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ualified Opportunity Zones
were created by the 2017 Tax
Cuts and Jobs Act. These
zones are designed to spur economic
development and job creation in
distressed communities throughout the
country and they have gained attention
due to their favorable tax treatment.
The Act gave rise to Subchapter Z of
the Internal Revenue Service Code and
Sections 1400Z-1 and 1400Z-2 thereof
(collectively, Subchapter Z). Since such
time, much has been written about
Subchapter Z with deference accorded
the tax benefits associated therewith.
This article will briefly recapitulate the
legislative construct of Subchapter Z, the
critical timing elements related thereto,
and isolate the specific tax benefits and
the relative value of those tax benefits
associated with the legislation.
In broad brush, Subchapter Z stipulates
that if an investor triggers a capital gain
(long-term or short-term) through the
sale of an asset (real estate, an operating
business, low-basis appreciated stock, a
coin collection, art collection, etc.) and
invests that capital gain in a Qualified
Opportunity Fund (QOF) within 180
days of the realization of that gain, then
the following benefits may be realized
(see figure 1):
A Should the investor remain invested
in the QOF for a period of five years
prior to December 31, 2026, the
investor’s zero-basis capital gains will
be “stepped-up” 10 percent;
A Should the investor remain invested
in the QOF for a period of seven years
prior to December 31, 2026, the

investor’s zero-basis capital gains will
be stepped-up an additional
5 percent, for a total of 15 percent;
A The tax payable on the portion of the
capital gains not otherwise stepped-up
is due and payable on the investor’s
tax filing date in either April or
October 2027, resulting in a deferral
of the capital gains tax liability
through year-end 2026; and
A Should the investor remain invested
in the QOF for a period of 10 years
following the initial investment, any
gains realized by the QOF on assets it
either develops or substantially renovates (defined as doubling the basis of
the property exclusive of the value
allocated to the land), above the initial
investment of capital gains, is generated tax-free to the investor as a
function of a 100-percent fair market
value basis step-up upon the point of
sale of the QOF or its assets.
Several nuances are associated with
Subchapter Z that have been addressed
largely in regulations proposed and
promulgated by the Treasury and
Internal Revenue Service, the first set of
which was released in October 2018,
the second in April 2019, and the third
in December 2019. Whereas a detailed
discussion of all such nuances and the
regulations addressing the same are
beyond the scope of this article, there
are a few to bear in mind:
A The current majority of QOF sponsors view the Qualified Opportunity
Zone (QOZ) legislation through the
lens of a real estate developer and
operator; real estate investment

alternatives have generated the greatest level of interest from those that
have created QOFs and those interested in investing therein. There is,
however, a whole world of private
equity QOFs in which business
investment is entitled to the same
array of tax benefits. For purposes of
the tax examples provided below, the
focus is on real estate investments.
A If an investor generates a capital gain
through the sale of, say, low-basis,
highly appreciated stock, the investor
could invest the entire proceeds of the
sale (basis and capital gain) into the
QOF if he or she likes the investment
thesis. However, the legislation was
intended to motivate Americans with
embedded capital gains on their balance sheets to monetize those gains
and redirect those gains into “lowincome communities,” designated
Qualified Opportunity Zones. As
such, the tax benefits attach to the
capital gains only.
A When the investor generates the
capital gain, such gain “maintains its
character” throughout the deferral
cycle. That is, if the capital gain is
short-term in nature, the applicable tax
rate will be the short-term capital gains
tax rate (ordinary income) at the time
the taxes are due in 2027. The same
applies should the gains be long-term
in nature at the time of sale; the longterm capital gains tax applicable in
2026, payable in 2027, will apply.
A The tax benefits articulated above
only apply to taxes at the federal
level. The states are all over the map,
as it were, relating to whether each
has conforming legislation. Some
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Figure

1

QUALIFIED OPPORTUNITY TAX BENEFIT TIMELINE
HELD
FOR 5 YEARS
hElD FoR
5 YEARs
2019

2020

2021

2022

HELD FOR 7 YEARS
2023

2024

2025

Deferred
zero-basis
capital gain
stepped up 10%

Investment
in QoF

2026

HELD FOR 10 YEARS
2027

2028

2029

Deferred
zero-basis capital
gain stepped up
an additional 5%

Basis in QoF
investment
stepped up to fair
market value*

Capital gains taxes due on
the portion of the deferred
capital gain not previously
stepped up

Forgiveness of
capital gains taxes
from QoF asset
appreciation*

Asset sale—
generating
capital gain

*Basis step-up to fair market value and elimination of long-term capital gain taxes on QOF asset appreciation are applicable to federal and most state taxes; however, some states have not
conformed to this federal legislation. Investors should consult their own tax advisors to determine their individual benefits in a QOF investment.

have a rubric that conforms with the
federal legislation (e.g., Illinois and
New York), some have partial conformity (e.g., Alabama and Arkansas),
and some have no conforming state
legislation (e.g., California, North
Carolina, and Massachusetts). State
conformity is fluid and an investor
should check periodically to assess
the current state legislation.
A Included in Subchapter Z and
the Treasury’s regulatory guidance
are a plethora of other key issues
that need to be understood by
potential investors, including, but
not limited to:
› Endorsement of debt-financed
distributions;
› Sale of the QOF interests versus
the sale of QOF assets and potential implications for an asymmetric
outcome relative to recapture tax
liability (this issue, legal pundits
believe, will be addressed by the
Treasury and resolved);
› “Original Use” and the ability to
acquire a near-completed asset
prior to receipt of a certificate of
occupancy;
› Interim asset sales inside the
10-year holding period and the
ability to rotate capital;
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› Working capital safe harbor as a
›

solution to holding cash earmarked for development; and,
Timing associated with recognizing
and ultimately investing Internal
Revenue Code Section 1231 gains.

Clearly, several issues need to be
digested and understood with respect to
Subchapter Z. A fund sponsor needs to
also understand Subchapter Z’s various
requirements at the QOF level and wrap
a detailed compliance protocol around
the legislation to avoid a regulatory foot
fault. Countless experts have weighed in
with respect to these issues, the legislation, and its benefits and prospective pitfalls. Frankly, there has rarely been a
collection of tax benefits as powerful as
those provided by Subchapter Z. Thus, if
you are a potential investor considering
a QOF investment and like the fundamentals of the real estate transaction
you are contemplating, there is no reason to not take advantage of all that
Subchapter Z has to offer. To reiterate
and re-emphasize, the prudent investor
should consider a QOF investment as
primarily a real estate transaction—this
is not a tax trade. An investor needs to
understand and underwrite the real
estate and the QOF sponsor, and only

on that basis does the rest fall into place.
The tax benefits lend significant incremental value to the investment but are
not, themselves, determinative of the
investment merit. So, how do we quantify the incremental tax benefits?
The best manner in which to comprehend and analyze the tax benefits of an
investment in a QOF, relative to an
investment in some other alternative,
is to craft a side-by-side comparison
where the only difference between the
two investment alternatives, in this case
both real estate developments, is that
one is in a QOZ and the other is the
same investment not located in a QOZ.
In order to isolate this difference, the
following examples assume:
A A $1-million investment of capital
gains;
A An investment made prior to or on
December 31, 2019, so that the investor captures the full benefit of the
15-percent basis step-up in his or her
zero-basis capital gains;
A A holding period of 10 years following the initial investment;
A No interim distributions of debtfinanced proceeds or operating

INVESTMENTS & WEALTH MONITOR
© 2020 Investments & Wealth Institute. Reprinted with permission. All rights reserved.

FEATURE | Isolating the Tax Benefits

income (which should not be the case
generally, but such an assumption
will isolate the tax differential);
A An investment internal rate of return,
in both instances, net of all fees and
expenses, of 9 percent;
A Federal capital gains tax rate of
23.8 percent, inclusive of the
3.8-percent Affordable Care Act tax;

Table

1

A Two different scenarios in which the
investor resides in California, a nonconforming state with a capital gains
tax rate of 12.3 percent, versus a Texas
resident with no state income tax; and
A The capital gains tax due and payable by the investor for the initial
realized capital gain is paid from
sources outside of the hypothetical

QOF AFTER-TAX COMPARATIVE BENEFIT, CALIFORNIA RESIDENT
Assumptions
Capital Gain Proceeds from Sale

$ 1,000,000

Long-Term Gap Gains Rate
(Federal + ACA)

23.80%

Investment Duration prior to 12/31/26

7.00

Percent of Capital Gains
Taxes Stepped Up

15.00%

Taxpayer’s State: California

12.30%

Conforming State Legislation?

No

Traditional Portfolio
Return (annual IRR)

9.00%

QOF Pro-Forma Return (annual IRR)

9.00%
Traditional
Investment

Investment Year
Capital Gain
Capital Gain Tax Paid in 2020
End of Deferral Period
Capital Gains Taxes Payable in 2027
End of 10-Year Investment Period
Future Value of Investment

QOF Investment

2019

2019

$1,000,000

$1,000,000

(361,000)

(123,000)

2026

2026

—

($202,300)

2029

2029

$2,367,364

$2,367,364

Taxes Due

(493,618)

(168,186)

Net After-Tax Sales Proceeds

$1,873,745

$2,199,178

Initial Capital Gain

$1,000,000

$1,000,000

Gain on Investment

1,367,364

1,367,364

Summary of QOF Tax Benefit Differential

Taxes Paid
Net After-Tax Proceeds
Net After-Tax Cash Benefit
of QOF Investment

(854,618)

(493,486)

$1,512,745

$1,873,878
$361,133

Relative Increase in Distributable
After-Tax Cash

23.87%

Net After-Tax IRR Benefit
of QOF Investment

2.55%

Pre-Tax Equivalent of IRR
Benefit of QOF Investment

3.99%

Note: This illustration does not represent any particular QOF investment. Table 1 is merely a hypothetical illustration
based on the assumptions listed to show the potential tax benefits of investing in a QOF investment. The tax rates and
returns used in the assumptions of this example may vary greatly and should not be construed as any results you would
achieve in a QOF investment. This information should not be construed as tax advice. Investors should consult their own
tax advisors to determine their individual benefits in a QOF investment.

transaction and, as such, the entire
$1-million capital gain is invested in
the QOF.
In the case of a California resident, the
return metrics and tax impact are as follows (see table 1):
A In the QOF scenario, the investor
pays the 12.3-percent California state
taxes from the transaction that generated the capital gain, or $123,000.
A In the same hypothetical development, not in a QOZ, the investor
pays $361,000 in taxes (23.8-percent
federal taxes plus the 12.3-percent
state taxes).
A Assuming a 15-percent basis
step-up, the QOF investor pays an
additional $202,300 in 2027 (deferred
through December 31, 2026).
A The QOF taxpayer pays $168,186 in
state taxes in 2030 following the
10-year holding period, for a total tax
payment of $493,486, against a total
net gain of $1,367,364.
A The non-QOF taxpayer pays
$493,618 in federal and state taxes,
for a total tax payment of $854,618,
against the same total net gain of
$1,367,364.
A Over the course of the 10-year investment, the QOF investor generates a
total return of $361,133 in excess of
the non-QOF investor ($1,873,878
versus $1,512,745 in net after-tax
proceeds for the QOF and the nonQOF investor, respectively), or
23.87 percent of additional net aftertax proceeds.
A On a present value basis, the QOF
investment generates an additional
255 basis points in after-tax internal
rate of return (IRR) relative to the
non-QOF investment.
A As a general proposition, depending
upon the investor’s personal tax attributes, the net after-tax IRR increase
equates to a pre-tax equivalent IRR of
12.99 percent, or 399 basis points in
excess of the pro-forma 9-percent IRR.
Using the same methodology for the
Texas investor (see table 2), given there
INVESTMENTS & WEALTH MONITOR
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are no applicable state taxes, such
investor also generates an additional
after-tax distribution for a QOF investment of $361,133 ($2,165,064 versus
$1,803,931 in net after-tax proceeds for
the QOF and the non-QOF investor,
respectively), or 20.02 percent more
than he or she would have earned for
an investment in the same asset not
located in a QOZ. That equates to an
additional after-tax IRR of 273 basis
points. Further, again depending upon
the investor’s personal tax character
istics, this generally equates to a pretax IRR of 12.59 percent, or 359 basis
points in excess of the 9.0-percent
pro-forma IRR.
As previously noted, if the investor is
enamored with the real estate offering
and the sponsor, the tax benefits
provided by Subchapter Z are very
compelling and there is no reason to
not therefore invest in 2019. What if,
however, the investor has either not
generated a capital gain in 2019 and/or
simply has not identified a suitable QOF
investment? What impact does investment in 2020, in which the investor will
receive only a 10-percent basis step-up
(as opposed to 15 percent) for his or her
zero-basis capital gains, have on the
overall return profile?
Whereas we view the deferral and up to
15 percent basis point step-up as motivating, it is the 100-percent fair market
value basis step-up after 10 years that is
the more impactful economic driver
behind the QOZ legislation. As such,
and as you may expect, the incremental
5-percent loss in basis step-up for an
investment made in 2020 is not material
for a 10-plus-year investment duration.
In the case of the California QOF investor, the total net after-tax investment
proceeds drop from $1,873,878 to
$1,861,978, which reduces the after-tax
IRR approximately 14 basis points.
The relative difference between a QOF
investment versus a non-QOF investment drops from 255 basis points to 241
basis points.
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The impact in Texas is comparable:
The total net after-tax investment
proceeds drop from $2,165,064 to
$2,153,164, which reduces the aftertax IRR approximately 16 basis points.
The relative difference between a QOF
investment versus a non-QOF investment drops from 273 basis points to
257 basis points.

Table

2

As discussed, this is a rudimentary
example intended to highlight the difference in the after-tax IRR from two
identical assets, one in a QOZ and the
other outside of a QOZ. In our simple
example, the return differential increases
meaningfully if the internal rate of
Continued on page 52

QOF AFTER-TAX COMPARATIVE BENEFIT, TEXAS RESIDENT
Assumptions
Capital Gain Proceeds from Sale

$ 1,000,000

Long-Term Gap Gains Rate
(Federal + ACA)

23.80%

Investment Duration prior to 12/31/26

7.00

Percent of Capital Gains
Taxes Stepped Up

15.00%

Taxpayer’s State: Texas

0%

Conforming State Legislation?

Yes

Traditional Portfolio
Return (annual IRR)

9.00%

QOF Pro-Forma Return (annual IRR)

9.00%
Traditional
Investment

Investment Year
Capital Gain
Capital Gain Tax Paid in 2020
End of Deferral Period

2019

2019

$1,000,000

$1,000,000

(238,000)

—

2026

2026

—

($202,300)

Capital Gains Taxes Payable in 2027
End of 10-Year Investment Period
Future Value of Investment

QOF Investment

2029

2029

$2,367,364

$2,367,364

Taxes Due

(325,433)

—

Net After-Tax Sales Proceeds

$2,041,931

$2,367,364

Initial Capital Gain

$1,000,000

$1,000,000

Gain on Investment

1,367,364

1,367,364

Summary of QOF Tax Benefit Differential

Taxes Paid
Net After-Tax Proceeds

(563,433)

(202,300)

$1,803,931

$2,165,064

Net After-Tax Cash Benefit
of QOF Investment
Relative Increase in Distributable
After-Tax Cash

$361,133
20.02%

Net After-Tax IRR Benefit
of QOF Investment

2.73%

Pre-Tax Equivalent of IRR
Benefit of QOF Investment

3.59%

Note: This illustration does not represent any particular QOF investment. Table 2 is merely a hypothetical illustration
based on the assumptions listed to show the potential tax benefits of investing in a QOF investment. The tax rates and
returns used in the assumptions of this example may vary greatly and should not be construed as any results you would
achieve in a QOF investment. This information should not be construed as tax advice. Investors should consult their own
tax advisors to determine their individual benefits in a QOF investment.
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such as the importance of understanding
how portfolio constraints affect the efficiency of implementing investment
ideas. One timely insight explores data
mining and the importance of perspective. To quote, “one should judge any
new investment idea on the basis of
whether it is sensible, predictive, consistent, and additive.”
Kahn also addresses the shift from
active to passive and the implications of
increased competition. He recognizes
that big data is a positive trend for
active management, as long as there are
appropriate filters to identify which data
is meaningful. Interestingly, he makes

the case for several newer sources of
data—social media, images, and video.
Smart beta/factor investing comes to
the fore and is clearly distinguished
from active investing. Kahn even makes
the case that incentive fees may become
more prevalent.2
The discussion culminates by addressing
the future of investment management.
This reviewer offers no sneak previews or
spoiler alerts. Suffice it to say that this
thought-provoking, 100+ page work is a
must-read for practitioners and investors.
Kahn’s work provides invaluable context
on the evolution and near-term3 future of
the investment management industry.

Judy Benson is a partner with Barrington
Partners in Boston, MA. She is a member
of the Investments & Wealth Monitor
Editorial Advisory Board. She earned a
BA in business administration and economics
from Simmons College. Contact her at
judith_k_benson@yahoo.com.

ENDNOTES
1. Ronald Kahn’s background was sourced
from the book and the institutional website
of BlackRock.
2. 	Several recent Investments & Wealth
Monitor articles address trends in incentive
compensation, their relatively low adoption
in mutual funds to date, and the testing of
new incentive structures in those vehicles,
the goal of which is to align investor and
investment manager goals.
3. 	Next five to 10 years.
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Continued from page 50
return from the underlying investment
increases. For example, in the California
scenario, the spread between the QOF
and non-QOF investment increases
from 255 basis points to 299 basis
points should the investment IRR
increase from 9 percent to 11 percent.

investor’s internal rate of return and
provide a return of capital necessary to
mitigate the investor’s capital gains tax
liability required to be paid in 2027,
resulting from the tax due on the original $1-million investment for that
portion not otherwise stepped up.

Further, these examples assume no
interim distributions from the investment. In the case of, say, a $100-million
multifamily development commenced
in January 2020 (investment made in
2019), it generally takes approximately
two years to deliver a completed development and another 12–18 months to
stabilize that asset to, say, 90-percent
occupancy. At that time, the sponsor
can recapitalize the property, slightly
increase the leverage ratio, and, given
the property appreciation generated over
the three to three-and-one-half years
required to stabilize the multifamily
community, generate excess financing
proceeds and provide the investor a taxfree distribution from the debt-financed
proceeds. Also at such time, the sponsor
can commence providing the investor
distributions from operating cash flow—
both of which serve to increase the

In the final analysis, and this cannot
be emphasized enough, this is a real
estate transaction. If you like the
transaction, property(ies), and sponsor,
the potential tax benefits provide a
powerful supplement to enhance
after-tax returns.
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Kevin A. Shields is the chairman and chief
executive officer of Griffin Capital Company,
LLC, an alternative investment management
firm that he founded in 1995. He earned a JD,
an MBA, and a BS degree in business, all from
the University of California, Berkeley. Contact
him at shields@griffincapital.com.
THIS IS NEITHER AN OFFER TO SELL NOR A SOLICITATION OF AN
OFFER TO BUY ANY SECURITIES. AN OFFERING IS MADE ONLY BY
A PRIVATE PLACEMENT MEMORANDUM. A COPY OF A PRIVATE
PLACEMENT MEMORANDUM MUST BE MADE AVAILABLE TO YOU
IN CONNECTION WITH AN OFFERING. THIS MATERIAL DOES NOT
CONSTITUTE TAX ADVICE TO ANY PERSON. A PERSON MUST
CONSULT WITH HIS OR HER OWN TAX ADVISORS REGARDING THE
TAX CONSEQUENCES TO THEM OF ACQUIRING AND OWNING AN
INVESTMENT IN PROPERTIES.

IMPORTANT RISK FACTORS
An investment in a Qualified Opportunity Zone Fund program is
subject to various risks, including but not limited to:
No public market typically exists for the interest of Qualified
Opportunity Fund programs. Qualified Opportunity Zone Fund
programs are generally not liquid.
Qualified Opportunity Zone Fund programs typically offer and sell
interests pursuant to exemptions to the registration provisions of
federal and state law and, accordingly, those interests are subject
to restrictions on transfer.
There is no guarantee that the investment objectives of any
particular Qualified Opportunity Zone Fund program will be
achieved.
Investments in real estate are subject to varying degrees of
risks, including, among other things, local conditions such as
an oversupply of space or reduced demand for properties, and
inability to collect rent, vacancies, inflation and other increases
in operating costs, adverse changes in laws and regulations
applicable to owners of real estate and changing market
demographics.
The acquisition of interests in a Qualified Opportunity Zone Fund
program may not qualify under section 1031 of the Internal
Revenue Code of 1986, as amended (the “Code”) for tax-deferred
exchange treatment.
The actual amount and timing of distributions paid by Qualified
Opportunity Zone Fund programs is not guaranteed and may vary.
There is no guarantee that investors will receive distributions or a
return of their capital.
Qualified Opportunity Zone Fund programs generally depend on
tenants for their revenue and may suffer adverse consequences
as a result of any financial difficulties, bankruptcy or insolvency
of their tenants.
Disruptions in the financial markets and challenging economics
conditions could adversely affect a Qualified Opportunity Zone
Fund program.
Capital Securities, LLC, Member FINRA/SIPC, is the dealer
manager for Private Placement Offerings sponsored by Griffin
Capital Company, LLC. ©2019 Griffin Capital Company, LLC. All
rights reserved.
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