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QUALIFIED OPPORTUNITY ZONES – NEW IRC SECTIONS 1400Z-1 and 1400Z-2 

A. Background. 

The Tax Cuts and Jobs Act of 2017 (P.L. 115-97) (the 

“TCJA”), introduced a temporary provision in new sec4ons 

1400Z-1 and 1400Z-2 of the Internal Revenue Code of 1986, as 

amended (the “Code”), which are intended to incen4vize 
economic growth and development in certain low-income 

communi4es which have been designated and recognized as 

“qualified opportunity zones” or “QOZs”, as defined below.  The 

provision provides two main tax incen4ves to encourage 

investment in QOZs.  The first incen4ve allows a taxpayer to 
defer the inclusion in gross income of capital gains that are 

invested in a “qualified opportunity fund” or “QOF”, as defined 

below.  The second incen4ve allows a taxpayer to exclude from 

gross income qualifying capital gains on investments in QOFs.  

B. Benefits to Investor. 

1. Temporary Deferral of Tax on Reinvested Original 

Capital Gain.  A taxpayer may defer a capital gain derived from 

the sale or exchange exis4ng property to an unrelated person, if 
the taxpayer invests such gain in a QOF during the 180-day 

period immediately following the sale date.  Any capital gains 

from the sale or exchange of the exis4ng property that are not 

reinvested in a QOF within the 180-day period will be included in 

the taxpayer’s gross income without regard to sec4on 1400Z of 

the Code. 

If the taxpayer maintains its investment in a QOF for at 

least five years, the basis of the original capital gain will be 

increased by 10 percent of such original capital gain.  This means 

10 percent of the capital gain on the sale or exchange of the 
exis4ng asset will be eliminated if the taxpayer holds its 

investment in a QOF for at least five years.  

If the taxpayer maintains its investment in a QOF for at 

least seven years, the basis of the original capital gain will be 

increased by an addi4onal five percent of the original capital 
gain, for a total 15 percent increase in basis.  This means an 

addi4onal five percent, or a total of 15 percent, of the capital 

gain on the sale or exchange of the exis4ng asset will be 

eliminated if the QOF investment is held for at least seven years.  

The deferred gain is recognized on the earlier of the date 
on which the taxpayer disposes of its investment in a QOF or 

December 31, 2026.  

2. Step-up in Basis for Reinvested Original Capital Gain.  

The basis of an investment in a QOF immediately aBer its 
acquisi4on is zero. If the investment is held by the taxpayer for 

at least five years, the basis of the QOF investment is increased 

by 10 percent of the deferred gain. If the investment is held by 

the taxpayer for at least seven years, the basis of the investment 

is increased by an addi4onal five percent of the deferred gain, 

for a total of 15 percent.  If the investment is held by the 

taxpayer un4l at least December 31, 2026, the basis of the 
investment may be increased by the remaining 85 percent of the 

deferred gain.  It is unclear what the calcula4on should be if the 

QOF investment is made closer to December 31, 2026. 

3. Deferral of Tax on Capital Gain on Investment in a 

QOF.  The post-acquisi4on capital gains on investment in a QOF 
that is held for at least 10 years are permanently excluded from 

gross income.  Specifically, in the case of the sale or exchange of 

an investment in a QOF held for more than 10 years, at the 

elec4on of the taxpayer, the basis of such investment in the 

hands of the taxpayer shall be the fair market value of the 
investment at the date of such sale or exchange.  Taxpayers can 

con4nue to recognize losses associated with investments in 

QOFs as under current law.  Notwithstanding the foregoing, the 

taxpayer may s4ll owe tax on its original capital gain, as 

described above.  

4. Opera<ng Rules.   If only a por4on of the investments 

in a QOF are investments of gain in respect of which an elec4on 

under sec4on 1400Z-2 is in effect, such investment shall be 

treated as two separate investments: one including only the 
amounts to which sec4on 1400Z-2 applies, and one consis4ng of 

other amounts.  The provisions of sec4on 1400Z-2 will apply only 

to eligible investments for which an elec4on has been properly 

made. 

C. QOZ Eligibility and Designa<on. 

1. QOZ Defined.  A QOZ is any popula4on census tract 

(either a nominated low-income community (a “low-income 

community” or “LIC”) or a nominated non-LIC con4guous census 

tract) that is designated as a QOZ. 

2. Qualifying Tracts.  In general, the term "low-income 

community", is defined by reference to sec4on 45D(e) of the 

Code with respect to New Market Tax Credits. 

3. Con<guous Tracts.  A tract that is not an LIC is eligible 

for designa4on if both of the following condi4ons are met: 

• the non-LIC tract is con4guous with an LIC that is 

designated as a QOZ (the con4guous LIC QOZ need 

not be in the same state); and  

• the median family income of the non-LIC tract does 

not exceed 125 percent of the median family income 

of that con4guous LIC QOZ.  

D. Designa<on of QOZ. 

Not later than 90 days aBer the date of enactment of the 

TCJA (i.e., March 21, 2018), the chief execu4ve officer of a state 

(or a possession of the United States or the District of Columbia) 
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must have nominated the eligible popula4on census tract for 

designa4on as a QOZ, and must have no4fed the Secretary of the 

Treasury in wri4ng of such nomina4on.  

The Secretary must then cer4fy the nomina4on and 

designate the tract as a QOZ before the end of the “considera4on 

period”, i.e., the 30-day period beginning on the date on which 

the Secretary receives no4ce of the nomina4on.  A state (or 
possession or District of Columbia) may have requested the 

Secretary to extend the periods set forth above by 30 days. 

The number of popula4on census tracts in a state that may 

be designated as QOZs may not exceed 25 percent of the number 

of low-income communi4es within the State; however, if the 
number of low-income communi4es within a state is less than 

100, then a total of 25 of such communi4es may be designated as 

QOZs. Not more than five percent of the tracts designated in a 

state may be non-LIC, con4guous tracts as described in C.3. 

above. 

The designa4on period for a QOZ shall remain in effect for 

the period beginning on the date of the designa4on and ending at 

the close of the 10th calendar year beginning on or aBer such 

date of designa4on.  The benefits of the designa4on described in 
sec4on 1400Z-2, however, do not appear to extend beyond 

December 31, 2026.  

E. Rev. Proc. 2018-16. 

Rev. Proc. 2018-16 (the “Rev. Proc.”) was published on 
February 8, 2018, to provide guidance to the chief execu4ve 

officer of any state, any possession of the United States, and the 

District of Columbia regarding the procedures for designa4ng 

popula4on census tracts as QOZs. The Rev. Proc. recognizes the 
2011-2015 American Community Survey (ACS) 5-Year data from 

the Census Bureau (hKps://www.cdfifund.gov/Pages/

Opportunity-Zones.aspx), a public, online resource iden4fying 

over 41,000 popula4on census tracts that are eligible for 

designa4on as a QOZ as a “safe harbor” resource for purposes of 
selec4ng eligible tracts.  If a tract is eligible under the most recent 

available ACS 5-Year data, the tract may be nominated for 

designa4on, however, the nomina4on must have been 

accompanied by an analysis demonstra4ng the tract’s eligibility, 

including appropriate suppor4ng data from that survey.  

In addi4on, the Rev. Proc. describes a “Nomina<on Tool,” 

which has been developed for the benefit of chief execu4ve 

officers of the eligible jurisdic4ons for the purposes of nomina4ng 

census tracts for designa4on as QOZs.  This Nomina4on Tool is 

accessible online and was reportedly sent individually to all chief 

execu4ve officers. 

On April 9, 2018, the U.S. Department of the Treasury and 

the IRS designated QOZs in 18 eligible jurisdic4ons: American 

Samoa; Arizona; California; Colorado; Georgia; Idaho; Kentucky; 

Michigan; Mississippi; Nebraska; New Jersey; Oklahoma; Puerto 
Rico; South Carolina; South Dakota; Vermont; Virgin Islands; and 

Wisconsin.  

F. Qualified Opportunity Fund. 

1. In General.  The amount of gain from the sale or 

disposi4on of exis4ng property that can be deferred from 

inclusion in gross income is equal to the amount of such gain 

invested in a QOF, i.e., any investment vehicle organized as a 

corpora4on or partnership for the purpose of inves4ng in 

“qualified opportunity zone property”, as defined below.  In 

order to qualify as a QOF, at least 90 percent of the fund’s 
assets must be held in qualified opportunity zone property.  The 

90 percent requirement is determined by averaging the 

percentage of qualified opportunity zone property held by the 

fund on the last day of the first six-month period of the fund’s 

tax year and on the last day of the fund’s tax year.  

Unless the failure to do so is for reasonable cause, the 

QOF must pay a penalty for each month the 90-percent 

requirement described immediately above is not sa4sfied.  The 

amount of the penalty is the (a) excess of 90 percent of the 

QOF’s aggregated assets over the aggregate amount of qualified 
opportunity zone property held, (b) mul4plied by the 

underpayment rate under Code sec4on 6621(a)(2) for that 

month.  

2. Qualified Opportunity Zone Property Defined.  

“Qualified opportunity zone property” means:  

• “qualified opportunity zone stock”; 

• “qualified opportunity zone partnership interest”; 

or  

• “qualified opportunity zone business property”.  

a. “Qualified opportunity zone stock” is defined as 

stock in a domes4c corpora4on acquired by a QOF aBer 

December 31, 2017, at the stock’s original issuance, solely in 
exchange for cash.  The corpora4on must be a qualified 

opportunity zone business at the 4me of issue (or was being 

organized as a qualified opportunity zone business if a new 

corpora4on) and for substan4ally all the QOF’s holding period.  

b. “Qualified opportunity zone partnership interest” is 
any capital or profits interest in a domes4c partnership 

acquired by a QOF aBer December 31, 2017, from the 

partnership solely in exchange for cash.  The partnership must 

be a qualified opportunity zone business at the 4me of 
acquisi4on (or was being organized as a qualified opportunity 

zone business, if a new partnership) and for substan4ally all of 

the QOF’s holding period. 

c. “Qualified opportunity zone business property” is 

tangible property used in a trade or business of the QOF, if: 

• the property is purchased by the QOF from an 

unrelated person aBer December 31, 2017, 

• the original use of the property in the QOZ 

commences with the QOF or the property is 

substan4ally improved by the QOF; for this 

purpose, property will be considered substan4ally 

improved, if addi4ons to the basis of the acquired 

property during the 30-month period beginning on 

the date the property is acquired exceeds the basis 

of the property on its acquisi4on date, and 

• the property was used in a QOZ during substan4ally 

all of the QOF’s holding period for such property.  

3. Qualified Opportunity Zone Business.  A “qualified 

opportunity zone business” is a trade or business in which 
substan4ally all of the tangible property owned or leased by the 

taxpayer is “qualified opportunity zone business property”.  
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Qualified opportunity zone business property is determined in the 

same manner as qualified opportunity zone business property, as 
set forth above, except that the term “qualified opportunity 

business” is subs4tuted for “QOF” each place it appears.  The 

business must also sa4sfy the requirements for an enterprise 

zone business under Code sec4on 1397C(b)(2), (4) and (8); i.e., 

with respect to any taxable year, at least 50 percent of the gross 
income of the en4ty is derived from the ac4ve conduct of the 

qualified opportunity zone business, a substan4al por4on of the 

intangible property of such en4ty is used in the ac4ve conduct of 

any such business, and less than five percent of the average 

unadjusted bases of the property of the en4ty is aKributable to 
nonqualified financial property.  Nonqualified financial property 

means debt, stock, partnership interests, op4ons, futures 

contracts, forward contracts, warrants, no4onal principal 

contracts, annui4es, and other similar property, except that such 
property shall not include amounts of working capital held as 

cash, cash equivalents, or debt instruments with a term of 18 

months or less, or notes receivable acquired in the ordinary 

course of a trade or business.  A qualified opportunity zone 

business may not include a private or commercial golf course, 
country club, massage parlor, hot tub facility, suntan facility, 

racetrack or other facility used for gambling, or any store the 

principal business of which is the sale of alcoholic beverages for 

consump4on off premises (see, Code sec4on 144(c)(6)(B)). 

Tangible property will con4nue to be treated as qualified 
opportunity zone property for purposes of the foregoing, even if it 

ceases to qualified, for the lesser of (a) five years aBer the date on 

which it ceases to be qualified opportunity zone business 

property, or (b) the date it is no longer held by a qualified 

opportunity zone business.  

G. An<cipated Future Guidance. 

Treasury and the IRS plan to issue addi4onal informa4on 

in respect of QOFs.  The addi4onal guidance will address the 

cer4fica4on of QOFs which are required to have at least 90 

percent of fund assets invested in QOZs.  
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