guidance under section 707 that otherwise would be
applicable, including any exception, applies. In particular, §1.707-4(b)(2) (relating to
operating cash flow distributions) applies to transfers to and distributions from a QOF
partnership. Therefore, to the extent a transfer of property is characterized as a sale
under the existing section 707 framework, there is no contribution and section 1400Z-2
would not apply to the transfer. These final regulations do not modify section 707 or the
regulations in this part under section 707.

Second, proposed §1.1400Z2(a)-1(b)(11)(ii)(A)(2) provided that, to the extent
proposed §1.1400Z2(a)-1(b)(11)(ii)(A)(1) did not apply, the transfer to the partnership

would not be treated as a section 1400Z-2(a)(1)(A) investment to the extent the
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partnership makes a distribution to the partner and the transfer to the partnership and
the distribution would be recharacterized as a disguised sale under section 707 if (i) any
cash contributed were non-cash property, and (ii) in the case of a distribution by the
partnership to which §1.707-5(b) (relating to debt-financed distributions) applies, the
partner’s share of liabilities is zero. The Treasury Department and the IRS received
comments asking for clarification of the application of proposed §1.1400Z2(a)-
1(b)(11)(ii)(A)(2) and confirmation that the regulations under section 707, including the
exceptions to the disguised sale rules, apply in determining whether a contribution, in
whole or part, is treated as part of a disguised sale. In particular, commenters asked
how debt-financed distributions should be treated and requested confirmation that
operating cash flow distributions would not be presumed to be a part of a disguised
sale.

The Treasury Department and the IRS note that, even if a contribution were not
recharacterized as a disguised sale under section 707 and the regulations in this part
under section 707, the amount of the qualifying investment is reduced under the
modified application of the section 707 disguised sale rules in §1.1400Z2(a)-
1(c)(6)(iii)(A)(2). This provision adopts the rule contained in the May 2019 proposed
regulations without change. However, in making the qualifying investment
determination under this rule, the other exceptions to the disguised sale rules still would
apply. For example, a distribution by the partnership would not reduce the amount of
the qualifying investment to the extent the operating cash flow distribution exception of

§1.707-4(b) applied.
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Commenters also requested clarification regarding the Federal income tax
consequences of distributions by an “overfunded” QOF partnership carried out to
eliminate the amount of excess cash invested therein. Commenters explained that, in
this situation, an eligible taxpayer would contribute a cash amount in excess of the
amount that the QOF partnership desires to invest and, within the same year, the QOF
partnership distributes the excess cash back to the eligible taxpayer. The final
regulations provide an example clarifying and illustrating the application of the rules.
The later distribution by the QOF partnership would be tested under the normal
distribution rules for purposes of determining whether there is an inclusion event. For
QOF partnerships, there would be an inclusion event to the extent the distribution
exceeds the partner’s outside basis in its qualifying investment. Although the basis in
the qualifying investment is initially zero, that basis may be increased by the partner’s
share of debt and net income.

F. At-Risk Basis

One commenter requested clarification that investors get at-risk basis for their
qualifying investments. The May 2019 proposed regulations did not address whether a
taxpayer has at-risk basis in its qualifying investment. Thus, the commenter stated that
there is uncertainty under the May 2019 proposed regulations as to whether investors’
capital contributions will give rise to at-risk basis under section 465 even though
taxpayers must take zero basis in their qualifying investments.

Section 465 generally provides that a taxpayer shall be considered “at risk” for an
activity with respect to amounts including the amount of money and the adjusted basis

of other property contributed by the taxpayer to the activity. The Treasury Department
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and the IRS note that a taxpayer’s amount at risk generally is determined by reference
to the amount of money and the basis of property contributed, not to the basis of the
interest received in exchange for the property. Additionally, section 465 and the
regulations in this part under section 465 provide the necessary guidance for this
determination. As a result, the Treasury Department and the IRS have determined that
the commenter’s requested clarification exceeds the scope of the section 1400Z-2
regulations.

G. Withholding Tax and FIRPTA

The Treasury Department and the IRS received comments regarding the
application of withholding tax regimes within the context of section 1400Z-2(a). For
example, a commenter requested that a foreign taxpayer engaging in a sale subject to
withholding under section 1445(a) (imposing a 15 percent withholding tax as part of the
Foreign Investment in Real Property Tax Act (FIRPTA)) be able to provide a certificate
or other form of documentation to avoid withholding on the basis of the taxpayer’s
intention to invest the resulting gain in a QOF pursuant to a deferral election under
section 1400Z-2(a)(1). Another commenter requested an exemption from withholding
when a person enters into an agreement with the IRS to pay the tax when the deferred
gain is included under section 1400Z-2(a)(1)(B) and (b), similar to when a gain
recognition agreement is “triggered” under section 367 and the regulations in this part
under section 367. The Treasury Department and the IRS continue to consider this
comment and other matters related to the mechanics of applying section 1400Z-2 in the

context of a sale subject to withholding tax.
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The final regulations clarify that section 1400Z-2 is not a “nonrecognition
provision” for purposes of section 897(e) and §1.897-6T. See §1.1400Z2(a)-1(e). A
non-recognition provision is defined in section 897(e)(3) as any provision of the Code
for “not recognizing gain or loss.” Similarly, §1.897-6T(a)(2) defines a non-recognition
provision as any Code provision “which provides that gain or loss shall not be
recognized.” Pursuant to section 897(e)(1) and §1.897-6T(a)(1), nonrecognition
provisions generally do not apply upon the exchange of a U.S. real property interest in a
transaction subject to FIRPTA unless the asset received in exchange is also a U.S. real
property interest. The Treasury Department and the IRS have determined that section
1400Z-2 is not a nonrecognition provision for purposes of section 897(e) and §1.897-6T
because an election under that provision generally defers, rather than prevents
altogether, the recognition of gain. By deferring gain recognition, section 1400Z-2 is
fundamentally different from the provisions identified as nonrecognition provisions in
§1.897-6T(a)(2), such as sections 332, 351, 721, and 1031.

lll. Comments on and Changes to Proposed §1.1400Z22(b)-1

Proposed §1.1400Z2(b)-1 provided rules regarding the inclusion in income of
gain deferred under section 1400Z-2(a)(1)(A), including rules regarding which events
trigger the inclusion of deferred gain, how much gain is included, and the effects of
these events on the investor’s basis and holding period in its qualifying investment.

A. General Rule Regarding Inclusion Events

Proposed §1.1400Z2(b)-1(c)(1) generally provided that, except as otherwise
provided in proposed §1.1400Z2(b)-1(c), certain events (that is, inclusion events) result

in the inclusion of gain under proposed §1.1400Z2(b)-1(b) if and to the extent that: (i) a
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taxpayer’s transfer of a qualifying investment reduces the taxpayer’s equity interest in
the qualifying investment; (ii) a taxpayer receives property in a transaction treated as a
distribution for Federal income tax purposes, regardless of whether the receipt reduces
the taxpayer’s ownership of the QOF; or (iii) a taxpayer claims a worthlessness
deduction with respect to its qualifying investment. Proposed §1.1400Z22(b)-1(c)(2)
through (15) then provided specific rules for certain types of transactions that are or are
not treated as inclusion events.

The Treasury Department and the IRS received several comments and questions
regarding the general rule set forth in proposed §1.1400Z22(b)-1(c)(1). For example,
one commenter asked whether the phrase “the following events” refers to the items in
proposed §1.1400Z2(b)-1(c)(2) through (15) or whether the phrase instead refers to the
items in proposed §1.1400Z22(b)-1(c)(1)(i) through (iii). Another commenter stated that
the general rule in proposed §1.1400Z2(b)-1(c)(1)(i) could be read to suggest that there
is no inclusion event so long as a taxpayer retains an equity interest, whether direct or
indirect, in a qualifying investment after a transfer, even though the preamble to the May
2019 proposed regulations indicated that any reduction in a taxpayer’s direct interest in
a qualifying investment is an inclusion event, other than in the case of partnerships. Yet
another commenter asserted that the specific rules in proposed §1.1400Z2(b)-1(c)(2)
through (15) appear to cover all potentially relevant transactions and therefore the
purpose of the general rule seems unclear. As a result, commenters recommended that
the Treasury Department and the IRS clarify or eliminate the general rule.

As explained in the preamble to the May 2019 proposed regulations, proposed

§1.1400Z2(b)-1(c) reflected the general principle that, except as otherwise provided, an

61



inclusion event results from: a transfer of a qualifying investment, to the extent the
transfer reduces the taxpayer’s direct equity interest; the receipt of a distribution on or
with respect to a qualifying investment, which constitutes an impermissible “cashing
out” of the taxpayer’s qualifying investment; or the claim of a worthlessness deduction
(under section 165(g) or otherwise) in respect of a qualifying investment. Proposed
§1.1400Z2(b)-1(c)(1) set forth these principles as a general rule, and proposed
§1.1400Z2(b)-1(c)(2) through (15) provided elaborations of, and exceptions to, the
general rule. The Treasury Department and the IRS did not intend the general rule to
suggest that a taxpayer may avoid an inclusion event by retaining an indirect interest in
a QOF, and the specific rules clearly indicated that a transfer that reduces a taxpayer’s
direct interest is an inclusion event except as otherwise provided.

These final regulations retain the general rule in proposed §1.1400Z22(b)-1(c)(1).
However, this general rule has been clarified in response to the foregoing comments. In
addition to the changes described in this part Ill, the specific rules in §1.1400Z2(b)-
1(c)(2) through (c)(15) have been clarified as necessary.

These final regulations also clarify that if a QOF is decertified, either through the
QOF'’s voluntary self-decertification or an involuntary decertification, such decertification
is an inclusion event that terminates the qualifying investment status of the taxpayer’s
interest in the QOF.

A commenter also requested clarification as to whether an inclusion event
terminates the application of section 1400Z-2 to an interest in a QOF. In some cases,
an inclusion event may be the result of a transfer of the qualifying investment that

reduces or terminates the owner’s interest in the QOF, but in other cases it may not (for
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example, a distribution from a QOF C corporation subject to section 301(c)(3)). Thus,
the commenter argued that the occurrence of an inclusion event is not the appropriate
test for determining whether an interest in a QOF ceases to be a qualifying investment
eligible for the basis adjustments under section 1400Z-2(b).

As discussed in part 1I.A.5 of this Summary of Comments and Explanation of
Revisions, the Treasury Department and the IRS have determined that an inclusion
event generally results in a reduction or termination of a qualifying investment’s status
as a qualifying investment to the extent of the reduction or termination for purposes of
section 1400Z-2(a)(1)(B), (b), and (c). However, the Treasury Department and the IRS
agree that certain types of inclusion events (namely, certain distributions) do not
terminate a taxpayer’s qualifying investment. See part IV.C of this Summary of
Comments and Explanation of Revisions.

The Treasury Department and the IRS also recognize that the language in
proposed §1.1400Z2(b)-1(g)(2), which provided that “[t]he increases in basis under
section 1400Z-2(b)(2)(B)(iii) and (iv) only apply to that portion of the qualifying
investment that has not been subject to previous gain inclusion under section 1400Z-
2(b)(2)(A),” could be read to suggest that all inclusion events cause interests in a QOF
to cease to be qualifying investments. In other words, by restricting the five-year and
seven-year basis increases to qualifying investments that have “not been subject to
previous gain inclusion,” proposed §1.1400Z2(b)-1(g)(2) appeared to exclude any
qualifying investment that has been subject to any inclusion event, even if substantial

amounts of deferred gain remain.
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The Treasury Department and the IRS have determined that qualifying
investments that have been subject to inclusion events should continue to be eligible for
the five-year and seven-year basis increases to the extent deferred gain has not yet
been recognized at the time of these basis increases. For example, if a taxpayer
invests $100x of eligible gain in a QOF corporation and the corporation subsequently
makes a section 301(c)(3) distribution of $20x with respect to the taxpayer’s qualifying
investment, the taxpayer still should be eligible to receive a five-year basis increase of
$8x (10 percent of its remaining deferred gain of $80x) and a seven-year basis increase
of $4x (five percent of its remaining deferred gain of $80x). Section 1.1400Z2(b)-1(g)(2)
of the final regulations has been modified accordingly.

B. Transactions Treated as Distributions for Federal Income Tax Purposes

1. Overview

Proposed §1.1400Z2(b)-1(c)(1)(ii) generally provided that, except as otherwise
provided in proposed §1.1400Z2(b)-1(c), an inclusion event occurs if and to the extent a
taxpayer receives property in a transaction that is treated as a distribution for Federal
income tax purposes, regardless of whether the receipt reduces the taxpayer’'s
ownership of the QOF. Proposed §1.1400Z2(b)-1(c)(8) modified this general rule by
providing that a distribution of property by a QOF C corporation with respect to a
qualifying investment, including a distribution of stock that is treated as a distribution of
property to which section 301 applies under section 305(b), is an inclusion event only to
the extent section 301(c)(3) applies to the distribution. In the preamble to the May 2019
proposed regulations, the Treasury Department and the IRS requested comments on

the proposed treatment of distributions to which section 305(b) applies.
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In turn, proposed §1.1400Z2(b)-1(c)(9) generally provided that a redemption
described in section 302(d) by a QOF C corporation is an inclusion event with respect to
the full amount of the distribution. However, if the QOF C corporation is wholly and
directly owned by a single shareholder (or by members of a single consolidated group),
the section 302(d) redemption is an inclusion event only to the extent section 301(c)(3)
applies.

2. Section 302(d) redemptions

Commenters made several recommendations with respect to the foregoing rules.
For example, commenters questioned the treatment of dividend-equivalent redemptions
in the May 2019 proposed regulations. One commenter acknowledged that a section
302(d) redemption reduces a taxpayer’s direct equity interest, but the commenter
recommended treating such redemptions in the same manner as section 301
distributions for purposes of section 1400Z-2 because section 302 treats such
redemptions as distributions rather than as sales or exchanges. The commenter further
recommended that section 302(d) redemptions in which each shareholder surrenders a
pro rata percentage of its shares not be treated as inclusion events. Another
commenter recognized that requiring an inclusion event only upon a complete
redemption of a shareholder’s qualifying investment would enable taxpayers to avoid
taxation by retaining even a small amount of qualifying QOF stock, but the commenter
still questioned why a partial redemption should cause acceleration. Both commenters
recommended that section 302(d) redemptions and section 301 distributions be treated
similarly for purposes of section 1400Z-2, with the exception of complete redemptions,

which would be an inclusion event to the extent of the full amount of the distribution.
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As noted in the foregoing comments, a redemption transaction reduces a
taxpayer’s direct qualifying investment in a QOF, regardless of whether such transaction
is treated as a dividend for Federal income tax purposes. The Treasury Department
and the IRS have determined that the general treatment of section 302(d) redemptions
as section 301 distributions for Federal income tax purposes should not override the
general requirement that QOF shareholders must retain their direct qualifying
investment in a QOF corporation in order to retain the benefits of section 1400Z-2. See
section 1400Z-2(b)(1)(A) (“Gain to which subsection (a)(1)(B) applies shall be included
in income in the taxable year which includes ... the date on which such investment is
sold or exchanged...”). As a result, the Treasury Department and the IRS have
determined that it would be inappropriate to treat such redemptions in the same manner
as section 301 distributions for purposes of section 1400Z-2.

However, in certain circumstances, a reduction in a taxpayer’s qualifying
investment by virtue of a section 302(d) redemption is meaningless. For example, if a
wholly owned QOF C corporation partially redeems its sole shareholder, the
shareholder will continue to wholly own the QOF C corporation after the redemption.
Similarly, if a QOF C corporation redeems its single outstanding class of stock from all
shareholders on a pro rata basis, each QOF shareholder will retain the same
proportionate interest in the QOF after the partial redemption.

As a result, the final regulations generally continue to treat dividend-equivalent
redemptions by QOF C corporations as inclusion events with respect to the full amount
of the distribution, with an exception for redemptions by wholly owned

QOF C corporations, which are inclusion events only to the extent section 301(c)(3)
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applies. The Treasury Department and the IRS agree with the commenter that an
additional exception should be created for pro rata section 302(d) redemptions, so long
as the QOF C corporation has only one class of stock outstanding. The final regulations
have been modified to treat such redemptions in the same manner as redemptions by
wholly owned QOF C corporations. In other words, an inclusion event occurs only to
the extent section 301(c)(3) applies. Similarly, with respect to QOF S corporations, the
final regulations continue to treat dividend-equivalent redemptions as inclusion events to
the extent that the distributed property has a fair market value in excess of the
shareholder’s basis, including any basis adjustments under section 1400Z-2(b)(2)(B)(iii)
and (iv). See part lll.E.2.a of this Summary of Comments and Explanation of Revisions.

3. Section 305 distributions and section 306 redemptions

A commenter agreed with the treatment of section 305(b) distributions in the May
2019 proposed regulations—namely, that such distributions should be included as
distributions subject to the rule in proposed §1.1400Z2(b)-1(c)(8). However, the
commenter further recommended that the final regulations address the treatment of
stock received in a section 305(a) distribution with respect to qualifying QOF stock.
When a corporation distributes its own stock to its shareholders, section 305(a) provides
that the shareholders do not include the distribution in gross income. The basis of the
new stock received and of the stock with respect to which the distribution is made (old
stock) is determined by allocating the basis of the old stock between the old stock and
the new stock in proportion to the respective fair market values of the old stock and the
new stock on the date on which the new stock is distributed, and the holding period for

the new stock is the same as the holding period for the old stock. See §1.307-1(a)
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(regarding allocation of basis) and section 1223(4) (regarding determination of holding
period). The commenter requested clarification that the new stock received in a section
305(a) distribution with respect to qualifying QOF stock is also qualifying QOF stock,
with the remaining deferred gain being allocated pro rata between the old stock and the
new stock, and with the holding period for the new stock being the same as the holding
period for the old stock. The Treasury Department and the IRS agree with the
commenter’s recommendation, and the final regulations have been modified
accordingly.

The commenter also requested clarification regarding the treatment of
redemptions of section 306 stock. Section 306 stock generally includes stock, other
than common stock, that was received tax-free in certain transactions by the
shareholder disposing of such stock, including a stock dividend under section 305(a), a
corporate reorganization described in section 368(a), or a distribution or exchange to
which section 355 (or so much of section 356 as relates to section 355) applied. See
section 306(c). Section 306(a)(2) provides that, if a shareholder disposes of its section
306 stock in a redemption, the amount realized is treated as a distribution of property to
which section 301 applies. The commenter recommended that such a redemption be
subject to the rules for section 301 distributions in proposed §1.1400Z2(b)-1(c)(8).

The Treasury Department and the IRS agree that the final regulations should
address the treatment of section 306(a)(2) redemptions. For the reasons discussed in
part I11.B.2 of this Summary of Comments and Explanation of Revisions, the Treasury
Department and the IRS have determined that section 306(a)(2) redemptions should be

treated in the same manner as dividend-equivalent redemptions for purposes of section
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1400Z-2. The final regulations have been modified accordingly.

4. Distributions subject to section 1059

A commenter recommended that qualifying investments in QOF C corporations
be excluded from the application of section 1059. Alternatively, the commenter
requested confirmation that (1) the recognition of gain under section 1059(a)(2) would
result in an inclusion event to the extent of that gain, and (2) the ordering rule in
proposed §1.1400Z2(b)-1(g)(1)(ii), which applied to basis increases under section
1400Z-2(b)(2)(B)(ii), also would apply to such inclusion event.

The commenter contended that, in many instances, the policy concerns
underlying section 1059, as described by the commenter, would not be applicable to
distributions made by a QOF C corporation. However, an example in the commenter’'s
analysis illustrated that the concerns underlying section 1059 are present any time a
QOF corporation has earnings and profits (E&P) predating the date on which a
qualifying investment is made. The Treasury Department and the IRS have
determined that, to the extent consistent with the application of section 1400Z-2, and
unless provided otherwise by the section 1400Z-2 regulations, the rules of subchapter
C apply with respect to a QOF C corporation. The commenter’s analysis did not set
forth any statutory authority under section 1400Z-2 or subchapter C for not applying
section 1059 to distributions from a QOF C corporation. As a result, the Treasury
Department and the IRS have determined that section 1059 should apply to a
QOF C corporation, and the final regulations do not adopt the commenter’s primary
recommendation.

However, the Treasury Department and the IRS agree with the commenter’s
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alternative recommendation that the recognition of gain under section 1059(a)(2)
should result in an inclusion event to the extent of that gain, and that the ordering rule
in proposed §1.1400Z2(b)-1(g)(1)(ii) should apply to such inclusion event. The final
regulations have been modified accordingly.

C. Reorganizations of QOF Corporations

1. Overview

Proposed §1.1400Z2(b)-1(c)(10) generally provided that, if the assets of a QOF
corporation are acquired in a qualifying section 381 transaction, and if the acquiring
corporation is a QOF within a prescribed period of time after the acquisition, the
transaction would not be an inclusion event. The proposed regulations included this
rule because, after the transaction, the taxpayer would have retained a direct qualifying
investment in an acquiring QOF that is a successor to the transferor QOF under section
381. The proposed regulations defined the term “qualifying section 381 transaction” to
mean an acquisitive asset reorganization described in section 381(a)(2), with certain
enumerated exceptions. See proposed §1.1400Z2(b)-1(a)(2)(xx).

However, if a QOF shareholder received boot in a qualifying section 381
transaction with respect to the shareholder’s qualifying investment, the taxpayer would
have an inclusion event because the taxpayer would have reduced its direct qualifying
investment in the QOF or cashed out part of its investment. For this purpose, the term
"boot” means money or other property that section 354 or 355 does not permit to be
received without the recognition of gain. Under the May 2019 proposed regulations, if
the taxpayer realizes a gain on the transaction, the amount that gives rise to the

inclusion event is the amount of gain under section 356 that is not treated as a dividend
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under section 356(a)(2). If the taxpayer realizes a loss on the transaction, the amount
that gives rise to the inclusion event is an amount equal to the fair market value of the
boot received. If a single taxpayer or members of a single consolidated group wholly
own both the target QOF and the acquiring QOF, the boot is treated as if it were
distributed from the QOF in a separate section 301 transaction and is only taxable to the
extent section 301(c)(3) applies.

In turn, proposed §1.1400Z2(b)-1(c)(12) generally provided that, if a QOF
corporation engages in a recapitalization transaction described in section 368(a)(1)(E)
(recapitalization), or if a QOF shareholder engages in a stock-for-stock exchange
described in section 1036 (section 1036 exchange), and if the transaction does not have
the result of decreasing the shareholder’s proportionate interest in the QOF corporation,
the transaction is not an inclusion event. However, any property or boot received by the
shareholder in the transaction is treated as property or boot to which section 301 or
section 356 applies, as determined under general Federal income tax principles.
Proposed §1.1400Z2(b)-1(c)(8) or (10), respectively, then determined the extent to
which the receipt of such property or boot triggers an inclusion event. Moreover, if the
transaction decreases the shareholder's proportionate qualifying investment in the QOF
corporation, the shareholder has an inclusion event equal to the amount of the reduction
in fair market value of the shareholder’s qualifying QOF stock.

2. Proposed treatment of recapitalizations and section 1036 exchanges

Several commenters recommended that a single inclusion event rule be applied
to qualifying section 381 transactions, recapitalizations, and section 1036 exchanges.

One commenter argued that, if a taxpayer’s proportionate interest were reduced in a
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recapitalization or in a section 1036 exchange, the taxpayer either would have received
actual consideration (that is, boot) in the transaction or would be deemed to have
received boot in the transaction under general Federal income tax principles. See, for
example, Rev. Rul. 74-269, 1974-1 C.B. 87. Another commenter argued that a
reduction in a shareholder’s proportionate interest by virtue of the QOF’s issuance of
new stock to a new investor should not be treated as an inclusion event, and that a
reduction in the shareholder’s interest by virtue of the shareholder’s receipt of non-stock
consideration should be covered by the boot rules for reorganizations. Thus, the
commenters argued that recapitalizations and section 1036 exchanges should be
governed by the same rules that govern qualifying section 381 transactions.

The Treasury Department and the IRS agree with many of the foregoing
comments. For example, the Treasury Department and the IRS agree that the
reduction of a shareholder’s proportionate interest in a QOF through a recapitalization
should not be treated as an inclusion event unless the shareholder receives, or is
deemed to receive, boot in the transaction. Thus, a shareholder should not have an
inclusion event by virtue of the QOF’s issuance of qualifying QOF stock to a new
investor. The Treasury Department and the IRS also agree that the rules for
recapitalizations and section 1036 exchanges should be modified to mirror more closely
the rules for qualifying section 381 transactions. The final regulations reflect these
determinations. However, the final regulations retain separately numbered rules for
reorganizations, and for recapitalizations and section 1036 exchanges.

3. Receipt of boot
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Commenters also recommended simplifying the proposed rules regarding boot.
For example, one commenter recommended eliminating the special rule for the receipt
of boot from a wholly owned QOF in proposed §1.1400Z22(b)-1(c)(10)(i)(C)(2) and
subjecting qualifying section 381 transactions, recapitalizations, and section 1036
exchanges to a single rule similar to proposed §1.1400Z2(b)-1(c)(10)(i)(C)(1) (the
general rule regarding the receipt of boot by QOF shareholder in a qualifying section
381 transaction). Another commenter questioned the disparate treatment of boot in
reorganizations depending on whether gain or loss is realized.

The Treasury Department and the IRS agree with commenters that the proposed
rules regarding the receipt of boot should be simplified. Accordingly, the final
regulations adopt a single rule for the receipt of boot in a qualifying section 381
transaction. Under this rule, a taxpayer is treated as disposing of a portion of its
qualifying investment equal to the portion of total consideration received in the
transaction with respect to the taxpayer’s qualifying investment that consists of boot.
For example, if a QOF engages in a merger that is a qualifying section 381 transaction,
and if 10 percent of the consideration received by a QOF shareholder, as measured by
fair market value, consists of boot, the QOF shareholder is treated as having disposed
of 10 percent of its qualifying investment. This rule applies regardless of whether the
QOF shareholder recognizes gain or loss on the transaction, and regardless of whether
the QOF is wholly owned.

For property or boot received in recapitalizations or section 1036 exchanges, the
final regulations provide that the property or boot is treated as property or boot to which

section 301 or section 356(a) or (c) applies, as determined under general Federal
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income tax principles. The receipt of property to which section 301 applies is an
inclusion event only to the extent section 301(c)(3) applies. The receipt of boot to which
section 356(a) or (c) applies is subject to the single rule for the receipt of boot in a
qualifying section 381 transaction.

If a taxpayer receives boot with respect to its qualifying investment in a qualifying
section 355 transaction, as defined in proposed §1.1400Z2(b)-1(a)(2)(xix), and if section
356(a) applies to the transaction, the receipt of boot also is subject to the single rule for
the receipt of boot in a qualifying section 381 transaction. In turn, if a taxpayer receives
boot with respect to its qualifying investment in a qualifying section 355 transaction, and
if section 356(b) applies to the transaction, the receipt of boot is an inclusion event only
to the extent section 301(c)(3) applies.

4. Treatment of the surviving or acquiring corporation as a QOF

A commenter also requested clarification that, in the event of mergers,
consolidations, share exchanges, asset acquisitions, and conversions in which the
acquiring or surviving enterprise is a QOF, such acquiring or surviving enterprise
continues to be a QOF.

Whether the surviving or acquiring corporation after a merger, consolidation,
share exchange, or asset acquisition continues to be a QOF depends on whether the
surviving or acquiring corporation satisfies the requirements of section 1400Z-2(d) and
the section 1400Z-2 regulations. Therefore, the final regulations do not adopt the
commenter’s recommended clarification. For a discussion of conversions of QOF
partnerships to QOF corporations, see part Ill.E.1 of this Summary of Comments and

Explanation of Revisions.
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D. Reorganizations of QOF Shareholders

Proposed §1.1400Z2(b)-1(c)(10)(ii) generally provided that a transfer of a QOF
shareholder’s assets in a qualifying section 381 transaction (qualifying owner
reorganization) is not an inclusion event, except to the extent the QOF shareholder
transfers less than all of its qualifying investment in the transaction, because the section
381 successor to the QOF shareholder retains a direct qualifying investment in the
QOF. In other words, the section 381 successor is treated as the historic QOF
shareholder and therefore no disposition of the direct qualifying investment in the QOF
has occurred. Based on the same rationale, proposed §1.1400Z22(b)-1(c)(2)(ii)(B)
provided that the transfer of a QOF shareholder’s qualifying investment in a complete
liquidation under section 332 is not an inclusion event to the extent section 337(a)
applies (qualifying owner liquidation). Special rules applied to S corporations that are
shareholders of a QOF, and generally tracked the rules of subchapter C described
previously, to the extent consistent with the rules of subchapter S. See proposed
§1.1400Z2(b)-1(c)(7).

Proposed §1.1400Z2(b)-1(d)(1) and (2) contained special rules for qualifying
section 381 transactions in which the target corporation was a QOF immediately before
the acquisition and the acquiring corporation is a QOF immediately after the acquisition.
For purposes of section 1400Z-2(b)(2)(B) and 1400Z-2(c), the May 2019 proposed
regulations provided that the holding period for the QOF stock relinquished by a
taxpayer is “tacked” onto the holding period of the QOF stock received in the
transaction, and any qualified opportunity zone property transferred by the transferor

QOF to the acquiring QOF in connection with the transaction does not lose its status as
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qualified opportunity zone property solely as a result of the transfer. However, the May
2019 proposed regulations did not provide similar rules for qualifying owner
reorganizations or liquidations. As a result, one commenter requested that a “tacked”
holding period be expressly provided for a QOF shareholder’s qualifying investment in
such transactions. Another commenter requested a rule for qualifying owner
liquidations and reorganizations similar to proposed §1.1400Z22(b)-1(c)(6)(ii)(C), which
generally provided that the resulting partnership after certain partnership mergers or
consolidations is subject to section 1400Z-2 and the section 1400Z-2 regulations to the
same extent as the original partnership before the transaction.

The Treasury Department and the IRS agree that a “tacking” rule should apply to
stock of a QOF shareholder after a qualifying owner reorganization or liquidation.
Section 1.1400Z2(b)-1(d)(1)(ii) of the final regulations has been modified accordingly.

E. Partnerships, S Corporations, and Trusts

1. Inclusion events for QOF partnerships

Proposed §1.1400Z2(b)-1(c)(6)(i) provided inclusion rules for QOF partnerships
and partnerships that directly or indirectly own interests in QOFs. These rules applied
to transactions involving any direct or indirect partner of a QOF to the extent of the
partner’s share of any eligible gain. Proposed §1.1400Z2(b)-1(c)(6)(ii)(B) provided that
a contribution by a QOF owner of its direct or indirect partnership interest in a qualifying
investment to a partnership is not an inclusion event to the extent the transaction is
governed by section 721(a), provided the transfer does not cause a termination of a
QOF partnership, or of the direct or indirect owner of a QOF, under section 708(b)(1).

The Treasury Department and the IRS received several comments on whether
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certain transactions involving QOF partnerships should be considered inclusion events.
One commenter requested clarification of proposed §1.1400Z2(b)-1(c)(6)(iii), which
provided that a distribution of property by a QOF partnership to a partner is an inclusion
event if the distributed property has a fair market value in excess of the partner’s basis
in its qualifying investment, and that similar rules apply to distributions involving tiered
partnerships. The final regulations provide that, for amounts relating to a partner’s
qualifying investment, a distribution by a QOF partnership to a partner is an inclusion
event to the extent the distribution is of cash or property with a fair market value in
excess of the partner’s outside basis in the QOF partnership. However, with respect to
distributions by a partnership that owns a QOF, such distribution will only be an
inclusion event for the indirect QOF owner if the distribution is a liquidating distribution.

The commenter suggested that such a distribution should not be an inclusion
event to the extent the partner in the QOF ultimately would be allocated the gain
recognized upon the distribution. The commenter also requested an exception from
inclusion event treatment for section 731 distributions of a QOF interest by an upper-tier
partnership to the extent the distribution is to the partner that made the initial qualifying
investment in the QOF. The Treasury Department and the IRS decline to adopt these
recommendations. Under the rules in subchapter K of chapter 1 of subtitle A
(subchapter K), a distribution of property with a fair market value in excess of basis
reduces a partner’s equity interest in the partnership. Such a reduction is an inclusion
event and is economically the same as an investor cashing out its investment or
reducing its equity investment in the QOF.

One commenter also requested that a contribution of an interest in a partnership
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that holds a direct interest in a QOF partnership to another partnership not be
considered an inclusion event. This transaction was addressed by proposed
§1.1400Z2(b)-1(c)(6)(ii)(B), which applied to contributions under section 721(a) by a
QOF owner, including a QOF partner. See proposed §1.1400Z2(b)-1(a)(2)(xii), which
defined a QOF partner as a person that directly owns a qualifying investment in a QOF
partnership or a person that owns such a qualifying investment through equity interests
solely in one or more partnerships. The final regulations clarify that the rule in proposed
§1.1400Z2(b)-1(c)(6)(ii)(B) applies to any QOF owner that contributes its qualifying QOF
stock or direct or indirect partnership interest in a qualifying investment to a partnership
in a transaction governed by section 721(a).

Another commenter requested that the list of inclusion events exclude not only
section 721 contributions, but also the merger of a fund formed as a REIT into another
REIT. The commenter recommended that the final regulations clarify and expand the
scope of the permitted transactions under the rules for inclusion. The Treasury
Department and the IRS decline to adopt this suggestion but note that the exceptions to
inclusion event treatment applicable to QOF C corporations, such as the exception for
qualifying section 381 transactions, also apply to RICs and REITs.

Proposed §1.1400Z2(b)-1(c)(6)(ii)(C) provided that a merger or consolidation of a
partnership holding a qualifying investment, or of a partnership holding an interest in
such partnership solely through one or more partnerships, with another partnership in a
transaction to which section 708(b)(2)(A) applies is not an inclusion event. A
commenter noted that the May 2019 proposed regulations did not explicitly provide that

a merger of a QOF partnership into another partnership in a transaction to which section
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708(b)(2)(A) applies is not an inclusion event, even if the acquiring partnership is a QOF
immediately after the merger.

The Treasury Department and the IRS adopt the comment in part. The Treasury
Department and the IRS have determined that the rule in §1.1400Z2(b)-1(c)(6)(iii) of the
May 2019 proposed regulations, which provided that a QOF partnership distribution with
a fair market value in excess of the distributee partner’s basis is an inclusion event,
should be modified in the case of certain mergers or consolidations under section
708(b)(2)(A).

The final regulations provide that, in the case of an assets-over merger or
consolidation of a QOF partnership with another QOF partnership in a transaction to
which section 708(b)(2)(A) applies, the fair market value of property distributed in the
merger or consolidation is reduced by the fair market value of the partnership interest
received in the merger or consolidation for purposes of determining whether there has
been an inclusion event. Therefore, the transaction will not be an inclusion event to a
partner that receives only a partnership interest in the resulting partnership. However,
there will be an inclusion event to the extent that a partner receives other property that
exceeds that partner’s basis in the partnership.

Additionally, the final regulations provide that a merger or consolidation of a QOF
partnership with another QOF partnership in a transaction to which section 708(b)(2)(A)
applies is not an inclusion event under §1.1400Z2(b)-1(c)(2)(i), which provides that
there is an inclusion event if a QOF ceases to exist for Federal income tax purposes.
The resulting partnership becomes subject to section 1400Z-2 and the section 1400Z-2

regulations to the same extent that the terminated partnership was so subject prior to
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the transaction, and must allocate and report any gain inclusion under section 1400Z-
2(b) to the same extent and to the same partners that the terminated partnership would
have been required to allocate and report those items prior to the transaction.

A commenter also requested clarification that any partnership distribution of
property pursuant to a division governed by §1.708-1(d) is not an inclusion event,
provided the taxpayer’s beneficial interest in a QOF has not changed and all deferred
gain still would be recognized by the same taxpayer. Several other commenters
requested that pro-rata divisions of QOF partnerships into two or more QOF
partnerships pursuant to section 708 not be treated as inclusion events, provided the
amount of a taxpayer’s equity interest in its qualifying investment remains the same.

The Treasury Department and the IRS decline to adopt a general rule excluding
divisions as inclusion events because divisions may result in deemed distributions
arising from debt shifts, as well as distributions in excess of basis, which may result in
gain recognition under the subchapter K rules. Additionally, as described in part IV.E.4
of this Summary of Comments and Explanation of Revisions, the final regulations
expand the rule of proposed §1.1400Z2(c)-1(b)(2)(ii) to provide that, with the exception
of gain from the sale of inventory in the ordinary course of business, all gain from the
sale of property by a QOF partnership or by a qualified opportunity zone business that is
a partnership is eligible for exclusion as long as the qualifying investment in the QOF
has been held for at least 10 years. This change to proposed §1.1400Z2(c)-1(b)(2)(ii)
may minimize the need for divisions of QOF partnerships as a way to dispose of certain
assets.

One commenter also asked that a distribution by a QOF partnership of its net
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cash flow, measured on an annual basis by reference to taxable income, plus
depreciation deductions, not constitute an inclusion event. The Treasury Department
and the IRS decline to adopt this recommendation because allowing such distributions
in excess of the QOF partner’s basis would add significant complexity, requiring the
tracing of distributions of net cash flow proceeds versus cash from other sources.

One commenter asked why proposed §1.1400Z2(b)-1(c)(6) used the phrase
“eligible gain.” Proposed §1.1400Z2(b)-1(c)(6) stated, in relevant part, that “the
inclusion rules of this paragraph (c) apply to transactions involving any direct or indirect
partner of the QOF to the extent of such partner’s share of eligible gain of the QOF.”
The commenter further noted that proposed §1.1400Z22(b)-1(c)(6) used this phrase
three times, and the inclusion of that phrase seemed inappropriate.

The Treasury Department and the IRS confirm that “eligible gain” was the
intended term in proposed §1.1400Z2(b)-1(c)(6). Eligible gain is a defined term in
proposed §1.1400Z2(a)-1(b)(2), and generally refers to gain that is eligible to be
deferred under section 1400Z-2(a). The term is further defined in §1.1400Z2(a)-
1(b)(11) of the final regulations. In addition, proposed §1.1400Z2(b)-1(c)(6) provided
special rules relating to inclusion events for partners and partnerships, and used the
defined term “eligible gain” to reference the amount of gain deferred under section
1400Z-2(a) that is required to be included in income upon the occurrence of certain
inclusion events.

Proposed §1.1400Z2(b)-1(c)(7)(iv) provided special rules regarding inclusion
events for conversions of S corporations to partnerships or disregarded entities.

Otherwise, the May 2019 proposed regulations did not expressly address whether a
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QOF’s change in classification, such as from a partnership to a corporation, is an
inclusion event. A commenter recommended that the conversion of a QOF from a
partnership to a corporation for Federal tax purposes be treated as neither an inclusion
event nor a disposition of a qualifying investment for purposes of the election in section
1400Z-2(c).

The Treasury Department and the IRS note that, if a partnership elects under
§301.7701-3(c)(1)(i) to be classified as an association, under §301.7701-3(g)(1)(i) the
partnership is deemed to contribute all of its assets and liabilities to the association in
exchange for stock and to liquidate immediately thereafter. See also Rev. Rul. 2004-59,
2004-1 C.B. 1050 (applying the same treatment to a partnership that converts to a
corporation under a state law formless conversion statute). As provided in proposed
§1.1400Z2(b)-1(c)(2)(i), a taxpayer generally has an inclusion event for all of its
qualifying investment if the QOF ceases to exist for Federal income tax purposes, and
no specific rule in proposed §1.1400Z2(b)-1(c) provides an exception for liquidations of
QOF partnerships. Thus, the conversion of a partnership to a corporation would be an
inclusion event. No change has been made to the final regulations with respect to this
comment.

2. Inclusion Events for QOF S corporations

a. General Principle of Section 1371(a)

The May 2019 proposed regulations relied upon the principle set forth in section
1371(a), which provides that the rules of subchapter C of chapter 1 of subtitle A
(subchapter C) applicable to C corporations and their shareholders apply to

S corporations and their shareholders, except to the extent inconsistent with the
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provisions of subchapter S. In such instances, S corporations and their shareholders
are subject to the specific rules of subchapter S. For example, similar to rules
applicable to QOF partnerships, a distribution of property to which section 1368 applies
by a QOF S corporation is an inclusion event to the extent that the distributed property
has a fair market value in excess of the shareholder’s basis, including any basis
adjustments under section 1400Z-2(b)(2)(B)(iii) and (iv). In addition, the rules set forth
in the May 2019 proposed regulations regarding redemptions, liquidations, and
reorganizations of QOF C corporations and QOF C corporation shareholders apply
equally to QOF S corporations and QOF S corporation shareholders to the extent
consistent with the rules of subchapter S. For example, because the stock of an
S corporation cannot be held by a C corporation, no exception is provided for a
liquidation or upstream asset reorganization of an S corporation investor in a QOF.
However, the May 2019 proposed regulations also reflect that flow-through
principles under subchapter S apply to S corporations when the application of
subchapter C would be inconsistent with subchapter S. For example, under the May
2019 proposed regulations, if an inclusion event were to occur with respect to deferred
gain of an S corporation that is an investor in a QOF, the shareholders of the
S corporation would include the gain pro rata in their respective taxable incomes. See
section 1366(a)(1)(A). Consequently, those S corporation shareholders would increase
their bases in their S corporation stock at the end of the taxable year during which the
inclusion event occurred. See section 1367(a)(1)(A). Pursuant to the S corporation
distribution rules set forth in section 1368, the S corporation shareholders would receive

future distributions from the S corporation tax-free to the extent of the deferred gain
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amount included in income and included in stock basis. If the S corporation has
accumulated E&P, the S corporation’s accumulated adjustments account would be
increased by the same amount as the increase in stock basis to ensure the
shareholders’ tax-free treatment of the future distributions. See section 1368(c), (e)(1).
b. Specific Inclusion Event Rules for S Corporations

The May 2019 proposed regulations also set forth specific rules for
S corporations to provide certainty to taxpayers regarding the application of particular
provisions under section 1400Z-2. Regarding section 1400Z-2(b)(1)(A), the May 2019
proposed regulations clarified that a conversion of an S corporation that holds a
qualifying investment in a QOF to a C corporation (or a conversion of a C corporation to
an S corporation) is not an inclusion event because the interests held by each
shareholder of the C corporation or S corporation, as appropriate, would remain
unchanged with respect to the corporation’s qualifying investment in a QOF. For mixed-
funds investments in a QOF S corporation described in section 1400Z-2(e)(1), if
different blocks of stock are created for otherwise qualifying investments to track basis
in these qualifying investments, the May 2019 proposed regulations made clear that the
separate blocks would not be treated as different classes of stock for purposes of
S corporation eligibility under section 1361(b)(1).

The Treasury Department and the IRS received favorable comments regarding
the reliance of the May 2019 proposed regulations upon the principle set forth in section
1371(a). In addition, commenters provided favorable comments regarding the foregoing
rules, which the Treasury Department and the IRS drafted in accordance with that

principle. As a result, the final regulations adopt those rules without modification.
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c. Elimination of 25-Percent Aggregate Ownership Change Rule

The May 2019 proposed regulations set forth a special rule that, solely for
purposes of section 1400Z-2, an S corporation’s qualifying investment in a QOF would
be treated as disposed of if there is a greater-than-25 percent aggregate change in
ownership of the S corporation (25-percent aggregate ownership change rule). Under
that rule, upon a greater-than-25 percent aggregate change in ownership, the
S corporation would have an inclusion event for all of the S corporation’s remaining
deferred gain, and neither section 1400Z-2(b)(2)(B)(iii) or (iv), nor section 1400Z-2(c),
would apply to the S corporation’s qualifying investment after that date. In proposing
the 25-percent aggregate ownership change rule, the Treasury Department and the IRS
attempted to “balance the status of the S corporation as the owner of the qualifying
investment with the desire to preserve the incidence of the capital gain inclusion and
income exclusion benefits under section 1400Z-2.” Section VII.D.3 of the preamble to
the May 2019 proposed regulations.

The Treasury Department and the IRS have received comments from the
taxpayer and practitioner communities critical of the 25-percent aggregate ownership
change rule. In particular, commenters have emphasized that the proposed rule
conflicts with the stated purpose of inclusion events under section 1400Z-2, which is to
“prevent taxpayers from ‘cashing out’ a qualifying investment in a QOF without including
in gross income any amount of their deferred gain.” Section VII.A of the preamble to the
May 2019 proposed regulations. In addition, commenters have noted that subchapter S

of the Code already contains provisions, such as section 1377, that achieve more
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effectively the “balance” intended through the proposed 25-percent aggregate
ownership change rule.

As previously stated, for purposes of the Code, including section 1400Z-2, the
rules of subchapter C apply to an S corporation and its shareholders unless inconsistent
with subchapter S. See section 1371(a). For example, if an S corporation investor in a
QOF were to have an inclusion event regarding the S corporation’s qualifying
investment, the rules of subchapter S would apply to ensure that the shareholders of the
S corporation would include the resulting gain pro rata in their respective taxable
incomes and increase their bases in their S corporation stock at the end of the taxable
year during which the inclusion event occurred. See generally section 1366. However,
neither subchapter S nor section 1400Z-2 provides that the disposition of any stock held
by a shareholder of an S corporation should cause an inclusion event under section
1400Z-2 for a qualifying investment held by the S corporation in a QOF (that is, should
be treated as a disposition by the S corporation). Rather, the rules of subchapter S
indicate the opposite, as evidenced by the ability for S corporation shareholders to
dispose of their stock without affecting the S corporation’s tax-free treatment resulting
from a like-kind exchange of one of its assets. See generally section 1031. The
Treasury Department and the IRS have determined that, like a C corporation investor in
a QOF C corporation, an S corporation investor should not have an inclusion event for
its qualifying investment solely as the result of a disposition of shares by one of its
shareholders, regardless of the disposition’s magnitude.

Furthermore, the Treasury Department and the IRS have determined that the

proposed 25-percent aggregate ownership change rule does not achieve its stated
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purpose of balancing the status of the S corporation as the owner of the qualifying
investment while directing capital gain inclusion to the proposed rule’s intended parties
(that is, the S corporation’s shareholders, upon an inclusion event). See section VII.D.3
of the May 2019 proposed regulations. Indeed, the Treasury Department and the IRS
note that the proposed rule conflicts with section 1377, the longstanding provision in
subchapter S that governs the allocation of items of income among S corporation
shareholders.

Under section 1377(a)(1), each shareholder’s pro rata share of any item for any
tax year generally equals the sum of the amounts determined for the shareholder by (1)
assigning an equal portion of the item to each day of the tax year, and then (2) dividing
that portion pro rata among the shares outstanding on that day, per share, per day. As
an exception for terminations of a shareholder’s interest, section 1377(a)(2) permits an
S corporation and the affected shareholders (that is, the remaining shareholders of the
S corporation at the time of the termination) to agree to a “closing of the books” of the
S corporation and allocate the S corporation’s items of income among those
shareholders based on their ownership before and after the termination (that is, treat the
taxable year as two taxable years, the first of which ends on the date of the termination).
As highlighted by one commenter, in the absence of a “closing of the books” election,
the inclusion of capital gain resulting from an inclusion event will be allocated pro rata
among all of the S corporation’s shareholders as of the end of the S corporation’s
taxable year, rather than to those shareholders who were shareholders at the time the
S corporation invested its deferred capital gain in its QOF. In other words, the allocation

rules of section 1377 do not operate to match S corporation items to specific
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shareholders. For these reasons, the Treasury Department and the IRS agree with the
comments received and have removed the proposed 25-percent aggregate ownership
change rule from the final regulations.

d. Contributions of QOF Investments to a Partnership

With respect to the contribution of a qualifying investment to an upper-tier
partnership or the acquisition of an interest in an upper-tier partnership by another
person, one commenter requested that forward section 704(c) and reverse section
704(c) principles apply to ensure that deferred gains, or any built-in gains on the QOF
interest, are allocable to the proper taxpayers and that appropriate basis adjustments
are made. The Treasury Department and the IRS agree that forward section 704(c) and
reverse section 704(c) principles, which otherwise would apply, also apply in this
context.

In addition, several commenters requested that the final regulations provide
greater flexibility in the structuring of investments in QOF partnerships by allowing
investors to use master-feeder structures and similar structures such as aggregator
funds. The commenters noted that proposed §1.1400Z2(b)-1(c)(6)(ii)(B) permitted a
QOF owner to contribute its direct or indirect interest in a QOF partnership to another
partnership under certain circumstances in a transaction governed by section 721(a)
without the transfer being treated as an inclusion event. The final regulations decline to
incorporate that comment because it is inconsistent with the statute. Specifically,
section 1400Z-2(a)(1)(A) requires an eligible taxpayer to make an investment in a QOF
within 180 days of the sale or exchange that gave rise to the eligible gain in order for the

taxpayer to have made a qualifying investment.

88



The final regulations clarify that, when a QOF partner contributes its qualifying
investment to a transferee partnership in a section 721 transaction, the transferee
partnership is the party that recognizes the deferred gain and is eligible for the five- and
seven-year basis adjustments. However, the transferee partnership must allocate all
such amounts to the contributing partner, applying the principles of section 704(c). The
contributing partner no longer will be eligible to make the elections under section 1400Z-
2(c) and §1.1400Z22(c)-1(b)(2). Instead, the transferee partnership will be the sole
person eligible to make these elections, and the elections will apply to all partners in the
transferee partnership for that tax year.

e. Mixed-Funds Investments in QOF Partnerships

Proposed §1.1400Z2(b)-1(c)(6)(iv) provided that a partner that holds a mixed-
funds investment in a QOF partnership (mixed-funds partner) is treated as holding
separate interests in the QOF partnership—a qualifying investment and a non-qualifying
investment—solely for purposes of section 1400Z-2. Under proposed §1.1400Z2(b)-
1(c)(6)(iv)(B), all section 704(b) allocations of income, gain, loss, and deduction, all
section 752 allocations of debt, and all distributions made to a mixed-funds partner were
treated as made to the separate interests based on the allocation percentages of the
interests, which generally were determined based on the relative capital contributions
attributable to the qualifying investment and the non-qualifying investment. However, if
a partner received a profits interest in the partnership in exchange for services, the May
2019 proposed regulations provided that the profits interest was a non-qualifying

investment and that the allocation percentage for the profits interest was based on the
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highest share of residual profits the mixed-funds partner would receive with respect to
that interest.

The Treasury Department and the IRS received a number of comments
advocating different methods of allocating section 704(b) items, debt, and distributions
between qualifying and non-qualifying investments in a mixed-funds investment. For
example, one commenter requested that taxpayers be allowed to treat partnership
distributions as made disproportionately to non-qualifying investments to minimize the
likelihood that a distribution will cause a qualifying investment to be considered sold or
exchanged. Another commenter requested that all debt be allocated to the non-
qualifying investment. One commenter also recommended that gain on the sale of
property by a QOF partnership be treated as attributable to the non-qualifying
investment and qualifying investment based on each investment’s share of section
704(b) gain with respect to the property.

The Treasury Department and the IRS decline to adopt these comments
because the recommended changes would (i) increase the complexities in determining
the items attributable to qualifying and non-qualifying investments comprising a mixed-
funds investment, and (ii) be significantly more difficult to administer for both taxpayers
and the IRS. The Treasury Department and the IRS have determined that the approach
in the May 2019 proposed regulations is the most straightforward option, and the option
that minimizes administrable burden, for determining allocation percentages for
qualifying and non-qualifying investments. Therefore, the final regulations retain the
rule in the May 2019 proposed regulations and continue to determine allocation

percentages based on relative capital contributions.
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Commenters generally agreed with the rule in proposed §1.1400Z2(a)-1(b)(9)(ii)
that profits interests received for services should not be treated as qualifying
investments. However, a number of commenters requested changes to the rule for
calculating allocation percentages in the case of a profits interest received for services.
One commenter highlighted that the proposed rule could result in a profits interest
holder receiving an allocation percentage that is higher than its actual share of residual
profits. Another commenter recommended that the allocation percentage for a profits
interest be determined by comparing the profits received by the service provider with
those derived by another significant partner that does not provide services to the QOF
partnership. Yet another commenter requested that the final regulations incorporate the
definition of “applicable partnership interest” under section 1061. This commenter
recommended that the final regulations provide that the highest share of residual profits
that a partner holding the mixed-funds investment would receive with respect to an
“applicable partnership interest” would be determined by the highest share of residual
profits less a reasonable return on the partner’s capital interest, based on consideration
of all facts and circumstances at the time of the receipt of the interest.

The Treasury Department and the IRS decline to adopt any of these comments
because the approach in proposed §1.1400Z2(b)-1(c)(6)(iv) is simpler and more
administrable. The final regulations require a partner who receives a profits interest for
services as part of a mixed-funds investment in a QOF partnership to determine the
allocation percentage of the profits interest based on the share of residual profits that
the mixed-funds partner would receive from the partnership. In addition, the final

regulations provide that, if the residual share provided in the partnership agreement is
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not reasonably likely to apply, then that share will be disregarded in determining
allocation percentages, and the allocation percentage for the profits interest will be the
final share of profits provided in the partnership agreement that is likely to apply.
f. QSST and ESBT Conversions

A commenter requested clarification as to whether a conversion from a qualified
subchapter S trust (QSST) to an electing small business trust (ESBT), and vice versa,
falls within the exceptions to an inclusion event. The final regulations confirm that
neither type of conversion is an inclusion event if the person who is both the deemed
owner of the portion of the ESBT holding the qualifying investment and the QSST
beneficiary is the person taxable on the income from the qualifying investment both
before and after the conversion. For this purpose, §1.1361-1(j)(8) is deemed not to
apply because the conversion of a QSST to an ESBT differs from a disposition of the
QSST asset where there is no recognition of gain on the asset. However, there will be
an inclusion event upon conversion if the qualifying investment is in the grantor portion
of the ESBT and the ESBT’s deemed owner is a nonresident alien.
g. Holding Periods

One commenter suggested clarifying how the principles of proposed
§§1.1400Z2(b)-1(d)(1) and 1.1400Z2(b)-1(d)(2), which provided rules for holding
periods for QOF investments, would be applied to partnership transactions described in
proposed §1.1400Z2(b)-1(c)(6)(ii), such as section 721(a) contributions and section
708(b)(2)(A) mergers or consolidations.

Proposed §1.1400Z2(b)-1(d)(3) allowed the holding period of qualifying

investments transferred in non-inclusion events listed in proposed §1.1400Z2(b)-
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1(c)(6)(ii) to tack onto the holding period of the transferor under section 1223(1). The
final regulations retain this provision. Under §1.1400Z2(b)-1(d)(1), the holding period of
the transferee partnership will include the holding period of the contributing partner.

h. Special amount includible rule for partnerships and S corporations

Proposed §1.1400Z2(b)-1(e)(4) provided that, for inclusion events involving
partnerships and S corporations, the amount includible is equal to the percentage of the
qualifying QOF partnership or QOF S corporation interest disposed of, multiplied by the
lesser of (1) the remaining deferred gain less the five-year and seven-year basis
adjustments; or (2) the gain that would be recognized by the partner or shareholder if
the interest were sold in a fully taxable transaction for its then fair market value.

Section 1400Z-2(b)(2)(A) provides that the amount of gain included in gross
income under section 1400Z-2(a)(1)(A) is the excess of (i) the lesser of the amount of
gain excluded under paragraph (1) of that section or the fair market value of the
investment as determined as of the date described in paragraph (1), over (ii) the
taxpayer’s basis in the investment.

Several commenters requested that the special amount includible rule for
partnerships and S corporations be changed to follow the statutory language in section
1400Z-2(b)(2)(A). Commenters acknowledged that the special amount includible rule
was intended to prevent taxpayers from avoiding the recognition of deferred gain upon
an inclusion event when the fair market value of their qualifying investment has
diminished due to debt-financed deductions or distributions. However, these
commenters emphasized that the special amount includible rule creates inequitable

results for debt-financed losses attributable to periods before December 31, 2026, as
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compared to debt-financed losses incurred after this date. Certain commenters also
suggested that this rule has adversely affected the ability to develop low-income
housing tax credit projects and other community development properties in QOZs.

The Treasury Department and the IRS have determined that the proposed
special amount includible rule for partnerships and S corporations conforms to the
underlying intent of the capital gain deferral allowed under section 1400Z-2. Thus, the
Treasury Department and the IRS decline to adopt this request, and the final regulations
retain the special amount includible rule for partnerships and S corporations found in
proposed §1.1400Z22(b)-1(e)(4). Further, although the final regulations do not limit the
combining (commonly referred to as “twinning”) of other tax incentives with the benefits
provided by section 1400Z-2, the creation of special rules in this regard exceeds the
scope of section 1400Z-2 and the section 1400Z-2 regulations.

3. Grantor trusts

Proposed §1.1400Z2(b)-1(c)(5)(i) provided that a taxpayer’s transfer of its
qualifying investment to a grantor trust of which the taxpayer is the deemed owner was
not an inclusion event for purposes of section 1400Z-2(b)(1) and proposed
§1.1400Z2(b)-1(c). One commenter asked whether a gift to a “defective grantor trust”
would be an inclusion event. The Treasury Department and the IRS note that a
defective grantor trust is a grantor trust for Federal income tax purposes, so its funding
does not change the conclusion that the transfer is not an inclusion event under section
1400Z-2. In each situation, the taxpayer would be treated as maintaining the taxpayer’'s

direct qualifying investment in the QOF for Federal income tax purposes. See part
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[I.A.5 of this Summary of Comments and Explanation of Revisions (describing rationale
for not treating such transfers as inclusion events).

Another commenter stated that proposed §1.1400Z22(b)-1(c)(5)(ii), which
addressed inclusion events related to grantor trusts, was too broad because the
proposed rule applied to “a change in the status of a grantor trust.” The commenter
noted that this language could be read to apply to a taxpayer that owned a QOF
investment and was the owner of a grantor trust, regardless of whether the grantor trust
itself held a QOF investment. The Treasury Department and the IRS agree with this
comment. Accordingly, the final regulations clarify that the provision applies to a
change in the status of a grantor trust owning a qualifying investment in a QOF.

A commenter also requested clarification that non-gift transactions between a
grantor trust and its deemed owner that are not recognition events for Federal income
tax purposes are not inclusion events, and that such transactions do not start a new
holding period for purposes of section 1400Z. In such transactions, the deemed owner
of the trust continues, for Federal income tax purposes, to be the taxpayer liable for the
Federal income tax on the qualifying investment. Thus, the Treasury Department and
the IRS have determined that, like transfers by the deemed owner to the grantor trust,
these transactions (including transfers from the grantor trust to its deemed owner) are
not inclusion events.

F. Transfers of Property by Gift or by Reason of Death, or Incident to Divorce

1. Gifts
The May 2019 proposed regulations provided that a transfer by gift of a qualifying

investment in a QOF is an inclusion event for purposes of section 1400Z-2(b)(1) and
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proposed §1.1400Z2(b)-1(c). One commenter asserted that a donor’s gift of a
qualifying investment in a QOF should not be considered a sale or exchange for
purposes of section 1400Z-2, provided that the gift otherwise is not treated as a taxable
disposition for Federal income tax purposes.

As noted in the preamble to the May 2019 proposed regulations, section 1400Z-
2(b)(1) does not directly address non-sale or exchange dispositions, such as gifts and
bequests. However, the Conference Report provides that, under section 1400Z-2(b)(1),
the “deferred gain is recognized on the earlier of the date on which the [qualifying]
investment is disposed of or December 31, 2026.” See Conference Report at 539
(indicating that continued gain recognition deferral requires the taxpayer to maintain
directly the taxpayer’s qualifying investment).

Section 1400Z-2 requires the deferred Federal income tax on capital gains to be
paid by the taxpayer who incurred that gain and reinvested an amount up to the amount
of the net proceeds from the sale into the qualifying investment in the QOF. The only
exception is the recognition under section 691 of a decedent’s deferred gain that is not
properly includible in the decedent’s gross income. The Treasury Department and the
IRS have concluded that (i) no authority exists to impose the donor’s deferred capital
gains tax liability on the donee of the qualifying investment, and therefore (ii) the
Federal income tax on the deferred gain must be collected from the donor at the time of
the gift of the qualifying investment. Accordingly, the final regulations continue to
provide that a gift of the qualifying investment in a QOF is an inclusion event. In
addition, consistent with the discussion in part VII.E. of the Explanation of Provisions to

the May 2019 proposed regulations, the final regulations provide that the interest
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received by the donee is no longer a qualifying investment in a QOF as a result of the
inclusion event, and thus the donee is not eligible to make an election under section
1400Z-2(c) to adjust the basis of the interest in the QOF to fair market value.
2. Death

The May 2019 proposed regulations generally provided that a transfer of a
qualifying investment by reason of the taxpayer’s death is not an inclusion event. See
proposed §1.1400Z22(b)-1(c)(4)(ii) (enumerating the sole exceptions to that general
rule). One commenter noted that the recipient of a deceased owner’s qualifying
investment may not have the liquidity to pay the deferred tax on the gain the decedent
invested in the QOF upon an inclusion event as of December 31, 2026. The
commenter requested that the final regulations permit an election to treat death as an
inclusion event, thereby making the decedent’s estate liable for the payment of the
deferred tax, or grant the recipient a further deferral until the recipient’s disposition of
the qualifying investment.

The Treasury Department and the IRS note that, if a decedent who dies after
2026 had not disposed of the qualifying investment prior to December 31, 2026, it is
possible that even the decedent could have faced such a liquidity problem. In light of
the statute’s clear direction that the deferral be terminated no later than December 31,
2026, the final regulations provide no election to a decedent’s estate to treat death as
an inclusion event or provide further deferral to a person inheriting the qualifying
investment as a result of the deceased owner’s death.

One commenter also requested clarification regarding the application of section

691 to the recipient of the qualifying investment by reason of the death of the owner. In

97



response, the final regulations provide that the tax on the decedent’s deferred gain is
the liability of the person in receipt of that interest from the decedent at the time of an
inclusion event.

3. Transactions between spouses or incident to divorce

A commenter requested that transfers between spouses or incident to divorce, as
described in section 1041, be excepted from the definition of an inclusion event.
Although those transactions are nonrecognition events for Federal income tax
purposes, a transfer of the qualifying investment in such a transaction constitutes a
disposition of that interest for purposes of section 1400Z-2(a)(1)(B) and (b). Therefore,
the final regulations in §1.1400Z2(b)-1(c)(3)(ii) clarify that a transfer described in section
1041 is an inclusion event. Accordingly, the transferor’s deferred gain is recognized,
and the transferee’s interest in the QOF no longer is a qualifying investment.

G. Basis Adjustments

1. Adjustments to basis of qualifying QOF stock

Under section 1400Z-2(b)(2)(B)(ii) and proposed §1.1400Z2(b)-1(g), a taxpayer’s
basis in its qualifying investment is increased by the amount of gain recognized upon an
inclusion event or on December 31, 2026. Proposed §1.1400Z2(b)-1(g) also provided
additional rules regarding the timing and amount of basis adjustments under section
1400Z-2(b)(2)(B)(ii).

Commenters requested clarification as to how the section 1400Z-2(b)(2)(B)(ii)
basis adjustments should be made if a taxpayer disposes of less than all of its qualifying
QOF stock or if less than all of its qualifying QOF stock is redeemed by the QOF

corporation. If an investor has a qualifying investment with $0 basis and a
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corresponding $100 of deferred gain, and if the investor were to sell its entire qualifying
investment for $100, the investor would recognize $100 of deferred gain, increase its
basis in the qualifying investment by $100, and then recognize $0 of gain under section
1001 on the sale of the qualifying investment. If the investor were to sell half of its
investment for $50 instead, the investor would recognize $50 of deferred gain under
proposed §1.1400Z2(b)-1(e)(1) and then increase its basis in its qualifying investment
by $50. However, it is unclear under the May 2019 proposed regulations whether the
$50 basis increase should be applied to the shares that were sold, to the shares that
were retained, or to both the sold and the retained shares proportionally.

A commenter recommended that the section 1400Z-2(b)(2)(B)(ii) basis increase
be made only to those specific shares that trigger the inclusion event. In the foregoing
example, if the $50 basis adjustment were made solely to the sold shares, the investor
would recognize $50 of the deferred gain on the disposition of such shares and $0 of
gain under section 1001, and the investor would continue to have $50 of deferred gain
and $0 of basis in the retained shares. In contrast, if all or a proportionate amount of
the section 1400Z-2(b)(2)(B)(ii) basis increase were made to the retained shares, the
investor would recognize $50 of deferred gain plus an additional $50 or $25 of gain,
respectively, under section 1001. Thus, the investor would recognize more gain than
the amount realized in the transaction. Moreover, the retained portion of the investment
still would be associated with $50 of deferred gain. Although the taxpayer would have a
basis of either $50 or $25 in its retained stock, the taxpayer could end up recognizing
gain in excess of the amount of deferred gain if the qualifying investment appreciates

sufficiently—an outcome that is contrary to the express language of the statute. See
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section 1400Z-2(b)(2)(A).

Similarly, commenters recommended that, in the case of a dividend-equivalent
redemption of qualifying QOF stock owned by a sole shareholder of a QOF corporation,
the section 1400Z-2(b)(2)(B)(ii) basis increase for any section 301(c)(3) gain or
1059(a)(2) gain be made only to the redeemed shares.

The Treasury Department and the IRS agree with the commenters that, if a
shareholder of a QOF corporation sells less than all of its qualifying QOF stock, the
section 1400Z-2(b)(2)(B)(ii) basis increase should be made only to those specific shares
that are sold. The final regulations have been revised accordingly. Otherwise, issues
relating relating to the treatment of basis upon a redemption are beyond the scope of
the final regulations. The Treasury Department and the IRS continue to study such
issues. See REG-143686-07, 84 FR 11686 (March 28, 2019).

2. Basis adjustments to QOF partnership interests and QOF S corporation stock

a. General Application of Five-Year and Seven-Year Basis Increases

A commenter noted that the May 2019 proposed regulations, unlike the
preamble, did not specifically provide that the five-year and seven-year basis increases
to a qualifying investment are basis for all purposes of the Code, and recommended
that the final regulations confirm this result. The Treasury Department and the IRS
agree with this comment. Accordingly, the final regulations in §1.1400Z2(b)-1(g)(4)(ii)
and (g)(5)(i) specifically provide that five-year and seven-year basis adjustments to a
qualifying investment in a partnership or S corporation described in section 1400Z-
2(b)(2)(B)(iii) and (iv) and section 1400Z-2(c) are basis for all purposes of the Code,

including for purposes of suspended losses under sections 704(d) and 1366(d).
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b. Specific Stock Basis Rules for S Corporations

The May 2019 proposed regulations provided that, if an S corporation is an
investor in a QOF, the S corporation must adjust the basis of its qualifying investment in
the manner set forth for C corporations in proposed §1.1400Z2(b)-1(g), except as
otherwise provided in those proposed regulations. This rule does not affect adjustments
to the basis of any other asset of the S corporation. The S corporation shareholder’s
pro-rata share of any recognized deferred capital gain at the S corporation level will be
separately stated under section 1366 and will adjust the shareholders’ stock basis under
section 1367. In addition, the May 2019 proposed regulations made clear that any
adjustment to the basis of an S corporation’s qualifying investment under section
1400Z-2(b)(2)(B)(iii) or (iv) or section 1400Z-2(c) will not (1) be separately stated under
section 1366, and (2) adjust the shareholders’ stock basis under section 1367 until the
date on which an inclusion event with respect to the S corporation’s qualifying
investment occurs. If a basis adjustment under section 1400Z-2(b)(2)(B)(ii) is made as
a result of an inclusion event, then the basis adjustment will be made before
determining the other tax consequences of the inclusion event.

The Treasury Department and the IRS received favorable comments regarding
the foregoing rules, which the Treasury Department and the IRS drafted in accordance
with the principle of section 1371(a), as discussed in part Ill.E.2.a of this Summary of
Comments and Explanation of Revisions. As a result, the final regulations adopt these
rules without modification.

3. Basis adjustments by reason of death
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Several commenters requested clarification regarding the basis of a qualifying
investment in the hands of a deceased owner’s heir, legatee, or beneficiary. More
specifically, commenters requested clarification as to whether the basis adjustment
under section 1014 would apply less the amount of unrecognized gain.

If the decedent’s investment in a QOF exceeded the gain the decedent elected to
defer under section 1400Z-2(a), the investment is a mixed-funds investment that is
treated as two separate investments—a qualifying investment subject to section 1400Z-
2, and a non-qualifying investment to which section 1400Z-2 is inapplicable. See
section 1400Z-2(e)(1). Proposed §1.1400Z2(a)-1(b)(11)(i)(D) identified the basis of the
non-qualifying investment as the taxpayer’s total basis in the QOF less the basis of the
qualifying investment, in each case determined without the zero-basis rule and without
any other basis adjustment provided for in section 1400Z-2(b)(2)(B). In general, this
amount equals the taxpayer’s total investment in the QOF less the amount of gain
invested on which the capital gains tax was deferred.

Because section 1400Z-2 is inapplicable to the non-qualifying investment, the
recipient’s basis in the non-qualifying investment on the death of the owner is governed
by section 1014. As with other income in respect of a decedent, the estate tax value is
not reduced by the liability for the deferred income tax.

However, section 1400Z-2(b)(2)(B) applies with regard to the recipient’s basis in
the qualifying investment. This section provides that the basis of the qualifying
investment is zero, with specified increases for gain recognized at the time of an
inclusion event and for qualifying investments held for at least five or seven years. This

provision governs without regard to section 1014. Because a taxpayer’s basis in its
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qualifying investment is zero except as otherwise provided in section 1400Z-2(b)(2)(B)
and section 1400Z-2(c) (which concerns qualifying investments held for at least 10
years), the Treasury Department and the IRS have determined that section 1014 does
not apply to adjust the basis of an inherited qualifying investment to its fair market value
as of the deceased owner’s death.

H. Earnings and Profits

A commenter requested guidance regarding the E&P consequences of section
1400Z-2 and the section 1400Z-2 regulations. Specifically, the commenter
recommended that any increase to E&P as a result of gain deferred under section
1400Z-2 be deferred until such gain is included in income upon either an inclusion event
or December 31, 2026.

As noted by the commenter, section 312(f)(1) provides that gain or loss realized
on the sale or other disposition of property by a corporation increases or decreases the
E&P of such corporation, but only to the extent the realized gain or loss was recognized
in computing taxable income under the law applicable to the year in which such sale or
disposition was made. Section 1400Z-2 and the section 1400Z-2 regulations enable a
taxpayer to defer recognition of an eligible gain in the year the eligible gain was
realized. As a result, the amount of gain so deferred does not increase the taxpayer’'s
E&P in the year of realization. See section 312(f)(1). When the gain eventually is
included in income upon an inclusion event or on December 31, 2026, the taxpayer’s
E&P will be increased. See §1.312-6(b). The Treasury Department and the IRS have
determined that section 312 and the regulations in this part under section 312 provide

this result in their current form, and therefore no additional rules are necessary.
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However, the examples set forth in §1.1400Z22(b)-1(g)(3) have been revised to illustrate
the application of the existing E&P rules within the context of section 1400Z-2.

The commenter also recommended that the amount of basis adjustments
resulting from the application of section 1400Z-2(b)(2)(B)(iii) and (iv) and section 1400Z-
2(c) should be treated as tax-exempt income that causes an increase to E&P under
§1.312-6(b). Section 1.312-6(b) provides that, among other items, income exempted
from Federal income tax by statute is entered into the computation of E&P for a
particular period. The basis increases under section 1400Z-2(b)(2)(B)(iii) and (iv)
exempt from tax under subtitle A those gains that are deferred under section 1400Z-
2(a). Similarly, the election under section 1400Z-2(c) potentially exempts from tax
under subtitle A those gains that are attributable to the appreciation of QOF
investments. Therefore, these basis increases are tax-exempt income for purposes of
computing E&P and will increase the E&P of the taxpayer at the time such increases
are made. As noted previously, the Treasury Department and the IRS have determined
that section 312 and the regulations in this part under section 312 provide this result in
their current form and that no additional rules are necessary.

One commenter further asserted that §1.312-6(b) should not apply to income that
is exempt from tax as a result of the basis increases under section 1400Z-2 in order to
facilitate passing the benefits of a REIT’s qualifying investments to the REIT’s
shareholders. See part IX.B of this Summary of Comments and Explanation of
Revisions. However, the Treasury Department and the IRS have determined that
section 312 and §1.312-6(b) appropriately apply to income that is exempt from tax

under subtitle A as a result of these basis increases. Thus, the final regulations have

104



not been revised in response to this comment.

I. Voluntary Inclusion: Applicable Tax Rate

A commenter requested that a QOF investor be permitted to voluntarily
recognize the full amount of deferred gain in a taxable year of the investor’s choosing
prior to the statutorily required year of inclusion under section 1400Z-2(b)(1), and at the
Federal income tax rate applicable to the chosen recognition year. The investor would
remain fully invested in the QOF, and therefore the basis increases at the five-year
mark and seven-year mark, as well as the basis adjustment to fair market value after 10
years, still would be available with regard to the taxpayer’s qualifying investment. If the
investor meets the requirements for one or more of these basis adjustments, the
investor could request a refund of the tax paid on the appropriate amount of the gain in
a prior year.

According to the commenter, voluntary gain recognition prior to the statutorily
provided year of inclusion would accomplish two purposes. First, the investor could
eliminate the risk that the tax rate under subtitle A in the statutorily required year of
inclusion would be significantly higher than in the year of voluntary inclusion. Second,
the investor would possess the flexibility to pay a tax liability in a year during which the
investor is certain to have available the necessary amount of funds.

The Treasury Department and the IRS do not adopt the commenter’s
recommendation. Section 1400Z-2(b) specifies two events upon which an investor’s
deferred gain under section 1400Z-2(a)(1) may be included in income. First, deferred
gain is included in income upon the occurrence of an inclusion event as explained

further in these regulations in §1.1400Z2(b)-1. Second, deferred gain is included on
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December 31, 2026. It is not contemplated under the statute or legislative history that a
taxpayer may choose to include deferred gain in income at another time and continue to
remain invested in a QOF. Accordingly, if a taxpayer wishes to include deferred gain in
income, it may cause the occurrence of an inclusion event, with the effect that the
investor’s ownership of the QOF would terminate for all purposes, including the basis
adjustment to fair market value under section 1400Z-2(c).

Another commenter inquired whether the proper Federal income tax rate to apply
to the gain recognized pursuant to section 1400Z-2(b)(1) is the Federal income tax rate
at the time of the investment and deferral election, or the Federal income tax rate in the
taxable year of inclusion. The May 2019 proposed regulations provided that, if section
1400Z-2(a)(1)(B) and (b) require a taxpayer to include in income some or all of a
previously deferred gain, the gain so included has the same attributes in the taxable
year of inclusion that it would have had if tax had not been deferred. Thus, if the
Federal income tax rate were considered an “attribute” of the gain, the rate applicable in
the year of deferral arguably would apply to gain recognized under section 1400Z-
2(b)(1).

Although the May 2019 proposed regulations provided rules for the tax attributes
of the amount deferred in the year of inclusion, the May 2019 proposed regulations did
not discuss the Federal income tax rates for the year of inclusion. The final regulations
clarify that gain recognized pursuant to section 1400Z-2(b)(1) and the section 1400Z-2
regulations is subject to taxation at the applicable Federal income tax rates for the year
of inclusion, not of the year of deferral.

J. Availability of Basis Adjustments Under Section 1400Z-2(b)(2)(B)(iii) and (iv)
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Section 1400Z-2(b) provides that gain deferred under section 1400Z-2(a)(1)(A) is
included in income in the taxable year that includes the earlier of the date on which the
QOF investment was sold or exchanged or December 31, 2026. Therefore, in order to
be eligible for both the five-year and seven-year basis increases under section 1400Z-
2(b)(2)(B)(iii) and (iv), respectively, a taxpayer must invest eligible gain in a qualifying
investment no later than December 31, 2019. Eligibility solely for the five-year basis
increase requires an investment of eligible gain no later than December 31, 2021.
Commenters requested that the statutory inclusion date be postponed to December 31,
2027 or December 31, 2028 to provide investors additional time to consider investing in
a QOF, and still receive the benefit of the five- and seven-year basis increases with the
benefit of final regulatory guidance.

The Treasury Department and the IRS note that the December 31, 2026, date is
mandated by statute, and that there is no indication that Congress intended a later
inclusion date. Therefore, the final regulations do not adopt this recommendation.

Another commenter requested confirmation that the inclusion dates in section
1400Z-2(b)(1) do not apply to the five-year and seven-year basis increases under
section 1400Z-2(b)(2)(B)(iii) and (iv). As a consequence, a qualifying investment would
be eligible for these basis increases regardless of whether the full amount of deferred
gain has been recognized, and regardless of when the qualifying investment is made.

As discussed in parts Ill.A and lll.I of this Summary of Comments and
Explanation of Revisions, the basis adjustments provided by section 1400Z-
2(b)(2)(B)(iii) and (iv) are based on an eligible taxpayer’s remaining deferred gain.

Moreover, section 1400Z-2(b)(1) clearly requires all deferred gain to be taken into
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account no later than December 31, 2026. After that date, there will be no remaining
deferred gain to be excluded from Federal income tax as a result of the five- or seven-
year basis adjustments. As a consequence of the commenter’'s recommendation, the
five- and seven-year basis increases would operate not only to exclude a portion of the
deferred gain from Federal income tax, but also to exclude a portion of subsequent
appreciation in the value of a qualifying investment from Federal income tax. The
Treasury Department and the IRS have determined that the statutory text of section
1400Z-2 does not adequately support the commenter’'s recommendation, and have
clarified the final regulations.

In addition, a commenter requested that the five-year and seven-year basis
increases under section 1400Z-2(b)(2)(B) be elective rather than automatic, based on
the commenter’s position that an investor should be allowed to choose to recognize
deferred gain that otherwise would be eliminated due to those basis increases. The
statute and legislative history do not indicate that the basis increases under section
1400Z-2(b)(2)(B) operate at the taxpayer’'s option once the requisite five- and seven-
year holding periods have been met. Accordingly, the Treasury Department and the
IRS decline to adopt this recommendation.

K. Commencement of the Holding Period for a QOF Investment

In Examples 1 and 7 in proposed §1.1400Z2(b)-1(f), the holding period for a
qualifying investment in a QOF begins on the date on which the qualifying investment is
acquired rather than on the day after the date of its acquisition. One commenter noted

that, under Rev. Rul. 70-598, 1970-2 C.B. 168, and general Federal income tax
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principles, the holding period for a capital asset begins on the day after the acquisition
of the asset.

The Treasury Department and the IRS acknowledge the divergence between (i)
the day on which the holding period of a qualifying investment begins, and (ii) the day
on which the holding period for a capital asset ordinarily would begin. However, the
Treasury Department and the IRS have determined that no provision of the Code, nor
any Federal income tax principle, requires conformity in this context. As a result, the
final regulations do not modify the date on which the holding period for a qualifying
investment commences.

L. QOF Exit and Reinvestment

Commenters requested that the final regulations provide a rule that would permit
an investor to dispose of its entire interest in a qualifying investment and reinvest the
resulting proceeds in another QOF within a short period of time, such as 180 days.
Under this rule, the investor would be permitted to tack the holding period of the
disposed qualifying investment onto the new qualifying investment for purposes of the
five-year, seven-year, and ten-year basis adjustments under section 1400Z-
2(a)(2)(B)(iii) and (iv) and section 1400Z-2(c), respectively. This rule would allow an
investor to disinvest in a particular QOF as long as the investor remains invested in
QOFs, in the aggregate, for the requisite holding periods. One commenter indicated
that such a rule would expose investors to a lower risk of loss, which would facilitate
investments in professionally managed QOFs from a wider variety of consumer-type

investors.
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The Treasury Department and the IRS acknowledge the additional investment
flexibility that would be provided through adoption of the commenters’ recommendation.
However, the Treasury Department and the IRS have found no support for this
recommendation in the statutory text of section 1400Z-2 or its underlying legislative
history. As a result, the final regulations do not incorporate the commenters’
recommendation. With regard to the effect of specific transactions on the holding period
of a qualifying investment for purposes of the basis adjustments under sections 1400Z-
2(a)(2)(B)(iii) and (iv) and 1400Z-2(c), the final regulations provide taxpayers with
provisions that address specific inclusion events.

IV. Comments on and Changes to Proposed §1.1400Z2(c)-1

Section 1400Z-2(c) provides that in the case of any investment held by the
taxpayer for at least 10 years and with respect to which the taxpayer makes an election
under section 1400Z-2(c), the basis of such property will be equal to the fair market
value of such investment on the date that the investment is sold or exchanged.
Proposed §1.1400Z2(c)-1 set forth proposed rules concerning the election under
section 1400Z-2(c), including special rules for QOF partnerships and
QOF S corporations.

A. Gain Exclusion for Asset Sales by QOFs and Qualified Opportunity Zone

Businesses

Proposed §1.1400Z2(c)-1(b)(2)(ii)(A)(1) provided that an investor in a QOF
partnership or a QOF S corporation may elect to exclude some, or all, of the capital gain
arising from the QOF’s sale of qualified opportunity zone business property upon

satisfaction of the 10-year holding period in section 1400Z-2(c). A commenter
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requested guidance regarding a fact pattern in which a QOF that has been held for the
requisite 10-year holding period owns multiple qualified opportunity zone businesses.
Specifically, the commenter requested confirmation that the gain from each separate
disposition of interests in qualified opportunity zone businesses, after a 10-year holding
period of a qualifying investment, qualifies for the basis adjustment and potential gain
exclusion under section 1400Z-2(c).

The Treasury Department and the IRS agree that, in the case of a
QOF partnership or QOF S corporation, the disposition of QOF assets, including
interests in qualified opportunity zone businesses, may qualify for the election under
section 1400Z-2(c) if the qualifying investment in the QOF partnership or QOF S
corporation meets the 10-year holding period of section 1400Z-2(c), notwithstanding the
disposal of interests in qualified opportunity zone businesses at different times. A rule
that requires a single disposition of all QOF assets in order to qualify for the benefits
under section 1400Z-2(c) would provide an incentive for QOFs and their investors to
dispose of a qualified opportunity zone business at a time when, in the absence of
section 1400Z-2(c), such a disposition would not be made for reasons unrelated to
section 1400Z-2. The final regulations permit interests in qualified opportunity zone
businesses to be disposed of at different times. This rule provides taxpayers flexibility
consistent with the principle that the economic success of the QOF and the qualified
opportunity zone businesses should be the overriding concern when an investor
decides whether to dispose of an interest in a qualified opportunity zone business.

One commenter also requested clarification regarding the application of section

1400Z-2(c) to a disposition of assets at less than fair market value, including situations
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in which the property sold is government-owned or low-income housing. If an
investment is held for at least 10 years by a QOF and a taxpayer makes an election
under section 1400Z-2(c), then the basis of the investment is equal to fair market value
on the date that the investment is sold or exchanged. Proposed §1.1400Z2(c)-
1(b)(2)(ii)(A)(i) applied the basis adjustment rule in section 1400Z-2(c) to the disposition
of assets by a QOF partnership. Under general Federal income tax principles, the fair
market value of property will generally be equal to the actual sales price of such
property when a buyer and seller are unrelated. Fair market value under section
1400Z-2(c) is consistent with these principles. Therefore, in a disposition of assets of a
QOF to an unrelated party where the taxpayer makes a valid election under section
1400Z-2(c), the relevant fair market value of the assets generally would be the sale
price. In a disposition of assets to a related party, the fair market value for purposes of
section 1400Z-2(c) would be determined with consideration of the principles of section
482.

B. Application of Section 1400Z-2(c) Election to Certain Gains

Commenters asked whether taxpayers may make an election under section
1400Z-2(c) with respect to section 301(c)(3) gain or section 731 gain on a qualifying
investment. The Treasury Department and the IRS have determined that an election
under section 1400Z-2(c) should be available for gain resulting from section 301(c)(3),
section 731(a), section 1059(a)(2), or section 1368(b)(2) or (c)(3) on a qualifying
investment because such gain is treated as gain from the sale or exchange of property
for Federal income tax purposes.

C. Inclusion Events
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As discussed in part Il of this Summary of Comments and Explanation of
Revisions, proposed §1.1400Z2(b)-1(c) provided rules regarding various events that
trigger the inclusion of deferred gain under section 1400Z-2(b) and proposed
§1.1400Z2(b)-1(b). Commenters requested guidance as to whether, and to what
extent, such inclusion events, as well as events that occur after December 31, 2026,
also would cause a qualifying investment to lose eligibility for the election under
section 1400Z-2(c) and proposed §1.1400Z2(c)-1. Specifically, commenters asked
whether an inclusion event with respect to gain under section 301(c)(3) would preclude
an election under section 1400Z-2(c). See proposed §1.1400Z2(b)-1(c)(8) and related
provisions in proposed §1.1400Z2(b)-1(c)(9) through (12).

As discussed in part 1I.A.5 of this Summary of Comments and Explanation of
Revisions, the Treasury Department and the IRS have determined that an inclusion
event generally would cause a qualifying investment to lose eligibility for the election
under section 1400Z-2(c) and §1.1400Z2(c)-1. However, the Treasury Department
and the IRS have determined that gain resulting from section 301(c)(3), section 731(a),
section 1059(a)(2), or section 1368(b)(2) or (c)(3) should not preclude a taxpayer from
making a subsequent election under section 1400Z-2(c) for its qualifying investment.
Therefore, a QOF C corporation shareholder or QOF S corporation shareholder is
eligible to make an election under section 1400Z-2(c) for a qualifying investment
regardless of the extent to which the shareholder has received distributions subject to
section 301(c)(3), section 1059(a)(2), or section 1368(b)(2) or (c)(3) with respect to
such investment. Similarly, in the case of inclusion events under

§1.1400Z2(b)-1(c)(6)(iii) (partnership distributions) and §1.1400Z2(b)-1(c)(7)(ii)
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(distributions by QOF S corporation), the section 1400Z-2(c) election continues to be
available to a partner or S corporation shareholder, respectively, as long as the QOF
owner continues to hold a qualifying investment in the QOF partnership or

QOF S corporation, despite the distribution that caused an inclusion event. The final
regulations have been modified accordingly.

Commenters also recommended that an ordering rule similar to proposed
§1.1400Z22(b)-1(g)(1)(ii) be applied to the election under section 1400Z-2(c), so that
such a basis increase would occur immediately before determining the results under
section 301(c) and section 1059(a). The final regulations adopt such a rule.

D. QOF REIT Capital Gain Dividends Identified with a Date

Proposed §1.1400Z2(c)-1(e) provided rules for QOF REITs to identify capital
gain dividends with a date so that some shareholders could elect to receive the amount
of such dividends tax-free under section 1400Z-2(c). One commenter recommended
that the term “QOF RIC” be added throughout the final regulations alongside all
references to QOF REITs to ensure that the regulations apply equally to QOF RICs and
QOF REITs.

The Treasury Department and the IRS understand that a Business Development
Company (BDC) that is a RIC may qualify as a QOF. The Treasury Department and the
IRS have determined that, if a RIC meets the qualifications for, and elects to be, a QOF
RIC, that entity and its shareholders should receive the same treatment under these
regulations as a QOF REIT and its shareholders. This change is reflected in the final
regulations. The proportionality rule for QOF REITs identifying a capital gain dividend

with a date in the May 2019 proposed regulations was proposed under the authority
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granted to the Secretary under section 857(g)(2). The Treasury Department and the
IRS apply a similar proportionality requirement to RICs (see Rev. Rul. 89-81, 1989-1
C.B. 226), and thus have maintained the proportionality rule for both QOF RICs and
QOF REITs identifying capital gain dividends with a date.

E. Special Rules for QOF Partnerships and QOF S Corporations

1. Section 1400Z-2(c) election by transferee partnership

The transferee partnership of a qualifying investment in a QOF partnership,
following a section 721(a) contribution (including those resulting from a merger of QOF
partnerships), provided there is no inclusion event, is eligible to make the section
1400Z-2(c) election to exclude from gross income gains and losses from the disposition
of property held by a QOF (other than gains and losses from the sale of inventory in the
ordinary course of a business), so long as the 10-year holding period requirement is
satisfied. See §1.1400Z22(b)-1(d)(1)(ii) (transferee partnership has a tacked holding
period). The final regulations clarify this rule and provide reporting requirements for the
transferee partnership in making the section 1400Z-2(c) election.

2. Basis adjustment amount on the sale of a qualifying investment

Proposed §1.1400Z2(c)-1(b)(2)(i) provided that, if a taxpayer sells or exchanges
a qualifying investment in a QOF partnership that has been held for at least 10 years,
and the taxpayer makes the election described in section 1400Z-2(c), the basis of the
partnership interest is adjusted to an amount equal to the fair market value of the
interest, including debt. The Treasury Department and the IRS received comments
asking for clarification of the phrase “including debt” in the proposed rule. Specifically,

commenters requested a rule that more clearly states that the basis of the partnership
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interest is adjusted to an amount equal to the net fair market value of the QOF
partnership interest plus the partner’s share of debt. One commenter suggested that a
“gross fair market value” rule would encourage QOF partnerships to borrow money and
distribute the proceeds, which could increase debt within QOZs while reducing cash
amounts held by QOF partnerships, potentially exacerbating the plight of the
economically distressed communities. In addition, several commenters asked for
clarification that the fair market value of the QOF partnership interest cannot be less
than the partner’s allocable share of non-recourse debt, consistent with section 7701(g).

The Treasury Department and the IRS agree with the commenters that
clarification is needed. Accordingly, the final regulations clarify that the basis of the
partnership interest is adjusted to an amount equal to its net fair market value, plus the
partner’s share of partnership debt relating to that interest, so that the partner would
recognize no gain or loss on a sale or exchange of the qualifying QOF partnership
interest after at least 10 years. The final regulations also state that the fair market value
cannot be less than the partner’s allocable share of non-recourse debt. In addition, the
final regulations note that, in the case of a sale or exchange of qualifying S corporation
shares, the basis is adjusted to an amount equal to the fair market value of the shares
immediately prior to the sale or exchange.

3. Adjustment to basis of QOF partnership assets on sale of a qualifying investment

Proposed §1.1400Z2(c)-1(b)(2)(i) provided that, if a taxpayer’s basis is adjusted
under section 1400Z-2(c), the bases of the QOF partnership assets also are adjusted
immediately prior to the sale or exchange. The adjustment is calculated in a manner

similar to a section 743(b) adjustment as if the transferor partner had purchased its
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interest in the QOF partnership for an amount of cash equal to the fair market value of
the partnership interest immediately prior to the sale or exchange, assuming that a valid
section 754 election had been in place. The Treasury Department and the IRS received
comments asking for clarification that (i) the assets of lower-tier partnerships also
should be adjusted pursuant to this rule, (ii) no actual section 754 election is required,
and (iii) generally applicable guidance issued pursuant to sections 743(b) and 754
applies in this context.

The Treasury Department and the IRS agree with the commenters that
clarification is needed. Accordingly, the final regulations clarify that the adjustment
applies to any partnerships directly or indirectly owned, solely through one or more
partnerships (tiered partnerships), by the QOF partnership, whether or not an actual
section 754 election is in place for any of the partnerships. Guidance issued pursuant
to sections 743(b) and 754 applies as it would outside of the context of section 1400Z-2.
Further, because section 1400Z-2(c) is designed to result in no gain or loss to the
transferor QOF partner, the final regulations provide that, to the extent the existing rules
of sections 743(b) and 755 operate in a manner that results in recognition of gain or loss
on the transaction, the basis adjustments are to be made to the extent necessary to
eliminate any such gain or loss.

4. Sales or exchanges of property by QOF partnerships and QOF S corporations

The May 2019 proposed regulations provided that, if a QOF partnership or
QOF S corporation disposes of qualified opportunity zone property after a taxpayer is
treated as holding its qualifying investment in the QOF partnership or

QOF S corporation for 10 years, the taxpayer may make an election to exclude from
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gross income some or all of the capital gain arising from the disposition. The Treasury
Department and the IRS received comments requesting that, in addition to capital gain
from the sales of qualified opportunity zone property by a QOF, capital gain from the
sales of property by a qualified opportunity zone business that is held in partnership
form should be eligible for exclusion as long as the qualifying investment in the QOF
has been held for 10 years. The final regulations adopt this recommendation for QOF
partnerships and QOF S corporations.

Commenters also requested that all types of gains and losses, including gains
and losses from the sales of inventory, section 1231 gains and losses, and depreciation
recapture, be eligible for exclusion under this special election for QOF partnerships and
QOF S corporations. Other commenters suggested that the exclusion election should
apply to all gains and losses of QOF partnerships or QOF S corporations other than
gains and losses from the sales of inventory in the ordinary course of business. The
final regulations adopt the recommendation to exclude ordinary course inventory sales
from the exclusion election.

The final regulations set forth two requirements for the QOF partnership or
QOF S corporation and the taxpayer when the taxpayer wishes to make an election to
exclude gains and losses upon sales of assets other than inventory sold in the ordinary
course of a trade or business by the QOF. First, the taxpayer must make the election
for each taxable year in which it wishes to exclude the QOF’s gains and losses from all
sales and exchanges of assets. This election may be made regardless of whether the
taxpayer has made an election for any prior taxable year. The election will apply to all

gains and losses, other than gains and losses from sales of inventory in the ordinary
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course of business, of the QOF partnership or QOF S corporation for that taxable year,
including any gains and losses from a lower-tier partnership. The election must be
made by the taxpayer on the applicable form filed with its Federal tax return for the year
in which the sale or exchange occurs.

The second requirement is designed to eliminate future section 1400Z-2 benefits
attributable to the reinvestment of proceeds from asset sales for which gain and loss is
not recognized under section 1400Z-2. Under this provision, and solely for purposes of
determining the amount of a QOF owner’s qualifying investment and non-qualifying
investment, the QOF is treated as distributing to each electing QOF owner its share of
net proceeds from the asset sales on the last day of the QOF’s tax year. Fora QOF S
corporation, such deemed distributions and recontributions will have no Federal income
tax consequence other than the adjustment of the respective values of qualifying and
non-qualifying investments in a QOF S corporation. For example, such deemed
distributions will have no impact on an accumulated adjustments account of a QOF S
corporation, and will not be treated as a disproportionate distribution of a QOF S
corporation.

For a QOF partner that holds a mixed-funds investment, any distribution will be
allocated to the separate interests of the QOF partner pursuant to §1.1400Z22(b)-
1(c)(6)(iv)(B). This rule provides that any distribution will be allocated proportionately
between the qualifying and non-qualifying investments of the partner. Immediately after
the deemed distribution, the distributee QOF owner is treated as recontributing the

amount received in exchange for a non-qualifying investment.
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In determining the post-contribution qualifying investment and non-qualifying
investment of a QOF partnership, the QOF partnership is required to value each interest
based on the underlying value of the partnership’s assets, determined in accordance
with the principles of §1.704-1(b)(2)(iv) at the end of its taxable year. For this purpose,
the amount of the net proceeds from an asset sale is equal to the amount realized from
the sale, less any indebtedness included in the amount realized that would constitute a
qualified liability under §1.707-5(a)(6) if property subject to the debt had been
contributed to a lower-tier partnership. An actual distribution of sales proceeds within
90 days of that asset sale will reduce the amount of the deemed distribution and
deemed recontribution.

In determining the post-contribution qualifying investment and non-qualifying
investment of a QOF S corporation, the QOF S corporation is required to value each
interest based on the underlying value of the QOF S corporation’s assets. For this
purpose, the amount of the net proceeds from an asset sale is equal to the amount
realized from the sale, less any indebtedness included in the amount realized that would
constitute a qualified liability under the principles of §1.707-5(a)(6). An actual
distribution of sales proceeds within 90 days of that asset sale will reduce the amount of
the deemed distribution and deemed recontribution.

F. Controlled Foreign Corporations

A commenter requested that a United States shareholder investor in a QOF that
is a CFC organized in a U.S. territory be permitted to make section 1400Z-2(c) elections
with respect to assets sold by the CFC, thereby eliminating any subpart F income or

tested income resulting from these transactions. The commenter analogized this
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treatment to rules in proposed §1.1400Z2(c)-1(b)(2)(ii) providing that, in certain cases,
the owners of a QOF partnership or QOF S corporation can make a section 1400Z-2(c)
election with respect to their distributive or pro rata shares of capital gain from the
QOF’s disposition of assets.

However, the rules for income inclusions with respect to CFCs are not analogous
to those for partnerships or S corporations. Unlike partnerships and S corporations,
CFCs are not treated as flow-through entities for purposes of the Code. Additionally, in
contrast with partnerships and S corporations, only certain U.S. taxpayer owners of
CFCs (United States shareholders) are required to have current income inclusions with
respect to CFCs, and these United States shareholders are required to currently include
in gross income only certain income earned by a CFC (for example, subpart F income).
These rules effectuate the policies underlying the subpart F and global intangible low-
taxed income under section 951A(a) (GILTI) regimes—to prevent United States
shareholders from deferring or eliminating U.S. tax on certain income by earning such
income through CFCs. Such policies generally are not applicable to partnerships and
S corporations, which generally are treated as flow-through entities for purposes of the
Code. See H.R. Rep. No. 1447 at 57-58 (1962); S. Rep. No. 1881 at 78-80 (1962); S.
Comm. on the Budget, Reconciliation Recommendations Pursuant to H. Con. Res. 71,
S. Print No. 115-20, at 370 (2017).

As opaque entities, CFCs are more analogous to domestic C corporations than
to partnerships or S corporations because the income of CFCs and domestic
C corporations may be subject to U.S. taxation when earned (at the United States

shareholder-level in the case of a CFC) and also when distributed as a dividend to U.S.
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taxpayer shareholders. This result with respect to domestic C corporations is not
changed by section 1400Z-2, which does not permit a shareholder of a domestic

QOF C corporation to make a section 1400Z-2(c) election with respect to either the
QOF C corporation’s capital gains from sales of assets or dividends distributed to such
shareholder, unless section 1059(a)(2) applies to such dividends. Allowing this benefit
for United States shareholders of QOFs that are CFCs organized in a U.S. territory
would thus provide an unwarranted advantage to shareholders of QOF C corporations
organized under the laws of U.S. territories compared to shareholders of

QOF C corporations organized under the laws of the 50 states or the District of
Columbia. The Treasury Department and the IRS have determined that there is no
statutory or policy basis for such disparate treatment. Accordingly, the comment is not
adopted. A comment with respect to QOFs that are passive foreign investment
companies (within the meaning of section 1297(a)) is rejected for similar reasons.

G. Permitting Elections Through December 31, 2047.

The October 2018 proposed regulations preserved the ability of taxpayers to
make an election under section 1400Z-2(c) until December 31, 2047. The Treasury
Department and the IRS requested comments on whether some other period would
better align with taxpayers’ economic interests and the purposes of the statute, and
whether alternative approaches would be appropriate. For example, the preamble to
the October 2018 proposed regulations noted the possibility of allowing for an automatic
basis step-up immediately before the end of 2047. The Treasury Department and the

IRS will continue to consider the appropriateness of such an approach, including ways
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to address how best to value investments in QOFs absent a sale or exchange between
unrelated persons by December 31, 2047.

V. Comments on and Changes to Proposed §1.1400Z22(d)-1

Section 1400Z-2(d) sets forth requirements that an entity classified for Federal
income tax purposes as a partnership or corporation must satisfy to qualify as a QOF or
as a qualified opportunity zone business that is owned, in whole or in part, by one or
more QOFs.

Section 1400Z-2(d)(1) defines a QOF as a partnership or corporation that (i) is
organized for the purpose of investing in “qualified opportunity zone property” (other
than another qualified opportunity fund), and (ii) must hold at least 90 percent of its
assets in qualified opportunity zone property, determined by the average of the
percentage of qualified opportunity zone property held in the entity as measured on two
semiannual testing dates (90-percent investment standard). Section 1400Z-2(d)(2)
defines the term “qualified opportunity zone property” to mean property directly held by
a QOF that consists of (i) stock in a corporation that is qualified opportunity zone stock,
(ii) partnership interests that are qualified opportunity zone partnership interests, or (iii)
tangible property that is qualified opportunity zone business property.

A QOF’s directly held interest in a partnership or corporation will be treated as a
qualified opportunity zone partnership interest or qualified opportunity zone stock, and
thus qualified opportunity zone property, for purposes of the 90-percent investment
standard if the interest or stock satisfies the requirements set forth in section 1400Z-
2(d)(2)(B) or (C), as applicable. First, the QOF must have acquired the interest or stock

from the partnership or corporation, respectively, solely in exchange for cash after
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December 31, 2017. Second, at the time of issuance of the interest or stock, as well as
during substantially all of the QOF’s holding period for such interest or stock, the entity
must qualify as a “qualified opportunity zone business” (or, if newly formed, must have
been organized for such purpose).

Section 1400Z-2(d)(2)(D) provides that tangible property will be treated as
qualified opportunity zone business property if the tangible property is used in a trade or
business of the QOF and satisfies three general requirements. First, the QOF must
have acquired the tangible property after December 31, 2017 (post-2017 acquired
tangible property) from a person that is not related (as defined in section 179(d)(2), and
modified by section 1400Z-2(e)(2)) and not a member of the same controlled group (as
defined in section 179(d)(2)(B) and (d)(7)) in a transaction resulting in the QOF holding
the tangible property with other than a transferred basis (within the meaning of section
7701(a)(43)) or with a section 1014 basis (post-2017 acquisition requirement). Second,
the original use of the post-2017 acquired tangible property in the QOZ must begin with
the QOF (original use requirement), or the QOF must substantially improve the post-
2017 acquired tangible property (substantial improvement requirement). Third, during
substantially all of the QOF’s holding period for such post-2017 acquired tangible
property, substantially all of the use of post-2017 acquired tangible property has been in
a QOZ. Under section 1400Z-2(d)(2)(D)(ii), the substantial improvement requirement is
met only if, during any 30-month period beginning after the date of acquisition of the
post-2017 acquired tangible property, there are “additions to basis with respect to such

property” held by the QOF that, in the aggregate, exceed the adjusted basis of the post-
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2017 acquired tangible property held by the QOF as of the beginning of that 30-month
period.

Section 1400Z-2(d)(3)(A) defines the term “qualified opportunity zone business”
as a trade or business (other than an enumerated “sin business” under section
144(c)(6)(B)) that meets each of the following two requirements. First, substantially all
of the tangible property owned or leased in connection with the trade or business must
be qualified opportunity zone business property. See section 1400Z-2(d)(3)(A)(i).
Second, the trade or business must satisfy the following requirements provided in
paragraphs (2), (4), and (8) of section 1397C(b): (i) at least 50 percent of the total gross
income of such entity must be derived from the active conduct of the trade or business
in the QOZ (50-percent gross income requirement); (ii) a substantial portion of the
intangible property of such entity must be used in the active conduct of the trade or
business in the QOZ; and (iii) less than five percent of the average of the aggregate
unadjusted bases of the property of such entity must be attributable to nonqualified
financial property (NQFP and five-percent NQFP limitation, respectively). See section
1400Z-2(d)(3)(A)(ii).

Proposed §1.1400Z2(d)-1, introduced in the October 2018 proposed regulations
and expanded in the May 2019 proposed regulations, provided guidance for applying
each of the provisions of section 1400Z-2(d). In general, the proposed regulations
addressed (i) QOF self-certification procedures, (ii) valuation methods for determining
satisfaction of the 90-percent investment standard, (iii) how various types of property
can qualify as qualified opportunity zone property, including qualified opportunity zone

business property, and (iv) how trades or businesses can satisfy the requirements for

125



qualifying as qualified opportunity zone businesses. The Treasury Department and the
IRS have received numerous comments regarding the proposed rules set forth in
proposed §1.1400Z2(d)-1. The remainder of this part V discusses those comments in
the order of the rules set forth in proposed §1.1400Z2(d)-1 and describes the changes
in the final regulations in response to those comments.

A. Certification of an Entity as a QOF

1. Consideration of revisions to QOF self-certification requirements

Section 1400Z-2(e)(4)(A) directs the Treasury Department and the IRS to
prescribe regulations for the certification of QOFs for purposes of section 1400Z-2. In
order to facilitate the certification process and minimize the information collection
burden placed on taxpayers, proposed §1.1400Z22(d)-1(a)(1) generally permits any
taxpayer that is a corporation or partnership for Federal income tax purposes to self-
certify as a QOF, provided that the entity is eligible to self-certify. Proposed
§1.1400Z2(d)-1(a)(1)(i) permits the Commissioner of Internal Revenue (Commissioner)
to determine the time, form, and manner of the self-certification in IRS forms and
instructions or guidance published in the Internal Revenue Bulletin.

In this regard, the Commissioner has determined that self-certification must be
reported annually on a timely filed Form 8996. Form 8996 requires the taxpayer to
certify that, for the first period during which an entity will certify as a QOF, the QOF must
include in its organizing documents (1) a statement of the purpose of investing in
qualified opportunity zone property (as required by section 1400Z-2(d)(1)) by the end of

the first QOF year, and (2) a description of the qualified opportunity zone business that
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a QOF expects to engage in, either directly or indirectly through a lower-tier operating
entity.

The Treasury Department and the IRS received several comments regarding the
certification process outlined in the proposed regulations. Several commenters
requested that the requirements set forth in Form 8996 be incorporated into the final
regulations. Other commenters recommended that the final regulations require
individuals who manage the QOFs (fund managers) to certify that they have not been
indicted or convicted of fraud, embezzlement, or theft, similar to requirements under
section 45D of the Code for the New Markets Tax Credit program. One commenter
recommended the use of licensing procedures for fund managers similar to those used
in the Small Business Investment Company (SBIC) licensure program administered by
the Small Business Administration. Other commenters recommended that QOF
certification require the QOF to receive a letter of support from the local government of
the QOZ in which the QOF will operate.

Several commenters also recommended that the final regulations require a
taxpayer to identify, at the time of QOF certification, the QOF’s intended community
development outcomes and objectives. For example, one commenter requested that,
as part of the QOF certification process, a QOF must certify that the QOF will create
quality jobs for low-income individuals, develop affordable housing, and achieve other
beneficial community outcomes. To facilitate the ability of a QOF to make such
certification, one commenter suggested that the final regulations provide a safe harbor

for certification for a QOF that undergoes an independent, third-party verification (similar
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to the SBIC’s annual third-party impact assessment) to establish that the QOF meets
the needs of the community, fund managers, and investors.

The Treasury Department and the IRS appreciate the commenters’
recommendations regarding QOF certification. In developing the proposed regulations,
as well as Form 8996, the Treasury Department and the IRS intended to strike a
balance between providing taxpayers with a flexible and efficient process for organizing
QOFs, while ensuring that investments in such vehicles will be properly directed toward
the economic development of low-income communities. The suggested
recommendations, while potentially helpful for directing such investment and limiting
abuse, likely would present numerous obstacles for potential QOF investors and
ultimately reduce, rather than increase, the total amount of investment in low-income
communities. As a result, the final regulations do not adopt the commenters’
recommendations. However, the Treasury Department and the IRS will consider these
comments in the event that additional guidance on QOF certification is warranted.

2. Consideration of Indian tribal governments and corporations as eligible entities to

certify as QOFs

Several commenters requested that Indian tribal governments and corporations
organized under Indian tribal laws should be included in the definition of entities eligible
to be a QOF. Proposed §1.1400Z2(d)-1(e)(1) provided that, if an entity is not organized
in one of the 50 states, the District of Columbia, or the U.S. territories, it is ineligible to
be a QOF. Similarly, proposed §1.1400Z2(d)-1(e)(2) provided that, if an entity is not
organized in one of the 50 states, the District of Columbia, or the U.S. territories, an

equity interest in the entity is neither qualified opportunity zone stock nor a qualified
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opportunity zone partnership interest. The Treasury Department and the IRS have
determined that, for purposes of both proposed §1.1400Z22(d)-1(e)(1) and (2), an entity
“organized in” one of the 50 states includes an entity organized under the law of a
Federally recognized Indian tribe if the entity’s domicile is located in one of the 50 states
or the District of Columbia. Such entity satisfies the requirement in section 1400Z-
2(d)(2)(B)(i) and (C) that qualified opportunity zone stock be stock in a domestic
corporation, and a qualified opportunity zone partnership interest be an interest in a
domestic partnership. See section 7701(a)(4) (defining the term “domestic”).

The Treasury Department and the IRS appreciate the sovereignty of Indian tribal
governments. However, an entity eligible to be a QOF must be subject to Federal
income tax, including the penalty imposed by section 1400Z-2(f)(1) where a QOF fails to
meet the 90-percent investment standard, regardless of the laws under which the entity
is established or organized. No individual who participated in the Consultation
disagreed with the position that an entity organized under the law of an Indian tribal
government is eligible to be a QOF, if the entity’s domicile is located in one of the 50
states or the District of Columbia, but that such entity would be subject to Federal
income tax. Accordingly, the Treasury Department and IRS affirm these positions and
incorporate a reference to entities organized under the law of an Indian tribal
government in the definition of the term “eligible entity.”

3. QOF decertification rules and Federal income tax consequences

In the October 2018 proposed regulations, the Treasury Department and the IRS
announced an intention to publish additional guidance regarding QOF decertification.

See 83 FR 54283 (September 29, 2018). Comments were received on this topic,
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including comments requesting a mechanism to permit a QOF to self-decertify, as well
as comments requesting guidance on the ability of the IRS to decertify a QOF. The
Treasury Department and the IRS have included in the final regulations a provision to
allow a QOF to self-decertify. This rule specifies that self-decertification becomes
effective at the beginning of the month following the month specified by the taxpayer.
The month specified by the taxpayer must not be earlier than the month in which the
taxpayer files its self-decertification. For example, if a QOF wishes to decertify on May,
the earliest date that the QOF could be decertified would be June 1st, provided that all
applicable procedures were followed.

The Treasury Department and the IRS are developing additional instructions
regarding QOF self-decertification including instructions regarding the time, form, and
manner of QOF self-decertification. Additionally, the Treasury Department and the IRS
continue to consider the circumstances under which involuntary decertification of a QOF
would be warranted, and intend to propose guidance regarding those circumstances.
As noted in part lll.A. of this Summary of Comments and Explanation of Revisions, the
final regulations include a rule providing that the decertification of a QOF, whether
voluntary or involuntary, is an inclusion event for eligible taxpayers that hold a qualifying
investment in that QOF. See §1.1400Z2(b)-1(c)(15).

4. Entities that are not QOFs during the first month of their taxable year

Under proposed §1.1400Z2(d)-1(a)(2), an entity may become a QOF during a
month that is not the first month of the QOF’s taxable year. Several commenters
suggested that the Treasury Department and the IRS provide additional detail and

clarification regarding this proposed rule. One commenter suggested that the final
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regulations permit QOFs to select as the QOF’s first six-month period testing date either
(i) the corresponding day of the month that is six months after the date of certification, or
(i) the last day of a month that is not more than six months after that certification date.
Another commenter requested confirmation that the term “month” means a period of
time between the same dates in successive calendar months in order to provide a
consistent measuring period. A commenter also asserted that the first six-month period
testing date should fall on the last day of that first six-month period, even if that period
ends later than the end of the taxable year. The Treasury Department and the IRS will
consider adding clarifying language to the Instructions to the Form 8996, “Qualified
Opportunity Fund,” to address these comments.

5. Qualification of existing entities as QOFs or qualified opportunity zone businesses

Section 1400Z-2(d)(1) provides, in relevant part, that a QOF is “any investment
vehicle which is organized as a corporation or a partnership for the purpose of investing
in qualified opportunity zone property.” Accordingly, the statute does not indicate
whether such partnership or corporation must be newly formed or could be a preexisting
entity. Likewise, neither the definition of the term “qualified opportunity zone partnership
interest” nor the definition of the term “qualified opportunity zone stock” explicitly states
that the partnership or corporation may be a preexisting entity. See section 1400Z-
2(d)(2)(B)(i), (C). Several commenters have requested confirmation as to whether
existing entities could qualify as QOFs or qualified opportunity zone businesses. In
addition, one commenter inquired as to whether preexisting entities could use an
adjusted tax basis for valuing assets purchased before 2018 to improve the ability for

such entities to qualify as QOFs.
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The Treasury Department and the IRS have addressed these comments in the
final regulations. The final regulations confirm that preexisting entities are not barred
from qualifying as QOFs or qualified opportunity zone businesses. Like newly formed
partnerships and corporations, however, the final regulations require preexisting entities
to satisfy all requirements applicable to QOFs under section 1400Z-2 and the section
1400Z-2 regulations.

To value assets acquired prior to 2018, the final regulations provide that
preexisting entities must use either (i) the applicable financial statement valuation
method set forth in §1.1400Z2(d)-1(b)(3) of the final regulations, if the QOF has an
applicable financial statement within the meaning of §1.475(a)-4(h) (AFS), or (ii) the
alternative valuation method set forth in §1.140022(d)-1(b)(4) of the final regulations.
Under the applicable financial statement valuation method, the value of each asset that
is owned or leased by a QOF is the value of that asset as reported on the QOF’s AFS
for the relevant reporting period (rather than the adjusted tax basis of the asset). Under
the alternative valuation method for purchased assets, a QOF must use the QOF’s
unadjusted cost basis of the asset under section 1012, section 1013 (with regards to
inventory), or its fair market value. See part V.B of this Summary of Comments and
Explanation of Revisions (providing additional discussion regarding the valuation of
assets for purposes of the 90-percent investment standard).

6. Clarification regarding entities that may appraise property

A commenter requested clarification regarding which entities may appraise
property required to be valued for purposes of section 1400Z-2(d), including for

purposes of determining compliance with the 90-percent investment standard. The
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Treasury Department and the IRS decline to provide additional guidance on appraisals
in the final regulations. However, the Treasury Department and the IRS note that
entities that may appraise property for valuation purposes under section 1400Z-2 and
the section 1400Z-2 regulations are the same entities that may appraise property for
AFS purposes.

B. Valuation of Assets for Purposes of the 90-Percent Investment Standard

1. Comments regarding determination dates, includable assets, and safe harbors

Section 1400Z-2(d)(1) provides that a QOF must maintain an average of 90
percent of its assets in qualified opportunity zone property, measured on both the last
day of the first six-month period and on the last day of the taxable year (that is, the 90-
percent investment standard). Section 1400Z-2(f)(1) provides that, if a QOF fails to
maintain the 90-percent investment standard, the QOF must pay a penalty for each
month that the QOF fails to meet that standard. Proposed §1.1400Z22(d)-1(b) provided
that, to meet the requirements of the 90-percent investment standard, a QOF may value
its assets on a semiannual basis using (i) the AFS valuation method, if the QOF has an
AFS, or (ii) the alternative valuation method.

The Treasury Department and the IRS received several comments regarding the
application of the 90-percent investment standard. For example, a commenter
requested confirmation that the 90-percent investment standard is determined for each
year of the QOF’s existence. Another commenter suggested that the final regulations
make explicit that the 90-percent investment standard will be considered to have been
fully satisfied for any year if the QOF meets the 90-percent investment standard on at

least two semiannual testing dates. The Treasury Department and the IRS agree with
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the commenters that the proposed rules should be clarified. As a result, the final
regulations make clear that a QOF may determine whether the 90-percent investment
standard is satisfied by valuing its assets on the semiannual testing dates as provided
by section 1400Z-2(d)(1).

Several commenters also suggested that the final regulations provide greater
clarity regarding the assets of a QOF taken into account for determining whether the 90-
percent investment standard is satisfied. Commenters inquired as to whether selling
commissions, offering expenses, deferred gain, investments in intangible property, and
financial accounting depreciation are included or excluded in that valuation calculation.
The Treasury Department and the IRS confirm that all of a QOF’s assets cognizable for
Federal income tax purposes are required to be valued on each semiannual testing date
in determining whether the 90-percent investment standard is satisfied. However, mere
expenses arising from organizing a QOF or day-to-day operations with regard thereto
(such as selling commissions, organization expenses, offering expenses, and similar
expenses) do not result in any QOF asset cognizable for Federal income tax purposes
and therefore are not taken into account to any extent in determining satisfaction of the
90-percent investment standard.

Two commenters suggested that the Treasury Department and the IRS should
include in the final regulations a grace period for the QOF'’s first year to meet the 90-
percent investment standard. The Treasury Department and the IRS have determined
that the statutory text of section 1400Z-2 does not permit adoption of the commenters’

suggestion, but rather requires that the 90-percent investment standard be met for each
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taxable year of the QOF’s existence. As a result, the final regulations do not
incorporate this suggestion.

In addition, a commenter recommended that, if a qualified opportunity zone
business qualifies on each relevant testing date, then that entity should be treated also
as qualifying during the periods between each relevant testing date. The Treasury
Department and the IRS agree that if an entity satisfies all of the requirements of a
qualified opportunity zone business determined as of the end of the entity’s taxable
year, the entity qualifies as a qualified opportunity zone business for the entire taxable
year of the entity. However, a QOF and an entity whose equity the QOF owns may
have different taxable years, making it difficult to determine whether the entity qualifies
as a qualified opportunity zone business of the QOF on a semiannual basis based on
the QOF’s taxable year pursuant to section 1400Z-2(d)(1). Accordingly, the Treasury
Department and the IRS have provided a safe harbor rule for determining on the two
semiannual testing dates of a QOF whether an entity is a qualified opportunity zone
business for at least 90 percent of the cumulative holding period beginning on the first
date the QOF'’s self-certification is effective and the end of the entity’s most recent
taxable year ending on or before a semiannual testing date of the QOF for purposes of
the 90-percent investment standard.

Finally, the Treasury Department and the IRS note that, if a QOF operates a
business through an entity that is transparent for Federal income tax purposes, the
transparent entity is not treated as a qualified opportunity zone business in which the
QOF has invested. Such transparent entities include a qualified subchapter S

subsidiary (as defined in section 1361(b)(3)(B)), a grantor trust, or an entity disregarded

135



as separate from the QOF under §301.7701-3. For Federal income tax purposes, the
assets of the transparent entity are treated as assets of the QOF, and therefore are
taken into account for determining whether the QOF satisfies the 90-percent investment
standard. The 70-percent tangible property standard for qualified opportunity zone
businesses set forth in §1.1400Z22(d)-1(d)(1)(i) (70-percent tangible property standard)
is not relevant with respect to the assets directly held by a transparent entity owned by a
QOF.

2. Ability of a QOF with an AFS to use the alternative valuation method

Proposed §1.1400Z22(d)-1(b)(2) provided that a QOF may utilize the AFS
valuation method to value each asset owned or leased by the QOF for purposes of
determining compliance with the 90-percent investment standard. Under the AFS
valuation method, the value of each asset owned or leased by the QOF equals the
value of that asset as reported on the QOF’s AFS for the relevant reporting period.
Proposed §1.1400Z22(d)-1(b)(2)(ii) clarified that a QOF may select the AFS valuation to
value an asset leased by the QOF only if the AFS of the QOF (1) is prepared according
to U.S. generally accepted accounting principles (GAAP) and (2) requires an
assignment of value to the lease of the asset.

A commenter recommended that the final regulations allow a QOF to elect to use
unadjusted cost basis to value tangible assets (that is, the alternative valuation method),
regardless of whether the QOF has an AFS. The Treasury Department and the IRS
note that the proposed regulations would accommodate the commenter’s request
without change. Specifically, under the proposed regulations and these final

regulations, a QOF with an AFS may use the alternative valuation method.
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3. Alternative Valuation Method

a. Valuation of Intangible Assets with a Tax Basis Not Based on Cost

Under the alternative valuation method set forth in proposed §1.1400Z22(d)-
1(b)(3), the value of each asset that is owned by a QOF is the QOF’s unadjusted cost
basis of the asset under section 1012 or section 1013 (with regard to inventory). One
commenter considered the application of the alternative valuation method to partnership
interests with a tax basis not based on cost. The commenter agreed that the alternative
valuation method generally provided an appropriate valuation methodology with regard
to property that has been acquired by purchase, but questioned whether that method
provided an appropriate means to value a partnership interest.

The Treasury Department and the IRS agree that applying the alternative
valuation method to partnership interests, as well as other intangible assets with a tax
basis not based on cost, would be inconsistent with the intent and purpose of the
statute. As a result, the final regulations reflect the commenter’s observation and
provide that the alternative valuation method may be used to value only assets owned
by a QOF that are acquired by purchase or constructed for fair market value. In such
instances, the QOF’s unadjusted cost basis of the asset is determined under section
1012 or section 1013 (with regard to inventory). The final regulations also provide that
the value of each asset owned by a QOF that is not purchased or constructed for fair
market value equals the asset’s fair market value. A QOF determines that fair market
value on the last day of the first six-month period of the taxable year and on the last day
of the taxable year.

b. Valuation of Assets Leased by a QOF
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Proposed §1.1400Z2(d)-1(b)(3)(iii)(A) provided that the value of each asset that
is leased by a QOF is equal to the present value of the leased asset. The “present
value” of such leased asset is (i) equal to the sum of the present values of each
payment under the lease for the asset, and (ii) calculated at the time at which the QOF
enters into the lease for the asset. See proposed §1.140022(d)-1(b)(3)(iii)(C)(1), (2).
Once calculated, that present value is used as the value for the asset by the QOF for all
testing dates for purposes of the 90-percent investment standard. See proposed
§1.1400Z2(d)-1(b)(3)(iii)(C)(3). To determine the present value of the lease payments,
the proposed regulations provided that the discount rate is the applicable Federal rate
(AFR) under section 1274(d)(1). See proposed §1.1400Z22(d)-1(b)(3)(iii)(B) (present
value determined under section 1274(d)(1) by substituting the term “lease” for “debt
instrument”). The final regulations clarify the rules to be used to determine the AFR for
a particular lease, and provide that the short-term AFR must be used. The Treasury
Department and the IRS have determined that use of the short-term AFR will provide a
simple and objective rule for taxpayers and practitioners.

Prior to the publication of the May 2019 proposed regulations, the Treasury
Department and the IRS received comments requesting that the final regulations
provide flexibility regarding the valuation of leases. For example, one commenter
requested that the final regulations permit QOFs to use a type of basis other than the
basis used for GAAP (for example, cost basis under section 1012). This comment was
particularly relevant to Indian tribal governments, which typically rely upon leases.
Another commenter had suggested that QOFs and qualified opportunity zone

businesses should be able to elect to use Federal income tax basis to determine the
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value of assets for these purposes. The commenter reasoned that the value of the
operating lease, as a non-qualifying asset, would be $0 and would not affect the 90-
percent investment standard.

The Treasury Department and the IRS have determined that the alternative
valuation method for leased assets, as set forth in proposed §1.140022(d)-1(b)(3),
addresses the concerns raised by these commenters. In addition, the Treasury
Department and the IRS note that no participant of the Consultation requested
additional guidance regarding these issues. Therefore, proposed §1.1400Z2(d)-1(b)(3)
has not been modified as a result of those comments.

With regard to the 90-percent investment standard, a commenter suggested that
the Treasury Department and the IRS consider a valuation method for leases that are
negotiated at arms-length under section 482. This valuation method would value the
lease (i) as having a value of $0 regardless of whether the QOF has an AFS, or (ii) at
the unadjusted cost basis of the lease, similar to purchased property. Another
commenter requested that the value of leased property be excluded from the numerator
and denominator of the fraction-based test underlying the 90-percent investment
standard, while the value of substantial improvements to leased property should be
included. Another commenter suggested that leased property should be valued at the
lease’s fair market value.

The Treasury Department and the IRS have determined that the proposed
regulations provided a comprehensive method to value leased property to satisfy the
90-percent investment standard. While the commenters’ recommended rules would

provide value in certain instances, the Treasury Department and the IRS have
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concluded that such rules would inject significant complexity into the final regulations
that would outweigh any potential resulting benefits. As a result, the final regulations
retain the method provided in the proposed regulations with some clarifications. For
example, the term of a lease that is being valued for purposes of the 90-percent
investment standard includes periods during which the lessee may extend the lease at a
pre-defined rent. The terms of a pre-defined market rate rent must follow the criteria set
forth under section 482 with a rebuttable presumption that terms of a lease between
unrelated parties is market rate.

4. Option to disregard recently contributed property to a QOF for purposes of the 90-

percent investment standard

Under proposed §1.140022(d)-1(b)(4), a QOF may choose to determine
compliance with the 90-percent investment standard by excluding certain eligible
property from both the numerator and denominator of the fraction-based test underlying
that standard. Such excluded amount of property must satisfy each of the following
criteria: (1) the amount of contributed property was received by the QOF partnership or
the QOF corporation solely in exchange for an interest in the partnership or stock in the
corporation; (2) that contribution or exchange occurred not more than six months before
the date of the test from which the amount of property is excluded; and (3) between the
date of that contribution or exchange and the date of the underlying asset test, the
amount of property was held continuously in cash, cash equivalents, or debt
instruments with a term of 18 months or less. Finally, proposed §1.1400Z2(d)-1(b)(4)
provided that a QOF need not be consistent from one semiannual test to another in

whether it avails itself of this option.
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While commenters largely agreed with the approach set forth in proposed
§1.1400Z2(d)-1(b)(4), many commenters suggested significant revisions. For instance,
commenters suggested that the permitted six-month period (that is, the period between
the date of contribution or exchange and the testing date) should be extended to a 12-
month period, starting on the date of the contribution or exchange, to facilitate increased
investments into beneficial qualified opportunity zone property. Another commenter
recommended that the final regulations provide QOFs with a 31-month period to deploy
capital into a qualified opportunity zone property, and thereby provide QOFs with a rule
similar to the 31-month working capital safe harbor (as defined in part V.O of this
Summary of Comments and Explanation of Revisions) for qualified opportunity zone
businesses.

The Treasury Department and the IRS have considered each of these
recommendations and have concluded that their adoption would achieve results
inconsistent with the purposes of section 1400Z-2. In particular, the Treasury
Department and the IRS have determined that the commenters’ recommended rules
would permit the holding of capital for extended periods of time without deployment into
qualifying investments, and ultimately into QOZs. A delay of such capital investment
would reduce, rather than increase, investments in QOZs and thereby delay the type of
economic growth for which section 1400Z-2 was enacted to achieve.

One commenter suggested that a QOF should control, by election, the decision
to disregard recently contributed property. Under the commenter’s approach, a QOF
could either disregard the recently contributed property, or upon an election, include the

property in both the numerator and the denominator of the fraction-based test
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underlying the 90-percent investment standard. However, if the QOF elects to
disregard the property, the commenter argued that both the numerator and the
denominator of the fraction-based test would be zero, resulting in an undefined
mathematical result. In the alternative, the commenter suggested that the Treasury
Department and the IRS should treat recently contributed property as qualified
opportunity zone property only if, and to the extent that, such property is invested in
qualified opportunity zone property before the next QOF testing date following that
contribution.

The Treasury Department and the IRS have determined that the option to
disregard recently contributed property provides a sufficiently expansive rule set to
address the concerns raised by the commenter, namely that by excluding recently
contributed property from both the numerator and denominator, the resulting fraction
may be undefined. The commenter’s solution to allow a QOF to elect to disregard
property, although potentially helpful to taxpayers in certain cases, would significantly
increase the complexity of the mechanics for determining compliance with the 90-
percent investment standard. Moreover, the commenter presumes that a QOF would
have no other property to include in the denominator, which would allow a
mathematically correct result. Further, the alternative suggested by the commenter is
similar to the proposed rule and would result in the same outcome. Accordingly, the
final regulations do not incorporate the commenter’s suggestions. Because several
commenters requested flexibility in timing of investments, the final regulations provide

that a QOF has until the fifth business day after the contribution of the property to
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exchange such property into cash, cash equivalents, or debt instruments with a term of
18 months or less.

In addition, one commenter suggested that, with regard to periods during which
the previously described contributed property is disregarded, the Treasury Department
and the IRS should require that the capital be held in mission-driven institutions such as
Community Development Financial Institutions (CDFIs), low-income credit unions, or
minority-owned depository institutions. While the Treasury Department and the IRS
appreciate the policy objectives underlying this recommendation, section 1400Z-2 does
not provide sufficient authority to incorporate this recommendation into the final
regulations.

5. Wind-down period safe harbor for applying 90-percent investment standard to

dissolving QOFs

For purposes of applying the 90-percent investment standard, two commenters
requested that the final regulations provide a wind-down safe harbor period that would
precede the start of the QOF’s dissolution phase. The commenters reasoned that
during a QOF wind-down period which the commenters suggested could last for up to
two years, QOFs would hold larger amounts of non-qualifying property because the
dissolving QOF typically would dispose of business assets (that is, qualified opportunity
zone business property) in exchange for cash or other non-qualifying property. The
commenter contended that the policy rationale for a wind-down period safe harbor for
QOF dissolutions would parallel the policy rationale for proposed safe harbor provisions

that facilitate the development and operation by QOFs of start-up businesses.
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The Treasury Department and the IRS acknowledge the policy arguments set
forth by the commenter. However, the final regulations do not adopt the commenter’s
recommendation. In particular, the Treasury Department and the IRS note that section
1400Z-2 was enacted to encourage the development of operating businesses in QOZs
and thereby increase the economic development of the communities located in those
designated census tracts. Safe harbors provided by the proposed and final regulations
to facilitate the success of start-up businesses in QOZs advances the achievement of
those purposes. A QOF wind-down safe harbor for purposes of the 90-percent
investment standard, however, potentially would encourage the opposite effect—that is,
QOF dissolutions and disinvestment from QOZs.

C. Consideration of Synthetic Equity as Qualified Opportunity Zone Stock or
Partnership Interest

Under proposed §1.1400Z2(d)-1(c), qualified opportunity zone stock and a
qualified opportunity zone partnership interest generally must satisfy three
requirements. First, such stock or partnership interest must be stock in a corporation or
an interest in a partnership that is acquired by a QOF after December 31, 2017 from the
corporation or the partnership solely in exchange for cash. See proposed
§§1.1400Z2(d)-1(c)(2)(i)(A) (regarding qualified opportunity zone stock), 1.1400Z2(d)-
1(c)(3)(i) (regarding qualified opportunity zone partnership interests). Second, at the
time of acquisition, the corporation whose stock was acquired, or the partnership whose
interest was acquired, must either be a qualified opportunity zone business, or in the
process of becoming a qualified opportunity zone business. See proposed
§§1.1400Z2(d)-1(c)(2)(i)(B) (regarding qualified opportunity zone stock), 1.1400Z2(d)-

1(c)(3)(ii) (regarding qualified opportunity zone partnership interests). Third, during
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substantially all of the QOF’s holding period for the stock or partnership interest, the
corporation or partnership must qualify as a qualified opportunity zone business. See
proposed §§1.1400Z22(d)-1(c)(2)(i)(C) (regarding qualified opportunity zone stock),
1.1400Z2(d)-1(c)(3)(iii) (regarding qualified opportunity zone partnership interests).

The Treasury Department and the IRS received comments recommending that
the final regulations include in the definition of the term “qualified opportunity zone
stock” any interest constituting synthetic equity under section 409(p)(6)(C) or an
employee stock option plan. The synthetic equity definitions recommended by the
commenters include an expansive range of interests, some of which would require
potentially complex rules to ensure their proper application in the section 1400Z-2
regulations. The Treasury Department and the IRS continue to consider synthetic
equity for purposes of the definitions of “qualified opportunity zone stock” and “qualified
opportunity zone partnership interest,” but have determined that specific rules to
address synthetic equity would add inappropriate complexity to the final regulations. As
a result, the final regulations do not incorporate the commenters’ recommendation.

D. Qualified Opportunity Zone Business Property Purchased by QOF or Qualified
Opportunity Zone Business

Under proposed §§1.1400Z2(d)-1(c)(4)(i)(A) and 1.1400Z2(d)-1(d)(2)(i)(A),
property that is purchased (as defined in section 179(d)(2)) by a QOF or a qualified
opportunity zone business from an unrelated party (as defined in section 1400Z-2(e)(2))
qualifies as “qualified opportunity zone business property,” provided that the property
satisfies all other requirements under section 1400Z-2(d)(2)(D)(i).

1. Qualification of property constructed by an eligible entity

145



The Treasury Department and the IRS received several comments requesting
that the final regulations expand the definition of the term “qualified opportunity zone
business property” to include an eligible entity’s self-constructed property. One
commenter recommended that the final regulations treat construction costs of such self-
constructed property as part of the property’s purchase price. To determine the
acquisition date for each testing period, one commenter suggested that the final
regulations utilize the approach provided under former section 168(k)(2) and §1.168(k)-
1(b)(4)(iii). Former section 168(k)(2)E)(i) and § 1.168(k)-1(b)(4)(iii) provided that if a
taxpayer manufactures, constructs or produces property for use in its trade or business
(or for its production of income), the property will be treated as acquired when the
taxpayer begins manufacturing, constructing or producing the property. Under §
1.168(k)-1(b)(4)(iii), manufacturing, construction or production of the property begins
when physical work of a significant nature begins. Another commenter suggested that,
if an eligible entity’s self-constructed property is not to be included as purchased
property, (i) the incorporation of non-qualifying property into new construction should not
taint the new property, and (ii) that new property should be treated as a separate asset
under section 1400Z-2(d)(2)(D)(i)(llI).

The Treasury Department and the IRS have determined that tangible property is
not disqualified from constituting qualified opportunity zone business property solely
because the property is manufactured, constructed, or produced, rather than
purchased, by the eligible entity. However, to qualify as qualified opportunity zone
business property, such tangible property must be manufactured, constructed, or

produced by the eligible entity with the intent to use the property in the trade or business

146



of the eligible entity in a QOZ. In addition, the materials and supplies used for the
construction of the qualified opportunity zone business property must be qualified
opportunity zone business property. Self-constructed property must otherwise meet the
requirements of section 1400Z-2(d)(2)(D)(i).

For purposes of the 90-percent investment standard and the 70-percent tangible
property standard, an eligible entity must determine the date on which such self-
constructed property will be treated as acquired. The Treasury Department and the IRS
agree with the prior commenter that applying a standard similar to former section 168
and the regulations thereunder make logical sense. Thus, the final regulations provide
that, for purposes of the 90-percent investment standard and the 70-percent tangible
property standard, self-constructed property will be treated as acquired on the date
physical work of a significant nature begins. Physical work of a significant nature does
not include preliminary activities such as planning or designing, securing financing,
exploring or researching, and will depend on a facts and circumstances analysis. The
final regulations also provide a safe harbor to determine when physical work of a
significant nature begins. An eligible entity may choose the date on which the eligible
entity paid or incurs more than 10 percent of the total cost of the property, excluding the
cost of any land and preliminary activities such as planning and designing, securing
financing, exploring or researching.

2. Qualification of property contributed to a QOF

Several commenters suggested that property contributed to a QOF, and used in
the QOF’s trade or business, should be treated as qualified opportunity zone business

property. Under section 1400Z-2(d)(2)(D)(i)(1), to qualify as qualified opportunity zone
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business property, the property must be purchased from an unrelated party. Property
contributed by an entity to a QOF, while potentially used in the QOF’s trade or business,
will not be considered qualified opportunity zone business property because the QOF
has not purchased, leased, or self-constructed the contributed property. Because the
commenters’ suggestion would not be consistent with the text of section 1400Z-
2(d)(2)(D)(i)(I), the final regulations do not adopt it.

3. Qualification of property purchased before statutory deadline

A commenter asserted that, by requiring the purchase of property to have
occurred after December 31, 2017, the proposed regulations will irrationally exclude
owners of property purchased on or before that date from the benefits of section 1400Z-
2. Another commenter raised similar concerns, and requested that the final regulations
treat as qualified opportunity zone business property otherwise qualifying property
acquired by a QOF or qualified opportunity zone business prior to the publication date of
the October 2018 proposed regulations. While the Treasury Department and the IRS
are sympathetic to the concerns expressed by these commenters, the text of section
1400Z-2(d) does not provide authority to allow property purchased on or before
December 31, 2017, to be treated as qualified opportunity zone business property.

One commenter requested confirmation that contractual rights to real property
(including easements, land leases, timber deeds, agricultural leases, and water rights)
qualify as an acquisition by purchase, and therefore could qualify as qualified
opportunity zone business property. The Treasury Department and the IRS
acknowledge the common usage of these types of arrangements, particularly in rural

industries. While the text of section 1400Z-2 requires qualified opportunity zone
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business property to be purchased or leased, the Treasury Department and the IRS
note that contractual rights may qualify as leases under the rules discussed in part V.E
of this Summary of Comments and Explanation of Revisions. If such contractual rights
do not meet the requirements of either purchased or leased property, however, the final
regulations provide that the contractual rights will not qualify as qualified opportunity
zone property.

4. Qualification of property based on factors not consistent with section 1400Z-2

For purposes of determining whether property qualifies as qualified opportunity
zone business property, the text of section 1400Z-2(d)(2)(D)(i) sets forth requirements
regarding the property’s acquisition, location, and use. The Treasury Department and
the IRS have received comments requesting that the final regulations provide
exceptions to those statutory requirements. For example, a commenter requested that
the final regulations provide rules that focus on the use of the subject property at the
time the property is acquired, but exclude any consideration regarding the location of
the property. Similarly, another commenter suggested that the final regulations should
provide an exception to allow residents of a QOZ to treat previously purchased property
as qualified opportunity zone business property. Commenters also have suggested that
property owned by residents of a QOZ, as well as land, should be treated as completely
exempt from the post-2017 acquisition requirement.

The Treasury Department and the IRS appreciate the commenters’
recommendations. However, each of these suggested rules would conflict with the

statutorily imposed acquisition, location, and use requirements set forth in section
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1400Z-2(d)(2)(D)(i). As a result, the final regulations do not adopt the commenters’
recommendations.

5. Qualification of property purchased from related persons

Section 1400Z-2(d)(2)(D)(iii) limits the purchase of qualified opportunity zone
property to purchases from parties who are not related parties, as that term is defined in
section 1400Z-2(e)(2). Proposed §§1.140022(d)-1(c)(4)(i)(A) and 1.1400Z2(d)-
1(d)(2)(i)(A) provide that property must be acquired by a QOF or qualified opportunity
zone business from a person that is not related under section 1400Z-2(e)(2). Under
that statutory provision, persons are related to each other for purposes of section
1400Z-2 if such persons are described in section 267(b) or 707(b)(1), determined by
substituting “20 percent” for “50 percent” each place the phrase “50 percent” occurs in
those sections. See section 1400Z-2(e)(2).

The Treasury Department and the IRS received numerous comments requesting
that the final regulations treat property purchased from a related person (under section
1400Z-2(e)(2)) as qualified opportunity zone business property. To prevent potential
abuse that could arise from such related-party transactions, one commenter suggested
that the final regulations should require purchases between related parties to be
negotiated at arm’s length. Other commenters recommended that the final regulations
allow otherwise qualifying purchases by a QOF or qualified opportunity zone business
to be carried out with (i) businesses or partnerships that owned property located in a
QOZ prior to the QOZ’s designation, and (ii) residents of a QOZ prior to such time. The

Treasury Department and the IRS note that the text of section 1400Z-2, as described
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above, does not permit property purchased from a related party to qualify as qualified
opportunity zone property, and therefore decline to adopt these comments.

Another commenter requested that the final regulations provide clarification as to
whether any sponsorship arrangement with a sponsor, who is a QOF investor, would
establish relatedness included in the definition of “related person” under section 1400Z-
2(e)(2). The Treasury Department and the IRS have determined that (i) specific rules to
address sponsorship agreements would introduce significant, additional complexity into
the final regulations, and (ii) the proposed regulations provide adequate guidance to
address the commenter’s request. As a result, the final regulations do not incorporate
specific rules to address sponsorship agreements.

The final regulations, however, have added rules to address the qualification of
property purchased in certain “sponsor-like” arrangements as qualified opportunity zone
business property. With regard to these arrangements, the final regulations provide
that, in the case of real property that is purchased by a QOF or qualified opportunity
zone business, if at the time of the purchase there was a plan, intent, or expectation for
the real property to be repurchased by the seller of the real property for an amount of
consideration other than the fair market value of the real property, the purchased real
property is not qualified opportunity zone business property. Under this rule, the “fair
market value of the real property” refers to the fair market value of that property at the
time of the repurchase by the seller.

E. Qualified Opportunity Zone Business Property Leased by QOF or Qualified
Opportunity Zone Business

Proposed §§1.1400Z2(d)-1(c)(4)(i)(B) and 1.1400Z2(d)-1(d)(2)(i)(B) provided that

a QOF or qualified opportunity zone business may treat leased tangible property as
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qualified opportunity zone business property for purposes of satisfying the 90-percent
investment standard and the 70-percent tangible property standard. To qualify, the
leased tangible property must satisfy the following two general requirements: First,
analogous to owned tangible property, leased tangible property must be acquired under
a lease entered into after December 31, 2017. Second, and also similar to owned
tangible property, substantially all of the use of the leased tangible property must be
located within a QOZ during substantially all of the period for which the business leases
the property.

1. General comments requesting additional rules and clarifications

The Treasury Department and the IRS received several comments agreeing with
the rules addressing leased tangible property set forth in the May 2019 proposed
regulations. However, many commenters requested that the Treasury Department and
the IRS further clarify whether certain types of leased property qualify as qualified
opportunity zone business property. Similarly, other commenters recommended that
the final regulations provide additional detailed rules and examples, and include
definitions for leases, lease-like arrangements, and licenses for purposes of determining
whether such instruments qualify as qualified opportunity zone property.

As described further in this part V.E of the Summary of Comments and
Explanation of Revisions, the Treasury Department and the IRS have provided
additional details and examples in the final regulations to respond to the commenters’
concerns and recommendations. For example, the final regulations exempt State and
local governments, as well as Indian tribal governments, from the market-rate

requirement for leased tangible property that otherwise must be satisfied to qualify as
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qualified opportunity zone business property. In addition, the final regulations provide
rules that permit certain short-term leased property to lessors located outside of a QOZ
to be counted as qualified opportunity zone business property for purposes of satisfying
the 70-percent use test. The final regulations also contain additional examples to clarify
the application of the rules regarding leased tangible property.

2. Qualification of tanqible property subject to an existing lease

Section 1400Z-2(d)(2)(D)(i)(1) requires tangible property to be purchased after
December 31, 2017, which the May 2019 proposed regulations followed in requiring
that leased tangible property be acquired under a lease entered into after December 31,
2017. One commenter requested that the final regulations treat an existing lease of
property the same as a new lease of property for purposes of determining whether the
property subject to the existing lease is qualified opportunity zone business property.
The Treasury Department and the IRS note that the leased tangible property rules were
included in the May 2019 proposed regulations to provide parity among diverse
business models (for example, parity between business models that utilize purchased
tangible property and those that utilize leased tangible property). To achieve that parity,
the Treasury Department and the IRS have determined that in general acquisitions of
tangible property by purchase or lease should be treated consistently. In addition, the
Treasury Department and the IRS note that section 1400Z-2 requires the acquisition of
such property to occur after December 31, 2017. Therefore, the final regulations
confirm that property subject to an existing lease will not constitute qualified opportunity
zone business property unless the lease was entered into on or after December 31,

2017.
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3. Requirement that the terms of lease must be market rate between parties

Proposed §§1.1400Z2(d)-1(c)(4)(i)(B)(2) and 1.1400Z2(d)-1(d)(2)(i)(B)(2)
provided that, to qualify as qualified opportunity zone business property, the terms of a
lease must be market rate at the time at which the lease was entered into (market-rate
lease requirement). For this purpose, whether a lease is market rate (that is, whether
the terms of the lease reflect common, arms-length market pricing in the locale that
includes the QOZ) is determined in accordance with the regulations under section 482.
This limitation operates to ensure that all of the terms of the lease are market rate. The
proposed regulations applied the market-rate lease requirement to leases between
unrelated parties and related parties.

The Treasury Department and the IRS received multiple comments regarding the
market-rate lease requirement. For example, many commenters requested that the
final regulations not apply the market-rate lease requirement to leases between
unrelated parties. Rather, these commenters recommended that the final regulations
provide a presumption that such unrelated-party leases are arms-length. The Treasury
Department and the IRS agree with the commenters’ recommendation. Accordingly,
the final regulations provide that there will be a rebuttable presumption that, with regard
to leases between unrelated parties, the terms of the lease were market rate (that is, the
lease satisfies the market-rate lease requirement).

In addition, the Treasury Department and the IRS received several comments
requesting that the final regulations exempt from the market-rate lease requirement
leases between an unrelated party and a state or local government. Commenters

explained that such leases are subject to numerous requirements and other special
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rules. The Treasury Department and the IRS agree with the commenters, and have
determined that, based on the same rationale, Indian tribal governments likewise should
be exempt from the market-rate lease requirement. As a result, the final regulations
provide that, for purposes of satisfying the market-rate lease requirement, tangible
property acquired by lease from a state or local government, or an Indian tribal
government, is not considered tangible property acquired by lease from a related party.

Another commenter suggested that the final regulations replace the market-rate
lease requirement with a requirement that a subject lease must have reasonable terms.
This commenter, however, acknowledged that a “reasonableness” standard likely would
inject additional uncertainty into the final regulations. The Treasury Department and the
IRS appreciate the commenter’s suggestion and agree that a “reasonableness”
standard would pose additional uncertainty for taxpayers in determining whether the
terms of a subject lease are reasonable. Moreover, the Treasury Department and the
IRS believe that such a standard would be too complex to administer. As a result, the
final regulations do not adopt the commenter’s suggestion.

4. Plan, intent, or expectation of QOF or qualified opportunity zone business to
purchase leased real property

Proposed §§1.1400Z2(d)-1(c)(4)(E) and 1.1400Z2(d)-1(d)(2)(E) provided an anti-
abuse rule to prevent the use of leases to circumvent the substantial improvement
requirement for purchases by QOFs or qualified opportunity zone businesses of real
property (other than unimproved land). If, at the time a QOF or qualified opportunity
zone business enters into a lease for real property (other than unimproved land), there
was a plan, intent, or expectation for the QOF or qualified opportunity zone business to

purchase the real property for an amount of consideration other than the fair market

155



value of the land (as determined at the time of the purchase without regard to any prior
lease payments) the leased real property does not qualify as qualified opportunity zone
business property at any time.

A commenter suggested that the Treasury Department and the IRS should
consider eliminating from this anti-abuse rule the reference to a plan, intent, or
expectation to purchase the leased property. Rather, the commenter asserted that,
even if the QOF or qualified opportunity zone business had such “plan, intent, or
expectation,” the anti-abuse rule should not be applied if there were a fixed purchase
price option, consistent with general Federal income tax principles governing the
distinction between a lease and a sale, with a strike price not less than a specified
amount of the fair market value at the time the option is entered into.

The Treasury Department and the IRS have considered the commenter’s
suggestion and have determined that such a rule might enable QOFs and qualified
opportunity zone businesses to circumvent the substantial improvement requirement
because leased property from an unrelated party is not required to be substantially
improved. Thus, the final regulations do not reflect this suggestion.

F. Treatment of Inventory for Purposes of Determining Substantial Use in QOZ

Under section 1400Z-2(d)(2)(D)(i)(lll), the term “qualified opportunity zone
business property” refers to tangible property used in a trade or business of a QOF or
qualified opportunity zone business if, during substantially all of the holding period of the
QOF or qualified opportunity zone business for such property, substantially all of the
use of such property was in a QOZ. Prior to the publication of the May 2019 proposed

regulations, commenters inquired how inventory would be treated for purposes of
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determining whether substantially all of the tangible property is used in the QOZ. To
address those questions, the May 2019 proposed regulations provided a safe harbor
that inventory would not fail to qualify as qualified opportunity zone business property
simply because the inventory is in transit outside the QOZ due to transport (i) from a
vendor to a facility of the trade or business that is in a QOZ, or (ii) from a facility of the
trade or business that is in a QOZ to customers outside the QOZ (inventory transit safe
harbor). See proposed §1.1400Z2(d)-1(c)(4)(iii) (setting forth the inventory transit safe
harbor).

1. Inventory as qualified opportunity zone business property and application of 90-
percent investment standard and 70-percent tangible property standard

As part of the May 2019 proposed regulations, the Treasury Department and the
IRS requested comments as to whether inventory, including raw materials, should be
excluded from both the numerator and denominator of the fraction used to determine
compliance with the 90-percent investment standard and the 70-percent tangible
property standard. In response, some commenters recommended that the final
regulations exclude inventory from the 90-percent investment standard and the 70-
percent tangible property standard. These commenters based that recommendation
upon their conclusion that inventory should never be treated as qualified opportunity
zone business property because such inventory (i) is a transitory asset, (ii) does not add
value to the QOZ, and (iii) does not meet the requirements for either the original use or
substantial improvement requirement. Other commenters agreed that inventory should
be excluded from the 70-percent tangible property standard, emphasizing that any

requirement that taxpayers measure inventory would be significantly burdensome.
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Several additional commenters, however, recommended that the final regulations
treat inventory, in a limited manner, as qualified opportunity zone business property.
These commenters suggested that taxpayers should be allowed to elect on an annual
basis whether to exclude inventory from the numerator and denominator for purposes of
the 90-percent investment standard and the 70-percent tangible property standard.
Another commenter contended that inventory should be limited to a certain percentage
of total qualified opportunity zone property, suggesting that 15 or 20 percent of such
total property would provide a reasonable maximum.

The Treasury Department and the IRS also received numerous requests that the
final regulations provide additional detail and clarity regarding the general application of
section 1400Z-2 to inventory. Like the commenters described previously, these
commenters noted that the proposed regulations did not specify whether inventory is
properly includable in the numerator of the 70-percent tangible property standard or the
90-percent investment standard. These commenters also highlighted that the proposed
regulations did not clarify whether inventory must be original use property or
substantially improved property.

The Treasury Department and the IRS acknowledge the concerns raised by
these commenters and agree that additional rules regarding the treatment of inventory
would be appropriate. As a result, the final regulations provide that, for purposes of
determining compliance with the 90-percent investment standard and the 70-percent
tangible property standard, a QOF or qualified opportunity zone business may choose
to (i) include inventory in both the numerator and the denominator, or (ii) exclude

inventory entirety from both the numerator and the denominator. The final regulations

158



also provide that, once a QOF or qualified opportunity zone business makes such
choice, the QOF or qualified opportunity zone business must apply that choice
consistently with respect to all semiannual tests during the holding period in which the
QOF, or the qualified opportunity zone business of the QOF, holds the inventory. The
Treasury Department and the IRS have determined that these rules will provide
appropriate flexibility for QOFs and qualified opportunity zone businesses, as well as
certainty regarding the application of the 90-percent investment standard and the 70-
percent tangible property standard.

2. Comments regarding application of 90-percent investment standard to inventory in

transit

Commenters also expressed concern that inventory in transit on the last day of
the taxable year of a QOF would be counted against the QOF when determining
whether the QOF has met the 90-percent investment standard. Several commenters
recommended that inventory in transit, either from the vendor or to the ultimate
customer, be excluded from the numerator and denominator for purposes of the 90-
percent investment standard, but should qualify for the 70-percent use test. Another
commenter suggested that the location of inventory in transit should be taken into
account in determining whether the inventory is qualified opportunity zone business
property. One commenter generally agreed with the approach of the May 2019
proposed regulations with regard to inventory in transit, but requested clarification that
(i) the distance traveled during the course of the transit, or (ii) the manner of the transit,
does not affect application of the inventory transit safe harbor. The commenter also

requested clarification as to whether the inventory transit safe harbor covers instances
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in which the inventory is warehoused briefly (that is, for less than 30 days) in a location
outside of the QOZ while in the process of transit.

The Treasury Department and the IRS appreciate the commenters’ concerns
regarding the manner by which transported inventory is treated for purposes of applying
the 90-percent investment standard. To provide certainty for QOFs as well as qualified
opportunity zone businesses on this matter, the final regulations set forth a rule that
provides that (i) the distance traveled in the course of the transit, and (ii) the fact that the
inventory is briefly warehoused while in transit, does not affect the application of the
inventory transit safe harbor. The Treasury Department and the IRS intend for these
provisions to complement the inventory transit safe harbor, which the final regulations
adopt in full.

G. Definition of “Substantially All” for Purposes of Qualified Opportunity Zone Property
and Qualified Opportunity Zone Business Determinations

The definitions of the terms “qualified opportunity zone property” and “qualified
opportunity zone business” incorporate several “substantially all” requirements. For
example, with regard to (1) qualified opportunity zone stock, (2) qualified opportunity
zone partnership interests, and (3) qualified opportunity zone business property, to
qualify as qualified opportunity zone property, the corporation or partnership must have
qualified as a qualified opportunity zone business, and the qualified opportunity zone
business property must have been used in a QOZ, during “substantially all” of the
QOF'’s holding period of such stock, interest, or business, as appropriate. See section
1400Z-2(d)(2)(B)(i)(Ill) (regarding qualified opportunity zone stock); section 1400Z-
2(d)(2)(C)(iii) (regarding qualified opportunity zone partnership interests); section

1400Z-2(d)(2)(D)(i)(lll) (regarding qualified opportunity zone businesses). In this
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holding period context, the May 2019 proposed regulations defined “substantially all” of
a QOF’s holding period as 90 percent of the total holding period of the QOF. See
proposed §1.1400Z22(d)-1(c)(5).

In addition to QOF holding period requirements, the term “substantially all”
appears in a “use” context. Specifically, tangible property used in a trade or business of
a QOF or in a qualified opportunity zone business will not qualify as qualified
opportunity zone business property unless “substantially all” of the use of such tangible
property was within the geographic boundaries of a QOZ. See section 1400Z-
2(d)(2)(D)(i)(H1), (3)(A)(i). In this “use” context, the May 2019 proposed regulations
defined “substantially all” of the use of tangible property in a QOZ by a trade or business
of a QOF, or by a qualified opportunity zone business, as 70 percent of the total use of
such tangible property. See proposed §§1.140022(d)-1(c)(6), 1.1400Z22(d)-1(d)(2)(iv).

Lastly, the term “substantially all” appears in the context of the portion of a
business’s tangible property that must be qualified opportunity zone business property
in order for the business to qualify as a qualified opportunity zone business.

Specifically, a trade or business qualifies as a qualified opportunity zone business only if
(among the satisfaction of other requirements) “substantially all” of the tangible property
owned or leased by the taxpayer for the trade or business is qualified opportunity zone
business property. See section 1400Z-2(d)(3)(A)(i). For this determination of whether
the trade or business owns or leases a sufficient amount of qualified opportunity zone
business property, the October 2018 proposed regulations defined “substantially all” as

an amount equal to 70 percent of the total amount of tangible property owned or leased
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by the trade or business (70-percent tangible property standard). See proposed
§1.140022(d)-1(d)(3).

As discussed in the respective preambles to the October 2018 and May 2019
proposed regulations, the Treasury Department and the IRS provided a higher threshold
in the holding period context to preserve the integrity of the statute and ensure that
investors focus their investments within the geographic borders of QOZs. Therefore,
the term “substantially all,” as used in the holding period context, was defined in the
proposed regulations as 90 percent of the QOF’s total holding period. The Treasury
Department and the IRS determined that a percentage threshold higher than, for
example 70 percent, was warranted because taxpayers can more easily control and
determine the period for which they hold property. In addition, given the lower 70-
percent thresholds for testing both the use of tangible property in the QOZ and the
amount of owned and leased tangible property of a qualified opportunity zone business
that must be qualified opportunity zone business property, applying a 70-percent
threshold in the holding period context could result in an unacceptably low percentage
of a qualified opportunity zone business’s tangible property being used in a QOZ.

The Treasury Department and the IRS, however, recognized that the operations
of certain types of businesses may extend beyond the census tract boundaries that
define QOZs. Accordingly, the “substantially all” thresholds provided by the proposed
regulations with regard to required amounts and use of tangible property owned or
leased by a trade or business were set to a 70-percent standard. The Treasury
Department and the IRS determined that a 70-percent standard would appropriately tie

the ability of investors in QOFs to receive preferential capital gains treatment to a

162



consequential amount of tangible property being used by the underlying business within
a QOZ. Importantly, the Treasury Department and the IRS also determined that a 70-
percent standard would provide businesses with an appropriate degree of flexibility to
conduct their day-to-day operations, and therefore avoid significantly distorting or
otherwise limiting the introduction of new businesses and investment in QOZs.

1. Consideration of uniform 90-percent “substantially all” standard

Commenters have suggested that the term “substantially all” should be
interpreted as requiring a 90-percent standard with regard to each instance in which the
term is used in section 1400Z-2. As described previously, the Treasury Department and
the IRS have determined that the policy considerations underlying each use of the term
“substantially all” are not uniform, and therefore a uniform standard would fail to
effectuate such policies in all cases. For example, the Treasury Department and the
IRS established the 70-percent tangible property standard and 70-percent use test to
provide “substantially all” requirements for qualified opportunity zone businesses that,
while substantial, would ensure that a diverse spectrum of businesses would be able to
operate in QOZs. However, the Treasury Department and the IRS selected a higher
90-percent threshold regarding holding periods of QOFs (under the 90-percent
investment standard) to encourage long-term direct or indirect investments in those
qualified opportunity zone businesses. In addition, due to the compound application of
the 90-percent threshold, the 70-percent tangible property standard, and the 70-percent
use test, the Treasury Department and the IRS sought to ensure that each percentage

requirement, when taken together, would remain significant.

163



Another commenter that advocated for a uniform 90-percent standard specifically
contended that the 70-percent use test presented an inappropriately low threshold to
ensure that acceptable amounts of new economic activity are introduced in QOZs. The
Treasury Department and the IRS appreciate the commenter’s perspective, but have
determined that a 70-percent standard achieves an appropriate balance between
providing proper flexibility to potential investors in QOZs and limiting the potential for
abuse. A 90-percent use threshold would pose a much stricter standard than the
proposed 70-percent standard, and potentially would discourage investment in QOZs.
As a result, the final regulations retain the 70-percent use test.

Several commenters recommended that, solely with regard to real estate
businesses, the final regulations should adopt a threshold of 90 percent for the
substantially all use test. The Treasury Department and the IRS have determined that
such industry-specific rules would (i) not be consistent with section 1400Z-2 or its
underlying policy, and (ii) present administratively burdensome tracking requirements
under which taxpayers, as well as the IRS, would need to apply different rules for
different types of businesses. As a result, the final regulations do not adopt this
recommendation.

2. Clarification regarding the measurement of “use” for the 70-percent use test

Several commenters requested clarification regarding the scope of the term “use’
under section 1400Z-2(d)(2)(D)(i)(1ll). Similarly, other commenters requested that the
final regulations clarify the meaning of the term “use” with regard to qualified opportunity
zone property located both inside, and outside the geographic borders of a QOZ.

Taken together, commenters generally requested easily applicable metrics for
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determining compliance with the 70-percent use test that are responsive to the practical
realities of businesses that utilize a range of tangible property in addition to real estate.
The Treasury Department and the IRS agree with the commenters that guidance
regarding the meaning and application of the term “use” would be significantly helpful to
taxpayers. As a result, the final regulations provide that tangible property of a trade or
business is counted for purposes of satisfying the 70-percent use test (qualified tangible
property) to the extent the tangible property is (1) located within the geographic borders
of a QOZ, and (2) in connection with the ordinary conduct of the trade or business,
utilized in the QOZ in the performance of an activity of the trade or business that
contributes to the generation of gross income for the trade or business. The final
regulations explicitly provide that this determination is based upon the amount of time
during which the use of the subject tangible property meets those two requirements.

3. Application of 70-percent use test to mobile tangible property

The Treasury Department and the IRS received several comments regarding the
application of the 70-percent use test to mobile tangible property that a trade or
business might utilize both inside and outside a QOZ or in multiple QOZs. Commenters
noted that many trades or businesses rely on delivery vehicles, construction equipment,
service trucks and other types of mobile tangible property to generate gross income.
Ordinarily, such trades or businesses will deploy mobile tangible property without regard
to QOZ boundaries, at times utilizing the property inside a QOZ, while at other times
utilizing the property outside of a QOZ. As a result, these commenters requested that

the final regulations articulate standards or safe harbors for determining whether a
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mobile tangible property satisfies the 70-percent use test to qualify as qualified
opportunity zone business property.

The Treasury Department and the IRS appreciate the concerns raised by these
commenters. To provide standards that more effectively respond to the day-to-day
customary operation of trades or businesses, the final regulations set forth specific rules
clarifying the application of the 70-percent use test to mobile tangible property. The
Treasury Department and the IRS have drafted these rules to strike an appropriate
balance between allowing flexibility for business development and ensuring that such
business development primarily benefits low-income communities comprising QOZs.

For example, the final regulations provide a safe harbor for tangible property
utilized in rendering services both inside and outside the geographic borders of a QOZ.
Under this safe harbor, a limited amount of such tangible property may be excluded
from the general time of use calculation underlying the 70-percent use test. Specifically,
the safe harbor permits up to 20 percent of the tangible property of a trade or business
to be treated as satisfying the 70-percent tangible property standard if the tangible
property is utilized in activities both inside and outside of the geographic borders of a
QOZ, and if (i) the trade or business has an office or other fixed location located within a
qualified opportunity zone (QOZ office), and (ii) the tangible property is operated by
employees of the trade or business who regularly use a QOZ office of the trade or
business in the course of carrying out their duties, and are managed directly, actively,
and substantially on a day-to-day basis by one or more employees of the trade or
business at a QOZ office. In addition, in order to qualify for the safe harbor, the tangible

property must not be operated exclusively outside of the geographic borders of a
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qualified opportunity zone for a period longer than 14 consecutive days for the
generation of gross income for the trade or business.

In addition, the final regulations provide a similar safe harbor for short-term
leased tangible property. Under this rule, tangible property leased by a trade or
business located within the geographic borders of a QOZ to a lessee that utilizes the
tangible property at a location outside of a QOZ is qualified tangible property if the
following two requirements are satisfied. First, consistent with the normal, usual, or
customary conduct of the trade or business, the tangible property must be parked or
otherwise stored at a location within a QOZ when the tangible property is not subject to
a lease to a customer of the trade or business. Second, the lease duration of the
tangible property (including any extensions) must not exceed 30 consecutive days. This
special leased tangible property rule, however, is not subject to a limitation similar to the
20-percent limitation with regard to non-leased mobile tangible property due to the
highly mobile nature of tangible property typically leased to customers by leasing
businesses.

4. Use of tangible property in multiple QOZs aggregated for the 70-percent use test

The Treasury Department and the IRS have received comments recommending
that the final regulations clarify the manner in which use of tangible property is
measured if such use occurs in multiple QOZs. To respond to these comments, the
final regulations specifically provide that, if tangible property is used in one or more
QOZs, satisfaction of the 70-percent use test is determined by aggregating the number
of days the tangible property in each QOZ is utilized. The Treasury Department the IRS

have determined that the policy underlying the 70-percent use test would be effectuated
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through the introduction of new economic activity into any low-income community
designated as a QOZ, regardless of specific designation.

A commenter highlighted potential confusion caused by circular language in
proposed §1.1400Z22(d)-1(c)(9)(i)(A). In general, proposed §1.1400Z2(d)-1(c)(9)
described the fraction by which the 70-percent use test is calculated. Proposed
§1.1400Z2(d)-1(c)(9)(i)(A) referred to the value of qualified opportunity zone business
property that meets the requirements of §1.140022(d)-1(c)(4)(i)(A)-(C), (E), and (F).
The commenter noted that this reference results in a circular analysis because qualified
opportunity zone business property is the item calculated by the previously described
fraction, and proposed §1.1400Z2(d)-1(c)(4)(i)(D) sets forth the “substantially all” test for
use in a QOZ. In other words, the 70-percent use fraction must be calculated before
one can determine whether property qualifies as qualified opportunity zone business
property.

The Treasury Department and the IRS appreciate the commenter’s point. The
final regulations set forth a significantly revised calculation for determining satisfaction
of the 70-percent use test that does not implicate the issue raised by the commenter. In
addition, the final regulations clarify that the use of tangible property in a QOZ is
determined on an asset-by-asset basis. See part V.G. of this Summary of Comments
and Explanation of Revisions.

5. Application of holding period requirements under section 1400Z-2

The Treasury Department and the IRS received numerous requests for
clarification regarding the manner by which QOFs can meet the holding period

requirements under sections 1400Z-2(d)(2)(B)(i)(Ill) and 1400Z-2(d)(2)(C)(iii) (90-
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percent qualified opportunity zone property holding period) and QOFs and qualified
opportunity zone businesses can meet the holding period requirement under 1400Z-
2(d)(2)(D)(i)(lll) (90-percent qualified opportunity zone business property holding
period). For example, several commenters suggested that QOFs and qualified
opportunity zone businesses should test for satisfaction of the two 90-percent holding
period requirements only at the end of their holding period for the property. One
commenter recommended that the final regulations provide QOFs with an election to
test for satisfaction of the 90-percent holding period requirement based on either (i) the
taxpayer’s actual holding period as of a testing date, or (ii) the taxpayer’s projected
holding period. See V.B.1. of this Summary of Comments and Explanation of

Revisions.

The Treasury Department and the IRS agree that the rules for determining
satisfaction of the 90-percent qualified opportunity zone property holding period
requirement and 90-percent qualified opportunity zone business property holding period
requirement should be clarified. Accordingly, the final regulations provide that the
determination of whether the two 90-percent holding period requirements are satisfied is
made on a semiannual basis, based on the cumulative amount of time the QOF or
qualified opportunity zone business has held the property.

Stock or partnership interests will satisfy the 90-percent qualified opportunity
zone property holding period requirement if during 90-percent of the QOF’s holding
period for the stock or partnership interest, beginning on the date that it’s self-
certification as a QOF is effective and ending on the relevant semiannual testing date,

the corporation or partnership qualified as a qualified opportunity zone business.
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Similarly, tangible property will satisfy the 90-percent qualified opportunity zone
business property holding period requirement only if the tangible property satisfied the
70-percent use test for at least 90 percent of the period during which the QOF or
qualified opportunity zone business has held such property. As noted in part V.B.1. of
this Summary of Comments and Explanation of Revisions, the determination of whether
an eligible entity engaged in a trade or business qualified as a qualified opportunity
zone business is determined at the end of the entity’s taxable year but a QOF has
semiannual testing dates on which it must determine if the entity was a qualified
opportunity zone business for 90 percent of the QOF’s holding period of the equity of
the entity. Because status as a qualified opportunity zone business is defined with
respect to an entity’s taxable year, taxpayers may encounter difficulties when a QOF’s
semiannual testing date falls before the end of the entity’s taxable year. The final
regulations therefore provide a safe harbor for purposes of complying with the 90-
percent holding period test. Under the safe harbor, the QOF may limit the period tested
to the period that starts with the beginning of the QOF’s status as a QOF and lasts until
the last day of the entity’s latest taxable year and ends on or before the relevant testing
date.

To determine whether qualified opportunity zone business property meets the
statutory holding period requirements, a QOF or qualified opportunity zone business
must measure the use of the property on a semiannual basis, on the same testing dates
as the 90-percent investment standard. (If QOFs with diverse taxable years invest in
the same qualified opportunity zone business, the business may have to measure use

of the property semiannually for each investing QOF). The purposes of section 1400Z-2
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and the section 1400Z-2 regulations are to provide specified tax benefits to owners of
QOFs to encourage the making of longer-term investments of new capital, through
QOFs and qualified opportunity zone businesses, into one or more QOZs and to
increase the economic growth therein. The Treasury Department and the IRS have
determined that, if the final regulations were to permit QOFs or qualified opportunity
zone businesses to use a projected holding period, or to measure the holding period
only at the end of their holding period in the property, the previously described policy
goals of section 1400Z-2 would be compromised. In addition, such approaches would
pose administrative difficulties for the IRS in administering holding period requirements
in instances in which a period of ownership extends beyond the statute of limitations for
assessing the QOF.

6. Consideration of cure periods and other relief reqarding application of 90-percent
investment standard

Commenters noted that, under the proposed regulations, no relief was available
to a QOF that discovered that the entity in which it invested failed to qualify as a
qualified opportunity zone business. Several commenters emphasized that the 90-
percent investment standard posed a high threshold with severe consequences for a
trade or business that failed to qualify as a qualified opportunity zone business for a
testing date. As an example, one commenter described a scenario in which an entity
qualified as a qualified opportunity zone business during one year, but failed to satisfy
the 90-percent qualified opportunity zone property holding period during the next year,
and therefore lost any potential to satisfy the 90-percent qualified opportunity zone
property holding period for that stock or partnership interest in later years--regardless of

whether the otherwise compliant trade or business permanently cured the defect that
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lead to the second-year failure. As a result, commenters recommended various “grace
periods” during which an entity would be treated as a qualified opportunity zone
business even if the entity failed one or more requirements under section 1400Z-2.

The Treasury Department and the IRS agree that entities should be afforded
appropriate relief to cure a defect that prevents qualification as a qualified opportunity
zone business for purposes of the 90-percent qualified opportunity zone property
holding period, without penalty to the investing QOF under section 1400Z-2(f).
Accordingly, the final regulations provide a six-month period for an entity in which a
QOF has invested to cure a defect that caused the entity to fail to qualify as a qualified
opportunity zone business. The six-month cure period corresponds to both the testing
periods for both the qualified opportunity zone business and the QOF as required in
sections 1400Z-2(d)(1) and (3). The final regulations provide that during that six-month
cure period, the QOF can treat the interest held in the entity as qualified opportunity
zone property. Upon the conclusion of the six-month cure period, if the entity again fails
to qualify as a qualified opportunity zone business, the QOF must determine if the QOF
meets the 90-percent investment standard, taking into account its ownership in the non-
qualifying entity. If the QOF fails to meet the 90-percent investment standard, the final
regulations provide that the QOF must determine the penalty applicable to each month
in which the QOF failed to meet the 90-percent investment standard, including each
month during and prior to the six-month cure period. The final regulations specify that a
qualified opportunity zone business can utilize a six-month cure period only once.

The Treasury Department and the IRS note that, in addition to this six-month

cure period, a QOF can assert a defense of reasonable cause under section 1400Z-
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2(f)(3) if the QOF becomes subject to a penalty for failure to satisfy the 90-percent
investment standard. Specifically, section 1400Z-2(f)(3) provides that no penalty may
be imposed for failure to meet the 90-percent investment standard “if it is shown that
such failure is due to reasonable cause.” The Treasury Department and the IRS view
this relief under the statute, as well as the six-month cure period provided by the final
regulations, as sufficient relief to address the commenters’ concerns.

One commenter suggested that the Treasury Department and the IRS consider
whether the 90-percent qualified opportunity zone property holding period should be
tolled due to circumstances beyond the control of the QOF or qualified opportunity zone
business. The Treasury Department and the IRS note that section 1400Z-2(f)(3)
provides that a QOF can assert a defense of reasonable cause if the QOF becomes
subject to the penalty for failure to maintain the 90-percent investment standard. Based
on the existence of this statutory relief, the Treasury Department and the IRS have
determined that a QOF possesses appropriate recourse (that is, a reasonable cause
defense) with regard to circumstances beyond the QOF’s control.

H. Original Use of Tangible Property Acquired by Purchase

Section 1400Z-2(d)(2)(D) requires either that the original use of qualified
opportunity zone business property in the QOZ commences with the QOF or qualified
opportunity zone business or that the QOF or qualified opportunity zone business
substantially improve the property. Similar requirements are also found in other
sections of the Code. Under the now-repealed statutory frameworks of both section
1400B (related to the DC Zone) and section 1400F (related to Renewal Communities),

qualified property for purposes of those provisions was required to have its original use
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in a zone or to meet the requirements of substantial improvement as defined under
those provisions. Following the publication of the October 2018 proposed regulations,
the Treasury Department and the IRS received numerous questions and comments on
the meaning of “original use.” Several commenters requested confirmation as to
whether (i) tangible property could be previously used property, rather than solely new
property; (ii) property previously placed in service in the QOZ for one use, but
subsequently placed in service for a different use by an acquirer, could qualify as
original use; and (iii) property previously used in the QOZ could be placed in service in
the same QOZ by an acquiring, unrelated taxpayer.

After carefully considering the comments and questions received regarding the
October 2018 proposed regulations, the May 2019 proposed regulations generally
provided that the “original use” of tangible property acquired by purchase by any person
commences on the date on which that person or a prior person (i) first places the
property in service in the QOZ for purposes of depreciation or amortization, or (ii) first
uses the property in the QOZ in a manner that would allow depreciation or amortization
if that person were the property’s owner. Therefore, tangible property located in the
QOZ that has been depreciated or amortized by a taxpayer other than the QOF or
qualified opportunity zone business would not satisfy the original use requirement of
section 1400Z-2(d)(2)(D)(i)(Il) under the May 2019 proposed regulations. Conversely,
tangible property, other than land, located in the QOZ that has not yet been depreciated
or amortized by a taxpayer other than the QOF or qualified opportunity zone business
would satisfy the original use requirement of section 1400Z-2(d)(2)(D)(i)(Il) under those

proposed regulations. The May 2019 proposed regulations also clarified that used
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tangible property will satisfy the original use requirement for a QOZ so long as the
property has not been previously used in the QOZ (that is, has not previously been used
within that QOZ in a manner that would have allowed it to be depreciated or amortized,
by any taxpayer).

1. Reliance on certificate of occupancy for “original use” determination

Several commenters of the May 2019 proposed regulations recommended that
the final regulations permit taxpayers to rely on certificates of occupancy for determining
whether a property satisfies the original use requirement. For example, commenters
suggested that, if a certificate of occupancy has not been received for property
consisting of a structure, the property has not been used prior to the issuance of the
certificate and therefore potentially could satisfy the original use requirement. Another
commenter requested that the final regulations treat real property as meeting the
original use requirement if the property receives a certificate of occupancy following a
certain number of years without a certificate. Another commenter suggested that,
similar to the rules under §§1.46-3(d)(2), 1.150-2(c), and 1.179-4(e), the final
regulations permit QOFs and qualified opportunity zone businesses to elect to have
“original use” measured from the date on which (i) the property is placed into service, or
(ii) the certificate of occupancy is granted under local law.

The Treasury Department and the IRS appreciate the commenters’ objective to
increase certainty regarding “original use” determinations. However, the Treasury
Department and the IRS note that standards applicable to certificates of occupancy vary
by jurisdiction and therefore fail to provide a uniform standard. In addition, the

processes for obtaining a certificate of occupancy vary significantly based on jurisdiction
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and likely would introduce additional complexity and uncertainty. As a result, the final
regulations do not adopt the commenters’ recommendation.

2. Consideration of treating acquired non-business property or newly rezoned property
as “original use” property

Several commenters recommended that the final regulations clarify that property
previously used for non-business purposes may be treated as “original use” property in
a QOZ upon its acquisition. For support, these commenters emphasized that such
property would not have been depreciated or amortized. Similarly, one commenter
requested that the final regulations provide a special rule that real property located in an
area newly rezoned pursuant to a local government’s master plan be treated as “original
use property” because the local government’s rezoning would fundamentally change the
real property’s use. Other commenters contended that no previously used property in a
QOZ should qualify as satisfying the original use requirement regardless of whether, for
example, the property had been depreciated or amortized.

The Treasury Department and the IRS have considered each of the arguments
set forth by the commenters and have concluded that acquired property previously used
in a QOZ does not satisfy the original use requirement. A rule treating historically used
property in a QOZ as “original use” property because such property’s prior use was
nonbusiness in nature or classified differently under a local government’s master plan
would fail to sufficiently encourage the introduction of new capital investments into
QOZs. Accordingly, the final regulations retain the rules set forth in the proposed
regulations that a property’s “original use” commences on the date on which the

property is first (i) placed into service in the QOZ and is depreciated or amortized, or (ii)

used in a manner that would allow depreciation or amortization.
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3. Consideration of safe harbor based on belief that property was not placed into
service

One commenter requested that the Treasury Department and the IRS provide a
safe harbor to treat property acquired by a taxpayer as satisfying the original use
requirement if the taxpayer believed that the property had not yet been placed into
service. The commenter contended that, if such taxpayer held that belief, the acquired
property should be treated as “original use” property even if the taxpayer subsequently
discovers that the property actually had been placed in service shortly before its
acquisition. The Treasury Department and the IRS decline to adopt this comment
because the purposes of section 1400Z-2 and the section 1400Z-2 regulations are to
provide specified tax benefits to owners of QOFs to encourage the making of longer-
term investments, through QOFs and qualified opportunity zone businesses, of new
capital in one or more QOZs and to increase the economic growth of such QOZs. The
Treasury Department and the IRS have determined that the commenter’s
recommended safe harbor would not help achieve those goals.

4. Consideration of newly constructed buildings acquired prior to being placed into
service

A commenter requested clarification regarding whether a building that is newly
constructed and sold to a purchaser meets the original use requirement with respect to
the purchaser. The commenter noted that potential QOF investors intend to invest in
QOZs by acquiring newly constructed buildings for their trades or businesses that, prior
to acquisition, have not been placed into service for purposes of depreciation. In such
circumstances, the commenter noted that potential QOF investors have expressed

uncertainty regarding the application of the original use requirement.
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The Treasury Department and the IRS appreciate the commenter’s concern and
have determined that such newly constructed buildings satisfy the original use
requirement. The construction of new buildings in economically disadvantaged
communities, which are acquired for the purpose of introducing new businesses into
such communities, clearly achieves the policy goals underlying section 1400Z-2 and
should be encouraged. Accordingly, the final regulations provide an example that
provides certainty with regard to the acquisition of such newly constructed buildings.

5. Qualification of demolished property, overwhelmingly improved property, and
property improvements as “original use” property

One commenter requested that the final regulations provide that an improvement
made to non-qualified property used in a QOZ satisfies the original use requirement.
The commenter reasoned that such treatment would be appropriate because, under the
May 2019 proposed regulations, improvements made by a lessee to leased property are
treated as separate property for purposes of section 1400Z-2(d)(2)(D)(i) and therefore
as satisfying the original use requirement. The Treasury Department and the IRS
appreciate the argument raised by the commenter, but have determined that the
administrative burdens that would arise for taxpayers and the IRS from tracking
improvements made to such non-qualified property would significantly exceed those
arising from the tracking of lessee improvements. As a result, the final regulations do
not adopt the commenter’'s recommendation.

A commenter also requested that the final regulations treat tangible property that
has not been purchased, but has been overwhelmingly improved, as “original use”
property. Section 1400Z-2(d)(2)(D)(i)(1) requires that property must be acquired after

December 31, 2017 to qualify as qualified opportunity zone business property. While a
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QOZ would benefit from the overwhelming improvement of currently owned property
located within the QOZ, such improvement does not satisfy the statutory requirement
set forth in section 1400Z-2(d)(2)(D)(i)(1). Therefore, the final regulations do not
incorporate the commenter’s recommendation.

Another commenter requested that the Treasury Department and the IRS confirm
that newly constructed real property, or substantially improved property, that otherwise
meets the requirements of section 1400Z-2(d)(2)(D), will not fail to qualify as qualified
opportunity zone business property solely because the property is constructed upon
leased land. The Treasury Department and the IRS note that land, including leased
land, does not need to be substantially improved within the meaning of section 1400Z-
2(d)(2)(D)(i)(Il) and 1400Z-2(d)(2)(D)(ii). Cf. §§140022(d)-1(c)(7)(iv)(B) and 1400Z2(d)-
1(d)(4)(iv)(B). Accordingly, if property otherwise qualifies as qualified opportunity zone
business property, the fact that the property is constructed on leased land will not
disqualify the property from being treated as qualified opportunity zone business
property.

6. Treatment of property that qualifies for certain low-income housing credits

A commenter requested that the final regulations address the application of
credits provided under section 42(a) of the Code for investment in certain low-income
housing buildings (section 42 credits). Specifically, the commenter requested that the
final regulations provide that a property that qualifies for section 42 credits be treated as
satisfying the original use requirement. The Treasury Department and the IRS continue

to consider the combining of other tax incentives (including credits) with the benefits
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provided by section 1400Z-2. As a result, the final regulations do not incorporate the
commenter’s request.

7. Application of original use requirement to leased tangible property

A commenter recommended that the final regulations require that leased tangible
property located in a QOZ be (i) originally used in the QOZ, and (ii) substantially
improved. The Treasury Department and the IRS note that, under the proposed
regulations, improvements made by a lessee to leased property satisfy the original use
requirement and are considered purchased property to the extent of the unadjusted cost
basis of those improvements (as under section 1012). However, the proposed
regulations do not set forth any requirement that leased property be substantially
improved. After considering the commenter’s analysis, the Treasury Department and
the IRS have determined that a rule requiring both original use and substantial
improvement with regard to leased tangible property would be inconsistent with section
1400Z-2 and unnecessary.

8. Vacancy period for original use requirement

In the May 2019 proposed regulations, the Treasury Department and the IRS
proposed that, where a building or other structure has been vacant for at least five years
prior to being purchased by a QOF or qualified opportunity zone business, the
purchased building or structure will satisfy the original use requirement. Specifically, the
May 2019 proposed regulations provided that, if property has been unused or vacant for
an uninterrupted period of at least five years, original use in the QOZ commences on
the date after that period when any person first so uses or places the property in service

in the QOZ. See proposed §§1.1400Z22(d)-1(c)(4)(i)(B)(6), 1.1400Z2(d)-1(c)(7)(i),
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1.1400Z2(d)-1(d)(2)(i)(B)(6). The Treasury Department and the IRS requested
comments regarding that proposed approach, including the length of the vacancy period
and how such a standard might be administered and enforced.

a. Duration of Vacancy Period Required to Satisfy Original Use Requirement

The Treasury Department and the IRS received several comments regarding the
five-year vacancy requirement set forth in the May 2019 proposed regulations. While
some commenters expressed approval, others contended that a five-year vacancy
period would be inappropriately long. Commenters also recommended vacancy periods
in excess of five years, contending that any shorter vacancy period would increase the
number of vacant properties exempt from the substantial improvement requirement, and
therefore decrease the overall magnitude of property development in QOZs. One
commenter requested that the final regulations include, in addition to a five-year
vacancy requirement, safeguards to reduce the incentive for taxpayers to vacate
buildings for tax benefits.

In particular, several commenters suggested that the final regulations provide a
vacancy period threshold similar to the threshold provided in §1.1394-1(h), which
requires a vacancy period of “at least one-year.” See §1.1394-1(h) (setting forth an
original use requirement for purposes of qualified zone property under section 1397D,
with regard to the issuance of enterprise zone facility bonds under section 1394).
However, numerous commenters disagreed with that approach, contending that the
vacancy period required under §1.1394-1(h) responds to a different policy objective
than the section 1400Z-2 policy objective of increasing new economic development in

QOZs. These commenters also contended that a one-year vacancy period would
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constitute an unacceptably weak standard that potentially would encourage owners of
property in QOZs to attempt to artificially satisfy the vacancy requirement by ceasing
occupation of a property for one year.

Commenters also recommended rules consisting of multiple vacancy periods to
accommodate different types of situations involving vacant buildings. For example, a
commenter recommended that the final regulations require (i) a vacancy period
spanning not less than two years, or (ii) a five-year vacancy period, if less than 25
percent of the rentable square footage of the subject property is rented or occupied.
Another commenter, while expressing general approval regarding the five-year vacancy
period requirement, suggested that properties already vacant for at least one year at the
time of QOZ designation should qualify as vacant.

The Treasury Department and the IRS appreciate the commenters’ suggestions
and recommendations, and have modified the proposed five-year vacancy requirement
to better effectuate the policy of section 1400Z-2. Accordingly, the final regulations
provide a special one-year vacancy requirement for property that was vacant prior to
and on the date of publication of the QOZ designation notice that listed the designation
of the QOZ in which the property is located, and through the date on which the property
was purchased by an eligible entity. The Treasury Department and the IRS have
determined that a shorter vacancy period for property vacant at the time of their QOZ
designation is appropriate because (i) such buildings do not present the same potential
for abuse (for example, causing a building to be vacant for one year to convert the

building to “original use” property), and (ii) the infusion of capital investments into vacant
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property that contributed to the QOZ'’s designation would achieve a core policy objective
of section 1400Z-2.

With respect to property not vacant as of the time of such QOZ designation
notice but that later become vacant, the final regulations require the property to be
vacant continuously for at least three years. The Treasury Department and the IRS
agree that a one-year vacancy requirement similar to that imposed under §1.1394-1(h)
would spur capital investment into needed areas. However, a three-year vacancy
period for property that was not vacant at the time of QOZ designation will more
effectively facilitate such investment while alleviating concerns that QOFs and qualified
opportunity zone businesses would intentionally cease occupying property to convert
otherwise used property into “original use” property.

b. Buildings Located on Brownfield Sites Qualify as “Original Use” Property

The Department of the Treasury and the IRS have received several comments
regarding the application of section 1400Z-2 and the section 1400Z-2 regulations to
brownfield site redevelopment. A “brownfield site” comprises “real property, the
expansion, redevelopment, or reuse of which may be complicated by the presence or
potential presence of a hazardous substance, pollutant, or contaminant.”
Comprehensive Environmental Response, Compensation and Liability Act of 1980,
section 101(39) (42 U.S.C. 9601(39)). The Environmental Protection Agency has
defined these sites as “abandoned, idled or under-used industrial and commercial
facilities where expansion or redevelopment is complicated by real or perceived
environmental contamination.” 60 FR 49276 (September 22, 1995). Cleaning up and

reinvesting in these properties increases local tax bases, facilitates job growth, utilizes
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existing infrastructure, takes development pressures off of undeveloped, open land, and
both improves and protects the environment.

Commenters have recommended that the final regulations contain rules to
facilitate brownfield redevelopment, particularly rules to provide that the real property
composing the brownfield site be treated as “original” use property under section
1400Z-2(d)(2)(D)(i)(l1). One commenter contended that, because of the degree of
contamination present in brownfield sites, remediation and construction periods for
these properties generally extend beyond 30 months. The Treasury Department and
the IRS agree with this observation, and have included rules in the final regulations to
adopt the commenters’ recommendation. Specifically, the final regulations provide that
all real property composing a brownfield site, including land and structures located
thereon, will be treated as satisfying the original use requirement of section 1400Z-
2(d)(2)(D)(i)(I1). To alleviate concerns that the property purchased will not be
remediated, the final regulations also provide that the eligible entity must make
investments in the brownfield site to ensure that the site meets basic safety standards
for human health and the environment. The final regulations also make clear that
remediation of contaminated land is taken into account for determining if the land has
been more than minimally improved, and that the QOF or qualified opportunity zone
business must make investments into the brownfield site to improve its safety and
environmental standards.

c. Clarification of the Term “Vacant” for Purposes of Applying the Vacant Property
Rules

The Treasury Department and the IRS received multiple suggestions to clarify

the meaning of the term “vacant”. One commenter suggested that the definition of the
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term should be modified to add the phrase “substantially unused or substantially
vacant.” For this purpose, the commenter recommended that the term “substantially
vacant” be defined to require that greater than 70 percent of the square footage of the
subject building be unoccupied.

In addition, commenters suggested that the final regulations define the term
“vacant” in a manner similar to the term under §1.1394-1(h). Accordingly, these
commenters requested that the final regulations include a provision disregarding de
minimis, incidental uses of property. See §1.1394-1(h) (providing that “de minimis
incidental uses of property, such as renting the side of a building for a billboard, are
disregarded”). Another commenter suggested that the definition of “vacant” be revised
to allow for clearly delineated portions of a larger property to be treated as vacant after
five years of uninterrupted vacancy, even if the rest of the larger property had not been
unoccupied.

One commenter also suggested that property that had involuntarily transferred to
local government control be included in the definition of the term “vacant.” This
commenter emphasized that local governments often acquire brownfield sites and other
blighted properties through tax delinquency, abandonment, bankruptcy, and other
similar events. As a result, many local governments hold large inventories of vacant
properties with varying histories of use. The commenter contended that a bright-line
treatment of such properties as “vacant” for purposes of the original use requirement will
eliminate burdens regarding the determination of historical use and, importantly,

expedite capital investment in properties located in distressed communities.
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Several commenters suggested that the final regulations set forth a vacancy
definition that relies upon vacant property determinations carried out by Federal, state,
and local governmental authorities (including, for example, a local government waiver
process to demonstrate vacancy). Commenters also suggested that a vacancy
definition similarly could rely upon vacant property determinations by public utilities. In
addition, some commenters contended that a vacancy definition should take into
account a spectrum of factors, including the structure of the subject property and the
length of time during which the property’s structure had been significantly damaged or
otherwise decrepit.

The Treasury Department and the IRS agree that the final regulations should
provide a definition for the term “vacant” for purposes of §1.1400Z2(d)-1. Under the
final regulations, real property, including land and buildings, is considered to be in a
state of vacancy if the property is “significantly unused.” A building or land will be
considered to be “significantly unused” under the final regulations if more than 80
percent of the building or land, as measured by the square footage of useable space, is
not being used.

In addition, the Treasury Department and the IRS appreciate that a bright-line
test for “vacancy” would facilitate the ability for local governments to increase capital
investment in underused property and increase economic activity in their respective
communities. As a result, the final regulations provide that an eligible entity that
purchases real property from a local government that the local government holds as the
result of an involuntary transfer (including through abandonment, bankruptcy,

foreclosure, or receivership) may treat all property composing the real property
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(including the land and structures thereon) as satisfying the original use requirement of
section 1400Z-2(d)(2)(D)(i)(I1).
d. Requests to Require All Vacant Buildings to be Substantially Improved

Multiple commenters recommended that the final regulations provide that no
building, regardless of occupancy, be treated as satisfying the original use requirement.
One commenter also suggested that the final regulations (i) require all vacant buildings
to be substantially improved, and (ii) not permit such buildings to be treated as originally
used in a QOZ by a QOF or qualified opportunity zone business. The Treasury
Department and the IRS appreciate the commenters’ recommendations and
suggestions, and agree that the improvement of all buildings acquired by a QOF or
qualified opportunity zone businesses would significantly benefit the QOZs in which
such buildings are located. However, the Treasury Department and the IRS have
determined that, by permitting certain buildings to satisfy the original use requirement,
the final regulations will encourage a larger aggregate amount of long-term investments
in economically distressed communities nationwide.

I. Substantial Improvement of Qualified Opportunity Zone Business Property

1. Consideration of asset-by-asset approach and alternative approaches

In the May 2019 proposed regulations, the Treasury Department and the IRS
requested comments regarding the relative strengths and weakness of determining
“substantial improvement” based on an asset-by-asset approach, as compared to asset
aggregation and similar approaches. See 84 FR 18655 (May 1, 2019). Taxpayers and

practitioners have provided numerous responses, several of which articulated examples

187



of difficulty in applying an asset-by-asset approach--particularly within the context of
building renovation.

Many of these commenters requested that the final regulations adopt an
aggregate approach to determining “substantial improvement,” or otherwise permit
taxpayers to elect such an approach. Similarly, other commenters requested that the
final regulations permit asset aggregation based on (i) asset location within a QOZ, or
(i) whether the assets were acquired as part of the same transaction or business
decision. In contrast, a commenter suggested that the final regulations adopt an
approach similar to the “integrated unit approach” of §1.1250-1(a)(2)(ii). See §1.1250-
1(a)(2)(ii) (providing for example that, “if two or more buildings or structures on a single
tract or parcel (or contiguous tracts or parcels) of land are operated as an integrated
unit (as evidenced by their actual operation, management, financing, and accounting),
they may be treated as a single item of section 1250 property”).

The Treasury Department and the IRS also received several recommendations
to retain the asset-by-asset approach set forth in the May 2019 proposed regulations.
Commenters that made these suggestions generally argued that “substantially all”
determinations based on an asset aggregation approach would encourage businesses
to target investments narrowly in rigidly defined areas, thereby preventing a broader
disbursement of capital investment. Such commenters also emphasized that, by
requiring the basis of each discrete asset to be doubled in value, the proposed
regulations will ensure a minimum level of investment for each qualified asset. Because
the asset-by-asset approach of the May 2019 proposed regulations prohibits a taxpayer

from using any excess capital investment in a qualified asset to satisfy the “doubling of
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basis” requirement for a different asset, commenters noted that the total capital
investments by a taxpayer often will exceed a doubling of the aggregate basis of all of
the taxpayer’s qualified assets.

Based on the strengths and weaknesses of each of these various approaches,
the Treasury Department and the IRS have concluded that permitting asset aggregation
to a limited extent is appropriate for carrying out “substantial improvement”
determinations. Accordingly, for example, the final regulations set forth an asset
aggregation approach for determining whether a non-original use asset (such as a
preexisting building) has been substantially improved. Under the approach adopted by
the final regulations, QOFs and qualified opportunity zone businesses can take into
account purchased original use assets that otherwise would qualify as qualified
opportunity zone business property if the purchased assets (i) are used in the same
trade or business in the QOZ (or a contiguous QOZ) for which the non-original use
asset is used, and (ii) improve the functionality of the non-original use assets in the
same QOZ (or a contiguous QOZ). In the case of purchased non-original use real
property, the final regulations require that the purchased property must be improved by
more than an insubstantial amount. Finally, if an eligible entity chooses to use this
approach, the purchased property will not be treated as original use property, and
instead, the basis of that purchased property will be taken into account in determining
whether the additions to the basis of the non-original use property satisfy the
requirements of sections 1400Z-2(d)(2)(D)(i)(Il) and 1400Z-2(d)(2)(D)(ii).

For example, if a QOF purchases and intends to substantially improve a hotel,

the QOF may include “original use” purchased assets in the basis of the purchased
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hotel to meet the substantial improvement requirement if those purchased assets are
integrally linked to the functionality of the hotel business. These “original use”
purchased assets could include mattresses, linens, furniture, electronic equipment, or
any other tangible property. However, for purposes of the substantial improvement
requirement, the QOF may not include in the basis of that hotel an apartment building
purchased by the QOF that is operated in a trade or business separate from the hotel
business.

2. Aggregation of certain buildings to be treated as single property

The final regulations also provide that, for purposes of applying the substantial
improvement requirement, certain buildings can be aggregated and treated as a single
item of property, as that term is used in section 1400Z-2(d)(2)(D)(ii) (single property).
Specifically, with respect to two or more buildings located within a QOZ or a single
series of contiguous QOZs (eligible building group) that are treated as a single property,
the amount of basis required to be added to those buildings will equal the total amount
of basis calculated by adding the basis of each such building comprising the single
property and additions to the basis of each building comprising the single property are
aggregated to determine satisfaction of the substantial improvement requirement.

To clarify which buildings may be treated as a single property, the final
regulations address eligible building groups located entirely within a parcel of land
described in a single deed, as well as groups spanning contiguous parcels of land
described in separate deeds. First, a QOF or QOZ business may treat all buildings that
compose an eligible building group and that are located entirely within the geographic

borders of a parcel of land described in a single deed as a single property. In addition,
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a QOF or QOZ business may treat all buildings composing an eligible building group
that are located entirely within the geographic borders of contiguous parcels of land
described in separate deeds as a single property to the extent each building is operated
as part of one or more trades or businesses that meet the following three requirements:
(1) the buildings must be operated exclusively by the QOF or by the qualified
opportunity zone business ; (2) the buildings must share facilities or share significant
centralized business elements, such as personnel, accounting, legal, manufacturing,
purchasing, human resources, or information technology resources; and (3) the
buildings must be operated in coordination with, or reliance upon, one or more of the
trades or businesses (for example, supply chain interdependencies or mixed-use
facilities).

3. Inclusion of substantial improvement requirement on Form 8996

A commenter recommended that the Form 8996 be revised to incorporate the
substantial improvement requirement. The Treasury Department and the IRS
appreciate the commenter’s suggestion and will consider this recommendation during
the annual review of Form 8996.

4. ltems includable in basis of property for substantial improvement requirement

The Treasury Department and the IRS received multiple comments requesting
that the final regulations clarify what items are includable in a property’s basis for
purposes of the substantial improvement requirement. These commenters emphasized
that, while section 1400Z-2(d)(2)(D)(ii) requires a QOF or a qualified opportunity zone
business to make additions to the basis of a subject property that exceed an amount

equal to the initial adjusted basis of that property within a 30-month period, the statute
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does not specify what items are properly includable in that basis. Several of the
commenters recommended safe harbors and other simplifying rules to limit complexity
and increase taxpayer certainty regarding the application of the substantial
improvement requirement.

a. Consideration of Safe Harbor for “Value Add” Real Estate Projects

One commenter recommended that the final regulations include a safe harbor for
“value-add” real estate projects, which ordinarily entail significant renovation or
redevelopment of a real property to significantly increase the price-point of the property.
The commenter asserted that a property renovated through a value-add project should
be treated as automatically satisfying the substantial improvement requirement due to
the significant magnitude of the project. The commenter reasoned that, because a
value-add project results in a transformative modification to the QOZ property, the QOF
or qualified opportunity zone business should be relieved from undertaking a granular
analysis and confirmation of project costs for purposes of satisfying the substantial
improvement requirement. The commenter also requested that the final regulations
express a general policy that the IRS will not challenge a decision by a QOF or qualified
opportunity zone business to capitalize expenses into basis.

The Treasury Department and the IRS acknowledge that the commenter’s
recommendation would facilitate the conduct of value-add projects in QOZs. However,
the Treasury Department and the IRS have concluded that value-add projects are
similar to other types of property renovation projects for which no special safe harbor is

provided. As a result, the Treasury Department and the IRS have determined that no
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special safe harbor is warranted for value-add projects in QOZs, and the final
regulations do not incorporate the commenter’s recommendation.
b. Clarification Regarding Property Previously Placed in Service

A commenter requested that the final regulations confirm that additions to basis
of property for purposes of the substantial improvement requirement do not include
property previously placed in service. Under section 1400Z-2, and as reflected in the
proposed regulations, property already placed in service can meet the substantial
improvement requirement if the property was not placed in service by the QOF.
Therefore, the final regulations do not adopt the commenter’s request.

c. Calculation of Basis by Reference to Pre-Depreciation Adjusted Cost Basis

A commenter requested that, for purposes of the substantial improvement
requirement, the final regulations permit a QOF or qualified opportunity zone business
to calculate the basis of the subject property by reference to the property’s pre-
depreciation adjusted cost basis. Similarly, another commenter suggested that the term
“adjusted basis” be defined as cost under section 1012. In addition, a commenter
requested that the final regulations confirm that depreciation is not taken into account in
determining if a property satisfies the substantial improvement requirement.

The Treasury Department and the IRS disagree with the suggestion that, for
determining compliance with the substantial improvement requirement, taxpayers must
use section 1012 cost basis for determining the adjusted basis of the property. Section
1400Z-2(d)(2)(D)(ii) provides that adjusted basis, not cost basis under section 1012, is
the appropriate standard to determine if property has been substantially improved

during the 30-month substantial improvement period. Therefore, the final regulations
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provide that, property has been substantially improved when the additions to basis of
the property in the hands of the QOF exceed an amount equal to the adjusted basis of
such property at the beginning of such 30-month substantial improvement period in the
hands of the QOF. The basis, and any additions thereto, are measured on the testing
dates set forth in section 1400Z-2(d)(1). See part V.0O.1.d of this Summary of
Comments and Explanation of Revisions.

d. Effect of Certain Improvements on Requirements for Qualified Opportunity Zone
Business Property

The Treasury Department and the IRS received comments regarding the effect of
certain improvements on the qualification of tangible property as qualified opportunity
zone business property. For example, a commenter suggested that QOFs and qualified
opportunity zone businesses should be permitted to treat tangible property purchased
before December 31, 2017 as qualified opportunity zone business property if the QOF
or qualified opportunity zone business substantially improves the tangible property after
that date. In addition, several commenters requested that the final regulations provide
that costs resulting from the creation of intangibles, as well as other research and
development costs, count for purposes of satisfying the Substantial Improvement
Requirement.

The Treasury Department and the IRS have determined that the text of section
1400Z-2 does not permit adoption of these suggestions. First, section 1400Z-
2(d)(2)(D)(i)(1) requires that tangible property be acquired after December 31, 2017 to
qualify as qualified opportunity zone business property. In addition, section 1400Z-

2(d)(2)(D)(i)(Il) requires that substantially improved property must be tangible property
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based on the reference in that provision to section 1400Z-2(d)(2)(D)(i). Accordingly, the
final regulations do not incorporate the commenters’ recommendations.

5. Clarification of activities and expenses that count as substantial improvements

The Treasury Department and the IRS have received several comments
requesting clarification as to whether certain activities and expenses count as
substantial improvements for purposes of the substantial improvement requirement. In
particular, commenters requested clarification as to whether “substantial improvements”
to property include (i) equipment installed in a building and used in a trade or business,
(i) demolition costs, (iii) reasonable capitalized fees for development, (iv) required
permits, (v) necessary infrastructure, (vi) brownfield site assessment and remediation,
(vii) professional fees, and (viii) necessary site preparation costs (including remediation
and utility upgrades). These commenters also requested that the final regulations
provide additional rules to address the applicability of these items with regard to the
substantial improvement requirement.

The Treasury Department and the IRS note that the text of section 1400Z-
2(d)(2)(D)(ii) provides that any cost added to the basis of a property improved during the
30-month improvement period will be included in determining satisfaction of the
substantial improvement requirement. As a result, each activity or expense described
by the commenter will be included in such determination if the cost adds to the basis of
the subject property. In addition, the Treasury Department and the IRS agree that
certain expenses with regard to tangible property (such as “betterment” expenses under
§1.263(a)-3(j)(1)(i)) are included in the calculation of basis of that property for purposes

of the substantial improvement requirement, even if those expenses are properly
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chargeable under the Code to the basis of the land on which the property is located
(which does not need to be doubled). As a result, the final regulations permit all
capitalized costs with respect to the cost of residential rental property to be taken into
account for determining satisfaction of the substantial improvement requirement.

6. Requests for extensions and safe harbors regarding 30-month substantial
improvement period

The Treasury Department and the IRS have received several comments
regarding the 30-month substantial improvement period set forth in section 1400Z-
2(d)(2)(D)(ii), which provides the period during which a QOF or qualified opportunity
zone business can improve acquired tangible property to satisfy the substantial
improvement requirement. In particular, many commenters recommended that the final
regulations extend this period to a period not exceeding 60 months in the event that (i)
the QOF or qualified opportunity zone business encounters a delay not within the
entity’s control, (ii) the land on which the property rests requires significant preparation
or remediation, or (iii) the scale of the project appropriately requires such extended
period. Another commenter suggested that the final regulations provide a phase-based
safe harbor, similar to that set forth in §1.148-7(e)(1), that would allow a taxpayer to
satisfy the substantial improvement requirement if the QOF or qualified opportunity zone
business expended (i) at least 10 percent of the total invested funds within 8 months, (ii)
at least 50 percent of the total funds within 16 months, (iii) at least 75 percent of the
total funds within 24 months, and (iv) 100 percent of the total funds within 30 months.

The Treasury Department and the IRS note that the commenters’ suggestions
conflict with the statutory text of section 14002Z-2(d)(2)(D)(ii). That provision explicitly

requires that (i) improvements be made to tangible property during the 30-month period
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beginning after the date of acquisition of such property, and (ii) the measurement for
“substantial improvement” be based on additions to the basis of the subject tangible
property, rather than the percentage of expended funds. As a result, the final
regulations do not adopt the commenters’ recommended extensions or safe harbors.

7. Safe harbor for 90-percent investment standard during 30-month substantial
improvement period

One commenter suggested that a QOF or qualified opportunity zone business
should be deemed to have met the 90-percent investment standard throughout the 30-
month substantial improvement period. The Treasury Department and the IRS
appreciate the commenter’s recommendation and have revised the final regulations to
address, in large part, the commenter’s concern. The final regulations provide that,
during the 30-month substantial improvement period, eligible tangible property in the
process of being improved but not yet placed into service or used in the trade or
business of the QOF or qualified opportunity zone business is treated as satisfying the
original use requirement and substantial improvement requirement. For property to be
eligible for this safe harbor, there must be a reasonable expectation that, not later than
the conclusion of the 30-month substantial improvement period, the property will be
used in a QOZ as part of the trade or business of the QOF or qualified opportunity zone
business, as appropriate. The Treasury Department and the IRS, however, note that a
QOF'’s satisfaction of the 90-percent investment standard will be measured with regard
to all of the QOF’s qualified opportunity zone property, not just the property being
substantially improved.

8. Clarification regarding interaction with substantial rehabilitation rules
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The Treasury Department and the IRS received a request that the final
regulations clarify the interaction between the substantial improvement requirement and
the substantial rehabilitation rules under section 42. See section 42(e)(3) (setting forth
a minimum expenditure threshold that must be satisfied for rehabilitation expenditures
to be considered sufficient to constitute a rehabilitation project eligible for a section 42
credit). The commenter recommended that, with regard to projects carried out in
conjunction with section 42 credits, the 30-month substantial improvement period
should be subject to the rules for substantial rehabilitation under section 42(e). The
Treasury Department and the IRS continue to consider the interaction of rules
governing other tax incentives (including credits) with section 1400Z-2 and the
regulations under section 1400Z-2. As a result, the final regulations do not incorporate
the commenter’s request.

9. Qualification of land used for agriculture or renewable energy

The Treasury Department and the IRS received multiple comments regarding the
qualification of land used for agriculture or renewable energy as qualified opportunity
zone business property. To ease difficulties in determining qualification, one
commenter suggested that the final regulations include an option to permit the use of
specific metrics to calculate the increase of economic activity on unimproved land used
for agriculture (for example, specific metrics to calculate increased economic activity
that arises from a conversion of agricultural property from pasture to row crops). The
commenter stated that such clarification would be useful for farmers. Another
commenter recommended that the final regulations treat land used in agricultural

activities the same as other tangible business property. Similarly, a commenter
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requested that the final regulations provide a safe harbor to alleviate difficulties in
determining satisfaction of the substantial improvement requirement with regard to
farming and biofuel businesses.

The Treasury Department and the IRS acknowledge that complex and fact-
specific questions can arise when applying qualified opportunity zone business
requirements to agricultural and renewable energy businesses. However, such
complexities result in large part from the flexibility that the Treasury Department and the
IRS intended to instill in those requirements to facilitate the inclusion of diverse ranges
of businesses in QOZs. To preserve that flexibility, and reduce additional complexity
that would result from business-specific rules and exceptions, the final regulations do
not incorporate the commenters’ suggestions.

10. Application of substantial improvement requirement to land and buildings located
thereon

As provided in Rev. Rul. 2018-29, 2018 I.R.B 45, and the May 2019 proposed
regulations, if land that is within a QOZ is acquired by purchase in accordance with
section 1400Z-2(d)(2)(D)(i)(l), the requirement under section 1400Z-2(d)(2)(D)(i)(1l) that
the original use of tangible property in the QOZ commence with a QOF is not applicable
to the land, whether the land is improved or unimproved. See proposed §§1.1400Z22(d)-
1(c)(8)(ii)(B), 1.1400Z22(d)-1(d)(4)(ii)(B). Likewise, unimproved land located within a
QOZ and acquired by purchase in accordance with section 1400Z-2(d)(2)(D)(i)(1) is not
required to be substantially improved within the meaning of section 1400Z-
2(d)(2)(D)(i)(I1) and (d)(2)(D)(ii). The May 2019 proposed regulations, however,
provided that a QOF or qualified opportunity zone business may not rely on these rules

if the land is unimproved or minimally improved and the QOF or the qualified opportunity
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zone business purchases the land with an expectation, an intention, or a view not to
improve the land by more than an insubstantial amount within 30 months after the date
of purchase (insubstantial improvement exception). See proposed §1.1400Z22(d)-1(f).
a. General Applicability of Substantial Improvement Requirement to Land

The Treasury Department and the IRS received numerous comments regarding
the proposed application of the substantial improvement requirement to land. While
commenters expressed general approval regarding this proposed approach, several
commenters disagreed or otherwise suggested revisions or clarifications. For example,
multiple commenters requested that the final regulations clarify that unimproved land is
treated as qualified opportunity zone business property. Another commenter requested
clarification as to whether land held in conjunction with substantially improved property
could be treated as qualified opportunity zone business property even if the land was
not acquired through a capital contribution or substantially improved. With regard to
these requests for clarification, the Treasury Department and the IRS note that land
does not need to meet the original use requirement or the substantial improvement
requirement to be treated as qualified opportunity zone business property. However,
land must meet all other relevant requirements under section 1400Z-2(d)(2)(D) and the
section 1400Z-2 regulations.

In addition, commenters recommended that the final regulations subject
unimproved land to the substantial improvement requirement to ensure that the land will
be used productively to encourage economic growth in the QOZ in which it is located.
The Treasury Department and the IRS acknowledge the commenters’

recommendations and agree that an integral policy of section 1400Z-2 is to encourage
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the making of longer-term investments of new capital into QOZs to enhance economic
growth and development. However, the Treasury Department and the IRS continue to
appreciate that “land is a crucial business asset for numerous types of operating trades
or businesses aside from real estate development, and the degree to which it is
necessary or useful for taxpayers seeking to grow their businesses to improve the land
that their businesses depend on will vary greatly by region, industry, and particular
business.” 84 FR 18652, 18655 (May 1, 2019). Therefore, the Treasury Department
and the IRS have concluded that the imposition of a substantial improvement
requirement on all types of trades or businesses for land used in such trades or
businesses “may encourage noneconomic, tax-motivated business decisions, or
otherwise effectively prevent many businesses from benefitting under the opportunity
zone provisions” and “would inject a significant degree of additional complexity” into the
final regulations. Id.
b. Eligibility of Naturally Occurring Structures for Substantial Improvement

A commenter requested that the final regulations clarify that naturally occurring
structures are eligible for substantial improvement (including any preservation expenses
incurred). The commenter contended that the substantial improvement requirement
should be determined based on the aggregate expenditure made to improve such
natural structures. In addition, the commenter requested that, with regard to trades or
businesses in which the value of the land substantially exceeds any building thereon,
the rationale of Rev. Rul. 2018-29 should apply without regard to the value of buildings
constructed on the land relative to the value of the land (i) provided that the buildings

were substantially improved, and (ii) taking into account improvements to natural
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structures on the land. The commenter also noted that “naturally occurring structures”
should include vegetation (including trees and other plants) and water sources
(including ponds and wetlands).

The Treasury Department and the IRS appreciate the commenter’s request for
clarity, but note that the proposed regulations did not subject land to the substantial
improvement requirement. As provided in the October 2018 proposed regulations, the
Treasury Department and the IRS have determined that “an absence of a requirement
to increase the basis of land itself would address many of the comments that taxpayers
have made regarding the need to facilitate repurposing vacant or otherwise unutilized
land.” 83 FR 54279 (October 29, 2018). However, the Treasury Department and the
IRS agree with the commenter that expenditures to improve land and any naturally
occurring structures located thereon can be taken into account for purposes of the
requirement that land be improved by more than an insubstantial amount under the final
regulations.

c. Application of Substantial Improvement Requirement to Land Expected to Be Only
Insubstantially Improved

As described previously, proposed §1.1400Z2(d)-1(f) prohibits a QOF or qualified
opportunity zone business, in certain instances, from relying on rules that except land
from the substantial improvement requirement. Specifically, such exception does not
apply if (i) the subject land is unimproved or minimally improved, and (ii) the QOF or
qualified opportunity zone business purchased the land with an expectation not to
improve the land by more than an insubstantial amount (insubstantial improvement

exception). See proposed §1.1400Z2(d)-1(f). This rule helps ensure that the QOZ in
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which such land is located receives an appropriate amount of capital investment from
QOF investors.

The Treasury Department and the IRS received several comments and
recommendations regarding the proposed insubstantial improvement exception. For
example, one commenter recommended that the final regulations adopt a two-part test,
which would require that (i) the subject land be used as a material income-producing
factor in the section 162 trade or business conducted by the purchaser, and (ii) the use
of the land be in a different trade or business than the use in the hands of the seller, or
the purchaser make more than insubstantial improvements to the land. Another
commenter requested clarification that the insubstantial improvement exception be
revised to permit improvements to be completed after the 30-month substantial
improvement period. In addition, a commenter requested that the final regulations
provide that capital investments of at least 20 percent of the total cost basis of the
subject land made within a 30-month period beginning on the acquisition date be
deemed to have improved the land by more than an insubstantial amount.

The Treasury Department and the IRS acknowledge that the commenters’
recommendations would provide additional flexibility for investors that acquire
unimproved land located within a QOZ. However, the Treasury Department and the
IRS have determined that the commenters’ suggested rules likely would reduce overall
capital investments in low-income communities by either (i) introducing significant
additional complexity into the final regulations, or (ii) relaxing the timing requirements for
capital investment for an inappropriate duration. As a result, the final regulations do not

adopt the commenters’ recommendations.
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Commenters also recommended that the final regulations limit the application of
the insubstantial improvement exception solely to land the value of which is small in
relation to the value of the structures on the land. One commenter argued that, with
regard to a circumstance in which the value of the subject land on which a structure is
located significantly exceeds the value of the structure, substantially improving only the
structure should not be considered a genuine economic investment in the real property
as an aggregate. Similarly, multiple commenters requested that the final regulations
provide additional detail for determining the amount of capital improvement necessary
to exceed an “insubstantial amount”, including percentage thresholds that would provide
a clear amount that needs to be improved. Such threshold amounts ranged from 20
percent to 33 percent.

The Treasury Department and the IRS appreciate the logic of comparing the
value of the land to the value of any structures on the land when considering the
proposed insubstantial improvement exception for land. However, a rule that makes a
distinction between high-value land and low-value land properties would disadvantage
investors who planned to make investments in QOZs with higher land value relative to
the existing structures on that land. A disproportionate relationship between land value
and structure value may exist for a variety of reasons, many of which do not warrant
separate treatment. Moreover, a rule that includes the basis of land in the substantial
improvement calculation could make development prohibitively expensive for some
QOFs and qualified opportunity zone businesses. Accordingly, the final regulations do

not distinguish between real property with high or low value land in relation to the
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structures built upon that land in the application of the exception to substantial
improvement.

The Treasury Department and the IRS agree with the commenters that QOFs
and qualified opportunity zone businesses should improve land by more than an
insubstantial amount. The Treasury Department and the IRS, however, decline to
assign a specific percentage threshold to the concept of insubstantial improvement
because an appropriate amount of improvement for a particular parcel of land is a highly
fact dependent inquiry. Instead, the Treasury Department and the IRS will regard
improvements to the land, such as an irrigation system for a farming business or
grading of the land with a sufficient nexus to a trade or business of the QOF or qualified
opportunity zone business, as more than an insubstantial amount of improvement.
Further, the Treasury Department and the IRS view this requirement that land be more
than insubstantially improved as clarifying the overall requirement that land be qualified
opportunity zone business property. Thus, the proposed rule concerning the
qualification of land as qualified opportunity zone business property is moved from
§1.1400Z2(d)-1(f) to the special rules concerning land and improvements on land in
§1.140022(d)-2(b)(4)(iv)(C).

d. Severability of Land from Buildings for Purposes of Applying the Substantial
Improvement Requirement

A commenter requested that land on which an existing building is located, and
which is not substantially improved, be severable from the existing building for purposes
of applying the substantial improvement requirement. Specifically, the commenter
recommended that such land should be treated as qualified opportunity zone business

property, if (i) the QOF or the qualified opportunity zone business uses or improves the
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land as part of its trade or business, and (ii) the land otherwise meets the tests for being
qualified opportunity zone business property.

However, as noted above, the proposed regulations did not subject land to the
substantial improvement requirement. Instead, the land to which the commenter refers
would qualify as qualified opportunity zone business property if all other requirements
set forth in section 1400Z-2 and the section 1400Z-2 regulations are satisfied (including
the insubstantial improvement exception). For these reasons, as well as the rationale
for the insubstantial improvement exception described in part V.J.10.c of this Summary
of Comments and Explanation of Revisions, the final regulations do not adopt the
commenter’s recommendation.

11. Speculative land purchasing

Several commenters requested that the final regulations provide more stringent
rules to prevent the acquisition of land for speculative investment, as well as increased
substantial improvement standards with regard to land. These commenters also
requested that the final regulations clarify that land does not need to be improved more
than an insubstantial amount if (i) the use of the land is integral to the business, and (ii)
the land is reasonably expected to generate economic activity that was not reasonably
expected prior to its purchase. Other commenters requested that land have a minimum
level of improvement to be considered qualified opportunity zone business property.
One commenter suggested that land should be improved by 33 percent of its basis.
Another suggested that land that is not improved should not count as qualified
opportunity zone business property if the value of the land does not exceed a certain

threshold percentage of the QOF’s assets.
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The Treasury Department and the IRS appreciate the commenters’ concerns
regarding speculative land purchasing. However, the Treasury Department and the IRS
have determined that a bright-line standard would be inappropriately restrictive because
the determination of whether such land would qualify as qualified opportunity zone
business property would require consideration of all relevant facts and circumstances.
See additional discussion at VII.B of this Summary of Comments and Explanation of
Revisions. Accordingly, the final regulations do not adopt additional rules for
speculative land purchasing.

J. Transactions Between Qualified Opportunity Zone Businesses

Proposed §1.1400Z22(b)-1(c)(10)(i)(A) generally provided that the acquisition of a
QOF corporation’s assets in a qualifying section 381 transaction is not an inclusion
event if the acquiring corporation is a QOF within a prescribed period of time after the
acquisition. See parts III.C and I11.D of this Summary of Comments and Explanation of
Revisions. In turn, proposed §1.1400Z2(b)-1(d)(1) and (2) provided that the holding
period for the target QOF stock is “tacked” onto the holding period of the acquiring QOF
stock, and any qualified opportunity zone property transferred by the transferor QOF to
the acquiring QOF in the transaction does not lose its status as qualified opportunity
zone property solely as a result of the transfer. In addition, proposed §1.1400Z2(b)-
1(c)(6)(ii)(C) provided that a merger or consolidation of a partnership holding a
qualifying investment, or of a partnership that holds an interest in such partnership
solely through one or more partnerships, with another partnership in a transaction to
which section 708(b)(2)(A) applies is not an inclusion event, to the extent section 721

applies. See part lll.LE.1.b of this Summary of Comments and Explanation of Revisions.
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As one commenter observed, however, the proposed regulations did not
expressly address the merger of a qualified opportunity zone business corporation with
another qualified opportunity zone business corporation, or the merger of a qualified
opportunity zone business partnership with another qualified opportunity zone business
partnership. Thus, it is unclear whether the successor business would be treated as
succeeding to the target business’s original use of, and substantial improvements to,
qualified opportunity zone business property for purposes of section 1400Z-2(d)(2)(D),
and whether the QOF’s stock or partnership interest in the successor business would be
treated as acquired “solely in exchange for cash” for purposes of section 1400Z-
2(d)(2)(B) and (C). The commenter recommended that, after a merger of qualified
opportunity zone businesses, the original use and substantial improvement status of the
target’s property should continue, and the QOF’s interest in the successor business
should be considered to have been acquired solely in exchange for cash. Another
commenter recommended more generally that, when QOFs or qualified opportunity
zone businesses transact in qualified assets among themselves, those assets should
retain their status as qualified assets, and the transferee QOF or qualified opportunity
zone business should be afforded a new working capital safe harbor of up to 31 months
to the extent the transferee intends to inject additional capital with respect to the
transferred property.

The Treasury Department and the IRS agree that, if a qualified opportunity zone
business that is a corporation engages in a transaction described in section 381(a)(2)
with another qualified opportunity zone business, or if a qualified opportunity zone

business that is a partnership engages in a transaction described in section
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708(b)(2)(A) with another qualified opportunity zone business, the original use and
substantial improvement status of the transferor business’s property should continue,
and the QOF’s interest in the successor business should be considered to have been
acquired solely in exchange for cash. The final regulations have been modified
accordingly. See §1.1502-14Z and §1.1504-3 for special rules applicable to
consolidated groups.

However, the Treasury Department and the IRS do not agree that a successor
qualified opportunity zone business or a successor QOF should be afforded a new 31-
month working capital safe harbor because such a rule would be patently inconsistent
with treating the entity as a “successor” for other purposes, such as original use. The
Treasury Department and the IRS also do not agree that a qualified asset should retain
its status as such if it is transferred from one QOF or qualified opportunity zone
business to another QOF or qualified opportunity zone business in a transaction not
described in section 381(a)(2) or section 708(b)(2)(A) because the transferee in such
transactions is not a “successor” to the transferor.

K. Operation of Section 1397C Requirements Incorporated by Reference

1. 50-percent gross income requirement

Section 1397C(b) sets forth eight requirements that a corporation or partnership
must satisfy to qualify as a “qualified business entity” and therefore an “enterprise zone
business.” Section 1400Z-2(d)(3)(A), which describes the requirements that a trade or
business must satisfy to qualify as a “qualified opportunity zone business,” incorporates
paragraphs (2), (4), and (8) of section 1397C(b)(2). See section 1400Z-2(d)(3)(A)(ii).

With regard to gross income, section 1397C(b)(2) requires that “at least 50 percent of
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the total gross income of such entity is derived from the active conduct of such
business.”

The Treasury Department and the IRS interpret section 1400Z-2(d)(3)(A)(ii)’s
incorporation of section 1397C(b)(2) to require that a corporation or partnership, in order
to qualify as a qualified opportunity zone business, must derive at least 50 percent of its
total gross income from the active conduct of a trade or business within “a” QOZ (50-
percent gross income requirement). In response to commenters’ requests for
clarification, the May 2019 proposed regulations provided three safe harbors and a
facts-and-circumstances test for determining whether a trade or business in a QOZ has
generated sufficient income to satisfy the 50-percent gross income requirement. The
Treasury Department and the IRS requested comments regarding those proposed safe
harbors, including suggestions for additional safe harbors and revisions to the proposed
rules to prevent abuse.

a. Satisfaction of 50-percent Gross Income Requirement Through Activities in Multiple
QOZs

The Treasury Department and the IRS have received comments requesting
clarification that a trade or business can satisfy the 50-percent gross income
requirement by aggregating activities carried out by the trade or business in multiple
QOZs. Specifically, commenters emphasized that the proposed regulations, in
numerous instances, referenced a trade or business “within the QOZ” rather than “within

a QO0Z.” These commenters asserted that the use of the word “the” could be

interpreted as requiring that 50 percent of the total gross income from a trade or
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business (as well as a startup business relying on an applicable safe harbor) be derived
from activities carried out solely within a single QOZ.

The Treasury Department and the IRS did not interpret the 50-percent gross
income requirement as requiring a trade or business to carry out all activities necessary
to satisfy the requirement in only one QOZ. Give the purpose of section 1400Z-2 to
encourage economic growth in all QOZs, the Treasury Department and the IRS
intended taxpayers and practitioners to apply the 50-percent gross income requirement
by aggregating all activities of a trade or business carried out among all QOZs in which
the trade or business operates. As a result, the final regulations have been revised to
clarify that intended interpretation.

b. Requirement that Activities of Trade or Business Be Carried Out in a Q0OZ

The Treasury Department and the IRS also received comments suggesting that
the 50-percent gross income requirement does not require a qualified opportunity zone
business to generate 50 percent of its total gross income from the active conduct of its
business “in a qualified opportunity zone.” As stated in the preamble of the May 2019
proposed regulations, the phrase “such business” in section 1397C(b)(2) refers to a
business mentioned in the preceding sentence, which discusses “a qualified business
within an empowerment zone.” See 84 FR 18652, 18658 (May 1, 2019). In applying
section 1397C to section 1400Z-2, references in section 1397C to “an empowerment
zone” are treated as referring to a QOZ. See id. Therefore, the final regulations do not
adopt this comment, but rather provide that the corporation or partnership must derive
at least 50 percent of its total gross income from the active conduct of a business within

a QOZ.
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2. Services performed in a QOZ based on hours and amounts paid for services

The May 2019 proposed regulations provided that, if at least 50 percent of the
services performed for the trade or business are performed in a QOZ, based on (i) total
number of hours performed by employees and independent contractors and employees
of independent contractors in a QOZ (hours performed test), or (ii) amounts paid to
employees and independent contractors and employees of independent contractors in a
QOZ (amounts paid test), then the trade or business is deemed to satisfy the 50-percent
gross income requirement. See proposed §§1.1400Z2(b)-1(d)(5)(i)(A) (setting forth the
hours performed test), 1.1400Z22(b)-1(d)(5)(i)(B) (setting forth the amounts paid test).
As provided in the preamble to the May 2019 proposed regulations, the hours
performed test is intended to address businesses located in a QOZ that primarily
provide services. See 84 FR 18652, 18658 (May 1, 2019). In addition, the preamble
explained that the amounts paid test is based upon amounts paid by the trade or
business for services performed in the QOZ during the taxable year by employees and
independent contractors, and employees of independent contractors. See id.

a. Calculations and Recordkeeping for Hours Performed and Amounts Paid Tests

The Treasury Department and the IRS received comments requesting
clarification on how to calculate and track “hours worked” and “amounts paid” for
purposes of the hours performed test and the amounts paid test. For example, some
commenters highlighted difficulties in distinguishing employees from independent
contractors. In particular, a commenter asked whether a trade or business is required
to include hours worked by, or payments made to, third-party accountants, lawyers, or

investment bankers in determining whether those safe harbors have been met.
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Commenters also criticized the inclusion of independent contractors and employees of
independent contractors, as unreasonable for the hours performed test and amounts
paid test because newer businesses, which may be unable to hire full time employees,
might not be able to require independent contractors to work primarily in QOZs.

The Treasury Department and the IRS appreciate the commenters’ requests and
suggestions. With regard to determining satisfaction of the hours performed test and
amounts paid test, a majority of the services performed (measured by hours worked or
amounts paid) must be provided by employees and independent contractors, and
employees of independent contractors, in a QOZ for the trade or business. These
calculations do not take into account hours worked by, or amounts paid to, independent
contractors and their employees for services that are not performed for the qualified
opportunity zone business.

With regard to recordkeeping, the Treasury Department and the IRS have
determined that taxpayers and practitioners should be afforded flexibility rather than be
encumbered by rigid tracking requirements. However, the Treasury Department and
the IRS expect qualified opportunity zone businesses to maintain adequate records and
implement sound processes to track hours worked by and amounts paid to employees,
independent contractors, and employees of independent contractors for purposes of the
hours performed and amounts paid tests. Further, the classification of an employee as
opposed to an independent contractor must be determined based upon all relevant facts
and circumstances under the applicable common law standard and all relevant
provisions of the Code and general principles of tax law.

b. Clarification Regarding Services Provided by Partners in a Partnership
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Commenters requested that the final regulations clarify that hours worked by,
and amounts paid to, partners in a partnership that provide services to the partnership’s
trade or business count towards satisfying the hours performed test and amounts paid
test. In particular, these commenters emphasized that such partners constitute neither
employees nor independent contractors of the subject trade or business. As a result,
the commenters noted that such hours worked, and amounts paid, were not specifically
covered by either safe harbor.

The Treasury Department and the IRS agree that hours worked by, and
amounts paid to, partners in a partnership for services provided to the partnership’s
trade or business should be taken in account for the hours performed and amounts paid
tests. Therefore, the final regulations adopt the commenter’s suggestion. In order to
ensure that amounts paid to partners are for services provided to the trade or business
of the partnership, the final regulations provide that guaranteed payments for services
(within the meaning of section 707(c)) to a partner are the only amounts that will be
taken into account for the amounts paid test.

c. Clarification Regarding Services Provided by Partners in a Partnership

Some commenters criticized the hours performed test and amounts paid test
based on the commenters’ view that neither test is sufficiently stringent. These
commenters encouraged the Treasury Department and the IRS to combine all three
safe harbors into one conjunctive, three-prong approach to provide a better measure of
overall business activity occurring within a QOZ. Commenters also requested that the

operative threshold be raised from 50 percent of hours worked and amounts paid to 75
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percent to ensure that the residents of the QOZ sufficiently benefit from the economic
activity created by the QOF investments.

The Treasury Department and the IRS appreciate the policy concerns underlying
the commenters’ recommendations. However, the Treasury Department and the IRS
have determined that the hours performed test and amounts paid test strike an
appropriate balance between (i) ensuring economic activity is created in a QOZ (that is,
by requiring that at least half of the services performed, determined by hours or
amounts paid, be performed in a QOZ), and (ii) providing operating businesses with
appropriate flexibility to expand and provide services outside of a QOZ. Therefore, the
final regulations do not adopt these comments.

3. Clarification regarding the application of the business functions test

In addition to the hours performed test and the amounts paid test, the May 2019
proposed regulations provided a “business functions test.” Under that test, a trade or
business satisfies the 50-percent gross income requirement if each of (i) the tangible
property of the trade or business located in a QOZ, and (ii) the management or
operational functions performed in the QOZ, are necessary for the generation of at least
50 percent of the gross income of the trade or business (business functions test). See
proposed §1.1400Z2(b)-1(d)(5)(i)(C) (setting forth the business functions test). The
May 2019 proposed regulations requested comments on the business functions test.
See 84 FR 18652, 18659 (May 1, 2019).

In response, the Treasury Department and the IRS received several comments
requesting that the final regulations clarify the application of the business functions test.

Many commenters emphasized that the business functions test fails to provide clearly
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the manner by which to determine when an asset generates income, as well as which
managerial and operational staff are necessary for the generation of income.
Commenters requested that the final regulations clarify (i) the meaning of the term
“operational functions,” and (ii) the method for tracing income generated from tangible
property and managerial or operational functions in the QOZ. Also, a commenter
highlighted that administrative “back office” functions are necessary functions for the
generation of income, although administrative tasks may not be as intrinsically related to
the operation of the trade or business.

In addition, a commenter requested that the final regulations provide additional
guidance regarding mobile workforces and portable assets. The commenter noted that
the May 2019 proposed regulations set forth an example involving a business with a
mobile workforce and portable assets that returned to the business’ headquarters on a
daily basis, but the example does not address a situation in which the tangible assets of
the business are almost entirely located in a QOZ at all times, but the business is
operated by a workforce which may be remote, mobile, or shared with other businesses.
See proposed §1.1400Z2(b)-1(d)(5)(i)(E)(1), 84 FR 18652, 18659 (May 1, 2019). The
commenter noted that the example does not clearly indicate whether an employee’s
activities outside of a QOZ, even while performing key operational roles inside of a
QOZ, would cause their work not to be treated as an “operational function” that is
“necessary” for the generation of the business’ gross income. The commenter
requested that the final regulations describe what is meant by management or

operational functions and whether management functions, operational functions, and
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the location of tangible property are similarly weighted when applying the business
functions test.

Commenters also noted that the business functions test could encourage
businesses to bring high-skilled, high-income workers into a QOZ, but may not
encourage businesses to create jobs for lower-skilled residents of the QOZ.
Commenters requested additional examples describing what may or may not meet the
business functions test, particularly within the context of fixed assets that are managed
or operated by service providers, some of which are physically located outside of a
QOZ.

The Treasury Department and the IRS appreciate the commenters’ request for
clarity regarding the application of the business functions test. Based on comments
received, the Treasury Department and the IRS have determined that the business
functions test would present an achievable and readily applicable safe harbor for
businesses that are headquartered in a QOZ and for which the bulk of business activity
occurs in a QOZ. However, the Treasury Department and the IRS acknowledge that
businesses with unconventional management and operational structures, as well as
tangible property located both inside and outside of a QOZ, would benefit from
additional guidance. For those difficult cases, the Treasury Department and the IRS
continue to study the commenters’ request for clarification regarding the business
functions test and may consider providing additional rules and examples through
guidance published in the Internal Revenue Bulletin.

L. Requirement to Use Substantial Portion of Intangible Property in a Trade or
Business
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Section 1400Z-2(d)(3) provides that a qualified opportunity zone trade or
business must satisfy the intangible property requirement set forth in section
1397C(b)(4). Section 1400Z-2(d)(3)’s incorporation of section 1397C(b)(4) requires
that, with respect to any taxable year, a substantial portion of the intangible property of
a qualified opportunity zone business must be used in the active conduct of a trade or
business within the QOZ (intangible property use test). However, section 1397C does
not provide a definition for the term “substantial portion.” To provide additional certainty
for determinations regarding whether a substantial portion of intangible property is used
in the active conduct of a trade or business within a QOZ, the May 2019 proposed
regulations provided that the term “substantial portion” means at least 40 percent of the
intangible property of the qualified opportunity zone business. See proposed
§1.1400Z2(b)-1(d)(5)(ii), 84 FR 18652, 18659 (May 1, 2019).

1. Clarification regarding determinations of location and “use” of intangible property

The Treasury Department and the IRS received comments requesting that the
final regulations clarify the methods for determining the location and “use” of intangible
property. Commenters contended that any uncertainty with regard to those
determinations could discourage qualified opportunity zone businesses from developing
and using intangible property. These commenters suggested that the Treasury
Department and the IRS should consider a number of relevant factors for determining
the location and use of intangible property, including (i) where a business provides
services or has customers, (ii) where the business’ tangible assets are located, (iii) how
and where the business is marketed, and (iv) the geographic scope of the legal rights to

use the intangible property.
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One commenter suggested that, with regard to “use,” a determination based on
both gross revenue and the location in which such revenue is earned would be
appropriate. For example, the commenter contended that an active trade or business
that uses intangible property both inside and outside a QOZ should undertake a
comparison of gross revenues derived inside the QOZ as well as outside the QOZ.
Some commenters suggested that the final regulations adopt a rule similar to the safe
harbors used for the 50-percent gross income test which would be based on the
location of a business’ employees or tangible property located within a QOZ. A
commenter noted that a rule that ties “use” to tangible property or employees would
help prevent abusive situations and ensure that economic activity occurs within a QOZ.

Commenters also suggested methods for determining the situs of intangible
property. Commenters noted that, for state property law purposes, the location of
intangible property generally is treated as the location at which the owner of that
property is located. These commenters asserted that such a determination might be
difficult in situations in which a business owner has locations both inside and outside of
a QOZ. For example, if a business has a management and operations headquarters in
a QOZ, and a technology research and development facility located outside of a QOZ,
commenters expressed uncertainty regarding how to determine or measure the location
of the business’ intangible property. Another commenter suggested that the final
regulations provide a rule or rebuttable presumption that connects the situs of an
intangible property to a tangible property located within a QOZ if the portion of tangible
property that is used for a trade or business inside the QOZ corresponds to the portion

of intangible property deemed to be used inside the QOZ. This commenter also noted
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that a rule providing that an intangible property’s location depends upon a tangible
property’s location could undercut the requirement for substantial use of intangible
property in the QOZ.

The Treasury Department and the IRS appreciate the commenters’ concerns
regarding determinations of location and “use” of intangible property for purposes of
applying the intangible property use test. To increase certainty in making such
determinations, the final regulations provide that intangible property of a qualified
opportunity zone business is used in the active conduct of a trade or business in a Q0OZ
if the following two requirements are satisfied. First, the use of the intangible property
must be normal, usual, or customary in the conduct of the trade or business. In
addition, the intangible property must be used in the QOZ in the performance of an
activity of the trade or business that contributes to the generation of gross income for
the trade or business.

2. Consideration of 40-percent threshold for use of intangible property

Commenters generally agreed with the 40-percent threshold for defining the
minimum level of use necessary to satisfy the section 1397C(b)(4) requirement that a
substantial portion of intangible property be used in a QOZ. However, some
commenters asserted that the threshold percentage should be increased to more
effectively prevent abuse. Commenters highlighted the potential for abusive
transactions involving intangible property, noting that intangible property is highly
mobile, may appreciate significantly in value, and is not subject to the same restrictions
that apply to tangible property under section 1400Z-2(d)(2)(D) (regarding qualified

opportunity zone business property). These commenters suggested that the final
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regulations apply anti-abuse rules similar to those set forth in section 1400Z-2(d)(2)(D)
to the use by a trade or businesses of intangible property.

The final regulations adopt the 40-percent threshold for determining whether a
“substantial portion” of the intangible property of a qualified opportunity zone business is
used in the trade or business in a QOZ. After considering the concerns of commenters
regarding potential abuses involving intangible property, the Treasury Department and
the IRS have determined that the 40-percent threshold requires an appropriately
substantial amount of intangible property to be used in a QOZ. In addition, the Treasury
Department and the IRS have determined that a 40-percent threshold will provide
appropriate flexibility for trades and businesses to expand and operate outside of a
QOZ.

3. Clarification regarding reference to “such business” in section 1397C(b)(4)

A commenter requested clarification regarding whether an intellectual property
holding company can be a qualified opportunity zone business in light of section
1397C(d)(4), which excludes any trade or business the activities of which consist
predominantly of developing or holding intangibles for sale or license. This commenter
noted that section 1397C(b)(4) provides the following condition: “a substantial portion of
the intangible property of such entity is used in the active conduct of any such
business.” The commenter requested that the final regulations confirm whether the use
of “such business” in section 1397(b)(4) incorporates the qualified business definition
set forth in section 1397C(d).

As provided in the preamble to the May 2019 proposed regulations, the Treasury

Department and the IRS addressed a similar question with regard to section

221



1397C(b)(2), which provides that, in order to be a “qualified business entity” (in addition
to other requirements found in section 1397C(b)) with respect to any taxable year, a
corporation or partnership must derive at least 50 percent of its total gross income “from
the active conduct of such business.” See 84 FR 18652, 18658 (May 1, 2019). As
noted in that preamble, the phrase “such business” refers to a business mentioned in
the preceding sentence, referring to section 1397C(b)(1), which discusses “a qualified
business within an empowerment zone.” See id. The preamble goes on to state that
for purposes of applying section 1400Z-2, references in section 1397C to “an
empowerment zone” are treated as meaning a qualified opportunity zone. Therefore,
section 1400Z-2 does not incorporate the concept of “qualified business” within an
empowerment zone under section 1397C(d), but instead reads “such business” in
section 1397C(b)(2) and (4) to refer to “a business within a qualified opportunity zone.”
As a result, the Treasury Department and the IRS have concluded that the exception
set forth in section 1397C(d)(4) has no application with respect to the qualification of an
intellectual property holding company as a qualified opportunity zone business.

M. Limitation on Nonqualified Financial Property of Qualified Opportunity Zone
Business

Section 1400Z-2(d)(3) incorporates section 1397C(b)(8), which limits the portion
of the qualified opportunity zone business’ assets that may be held in nonqualified
financial property (NQFP) to less than five percent of the average of the aggregate
unadjusted bases of the property of the entity in a taxable year (five-percent NQFP
limitation). Section 1397C(e) defines the term “nonqualified financial property” as debt,
stock, partnership interests, options, futures contracts, forward contracts, warrants,

notional principal contracts, annuities, and other similar properties. However, section
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1397C(e) excludes from that definition reasonable amounts of working capital held in
cash, cash equivalents, or debt instruments with a term of 18 months or less.

1. Consideration of industry-specific revisions to five-percent NQFP limitation

The Treasury Department and the IRS received several recommendations that
the final regulations tailor the five-percent NQFP limitation to provide flexibility for
certain industries. For example, several commenters expressed a general concern that
ordinary-course transactions in the real estate sector may be prohibited by the definition
of NQFP. One commenter noted that the definition of NQFP may cover commonplace
items such as leases with prepaid or front-loaded rent that are treated in part as loans,
prepaid expenses, prepaid development fees, and options to acquire property. The
commenter requested that (i) the definition of NQFP provide exceptions for the
aforementioned items, and (ii) the five-percent NQFP limitation be revised to exclude
commonplace real estate transactions. For support, the commenter asserted that the
definition of NQFP creates a trap for the unwary and that the five-percent NQFP
limitation was not intended to prevent qualified opportunity zone businesses from
engaging in the ordinary-course real estate transactions that develop QOZs.

The Treasury Department and the IRS also received comments requesting
similar revisions to the five-percent NQFP limitation to accommodate other industries.
For example, a commenter requested that insurance company general account assets
be excluded from the definition of NQFP. The commenter emphasized that insurance
companies are required to invest a significant portion of their assets in financial property
to satisfy obligations to policy holders. By not excluding insurance companies from the

five-percent NQFP limitation, the commenter reasoned that the section 1400Z-2
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regulations would prevent insurance companies from being qualified opportunity zone
businesses.

The Treasury Department and the IRS acknowledge the concerns raised by the
commenters. However, sections 1400Z-2(d)(3)(A)(ii) and 1397C(b)(8) provide a clear
statutory definition of NQFP and an equally clear limitation on the percentage of NQFP
that a qualified opportunity zone business may own. As a result, the final regulations do
not adopt the commenters’ recommended revisions to the five-percent NQFP limitation.

2. Consideration of special rules to facilitate the use of tax-exempt municipal bonds

Several commenters stressed the importance of adequate infrastructure for the
economic development of a QOZ, and the critical role of tax-exempt municipal bonds in
the financing of infrastructure projects. These commenters recommended that the final
regulations provide favorable treatment for municipal bonds used to finance new or
improve existing infrastructure projects located within a QOZ. In particular, these
commenters recommended that the final regulations treat municipal bonds essentially
as qualified opportunity zone property in which a QOF would be eligible to invest.
Further, these commenters recommended that the final regulations treat municipal
bonds as property that would not be treated as NQFP in the hands of an entity seeking
to qualify as a qualified opportunity zone business. In support of these
recommendations, a commenter highlighted that two-thirds of all domestic infrastructure
projects are financed by municipal bonds. This commenter reasoned that, if the final
regulations were not to remove municipal bonds from the definition of NQFP,

infrastructure developments that might otherwise occur would not be financed.
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The Treasury Department and the IRS recognize the significant need for
additional investment in public infrastructure in QOZs, and that expanded debt and
equity tax incentives could facilitate such increased investment. In addition, the
Treasury Department and the IRS acknowledge that municipal bonds provide an
important source of financing for infrastructure projects. However, section 1400Z-2(d)
does not contemplate direct investments in municipal bonds as qualifying property for
QOFs. Municipal bonds, which are intangible debt instruments, cannot qualify under
the statutory categories of qualified opportunity zone property because municipal bonds
are neither (i) equity in a qualified opportunity zone business nor (ii) a tangible asset
that is qualified opportunity zone business property. A QOF could make a direct equity
investment in tangible property that meets the definition of qualified opportunity zone
business property, and the property also may have municipal bond financing (for
example, a private water facility financed with tax-exempt private activity bonds under
section 142 of the Code). Further, if held by a qualified opportunity zone business,
municipal bonds generally constitute NQFP and can qualify for the reasonable working
capital safe harbor only in limited circumstances in which the bonds have a term of 18
months or less. For the foregoing reasons, the Treasury Department and the IRS
decline to adopt the recommendations of these commenters regarding municipal bond
investments.

3. Consideration of special rules to facilitate tiered entity structures

The Treasury Department and the IRS have received several comments
regarding the application of sections 14002Z-2(d)(3)(A)(ii) and 1397C(b)(4) to groups of

related corporations and partnerships structured to conduct integrated qualified
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opportunity zone businesses. In particular, several commenters expressed concern that
the text of section 1397C(e) prohibits qualified opportunity zone businesses from
owning operating subsidiaries due to the inclusion of stock and partnership interests in
the statutory definition of NQFP. However, one commenter contended that Congress
clearly intended the statute only to prevent qualified opportunity zone businesses from
owning publicly traded securities that are passive investments, rather than prevent the
ownership of operating subsidiaries. Accordingly, the commenter recommended that
the definition of NQFP be clarified to prohibit actively traded personal property for
purposes of §1.1092(d)-1, but not equity interests in operating subsidiaries.

Similarly, other commenters requested that all requirements for a qualified
opportunity zone business under section 1400Z-2(d)(3) (including the five-percent
NQFP limitation) be applied to an entire group that conducts an integrated business.
These commenters asserted that an entity-by-entity test would not be appropriate
because such integrated businesses often are organized by entity-specific functions
that, in the view of the commenters, would distort the intended application of the five-
percent NQFP limitation. For example, an integrated business carried out by a holding
corporation that owns all of the equity interests in an operating subsidiary and a treasury
subsidiary might comply with the five-percent NQFP limitation if tested in the aggregate,
even though the treasury subsidiary, tested on its own, would exceed that limitation.

The Treasury Department and the IRS agree that section 1400Z-2(d)(3) should
be applied in a manner that permits flexibility to taxpayers in structuring and conducting
qualified opportunity zone businesses. However, with regard to the five-percent NQFP

limitation, sections 1397C(b)(8) and 1397C(e) clearly provide that (i) less than five
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percent of the average of the aggregate unadjusted bases of the property of the subject
entity, rather than any group of related entities, must be attributable to NQFP, and (ii)
the definition of the term “nonqualified financial property” includes stock and partnership
interests. As a result, the final regulations do not adopt a group-based test for purposes
of the five-percent NQFP limitation.

In addition, the final regulations do not adopt a group-based approach for testing
the remaining requirements for a qualified opportunity zone business under section
1400Z-2(d)(3). The Treasury Department and the IRS have determined that an
inconsistent application of the requirements for qualified opportunity zone business
qualification would significantly increase the complexity of the final regulations and
create potential traps for unwary taxpayers. In addition, the Treasury Department and
the IRS note that these section 1400Z-2(d)(3) requirements (including the five-percent
NQFP limitation) can be applied on a group basis with regard to a qualified opportunity
zone business that owns interests in function-specific entities disregarded as separate
from their owner for Federal income tax purposes.

N. Trade or Business of a Qualified Opportunity Zone Business

1. Significance of trade or business concept in section 1400Z-2

Sections 1400Z-2(d)(2)(D)(i) and 1400Z-2(d)(3)(A)(i) require that qualified
opportunity zone business property be tangible property used in the trade or business of
a QOF or qualified opportunity zone business. Under section 1400Z-2(d), both QOFs
and qualified opportunity zone businesses must meet “substantially all” property
requirements. For QOFs, at least 90 percent of the qualified entity’s property must be

qualified opportunity zone property, which includes qualified opportunity zone stock and
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qualified opportunity zone partnership interests (that is, the 90-percent investment
standard). For qualified opportunity zone businesses, at least 70 percent of the
qualified entity’s property must be qualified opportunity zone business property (that is,
the 70-percent tangible property standard). In addition, section 1400Z-2(d)(3)(A)(ii)
imposes an additional requirement on qualified opportunity zone businesses but not on
QOFs. Under this requirement, at least 50 percent of the total gross income of a
qualified entity must be derived from the active conduct of a trade or business within a
QOZ (that is, the 50-percent gross income requirement).

2. Proposed definition based on a “trade or business” under section 162

The October 2018 proposed regulations contained the term “active conduct of a
trade or business” in several provisions. See proposed §1.1400Z22(d)-1(d)(5).
Following the publication of that proposal, the Treasury Department and the IRS
received comments asking whether future guidance would define the phrase “active
conduct of a trade or business” for purposes of section 1400Z-2. Commenters also
expressed concern that the leasing of real property by a qualified opportunity zone
business may not amount to the active conduct of a trade or business if the business
has limited leasing activity.

With regard to the term “trade or business,” the May 2019 proposed regulations
set forth a definition for QOFs and qualified opportunity zone businesses that
referenced section 162 of the Code. See 84 FR 18652, 18659 (May 1, 2019). See also
§1.1400Z2(d)-1(c)(4)(ii) (regarding QOFs); §1.1400Z22(d)-1(d)(2)(ii) (regarding qualified
opportunity zone businesses). Section 162(a) permits a deduction for ordinary and

necessary expenses paid or incurred in carrying on a trade or business. Because
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neither the Code nor the regulations define the meaning of a “trade or business” under
section 162, courts have established requirements to determine the existence of a trade
or business. The Supreme Court has set forth a two-pronged test, providing that, “to be
engaged in a trade or business, the taxpayer must be involved in the activity with
continuity and regularity and that the taxpayer’s primary purpose for engaging in the

activity must be for income or profit.” Commissioner v. Groetzinger, 480 U.S. 23, 25

(1987). With respect to the requirement that the activity must be engaged for income or
profit, the Court has expressly provided that section 162 qualification “requires only an

intent to earn an economic profit.” Portland Golf Club v. Commissioner, 497 U.S. 154,

164, 169 (1990) (citing Commissioner v. Groetzinger for the Court’s observation that it

“has ruled that a taxpayer’s activities fall within the scope of [section] 162 only if an
intent to profit has been shown”).

3. Application of section 162 trade or business standard to start-up businesses

While commenters agreed that section 162 provides an appropriate standard for
trade or business qualification under sections 1400Z-2(d)(2)(D)(i) and 1400Z-
2(d)(3)(A)(i), many noted significant uncertainties in applying the section 162 standard
to a trade or business of a QOF or qualified opportunity zone business that does not
expect to generate profits immediately. In general, these commenters have noted that
QOF property used in a start-up business cannot qualify as qualified opportunity zone
property unless the start-up business that utilizes such property qualifies as a section
162 trade or business. With regard to QOFs that hold an equity interest in a newly
formed partnership or corporation organized for the purpose of being a qualified

opportunity zone business, commenters have questioned how section 162 would apply
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if the partnership or corporation experiences a start-up phase of significant duration.
See sections 1400Z-2(d)(2)(B)(i)(Il) and 1400Z-2(d)(2)(C)(ii). With regard to qualified
opportunity zone businesses, commenters similarly have expressed uncertainty
regarding the qualification of a start-up business as a qualified opportunity zone
business if the start-up business has not yet matured to a trade or business under
section 162.
a. Comments Suggesting Safe Harbors for Start-up Businesses

To provide certainty to current and potential investors of start-up businesses in
QOZs, commenters suggested a variety of safe harbors. These suggestions included
(1) a grace period for a QOF to use tangible property in a trade or business to satisfy
the 90-percent investment standard, as well as (2) a provision similar to that under
§1.45D-1(d)(4)(iv) in the New Markets Tax Credit regulations that treats an entity as
engaged in the active conduct of a trade or business if, at the time an investment is
made, there is a reasonable belief that the entity will generate revenues during the
subsequent three-year period. To support the addition of a safe harbor for start-ups,
commenters correctly noted that section 1400Z-2 contemplates the start-up phase of a
trade or business. Sections 1400Z-2(d)(2)(B)(i)(Il) and 1400Z-2(d)(2)(C)(ii), as
discussed previously, reference newly formed partnerships and corporations organized
for the purpose of being a qualified opportunity zone business. In addition, commenters
highlighted section 1400Z-2(d)(2)(D)(ii), which provides QOFs 30 months to improve
tangible property acquired for use in a QOF’s trade or business to meet the substantial
improvement requirement.

b. Comments Requesting Clarifications and Simplifying Rules for Start-up Businesses
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Commenters also requested that the final regulations provide a number of
clarifications or simplifying rules. For example, commenters requested clarification on
whether the conduct of a section 162 trade or business must have begun by the
conclusion of a working capital safe harbor period in situations in which the plan
underlying the development of the trade or business contemplates the utilization of
multiple contributions to which a working capital safe harbor would otherwise apply.
Another commenter requested that the final regulations include an example to clarify
that the conduct of a trade or business would be required only upon the conclusion of all
working capital safe harbors carried out as components of a single integrated plan.
Consistent with that request, commenters contended that many types of business
ventures, to achieve qualification as a section 162 trade or business, require start-up
periods in excess of a single 31-month working capital safe harbor period.

With regard to simplifying rules, a commenter suggested that the final regulations
treat the development of a section 162 trade or business as a qualifying section 162
trade or business, regardless of whether the operations that constitute the trade or
business have actually begun. Other commenters requested clarification that the
ongoing development of real estate constitutes the active conduct of a trade or business
even if rent or other revenues are not yet being collected. Similarly a commenter
suggested that the final regulations treat a QOF as engaged in a trade or business
under section 162 even if the subject business activity had generated no income.
Another commenter suggested that the “active conduct” requirements set forth in
paragraphs (2) and (4) of section 1397C(b) should not be treated as applying to section

1400Z-2(d)(3)(A)ii).
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c. Creation of New 62-month Working Capital Safe Harbor for Start-up Businesses

The Treasury Department and the IRS appreciate the commenters’ concerns and
recommendations regarding the application of the section 162 trade or business
standard to start-up businesses. To provide taxpayers with straightforward and
responsive rules, the Treasury Department and the IRS have created an additional 62-
month safe harbor for start-up businesses (62-month working capital safe harbor).
Unlike the 31-month working capital safe harbor, this start-up-focused safe harbor
addresses each qualified opportunity zone business requirement, other than the “si