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Summary of Opportunity Zone Proposed Regulations Released April 17, 2019 

 

On April 17, 2019, the Treasury Department and IRS released a second round of proposed regulations on 

opportunity zones (the “proposed regulations”).1 The regulations respond to several issues that were either 

left unanswered by, or arose after, the first round of proposed regulations on opportunity zones that were 

released in October 2018 (the “October regulations”).2  

 

In the October regulations, Treasury and the IRS reserved on answering several key issues that impact the 

ability for taxpayers to administer qualified opportunity funds (QOFs). The proposed regulations respond 

to a number of the unanswered questions on an issue-by-issue basis.  

 

Among the key issues addressed in the most recent set of regulations include: further definitions of the 

terms “substantially all,”  “original use,” and “active conduct of a trade or business”; the treatment of 

leased tangible opportunity zone property, section 1231 gains, and mixed fund investments; and rules 

relating to inclusion events. The summary below highlights these key areas addressed by the proposed 

regulations.  

 

Comments on the proposed regulations are due to Treasury on July 1. Treasury requests comments on all 

aspects of the proposed regulations.  

 

Substantially All 

 

Section 1400Z-2(d)(3)(A)(i) requires that “substantially all” of the tangible property owned or leased by 

the business be qualified opportunity zone business property (QOZBP). The October regulations provided 

that a trade or business meets this substantially all requirement if at least 70 percent of the tangible 

property owned or leased by the trade or business is QOZBP.3   

 

Section 1400Z-2(d)(2) imposes several other “substantially all” requirements, which were not addressed, 

and were reserved upon, by the October regulations.4  

 

Opportunity zone fund investments must be qualified opportunity zone businesses (QZOBs), or used in a 

qualified opportunity zone (QOZ), for substantially all of the holding period of the investment.5 The 

proposed regulations provide that the term “substantially all” for holding period purposes is 90 percent.6  

Second, “substantially all” of the use of a qualified investment must be in a QOZ.  For this purpose, the 

proposed regulations provide that “substantially all” means 70 percent.7 Special rules are provided with 

respect to inventory in transit.8 

 

                                                      
1 REG-120186-18. 
2 REG-115420-18, 83 FR 54279, October 29, 2018. 
3 Prop. Reg. §1.1400Z2(d)-1(c)(6). 
4 Except as otherwise noted, all section references are to the Internal Revenue Code of 1986, as amended.  
5 Sections 1400Z-2(d)(2)(B)(i)(III), (C)(iii), and (D)(i)(III). 
6 Prop. Reg. §1.1400Z2(d)-1(c)(5). 
7 Section 1400Z-2(d)(2)(D)(i)(III), 
8 See Preamble at pg. 17. All Preamble references use page numbers from the April 17, 2019 version 

released by Treasury and the IRS.  
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Treasury determined that a higher threshold is necessary in the holding period context, compared with the 

use context, because taxpayers “are more easily able to control and determine the period for which they 

hold property” and a more stringent standard is necessary to ensure the statutory purpose to promote 

investment in opportunity zones is fulfilled.9 

 

Original Use and Substantial Improvement of Tangible Property 

  

To qualify as QZOBP, the property’s original use must begin with the QOF or the property must be 

substantially improved by the QOF.10 

  

The proposed regulations provide that the “original use” of tangible property acquired by purchase 

generally begins on the date the property is placed in service by any person in a QOZ for purposes of 

depreciation or amortization.11 Thus, tangible property located in the QOZ that has not yet been 

depreciated or amortized by a taxpayer other than the QOF or QZOB would meet the original use 

requirement. Also, used tangible property satisfies the original use requirement if the property has not 

been previously used in the QOZ.   

 

If property has been unused or vacant for an uninterrupted period of at least five years, original use will 

begin on the date after the vacancy period when any person first uses or places the property in service in 

the QOZ.  

 

The determination of substantial improvement is generally made on an asset-by-asset basis, although 

Treasury and the IRS are considering the possibility of allowing an aggregate approach. 

 

Treatment of Leased Tangible Property  

  

Substantially all (70 percent) of a QZOB’s tangible property owned or leased must be QOZBP.12 The rule 

for determining whether tangible property is QOZBP is determined by reference to section 1400Z-

2(d)(2)(D); the cross reference caused commenters to question whether leased tangible property can 

satisfy those requirements.13  

 

Treasury determined that, because the purpose of opportunity zones is to increase business activity and 

economic investment in the zones, leased tangible property meeting certain requirements may be treated 

as QOZBP for purposes of the substantially all requirement, as well as the 90-percent asset test under 

section 1400Z-2(d)(1). Tangible leased property must meet the following two requirements to qualify: 

 

(1)   Leased tangible property must be acquired under a lease entered into after December 31, 

2017; and   

(2)   Substantially all the use of the leased tangible property must be in a QOZ during 

substantially all of the lease period.14  

 

                                                      
9 For a discussion, see the Preamble at pgs. 7-9 and 77-79. 
10 Section 1400Z-2(d)(2)(D)(ii). 
11 Prop. Reg. §1.1400Z2(d)-1(c)(7). 
12 Section 1400Z-2(d)(3)(A)(i). 
13 For a discussion, see the Preamble at pgs. 18-19. Similar questions arose with respect to leased tangible 

property for purposes of the 90-percent asset test under section 1400Z-2(d)(1). 
14 Prop. Reg. §1.1400Z2(d)-1(d)(2)(i)(B). An anti-abuse rule prevents a lease from being QOZBP if there 

was a plan, intent or expectation that the QOF would purchase the leased property at a discounted amount 

in the future. 
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Unlike property owned by the QOF, the proposed regulations do not apply the original use requirement to 

leased tangible property. The proposed regulations require, however, that several additional conditions be 

met for leased tangible property to qualify as QOZBP. For example, the lease must be priced at the 

market rate (as determined under section 482). Also, if the lease is between related parties, the lessee may 

not make a prepayment of rent with respect to the leased property for a period of more than 12 months 

and the lessee must become the owner of tangible property that is QOZBP with a value at least equal to 

the leased property within a 30-month period (or the period in which the lease terminates, whichever is 

earlier) if the original use did not begin with the lessee.15 

 

Also, taxpayers who make improvements to leased property will be treated as satisfying the original use 

requirement for QOZBP in an amount equal to the cost of improvements.16 Without this rule, there would 

be uncertainty whether a taxpayer may treat improvements to leased property as qualifying property for 

purposes of the opportunity zone rules.  

 

The proposed regulations provide two alternative methods for valuing leased property for purposes of 

satisfying the substantially all test and the 90-percent asset test: (i) the value as reported on an applicable 

financial statement prepared under GAAP, or (ii) an alternative valuation method based on the “present 

value” of the leased property.   

   

Provisions Related to Land 

  

The proposed regulations clarify that the original use requirement in section 1400Z-2(d)(2)(D)(II) does 

not apply to land (whether improved or not). Land is also not subject to the substantial improvement 

rules.17 Land, however, is only QOZBP if it is used in the trade or business of a QOF or QOZB. The mere 

holding of land for investment does not give rise to a trade or business and by itself cannot be QZOBP. 

  

Treasury and the IRS retain the right to disallow the treatment of land as QOZBP if the purposes of 

section 1400Z-2 are not realized. See the discussion of the anti-abuse rule below. 

 

Mixed Funds and Carried Interest 

 

A mixed-funds investment is an investment a portion of which is a qualifying investment and a portion of 

which is a non-qualifying investment.18 The proposed regulations create two rules that treat a taxpayer as 

having created a mixed-funds investment: (1) a taxpayer contributes property to a QOF in a 

nonrecognition transaction that has a fair market value in excess of the property’s adjusted basis, or (2) 

the amount of investment that would otherwise support an election exceeds the amount of eligible gain 

described in section 1400Z-2(a)(1).19 In each case, the excess amount is treated as a non-qualifying 

investment. 

 

Any partner holding a mixed-funds investment in a QOF is treated as holding two separate interests in the 

QOF partnership solely for purposes of section 1400Z-2.20 All partnership items affect qualifying and 

non-qualifying investments proportionately, based on the relative allocation percentages of each. Also, 

the basis of each is determined separately under prop. Reg. §1.1400Z2(b)-2(c)(6)(iv)(B) and (g) as if 

                                                      
15 Prop. Reg. §1.1400Z2(d)-1(d)(2)(i)(B)(2)-(7). 
16 Prop. Reg. §1.1400Z2(d)-1(c)(7)(ii).  
17 Prop. Reg. §1.1400Z2(d)-1(d)(4)(ii). 
18 Prop. Reg. §1.1400Z2(b)-1(a)(2)(v).  
19 See Preamble at pg. 38. 
20 Prop. Reg. §1.1400Z2(b)-1(b)(6)(iv). For rules relating to section 704(b) allocations of income, gain, 

loss, and deduction, see Prop. Reg. §§1.1400Z2(b)-1(b)(6)(iv)(B) - (D) and -1(b)(6)(v). 
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different taxpayers held each interest. A revaluation of relative partnership investments must be made 

immediately before contributing additional qualifying or non-qualifying amounts. 

 

Partnership interests received in exchange for services are treated as non-qualifying interests. Thus, 

capital gains attributable to a carried interest are treated as part of the non-qualifying interest of the QOF, 

and are not eligible for deferral or basis adjustment under section 1400Z-2. However, if the taxpayer with 

the carried interest decides to reinvest any capital gains received from the partnership in a QOF and 

makes the appropriate elections, any such reinvestment of capital gains would still be eligible for the 

QOZ tax benefits.  

 

 Working Capital Exception 

  

The October regulations allow working capital to be considered QOZBP for up to 31 months if the 

taxpayer can show the working capital meets certain requirements, including being subject to a plan for 

the construction, acquisition, or improvement of tangible property.  

 

In response to comments, the proposed regulations allow taxpayers to use business development as a 

planned use of working capital. Additionally, if a taxpayer exceeds the 31-month limitation, it will not 

violate the safe harbor if the delay is attributable to government action (and the requisite application was 

made in the 31-month period).21  

 

Section 1231 Gains 

 

The proposed regulations clarify that only net section 1231 gains (as determined at the end of the year) 

are eligible for deferral under section 1400Z-2(a). Because the net section 1231 amount is determined at 

the end of the tax year, the 180-day period for reinvesting net capital gains attributable to section 1231 

property into a QOF begins on the last day of the tax year.22  

 

Although commenters asked for similar guidance related to REIT dividends, the issue was not addressed 

by Treasury in the proposed regulations.  

 

Active Conduct of Trade or Business 

 

QOZBs must derive at least 50 percent of their total gross income from the active conduct of a business 

within a QOZ. A taxpayer may show it meets the 50 percent requirement through a facts and 

circumstances test or through meeting the requirements of three safe harbors:23 

 

(1) at least 50 percent of the services performed (based on hours) for a businesses’ employees 

and independent contractors is done within the QOZ;  

(2) at least 50 percent of the amount paid by the business to its employees and independent 

contractors is for services performed in the QOZ; and  

(3) the tangible property of the business that is in a QOZ and the management or operational 

functions performed for the business in the QOZ are each necessary to generate 50 percent of 

the gross income of the trade or business. 

 

For purposes of the opportunity zone rules, the term trade or business has the same meaning as under 

section 162. The proposed regulations also provide that the ownership and operation (including leasing) 

                                                      
21 Prop. Reg. §1.1400Z2(d)-1(d)(5)(iv). 
22 Prop. Reg. §1.1400Z2(a)-1(b)(2)(iii) 
23 Prop. Reg. §1.1400Z2(d)-1(d)(5). 
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of real property used in a trade or business is generally treated as the active conduct of a trade or business 

solely for purposes of section 1400Z-2. However, “[m]erely entering into a triple-net-lease with respect to 

real property owned by a taxpayer is not the active conduct of a trade or business by such taxpayer.”24 

The term triple-net-lease is not defined for purposes of the regulations.  

 

To be eligible, a “substantial portion” of the intangible property of a qualified business entity must be 

used in the active conduct of a trade or business in the QOZ.25 The proposed regulations provide that, for 

this purpose, the term substantial portion means at least 40 percent.26  

 

Inclusion Events 

 

Gain deferred under an election in section 1400Z-2(a)(2) is included in gross income on the earlier of the 

date the investment is sold or exchanged, or December 31, 2026.27 The term “sold or exchanged” is not 

defined in the statute, and neither the statute nor the legislative history directly address the treatment of 

non-sale or exchange dispositions. The Conference Report says, however, “deferred gain is recognized on 

the earlier of the date on which the [qualifying] investment is disposed of or December 31, 2016.”28  

 

Following the Conference Report language, the regulations list a series of transactions that will result in 

an inclusion event under section 1400Z-2(b)(1)(A). Generally, the Preamble states that an inclusion event 

results from a transaction that reduces the taxpayer’s equity interest in the qualifying investment.29  

 

Additionally, transactions treated as distributions in which the taxpayer receives property from a QOF are 

generally inclusion events. Property for this purpose includes money, securities, or any other property, 

other than stock or the right to acquire stock in the QOF corporation making the distribution. Treasury is 

concerned that, without a rule requiring inclusion upon distribution, taxpayers would use distributions to 

monetize their capital gain deferrals. 

 

The regulations and preamble provide a noncomprehensive list of transactions that would result in 

inclusion events.30 Examples of transactions that are treated as inclusion events include a transfer by a 

partner of its interest in a partnership that holds a qualifying investment, transfers by gift of a qualifying 

investment, a distribution of property to a partner that has a value in excess of basis, and certain 

nonrecognition transactions such as a section 332 liquidation of a QOF, a transfer of QOF stock in a 

section 351 transaction, and a distribution by a corporation of its QOF stock to its shareholders in a 

section 355 spinoff transaction.31 

 

Treasury and the IRS included the transactions in the inclusion event list because “each would reduce or 

terminate the QOF investor’s direct (or in the case of partnerships, indirect) qualifying investment” or 

would allow taxpayers to “cash out” earnings from the investment.  

 

For purposes of determining basis adjustments under sections 1400Z-2(b)(2)(B) and -2(c), the length of 

time a qualifying investment has been held is determined without regard to the period for which the 

                                                      
24 Prop. Reg. §1.1400Z2(d)-1(d)(5)(ii)(B)(2). 
25 Sections 1400Z-2(d)(3)(A)(ii) and 1397C(b)(4). 
26 Prop. Reg. §1.1400Z2(d)-1(d)(5)(ii). 
27 Section 1400Z-2(b)(1)(A). 
28 Conference Report to accompany H.R. 1, Report 115-466 (December 15, 2017). See pg. 539. 
29 See Preamble at pg. 39. 
30 See the Preamble, pages 40-43, for the nonexclusive list of inclusion events. 
31 Prop. Reg. §1.1400Z2(b)-1(c). 
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taxpayer held property exchanged for the investment.32 Special rules apply when determining the holding 

period for investments held as a result of certain corporate restructurings or acquisitions.33 

 

Generally, the amount of gain included in income in section 1400Z-2(a)(1)(B) is: 

(1) The lesser of: 

a. An amount bearing the same proportion to the remaining deferred gain as the fair 

market value of the portion of the qualifying investment in the inclusion event 

bears to the total qualifying investment before the inclusion event, or 

b. The fair market value of the portion of the qualifying investment in the inclusion 

event before the inclusion event, over 

(2) The taxpayer’s basis in the portion of the qualifying investment that is disposed of in the 

inclusion event.34 

 

Basis Adjustments for Investments Held for 10 Years 

 

Taxpayers may elect to adjust the basis of an investment to its fair market value if the taxpayer has held 

the investment for at least ten years.35 The election is made in relation to the QOF interest, as well as the 

assets held by a QOF.36  

 

If the taxpayer elects to adjust the basis of its QOF interest, then the basis of the partnership interest is 

adjusted to its fair market value, including debt, and immediately before the sale or exchange, the basis of 

the QOF partnership assets are also adjusted (similar to a section 743(a) adjustment).37  

 

Additionally, if a taxpayer has held a qualifying investment in a QOF partnership or QOF S corporation 

for at least 10 years, and the QOF disposes of qualified opportunity zone property (QOZP) after the 10-

year holding period, the taxpayer may make an election to exclude from gross income some or all of the 

capital gain arising from such disposition.38  

 

Reinvestment from the Sale of QOF Property 

 

The regulations give taxpayers 12 months to reinvest the proceeds from a sale or disposition of QOZBP, 

qualified opportunity zone stock, or qualified partnership interests for purposes of determining the 90-

percent QOZP requirement.39 Only the proceeds from such a disposition held in cash, cash equivalents, or 

certain debt instruments may be treated as qualifying under this rule. 

 

Some taxpayers suggested that Treasury has the authority to exempt from tax any QOZP sale or 

disposition to the extent it qualifies for the reinvestment rule. Treasury, however, did not find that it has 

the authority, but encourages taxpayers to provide comments and examples of Treasury’s authority to 

provide nonrecognition treatment for reinvested proceeds.40 

 

 

                                                      
32 Prop. Reg. §1.1400Z2(b)-1(d)(1)(i). 
33 Prop. Reg. §§1.1400Z2(b)-1(d)(1)(ii)-(iv), -1(d)(2). 
34 Prop. Reg. §1.1400Z2(b)-1(e)(1). 
35 Section 1400Z-2(c). 
36 Prop. Reg. §§1.1400Z2(c)-1(b). 
37 Prop. Reg. §1.1400Z2(c)-1(b)(2)(i). 
38 Prop. Reg. §1.1400Z2(c)-1(b)(2)(ii).  
39 Prop. Reg. §1.1400Z2(f)-1(b). 
40 See Preamble at pgs. 35-37. 
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General Anti-Abuse Rule 

 

If a significant purpose of a transaction is to achieve a tax result that is inconsistent with the purposes of 

the opportunity zone provisions, the Commissioner may recast the transaction(s) as needed to achieve tax 

results that are consistent with such purposes.41 This determination is based on all the facts and 

circumstances. As an example, if agricultural land is acquired without the intent to invest any new capital 

investment in, or increase any economic activity or output of, that parcel, the property would not be 

treated as QOZBP.42 

 

Additional Items 

 

Although not discussed in this summary, the regulations provide rules relating to corporations, 

consolidated groups and S corporations. The regulations also address Indian tribal governments’ usage of 

the opportunity zone rules.   

 

Notice and Request for Information 

 

Treasury and the IRS also released a Notice and Request for Information to seek input from stakeholders 

about public information collection and investment tracking in QOFs. In the Notice, the Treasury 

Department says it will likely release revisions of the Form 8996, “Qualified Opportunity Fund,” to 

require additional information such as employer identification numbers of the businesses owned by the 

QOFs and the amount invested by the QOFs. 

 

The Treasury Department is also seeking comments on a variety of questions, including: 

 

(1) which information would be best for measuring the effectiveness of QOZs; 

(2) what data is useful for measuring how much has been invested in QOZs in the absence of the 

opportunity zone incentives; 

(3) what data is useful for ensuring that the investment opportunity remains an attractive option 

for investors; 

(4) what are the costs and benefits of various methods of information collection; and 

(5) what considerations should be taken into account for purposes of determining whether 

opportunity zones have been effective.  

 

Comments on the notice are due 30 days after it is published in the Federal Register. 

                                                      
41 Prop. Reg. §1.1400Z2(f)-1(c) 
42 See Preamble at p. 14 and 71. 


