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OVERVIEW
▪ Opportunity Zones offer taxable investors the potential for deferral of existing gains and tax-free growth
▪ Though the basic provisions of the tax incentive are known, the rules remain unclear and regulatory risks persist
▪ While the tax incentives may be beneficial, investment decisions should not be primarily driven by tax considerations
Background

Losses are Always Capital Gains Tax-Free

The 2017 Tax Cuts and Jobs Act created a tax incentive for
Qualified Opportunity Fund (QOF) investors in order to promote
investment in specified Qualified Opportunity Zones (QOZs). These
QOZs are generally located in low income communities with
potential for revitalization, and many of the >8,500 census tracts
identified were nominated by state governors for inclusion.
Though this provision has sparked interest among investors, the IRS
has still not issued final guidance on the law’s implementation,
creating a lingering uncertainty that may limit investors’ flexibility,
or even endanger eligibility for the incentive altogether.

Development-focused or heavy value-added real estate
investments do not come without risks, especially ten years into a
real estate expansion. Additionally, most QOZs are, by their
nature, in less developed and potentially riskier geographic
locations than alternative real estate projects with a similar
development or redevelopment-focused profile. Investors
considering an allocation to a QOF should carefully consider the
expertise and track record of the manager, as well-publicized tax
incentives tend to encourage tourists and opportunists to enter
the market in search of funding. We have already observed an
increase in deal activity within QOZs that may result in pricing
pressure that reduces investors’ room for error. It’s entirely
possible, given the tight clustering of investment due to the
effective December 31, 2019 deadline to maximize the law’s tax
benefits, a similar rush for the exits may occur in 2029 as QOFs
collectively seek to realize their investments.

The Tax Benefits
Investors in QOFs receive multiple tax benefits. Taxes due on
realized capital gains reinvested in a QOF within 180 days of
realization are deferred until the earlier of investment disposal or
December 31, 2026. If the investment is held for at least five years,
this deferred tax is reduced by 10%, with a further 5% reduction if
held for at least seven years. Due to the hard deadline of the
2026 tax year, only investments made on or before December 31,
2019 will receive the full benefit of this reduction. Finally, any QOF
investment held for at least 10 years is fully exempt from capital
gains taxation. In order for a QOF to qualify for this preferred tax
treatment, the tangible assets of an investment must be
“substantially improved”—defined as doubling the cost basis of
the asset—within 30 months of investment. This substantial
improvement test will most likely be met through either
redevelopment or ground-up development.

The Rules are Still Being Written
As of this writing, the IRS has not issued final guidance on the rules
of the QOZ tax incentive program, despite the fact that QOFs
have already begun to raise and deploy capital from investors.
Among the major unsettled issues to be ruled upon, it is unclear if
investors will be permitted to take cash out of QOF investments
through the issuance of debt or a mortgage, whether the
preferential tax treatment offered by the program would pass to
a deceased investors’ heirs, and whether a QOF is permitted to
buy and sell assets within the fund while preserving the capital
gains tax exemption. The tax law also allows for the possibility of
investing in operating businesses located within QOZs, but very
little guidance has been issued on this subject, including the
criteria for determining a business to be eligible for the incentive
in the first place.

<180 days from realization
Deadline to reinvest gains
in QOF for tax deferral
December 31, 2019
Deadline to invest for full 15%
capital gain reduction

The Social Costs/Benefits
Though the intent of the QOF tax incentive is to bring economic
development and growth to historically disadvantaged areas,
the social impacts of the program remain somewhat unclear.
Some QOFs were drawn based on stale 2010 data, including
parts of Downtown Seattle and Portland that have already seen
explosive economic growth in the last decade. Experts also
disagree on the potential impacts on the designated
communities, with the promise of economic development and
the restoration of blighted areas weighed against the potential
for gentrification and displacement of local communities.

ACG’s Position
While the existence of a tax incentive can make a good
investment even better, we continue to believe that investment
decisions should not be primarily driven by tax considerations.
Investors interested in allocating to QOFs should exercise caution
in selecting a reputable manager with expertise in managing
speculative real estate investments and understand the risk profile
of underlying investments. Hold periods for these strategies will be
lengthy, and there remains potential for price distortions caused
by the herding of investors into and out of QOZs. Investors
interested in the social benefits of the incentive should also take
care to understand plans to engage the community and avoid
the pitfalls of gentrification or displacement that may occur.

5 years after investment
Deferred capital gains
taxes reduced by 10%

December 31, 2026
Deferred capital gains taxes
due with 2026 tax return

7 years after investment
Deferred capital gains taxes
reduced by further 5%

10 years after investment
Capital gains from QOF
now tax-free
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The views expressed herein are those of Asset Consulting Group (ACG). They are subject to change at any time. These views do not necessarily reflect the opinions
of any other firm.
This report was prepared by ACG for you at your request. Although the information presented herein has been obtained from and is based upon sources ACG
believes to be reliable, no representation or warranty, express or implied, is made as to the accuracy or completeness of that information. Accordingly, ACG does
not itself endorse or guarantee, and does not itself assume liability whatsoever for, the accuracy or reliability of any third party data or the financial information
contained herein.
Certain information herein constitutes forward-looking statements, which can be identified by the use of terms such as “may”, “will”, “expect”, “anticipate”,
“project”, “estimate”, or any variations thereof. As a result of various uncertainties and actual events, including those discussed herein, actual results or
performance of a particular investment strategy may differ materially from those reflected or contemplated in such forward-looking statements. As a result, you
should not rely on such forward-looking statements in making investment decisions. ACG has no duty to update or amend such forward-looking statements.
The information presented herein is for informational purposes only and is not intended as an offer to sell or the solicitation of an offer to purchase a security.
Please be aware that there are inherent limitations to all financial models, including Monte Carlo Simulations. Monte Carlo Simulations are a tool used to analyze a
range of possible outcomes and assist in making educated asset allocation decisions. Monte Carlo Simulations cannot predict the future or eliminate investment
risk. The output of the Monte Carlo Simulation is based on ACG’s capital market assumptions that are derived from proprietary models based upon well-recognized
financial principles and reasonable estimates about relevant future market conditions. Capital market assumptions based on other models or different estimates
may yield different results. ACG expressly disclaims any responsibility for (i) the accuracy of the simulated probability distributions or the assumptions used in
deriving the probability distributions, (ii) any errors or omissions in computing or disseminating the probability distributions and (iii) and any reliance on or uses to
which the probability distributions are put.

The projections or other information generated by ACG regarding the likelihood of various investment outcomes are hypothetical in nature, do not reflect actual
investment results and are not guarantees of future results. Judgments and approximations are a necessary and integral part of constructing projected returns. Any
estimate of what could have been an investment strategy’s performance is likely to differ from what the strategy would actually have yielded had it been in
existence during the relevant period. The source and use of data and the arithmetic operations used for calculating projected returns may be incorrect,
inappropriate, flawed or otherwise deficient.
Past performance is not indicative of future results. Given the inherent volatility of the securities markets, you should not assume that your investments will
experience returns comparable to those shown in the analysis contained in this report. For example, market and economic conditions may change in the future
producing materially different results than those shown included in the analysis contained in this report. Any comparison to an index is for comparative purposes
only. An investment cannot be made directly into an index. Indices are unmanaged and do not reflect the deduction of advisory fees.
This report is distributed with the understanding that it is not rendering accounting, legal or tax advice. Please consult your legal or tax advisor concerning such
matters. No assurance can be given that the investment objectives described herein will be achieved and investment results may vary substantially on a quarterly,
annual or other periodic basis. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based on such information.
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