Opportunity Zones
Tax incentives for investing in low-income communities
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About Baker Tilly

Baker Tilly is a nationally recognized, full-service accounting and advisory
firm whose specialized professionals connect with clients and their
businesses through refreshing candor and clear industry insight.
Headquartered in Chicago, Baker Tilly is an independent member of Baker
Tilly International, a worldwide network of independent accounting and
business advisory firms in 147 territories, with 33,600 professionals.
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Who we serve

Industry specialization and service expertise
In response to our clients’ needs and expectations, our firm is structured
around teams of industry-focused tax, accounting, auditing and consulting
specialists.

Middle-market focus

From fast-growing small companies to
large multinational corporations, our
collaborative service model has been
built on the needs of middle-market
businesses over the past 85 years.
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Baker Tilly’s OZ mapping tool

Find eligible areas at bakertilly.com/opportunityzones

Austin, Texas
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Baker Tilly’s OZ mapping tool

Find eligible areas at bakertilly.com/opportunityzones

Dallas, Texas

Houston, Texas
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Benefits of Opportunity Zones

Defer capital gain

Partial forgiveness of
capital gain
Total forgiveness of
appreciation
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Overview

> Established by the Tax Cuts and Jobs Act of 2017
> Incentive to stimulate significant economic development
> Encourages investments in certain low-income communities
– States designate Qualified Opportunity Zones (QOZ)

> Potential to defer and permanently reduce capital gain
– Deferral and reduction of gain, NOT a credit or deduction

> Requires reinvestment of the capital gain into Qualified Opportunity Fund
– Similar to 1031 gain but gain does not have to come from a real estate
investment

> Brand new, untested, thin guidance exists – no judicial doctrine
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What gain qualifies for tax benefits?

Participation in the Opportunity Zone (OZ) program begins
with investing capital gain into an Opportunity Fund.
> It includes long-term and short-term capital gain, collectables gain, gains

from the property governed by section 1231, capital gain dividend
distributions, but gains that would generate ordinary income are ineligible.

> The capital gain must originate from a sale or exchange with an unrelated
party within the previous 180 days.

> Investing other money alongside capital gain is permissible, but only the
capital gain portion of the investment qualifies for the tax benefits.

> When recognized, the deferred gain includes the same attributes in the
year of inclusion that it would have had if tax on the gain had not been
deferred.
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What type of investment qualifies?

Qualified Opportunity Zone business property means:
> Tangible property used in a trade or business
– We assume rental real estate qualifies as a trade or business
since it is used in an example in the newly released guidance—Revenue
Ruling 2018-29

> Property acquired by purchase after Dec. 31, 2017

– What about land already owned in an OZ? Does it qualify?

> The original use of such property in the qualified OZ commences with the
qualified Opportunity Fund or the Opportunity Fund substantially
improves the property
– Can you relocate an existing business into an OZ and qualify?

> Where the Opportunity Fund owns the property directly, substantially all
of the use of such property occurs within a qualified OZ

– What happens if a business expands outside an OZ? What does
“substantially all” mean for this purpose?
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Taxpayers eligible to elect gain
deferral-special rule for
pass-throughts
Partnerships as well as partners are eligible to defer the
capital gain.
> If a partnership elects to defer the gain, it is not included in the distributive
share of the partner

– All the tax benefits are applied at the partnership level and the original gain is
not taken into account by the partners

> If a partnership chooses not to defer the gain, then the partner has the
ability to make the election with regard to its distributive share

– The 180-day investment window generally begins at the close of the
partnerships taxable year
– Alternatively, if the partner has actual knowledge of the date the gain is
recognized by the partnership, it can elect 180-day window beginning at that
earlier date
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Original use or substantial
improvement

The original use of the Opportunity Zone property must
commence with the fund or there must be “substantial
improvement” to the property.
> The Opportunity Fund has a 30-month window to improve the property,

such that the basis of the property increases by an amount that exceeds
the amount of the adjusted basis at the beginning of the 30-month period.

> The basis of the land is excluded from the underlying calculation.
> For example, an Opportunity Fund acquires a building for $10 million, $4
million attributable to the land and $6 million attributable to the
improvement; at the end of 30-month period, improvements of $6 million
+$1 must be made.
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Benefits of the Opportunity Zone

> Deferral: The original gain invested is taxable only when the investment

in the Opportunity Fund is sold or Dec. 31, 2026, whichever occurs first.

> Partial forgiveness: If the OZ investment is held five years, the original

gain is discounted 10 percent (15 percent if held more than seven years).
Investment must be made by Dec. 31, 2019, in order to qualify for 15
percent discount since tax on original gain is due Dec. 31, 2026.

> Tax-free appreciation: If the Opportunity Fund investment is held for more
than 10 years, the tax basis of the OZ investment steps up to its fair
market value upon sale.

In effect, appreciation on the investment, but not the original deferred gain,
is eliminated permanently. Depreciation losses should be a permanent
benefit with a 10-year hold. We are awaiting IRS confirmation of this
significant tax benefit.
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Benefits of the Opportunity Zone

*This model assumes a 23.80 percent federal tax rate, 5 percent growth rate and 10 percent annual
investment return. This model is for illustration purposes only and contains certain financial
assumptions as to the possible future results that are inherently uncertain and subjective. We make
no representation or warranty as to the attainability of those assumptions or whether future results
will occur as illustrated.

15

Example impact on IRR

Assumptions
> Projects are economically identical (i.e., same cash and tax shelter
attributes), but one is within an OZ and one is not

> OZ investors defer 23.8 percent in capital gain tax, while non-OZ investor

pays 23.8 percent capital gains tax (both investors assumed to liquidate an
investment with a gain to make this investment)

> NOI growth of 2 percent per year, 3 percent management fee, triple net
tenants, 5 percent assumed vacancy, accelerated depreciation*

> Investment sold at 6 percent cap rate, net of 5 percent transaction expenses
> Annual income taxed at 29.6 percent and tax losses assumed to be used in
current year

After-tax IRR

OZ

Non-OZ

Improvement

5 years

7.8%

5.9%

32%

7 years

8.9%

6.9%

29%

10 years

10.9%

7.5%

45%

*Awaiting IRS confirmation on negative capital account step-up
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Benefits of the Opportunity Zone

What about the treatment of the investment before year 10?
> Investment generates income
– Pay tax on general operating income

> Investment generates losses

– Use losses to the extent possible, but no tax basis until year 5

> Sale of Opportunity Fund assets before year 10

– Investors realize gains on interim sales prior to year 10
– Gain would be recognized by the corporation or individual investor depending
on structure

> Avoidance of interim gain

– On the federal income tax treatment of any gains that are reinvested by the
Opportunity Fund, the IRS stated that “soon-to-be released proposed
regulations will provide guidance on these reinvestments…”
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Opportunity Zone eligible areas

Eligible areas based on low-income census tracts and tracts
contiguous to these low-income census tracts
> 8,000 Opportunity Zones in the U.S.
> 11 percent of country is designated as an Opportunity Zone
> We expect more guidance on Opportunity Zone Funds, Opportunity Zone
Businesses and Opportunity Zone Properties soon

> An interactive map of Opportunity Zones is available at
bakertilly.com/opportunityzones
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Investment structure:
direct investment

Taxpayer
Taxpayer

Deferred
capital gain

QOZ
Fund

$ acquisition

QZOBP
(project)

Taxpayer

Qualified
Opportunity Zone
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Investment structure:
indirect investment

Developer/
Partner

Taxpayer
Taxpayer
Taxpayer

50% stock or
partnership interest

Deferred
capital gain

QOZ
Fund

$
50% stock
or partnership
interest

$

Special Purpose Entity
Partnership Corp.

Project

Qualified
Opportunity Zone
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What investment types does the OZ
program favor?

Commercial real estate
> Works well since the program is focused on long-term investment and
real estate is not going to grow out of compliance like an operating
business potentially could

New business startup in an OZ after Dec. 31, 2017
> Also works well since it meets the requirements of the qualified
Opportunity Zone Business Property

Expanding an existing business into an OZ
> Works well, but if the business outside of the OZ is a substantial part of
your business, may have to set up a regarded entity to run operations
inside the OZ; new 70/30 rule for qualified Opportunity Zone business
affords some leeway

Small business already in an OZ with large expansion
> If already in an OZ at Dec. 31, none of the assets would be Qualified

Opportunity Zone Business Property; would have to meet “substantial
improvement” requirement
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QOZ fund certification process

IRS recently provided guidance regarding Opportunity Zone
Fund certification:
> To establish an Opportunity Fund, the IRS states that there is no formal
approval or action required by the IRS

> An eligible taxpayer “self-certifies” the investment
> An informational form (Form 8996) is completed and attached to the

taxpayer’s timely filed federal income tax return for the year in which the
investment is made

> This process appears to be very informal with no official IRS consent
required for the Opportunity Fund investment
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States layer benefits in
Opportunity Zones

Missouri

Proposes an increased cap for state historic
credits for properties located in OZs

California

Introduces a bill to exempt projects in OZs from
the CA Environmental Quality Act

New Jersey
Ohio

Provides monetary assistance for rents from their
economic development authority for businesses
that locate in OZs
Proposes a 10 percent nonrefundable state tax
credit for investments of at least $25,000 in an OZ
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Open issues

> Can an Opportunity Fund have debt-financed
distributions?

– Or does that constitute an exchange that ends the investment’s
tax benefits?

> Must investors recognize interim capital gains incurred
as the result of the sale of qualified Opportunity Zone
Property?

– To the extent any qualified property is sold during the OZ
investment period, interim capital gains may be realized.
Additional guidance would provide comfort to OZ investors and
fund managers with respect to the ability to sell and reinvest in
new qualified assets within the same fund.

> What actions of a qualified Opportunity Fund lead to
decertification?

– The guidance indicates the Treasury and IRS intend to publish
additional proposed regulations to address conduct that leads to
decertification of a qualified opportunity fund.
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Open issues

> The definition of “substantially all” as applied to several
provisions of the statute.

– . While the substantially all test for qualified OZ business
property held by an OZ business was set at 70 percent, the
definition of substantially all for other rules was left undefined.

> What does “additions to basis with respect to such
property” mean?

– Can a second building or improvement qualify?

> Can an Opportunity Fund lend capital?

– Or is lending limited since the Opportunity Fund must have
90 percent of its assets invested in qualified OZ property?

25

Open issues

> How does the “substantial improvement” requirement
apply to a direct business requirement versus a real
estate investment?
– We are waiting for clarification on the application of the OZ
legislation to an operating business

> Is public infrastructure an allowable investment for an
Opportunity Fund?

– The law does not prohibit investment in public infrastructure, but
infrastructure alone is probably not a permissible investment
since a government cannot accept equity investments

> Will states follow suit and exempt state taxes for OZ
investors?

– Some states have adopted the federal OZ legislation, including
Wisconsin, as well as adding their own layered benefits
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Active projects in Austin

Source: www.arcgis.com
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What gain qualifies for tax benefits?

Experience developed by industry specialization.
Baker Tilly works with more than 3,200 commercial and residential real estate
developers, owners, operators, lenders, and investors across North America. The
knowledge of our tax, audit, and advisory professionals is built on a deep
understanding of the challenges specific to real estate specialties, including:

> Commercial
>
>
>
>
>
>
>
>
>

Residential
Office
REIT
Hospitality
Industrial
Independent and assisted living
Senior living
Affordable housing
Owners (Healthcare, Higher Ed, etc.)
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Services for the real estate industry

> Entity structuring
> Tax planning
> Financial & capital needs
> Tax credits & incentives

> Needs assessment
> Highest & best use analysis
> Market & feasibility studies
> Zoning & permitting analysis
> Transaction modeling

> Due diligence
> Lease abstracts
> Valuation
> Transaction services
> Like-kind exchanges
(1031)

> Contract negotiation
> Construction contract compliance
and cost control
> Fraud and forensic accounting
> Tax risk management
> Regulatory compliance
> Business continuity planning
> Insurance review
> Cash management
> Recruiting, training &
benefits
> Cost segregation
> Business process
development
> Information system
selection &
implementation

> Buyer search
> Like-kind exchanges (1031)
> Workout and bankruptcy
consultation
> Wealth management

> Compliance reporting
> Accounting and financial
statement preparation
> Tax management
> Risk management
> Investor management
> Financial restructuring
> Asset performance analysis
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Disclosure

The information provided here is of a general nature and is not
intended to address the specific circumstances of any individual or
entity. In specific circumstances, the services of a professional should
be sought. Tax information, if any, contained in this communication was
not intended or written to be used by any person for the purpose of
avoiding penalties, nor should such information be construed as an
opinion upon which any person may rely. The intended recipients of
this communication and any attachments are not subject to any
limitation on the disclosure of the tax treatment or tax structure of any
transaction or matter that is the subject of this communication and any
attachments.
Baker Tilly refers to Baker Tilly Virchow Krause, LLP, an independently
owned and managed member of Baker Tilly International.
© 2018 Baker Tilly Virchow Krause, LLP
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