
Introduction 
After Congress enacted the Qualified Opportu-
nity Zone (“QOZ”) legislation in late 2017, signif-
icant funds began flowing into projects located in 
low-income communities, and taxpayers making 
the investments are set to obtain several federal 
income tax benefits. In light of these realities, 
everybody must be pleased with the QOZ pro-
gram thus far, right? Wrong. Various oversight 
groups and members of Congress have criticized 
aspects of the QOZ program and demanded ac-
tion, including increased enforcement by the IRS.  

This article describes the purpose of QOZs, how 
properties eligible for investment were selected, key 
terminology and concepts, three tax benefits for in-
vestors, penalties for non-compliance, filing obliga-
tions, special anti-abuse measures, administrative 
guidance, initial criticisms of the QOZ program, 
and early IRS enforcement actions.  

Purpose of the legislation 
Many believe that the U.S. economy functions in-
dependently, guided only by complicated market 

forces. That is not the case. Congress often ma-
nipulates behavior through the legislation it en-
acts. For instance, Congress periodically offers tax 
incentives designed to encourage private invest-
ment in troubled areas.1 One recent example was 
the passage of Section 1400Z-1 and Section 
1400Z-2, the foundation of the QOZ program.  

Why did Congress feel it appropriate to pass 
this law? According to legislative history, Con-
gress introduced the QOZ program in hopes 
that it would help revitalize distressed commu-
nities, serve as a catalyst for growth and oppor-
tunity, attract inactive capital, stop business 
closures, foment entrepreneurship, and ensure 
that local needs are met by allowing state Gov-
ernors to play a key role in the process.2 

The IRS’s explanation for the legislation was 
more clinical. It stated that the idea was “to 
provide specified federal income tax benefits to 
[investors] to encourage the making of longer-
term investments . . . of new capital in one or 
more [QOZs] and to increase the economic 
growth of such [QOZs].”3 One Congressman, 
an early advocate of QOZs, described the goal 
in a different manner. He indicated that the in-
tent was a “noble enterprise in trying to get 
early-stage capital to hard-to-reach areas,” a 
recognition that about 80% of all private equity 
investments currently go to just three coastal 
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states, and a desire to redirect money to the 
“flyover states.”4 

Selecting locations for investment 
A QOZ is a “low-income community” that was 
properly designated.5 Designation was a two-step 
process. The Chief Executive Officer of each state, 
which was ordinarily the Governor, first reviewed 
the eligible properties and nominated particular 
tracts for QOZ status. After receiving the nomina-
tions, the Treasury Secretary, with assistance from 
the Community Development Financial Institu-
tions Fund, certified them.6 The deadline for des-
ignating QOZs closed in mid-2018, such that 
there will be no additional QOZs, absent a legisla-
tive change in the future.7 There are approxi-
mately 8,750 QOZs.8 

In identifying potential tracts for QOZ sta-
tus, Governors were instructed to give appro-
priate consideration to areas that were already 
the focus of mutually reinforcing state, local, 
and/or private economic-development initia-
tives, have recently experienced significant lay-

offs due to business closures or relocations, 
and have prior success with geographically-tar-
geted development programs, such as Promise 
Zones, New Market Tax Credits, Empower-
ment Zones, and Renewal Communities.9 

Limits existed on the number of QOZs, of 
course. Generally, the amount of QOZs could 
not exceed 25% of the total low-income com-
munities in a particular state.10 

Certain tracts of land that did not qualify as 
low-income communities could still become 
QOZs. For this to occur, the tract in question 
had to be contiguous to a QOZ, and the me-
dian family income in such tract could not ex-
ceed 125% of that in the neighboring QOZ.11 
Moreover, not more than 5% of the tracts in a 
state could achieve QOZ status thanks to the 
contiguous-property method.12 

Some people have urged the IRS to reopen 
the process in order to add, remove, or modify 
QOZs to comport with updated census data 
and/or initial investment activity. The IRS has 
said that its hands are legislatively tied, explain-
ing that “Section 1400Z-1 provides the statu-

tory authority for one round of nominations 
and designations [so] there are no current or 
proposed plans to reopen consideration of ad-
ditional census tracts to be designated as 
QOZs.”13 

A peek at key terminology 
As one would expect with a multi-billion-dollar 
government incentive program, the terms and 
rules are extremely complicated; several hundreds 
of pages of regulations prove that. There will be 
plenty of time to dig into the details as the IRS 
starts challenging QOZs in earnest. For now, it is 
enough to review the broader background.  

The main characters in a typical, simplified 
scenario are the investor, Qualified Opportu-
nity Fund (“QOF”), and Qualified Property.  
• An eligible taxpayer, sometimes referred to as 

an investor, engages in a transaction triggering 
capital gains, which he then invests in a QOF 
within 180 days of the transaction. Investors 
can be certain individuals, business entities, 
tax-exempt organizations, trusts, or estates, 
but this article refers to all investors as individ-
uals for the sake of simplicity.14 

• A QOF is an investment vehicle, which is a 
partnership or corporation, which was estab-
lished for purposes of investing in Qualified 
Property, and which holds at least 90% of its 
assets in Qualified Property.15 

• Qualified Property means tangible property, 
acquired by cash purchase after 12/31/2017, 
whose original use begins with the QOF or 
which is substantially improved by the QOF, 
and substantially all of whose use takes place in 
the QOZ.16 A QOF can hold Qualified Prop-
erty in one of two ways, directly or indirectly. 
Direct ownership needs no further discussion. 
Indirect ownership, however, requires an ex-
planation. A QOF can own either Qualified 
Stock in a corporation or a Qualified Interest 
in a partnership, which, in turn, holds the 
Qualified Property.17 

Tax benefits for investors 
Taxpayers making a QOF investment hope to 
take advantage of the three tax benefits.  

First benefit – tax deferral on rollover gain. 
A taxpayer generally can elect to defer federal 
income taxes on the capital gains triggered by 
engaging in a sale or exchange of property with 
an unrelated person, as long as the taxpayer in-
vests such gains in a QOF within 180 days.18 In 
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other words, a taxpayer can postpone paying 
federal income taxes on capital gains if he 
properly reinvests them in a QOF (“Rollover 
Gains”).19 

The tax deferral can theoretically last up to 
nine years, from 2018 (i.e., the first year tax de-
ferral was available) through 2026 (i.e., the ter-
mination date set forth in the regulations). 
The tax deferral might end before 2026, 
though, if the taxpayer disposes of his QOF in-
vestment earlier, or if another “inclusion 
event” occurs.20 

The taxpayer’s basis in the Rollover Gains is 
$0 when he reinvests them in a QOF, but the 
basis increases somewhat the longer the tax-
payer keeps his QOF investment. The tax-re-
duction-via-basis-adjustments are described 
further below.  

A taxpayer can choose to invest all the pro-
ceeds from a sale or exchange of property in a 
QOF, meaning both the return of basis and the 
capital gain. This produces what is called a 
“Mixed Fund.”21 However, tax deferral only ap-
plies to the Rollover Gain (i.e., capital gain), as 
shown by the example below.  

[I]f a taxpayer sells stock at a gain and invests the 
entire sales proceeds (capital and return of basis) in 
a [QOF], an election can be made only with respect 
to the capital gain amount. No election can be made 
with respect to the amounts attributable to a return 
of basis, and no special tax benefits apply to such 
amounts.22 

Second benefit – reduced taxes on rollover 
gain. If a taxpayer maintains his investment in 
a QOF for more than five years before dispos-
ing of it, the Rollover Gain will be subject to re-
duced taxes.23 This benefit is not the result of 
lowering the tax rate, but rather it stems from 

increasing the taxpayer’s basis in the Rollover 
Gain from $0. Put another way, the tax rate re-
mains the same, but the amount of gain subject 
to such rate drops.24 

Specifically, if a taxpayer holds the QOF in-
vestment for at least five years before disposing 
of it, his basis increases by 10% of the Rollover 
Gain.25 The pot gets sweeter where a taxpayer 
holds his QOF investment for at least seven 
years; the basis rises to 15% of the Rollover 
Gain.26 

The character of the Rollover Gain survives 
the QOF investment.27 This means that when 
tax-deferral ends and the IRS obligates taxpay-
ers to pay taxes on the Rollover Gain, the ques-
tion of whether it will face short-term or long-
term capital gain rates is dictated by the 
character of the Rollover Gain at the time it was 
originally invested in the QOF years earlier. In 
other words, holding the Rollover Gain in a 
QOF for several years does not serve to convert 
it from short-term to long-term. 28 

Third benefit – tax exclusion on fund appre-
ciation. In cases where a taxpayer stays the 
course for at least 10 years, he avoids federal 
income taxes altogether on the appreciation 
of the Rollover Gain as a result of its long-
standing investment in a QOF (“Fund Appre-
ciation”).29 As readers will recall, the taxpayer 
will have already paid federal income taxes on 
the Rollover Gain by or before 2026, although 
in a reduced amount thanks to the basis in-
crease of 10% or 15%. The issue here focuses 
on exclusion of Fund Appreciation (i.e., in-
crease in value of the Rollover Gain invested 
in a QOF) from federal income taxes for a tax-
payer who holds his QOF investment for at 
least 10 years.  
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This tax exclusion, which taxpayers must 
elect, occurs by way of basis adjustment, as op-
posed to tax-rate manipulation. If the taxpayer 
disposes of his QOF investment after the 10-
year period, his basis in the QOF investment 
will be equal to the fair market value of the 
QOF investment on the date of disposition.30 
The IRS assumes that the fair market value and 
sales price will be one and the same.31 The effect 
of increasing the basis to match the sales price 
is an exclusion of Fund Appreciation from fed-
eral income taxes.  

A taxpayer must hold the QOF investment 
for at least 10 years to benefit from income ex-
clusion, but he can maintain it much longer if 
he so desires. In particular, a taxpayer can keep 
the QOF investment and make the income-ex-
clusion election up until 12/31/2047.32 

Summary of the three tax benefits. In sum-
mary, Section 1400Z-2 essentially offers 
three tax benefits for an investor: (1) deferral 
for up to nine years on payment of federal in-
come taxes on Rollover Gain, which allows 
the investor to harness the time value of 
money; (2) reduction of income taxes on 
Rollover Gain when a taxpayer holds the 
QOF investment for at least five years, 
achieved through basis increases; and (3) ex-
clusion of Fund Appreciation from federal 
income taxes when a taxpayer holds the QOF 
investment 10 years or more, accomplished, 
again, by way of basis increases.33 Below is an 
illustration of how these tax benefits function 
together:  

On 6/30/2019, Taxpayer has a basis in XYZ stock 
of $40 and sells such stock for $140, realizing a 
capital gain of $100. Taxpayer reinvests the $100 
gain (but not the $40 return of capital) in a QOF 
within the 180-day period. Taxpayer does not have 
to pay tax on the capital gain in 2019. Taxpayer’s 
initial basis in the QOF investment is $0. On 
6/30/2024, Taxpayer has held the QOF investment 
at least five years, so his basis increases to $10. On 
6/30/2026, Taxpayer has held the QOF investment 
at least seven years, so his basis increases an additional 
$5 to $15. On 12/31/2026, Taxpayer must recognize 
$85 of gain (i.e., $100 in Rollover Gain less $15 in 
basis), even though he has not sold the QOF in-
vestment. On 7/1/2029, Taxpayer has held the QOF 
investment for at least 10 years, so he sells it for 
$219 and pays no additional tax on the Fund Ap-
preciation.34 

For those readers who became blurry-
eyed reading the preceding examples, Ex-
hibit 1 is a chart reflecting the concepts in a 
visual fashion. It assumes a 7% annual com-
pounded rate of return on the QOF invest-
ment.35 

Exhibit 1 shows that a taxpayer who takes 
$100,000 of Rollover Gain, invests it in a QOF, 
and maintains it for the long haul will postpone 
payment of federal income taxes on Rollover 
Gain from 2019 to 2026, escape taxes on 
$15,000 of Rollover Gain thanks to two basis 
increases, and avoid taxes on Fund Apprecia-
tion of $96,715. Viewed from another angle, 
when it comes to his investment worth 
$196,715 in 2029, the taxpayer only had to pay 
taxes on $85,000 (of approximately $17,000) in 
2026, with the remainder being tax-free.36 
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EXHIBIT 1 
Qualified Opportunity Fund Investment 

Year Value of QOF 
 Investment Basis Increases Mandatory Capital 

Gain Recognition
Amounts Taxed If 
 Investment Sold

2019 $100,000 $0 n/a $100,000 

2020 $107,000 $0 n/a $107,000 

2021 $114,490 $0 n/a $114,490 

2022 $122,504 $0 n/a $122,504 

2023 $131,080 $0 n/a $131,080 

2024 $140,255 $10,000 n/a $130,255 

2025 $150,073 $10,000 n/a $140,073 

2026 $160,578 $15,000 $85,000 $60,578 

2027 $171,819 $15,000 n/a $71,819 

2028 $183,846 $15,000 n/a $83,846 

2029 $196,715 $15,000 n/a $0



Comparison –with and without the tax in-
centive. In addition to seeing the effects of the 
three tax benefits in isolation, it is worthwhile 
comparing an investment with and without the 
QOZ program. Assume for this illustration 
that a taxpayer has Rollover Gain of $100 in 
2019, the capital gains rate is 20%, and the in-
terest rate is 2.5%.  

If a taxpayer were to decide not to invest the 
$100 of Rollover Gain in a QOF, and if the rate 
of return on his investment were 9%, the fol-
lowing would occur: (1) in 2010, the taxpayer 
would pay $20 in capital gains tax on the $100 
of Rollover Gain; (2) at the 10-year mark, in 
2029, the $80 investment would have grown to 
$231; (3) the taxpayer would pay $30 in capital 
gains tax on the $231 of Fund Appreciation; 
and (4) the taxpayer would have $201 leftover 
in 2029 (i.e., $231 minus $30).  

On the other hand, if a taxpayer were to de-
cide to invest the $100 of Rollover Gain in a 
QOF, and if the rate of return on his investment 
were 6%, the following would occur: (1) in 2019, 
the taxpayer would pay $0 in capital gains tax on 
the $100 of Rollover Gain; (2) at the seven-year 
mark, 2026, the taxpayer would be obligated to 
pay $17 in capital gains tax on the $85 of 
Rollover Gain, achieved after applying the $10 
and additional $5 basis increases; (3) at the 10-
year mark, in 2029, the $100 investment would 
have grown to $219; (4) the taxpayer would pay 
$0 in capital gains tax on the $119 of Fund Ap-
preciation; (5) the taxpayer paid $1 in interest 
charges on the $17 he borrowed from 2026 to 
2029; and (6) the taxpayer would have $201 left-
over in 2029 (i.e., $219 minus $17 minus $1).  

The preceding illustration demonstrates 
that a taxpayer would achieve the same after-

tax result, using the same amount of money, 
whether he made a non-QOF investment 
yielding a 9% return or a QOF investment 
yielding a 6% return.37 

Penalties for shirking standards 
As explained above, in order for a partnership or 
corporation to be a QOF, it must have been 
formed for purposes of investing in Qualified 
Property and, in fact, must hold at least 90% of its 
assets in Qualified Property.38 The partnership or 
corporation, in other words, must talk the talk 
and walk the walk. What happens if a QOF fails to 
maintain the investment standard? The IRS as-
serts sanctions, of course.  

If a QOF does not continuously meet the 
90% test, it must pay a penalty for each non-
compliant month, calculated according to the 
following formula: 90% of the gross assets of 
the QOF, divided by the total amount of Qual-
ified Property held by the QOF, multiplied by 
the applicable interest rate.39 The IRS refrains 
from imposing this penalty, however, in situa-
tions where there is “reasonable cause” for the 
violation.40 

Tax and information returns 
Participation in a QOF investment triggers sev-
eral reporting obligations with the IRS, the most 
noteworthy of which are examined below.  

Investors. Investors must file their annual tax 
return, which, in the case of individuals, is Form 
1040 (U.S. Individual Income Tax Return). 
They must enclose various information returns 
with their Forms 1040. For example, investors 
file a Form 8949 (Sales and Other Dispositions 
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of Capital Assets) to report the capital gain they 
are deferring thanks to their QOF investment 
(i.e., Rollover Gain), as well as any capital gains 
that they later must recognize.41 Individual in-
vestors also must file Form 8997 (Initial and 
Annual Statement of Qualified Opportunity 
Fund Investments) to notify the IRS about the 
Rollover Gain, the value of the QOF investment 
at the beginning and end of each year, any cap-
ital gains triggered by the end of tax-deferral on 
Rollover Gain or by disposition of the QOF in-
vestment, and more.42 

QOFs. QOFs have duties, too. They must 
file their annual tax return, namely, Form 
1065 (U.S. Return of Partnership Income) or 
one of the many varieties of Form 1120 (U.S. 
Corporation Income Tax Return). Moreover, 
QOFs must enclose Form 8996 (Qualified Op-
portunity Fund) to self-certify to the IRS that 
they meet all standards to be considered 
QOFs, provide details about their direct or in-
direct investment in Qualified Property, and 
calculate the penalty if they fail to maintain the 
90% investment standard.43  

Anti-abuse measures 
Congress broadly tasked the IRS with producing 
all regulations that might be necessary and appro-
priate to carry out Section 1400Z-1 and Section 
1400Z-2 including, but not limited to, rules to 
prevent abuse.44 The IRS has already introduced 
two “anti-abuse rules” specifically designed for 
the QOZ context.  

General anti-abuse rule. The IRS first cre-
ated the “general anti-abuse rule,” which 
warns that the IRS plans to recharacterize 
any transaction or series of transactions a 
“significant purpose of [which] is to achieve 
a federal income tax result that is inconsis-
tent with the purposes of Section 1400Z-2 
and the [corresponding] regulations.”45 The 
IRS further hinted that recharacterization 
might result in an investment not meeting 
the QOF standards, thereby depriving in-
vestors of the three tax benefits described 
above.46 

Special anti-abuse rule for partnerships. The 
IRS next came up with a “special anti-abuse 

rule for partnerships.”47 Under this rule, if a 
partnership is formed or utilized with a “signif-
icant purpose” of avoiding the requirement 
that a capital gain must otherwise be subject to 
federal income tax in order to qualify as 
Rollover Gain, the IRS intends to disregard 
such partnership, partially or entirely, to pre-
vent the existence of a QOF investment for any 
partner who would not personally meet the re-
quirements.48 

Examples of application of anti-abuse rules. 
The IRS formulated the following examples to 
show how it plans to apply the anti-abuse 
rules.49 

Example 1. Two nonresident alien individ-
uals plan to sell stock at a gain of $50, invest 
the resulting capital gain in a QOF, and then 
make a tax-deferral election under Section 
1400Z-2(a). They would make this election 
with the intent of holding the QOF invest-
ment for 10 years and then making an elec-
tion to increase the basis to fair market value. 
A gain on a sale of the stock by the individu-
als, however, would not be subject to federal 
income tax, and thus would not qualify as 
Rollover Gain. Therefore, instead of selling 
the stock personally, the individuals form a 
domestic partnership with a significant pur-
pose of using such partnership to make a tax-
deferral election. The individuals contribute 
their stock to the newly-formed partnership 
in exchange for partnership interests, after 
which the partnership sells the stock, gener-
ates $50 in gain, and invests it in a QOF. If the 
partnership had not made a tax-deferral elec-
tion, the individuals would not have been 
subject to tax on the portion of the partner-
ship’s recognized gain on the sale of the stock 
allocated to them.  

Based on these facts, the partnership was 
formed and availed of with a significant pur-
pose of avoiding the requirement that 
Rollover Gain must otherwise be subject to 
capital gains tax. Accordingly, under the 
“special anti-abuse rules for partnerships,” 
the IRS will disregard the partnership, and 
the $50 investment will not qualify for QOF 
treatment.50 

Example 2. Two nonresident alien individu-
als plan to sell stock at a gain of $50, invest the 
resulting capital gain in a QOF, and then make 
a tax-deferral election under Section 1400Z-
2(a). They would make this election with the 
intent of holding the QOF investment for 10 
years and then making a tax-exclusion election 
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a QOF, it must have been formed for purposes 
of investing in Qualified Property and, in fact, 
must hold at least 90% of its assets in 
Qualified Property.



on the Fund Appreciation. A gain on a sale of 
the stock by the individuals, however, would 
not be subject to federal income tax, and thus 
would not qualify as Rollover Gain. Therefore, 
the individuals contribute their stock to an ex-
isting partnership, the sole partners of which 
are U.S. citizens, with a significant purpose of 
utilizing the partnership to make them eligible 
for immediate tax-deferral and later tax-exclu-
sion. During the relevant year, the partnership 
sells property it owned before the individuals 
contributed their stock, resulting in capital 
gain of $100, all of which is eligible to be in-
vested in a QOF. The partnership also sells the 
stock contributed by the individuals, resulting 
in $50 of capital gain. The partnership then in-
vests the entire $150 in a QOF and makes a tax-
deferral election.  

The individuals availed of the partnership 
with a significant purpose of avoiding the QOZ 
requirements. Thus, the IRS will use the “spe-
cial partnership anti-abuse rule” to disregard 
the partnership with respect to the $50 gain 
from the sale of the stock, such that the $50 
gain is not Rollover Gain. The partnership will 
become a Mixed Fund, with $100 constituting 
a QOF investment, and $50 not constituting a 
QOF investment.51 

Example 3 — Part 1. Entity C is a QOF. It 
owns stock in Corporation C, which is Quali-
fied Stock. Entity C also owns stock in Corpo-
ration D, which is not Qualified Stock, and 
which represents less than 10% of the total as-
sets of Entity C. The regulations cause Entity C 
to be a related party with both Corporation C 
and Corporation D. At this point, Individual is 
not considered a related person with respect to 
Entity C, Corporation C, or Corporation D. 

Individual sells tangible property to Corpora-
tion C for $100 and sells other tangible prop-
erty to Corporation D for $75. Individual real-
ized total capital gains of $175 from the two 
sales, which he invested in Entity C, treated as 
Rollover Gain, and made a tax-deferral elec-
tion.  

The investment by Individual in Entity C 
resulted in him becoming a related party to 
Corporation C and Corporation D pursuant to 
the regulations. This related-party status ren-
dered Individual ineligible to classify the $175 
as Rollover Gain because the relevant sale or 
exchange must have occurred between Indi-
vidual and an unrelated party.52 

Example 3— Part 2. The situation is the 
same as in Example 3 Part 1, directly above, ex-
cept that Entity C contributes the $100 and $75 
(previously invested by Individual) to Corpo-
ration C and Corporation D, respectively, as 
part of a larger plan. Under the step-transac-
tion doctrine and circular-cash-flow princi-
ples, the IRS would disregard this movement of 
funds as being inconsistent with the purposes 
of Section 1400Z-2 and its regulations. The IRS 
would treat the series of transactions as a con-
tribution by Individual of tangible properties 
to Entity C in exchange for an interest in Entity 
C, followed by a contribution by Entity C of the 
tangible properties to Corporation C and Cor-
poration D.53 

Example 4. Entity D is a QOF. It owns a ma-
jority interest in Partnership D, which consti-
tutes a Qualified Partnership Interest. Partner-
ship D acquires land located in a QOZ. At the 
time of acquisition, there was no plan or intent 
to develop or otherwise utilize the land in a 
trade or business that would substantially in-
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crease the economic productivity of the land. 
Instead, there was a plan to pave the land for 
use as a parking lot. Partnership D planned to 
install a gate to the paved parking area, a small 
structure that would serve as an office for a 
parking attendant, and two self-pay stations for 
use by customers. The parking lot was not rea-
sonably expected to expand significantly, and 
the initial small number of employees was not 
reasonably expected to significantly increase. A 
significant purpose for the acquisition of the 
land was to sell it at a profit and exclude any 
capital gain from appreciation by making an 
election under the QOZ rules.  

The acquisition of the land is a transaction 
carried out to achieve a federal income tax re-
sult that is inconsistent with the purposes of 
Section 1400Z-2 and the corresponding regu-
lations. Consequently, the land is not Qualified 
Property and the gain from the sale of the land 
will not be excluded from gross income under 
the QOZ rules. This recharacterization is ap-
propriate to ensure that the tax results of the 

transaction are consistent with the purposes of 
Section 1400Z-2 and its regulations.54 

Example 5. Entity D is a QOF. It owns a ma-
jority interest in Partnership D, which consti-
tutes a Qualified Partnership Interest. In year 1, 
Partnership D acquired a tract of land located in 
a QOZ, whose owner at the time was using the 
land for hog and pig farming. Partnership D pro-
jected that the land would significantly increase 
in value during the following 10-year period. At 
the time of acquisition, Partnership D intended 
to conduct sheep and goat farming activities on 
the land (instead of hog and pig farming), and 
then did so. During the 10-year period, Partner-
ship D made significant capital improvements to 
the land, including improvements to existing 
farm structures, construction of new farm struc-
tures, and installation of a new irrigation system. 
As expected, the value of the land substantially 
increased during the following decade.  

The ownership of the QOF in Partnership D 
was a Qualified Partnership Interest. There-
fore, the gain upon the sale of its interest in 
Partnership D after holding it for 10 years was 
excluded from federal income taxes. The mod-
ification of the land to suit sheep and goat 

farming activity from its previous use of hog 
and pig farming, as well as the significant capi-
tal improvements made to the land, comprise a 
significant investment in the business activities 
on the land. Thus, Partnership D did not hold 
the land solely for speculative investment. 
Consequently, the acquisition of the land, the 
activities conducted on the land, the capital 
improvements made to the land, and the later 
disposition of the land for a significant profit 
are not inconsistent with the purposes of Sec-
tion 1400Z-2 and its regulations, and the “gen-
eral anti-abuse rule” does not apply.55 

Example 6. Individuals intend to sell stock, 
generate capital gain, and invest it in a QOF. 
The individuals form Entity F and file Form 
8996 certifying that it is a QOF organized for 
purposes of investing in Qualified Property. 
However, the individuals have no intention of 
investing in Qualified Property. Instead, the 
individuals intend to invest in other property 
hoping that it will appreciate substantially. 
Each year, Entity F files Form 8996 and pays 
the applicable penalty for not meeting the 
90% investment standard. After holding their 
interests in Entity F for 10 years, the individ-
uals sell them to an unrelated third party for a 
substantial gain and make an election to ex-
clude the Fund Appreciation.  

A significant purpose of the transaction is to 
achieve a tax result that is inconsistent with the 
purposes of Section 1400Z-2 and its regula-
tions. Therefore, the IRS will recharacterize 
matters, such that Entity F is not a QOF and the 
individuals are not eligible to make tax-defer-
ral or tax-exclusion elections.56 

Example 7. Entity E treats itself as a QOF. It 
owns all the stock in a domestic corporation, 
Corporation E, and treats it as Qualified Stock. 
Corporation E uses the majority of the cash in-
vested by Entity E to purchase gold bars from 
unrelated parties. The aggregate value of the 
gold bars is $1,000. Corporation E rents a safe 
deposit box in a QOZ and hires one employee 
to manage the purchase and sale of gold bars. 
Each year, Corporation E purchases a small 
number of additional gold bars and sells to cus-
tomers a portion of the gold bars on hand. The 
aggregate value of both the purchases and sales 
approximates half the value of the bars held at 
the beginning of the year. Corporation E seeks 
to treat the gold bars as Qualified Property. 
When Corporation E began the gold bar busi-
ness, it did not reasonably expect that the busi-
ness or number of employees would signifi-
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rules” specifically designed for the QOZ 
context. 



cantly increase, but gold was reasonably ex-
pected to appreciate. After holding Entity E for 
more the 10 years, the investors sell their entire 
interests and make an election to exclude the 
gain.  

A significant purpose of Corporation E’s ac-
tivities is to achieve a tax result that is inconsis-
tent with the purposes of Section 1400Z-2 and 
its regulations. The gold bar business carried 
out by Corporation E was merely speculative in 
nature and was not expected to increase eco-
nomic activity in the QOZ. Consequently, the 
gold bars are not Qualified Property. Corpora-
tion E fails to be a qualified business, unless 
other assets that it owns or leases are Qualified 
Property that satisfy all relevant requirements. 
If Corporation E fails to be a qualified business, 
Corporation E’s stock fails to be Qualified 
Property in the hands of Entity E.57 

Doubling down on the anti-abuse rules. Im-
portantly, despite requests from the public, the 
IRS has refused to (1) create a safe harbor from 
the anti-abuse rules in situations where a QOF 
attempts in “good faith” to comply with all the 
rules, (2) issue a list of per se abusive activities, 
or (3) allow anticipatory disclosure by a QOF 
of beneficial community outcomes to prevent 
application of the anti-abuse rules.58 

Administrative guidance thus far 
The IRS has issued various items of administra-
tive guidance since Congress enacted Section 
1400Z-1 and Section 1400Z-2 in December 2017. 
The main ones are set forth below.  

Revenue Procedure 2018-16. The IRS’s first 
effort out of the gate was Revenue Procedure 
2018-16, which offered guidance to Gover-

nors about the procedures for designating 
tracts as QOZs.59 Among other things, it pro-
vided online data identifying the location and 
demographic statistics regarding over 41,000 
tracts that were eligible for designation.60 This 
included both low-income communities, 
which could directly qualify as QOZs, as well 
as contiguous tracts that were not low-income 
communities, which could indirectly qualify.61 
Importantly, the IRS acknowledged that it 
used the best information available at the time, 
but it was somewhat outdated. In identifying 
potential tracts, the IRS utilized census data 
from 2011 through 2015, even though Gover-
nors were selecting tracts in 2018 for invest-
ments that might endure for decades.62 

The IRS granted considerable flexibility in 
terms of designations. For instance, it offered a 
“safe harbor,” indicating that if a tract appeared 
in the online data, the nomination by a Gover-
nor would not fail to be certified on grounds 
that the tract was no longer eligible according 
to more recent census data.63 Conversely, if a 
tract were eligible for QOZ status under more 
recent data but not according to the outdated 
online data, Governors could still nominate 
such tract on the condition that they submitted 
an analysis demonstrating eligibility.64 

Governors made their nominations online, 
using a special “nomination tool” created by 
the IRS for that purpose.65 

Notice 2018-48. The IRS released Notice 
2018-48 a few months later. It contained a list, 
on a state-by-state basis, of the tracts that the 
Treasury Secretary had designated as QOZs.66 

Proposed regulations. The next IRS action was 
the issuance of two sets of proposed regulations, 
the first in October 2018 and the second in May 
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2019.67 These regulations, predictably, sparked 
hundreds of public comments and two hearings.  

Notice 2019-42. Everyone thought that the 
Treasury Secretary had designated all QOZs 
the year before, but the IRS identified in Notice 
2019-42 two new tracts in Puerto Rico.68 

Final regulations. The IRS, after digesting 
significant public input about the proposed 
regulations, issued the final regulations in Jan-
uary 2020.69 They are hefty. Taking into ac-
count the Preamble, the final regulations con-
sist of nearly 550 pages.  

Notices necessitated by the Coronavirus. The 
formation of, and investment in, QOFs en-
joyed considerable momentum from the start, 
but the Coronavirus eventually created barri-
ers. Therefore, the IRS issued several Notices 
creating administrative relief to QOFs and in-
vestors affected by the pandemic, such as the 
postponement of various qualifying and filing 
deadlines.70 

Proposed regulations for foreign investors. 
Cognizant that not only U.S. taxpayers might 
be interested in making a QOF investment, the 

IRS published more proposed regulations in 
April 2021. These contemplated requirements 
that foreign persons and foreign-owned part-
nerships must meet in order to be eligible for 
QOZ tax benefits. They also coordinated such 
benefits with the international tax withholding 
rules.71 

Announcement 2021-10. The IRS received 
numerous questions about whether the updated 
census data from 2020 would affect the bound-
aries of QOZs, which the Treasury Secretary des-
ignated in mid-2018 based on data from several 
years earlier. The IRS clarified in Announcement 
2021-10 that the newest data would not have an 
impact because the law allows neither the desig-
nation of new QOZs beyond 2018 nor the post-
designation reduction, expansion, or other mod-
ification of existing QOZs.72 

Initial criticisms 
You cannot please everyone, and this adage ap-
plies to QOZs. Criticisms, some constructive and 
others political, have been aired from the outset. 
Below is a sample.  

Impropriety in QOZ designations. Some 
members of Congress have expressed concern 
that “politically connected individuals might 
have had an unfair or improper influence on 
geographic designation of certain census tracts 
as [QOZs].”73 Reading between the proverbial 
lines, it appears that certain politicians are al-
leging that organizers of QOFs, investors, 
and/or others curried favor, likely with the 
state Governors in charge of nominating tracts, 
by way of lobbying, campaign contributions, 
etc. In addition to voicing accusations, these 
politicians have taken actions, including per-
suading the Treasury Inspector General for 
Tax Administration to investigate and intro-
ducing legislation that would permit removal 
and replacement of existing QOZs.74 

Self-certification abuzz with issues. Some 
groups have suggested that allowing QOFs to 
“self-certify” to the IRS that they meet all rele-
vant standards is a mistake, one that might fos-
ter undetected non-compliance. Critics of the 
current self-certification procedure have pro-
posed that QOF managers be required to ob-
tain a specific license and/or to make sworn 
declarations about lack of prior issues with 
fraud, embezzlement, theft, or similar actions. 
Others, adhering to the theory that those who 
stand to financially benefit cannot be trusted, 
have suggested jettisoning self-certification 
and substituting the obligation for QOFs to 
obtain and submit to the IRS each year an inde-
pendent, objective, third-party certification.  

Still others advocate a different approach. They 
recommend that, when filing their first Form 8996 
declaring themselves in compliance, QOFs must 
specify their community-development goals, such 
as creating quality jobs for low-income individu-
als, developing affordable housing, or achieving 
other beneficial local outcomes.75 

The IRS is sticking to its guns at this point, 
opining that imposing too many regulatory 
mandates on QOFs could backfire. The IRS 
also has emphasized the need to focus on the 
big picture, which is directing significant pri-
vate investment to communities with serious 
financial challenges. Importantly, the IRS does 
not rule out the possibility of increasing 
scrutiny of QOFs if it detects abuse in the fu-
ture. The IRS summarizes things as follows:  

In developing the proposed regulations, as well as 
Form 8996, the Treasury Department and the IRS 
intended to strike a balance between providing tax-
payers with a flexible and efficient process for 
organizing QOFs, while ensuring that investments 
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in such vehicles will be properly directed toward the 
economic development of low-income communities. 
The suggested recommendations, while potentially 
helpful for directing such investment and limiting 
abuse, likely would present numerous obstacles for 
potential QOF investors and ultimately reduce, rather 
than increase, the total amount of investment in low-
income communities. As a result, the final regulations 
do not adopt the commenters’ recommendations. 
However, the Treasury Department and the IRS will 
consider these comments in the event that additional 
guidance on QOF certification is warranted.76 

The sky is the limit. Various oversight organ-
izations have highlighted to Congress that, un-
like other tax incentives aimed at community 
development, Section 1400Z-2 does not im-
pose limits on the amount of Rollover Gain 
that can be tax-deferred for up to nine years, 
Fund Appreciation that can ultimately enjoy 
tax exclusion, investors who can claim the tax 
benefits, or federal revenue that will be spent 
(via foregone tax revenues) on the QOZ pro-
gram.77 

No inter-agency collaboration. Currently, 
only the IRS administers the QOZ program, 
and it only collects data for the limited purpose 
of tax administration and enforcement. No 
other federal agency is directly involved. This 
lack of supervision is unique in the area of de-
velopment tax incentives.78 

In enacting Section 1400Z-1 and Section 
1400Z-2, Congress did not instruct another 
federal agency to collaborate with the IRS in 
overseeing the QOZ program. Oversight or-
ganizations have suggested that the Treasury 
Department is well suited to fill this role, but 
two main impediments exist: legalities and 
money. Congress would first need to amend 
the law to authorize the Treasury Department 

to play this expanded part. Congress would 
then need to appropriate the necessary funds.79 

Insufficient data collection. The Congressional 
Research Service has pointed out that QOFs are 
not required to issue periodic reports disclosing 
the location of investments or their impact on 
low-income communities, the data that the IRS 
currently obtains from Forms 8996 is insufficient, 
and, in all events, the IRS cannot publish much of 
the data that it collects because of strong confi-
dentiality protections for taxpayers.80 

Other reports to Congress have identified sev-
eral challenges facing the IRS. They explain that 
comprehensive data about the QOZ program is 
lacking because the IRS captures data from returns 
that QOFs and investors file electronically, but 
does not transcribe all data from paper-filed re-
turns as a result of time, resource, and other limita-
tions.81 This absence of complete data hampers the 
IRS’s ability to identify non-compliance by way of 
“automated matching” of multiple returns.82 
Moreover, the IRS reviews only “limited informa-
tion” concerning QOFs and investors because its 
sole function is tax administration, not tax policy.83 

The QOZ program is costing the govern-
ment billions of dollars in foregone tax rev-
enue. The magnitude of the expenditure has 
caused certain members of Congress to ask 
whether the government is getting enough 
bang for its buck; that is, whether QOF invest-
ments are adequately stimulating develop-
ment in low-income communities. Congress 
asked the Government Accountability Office 
to research the matter. It explained in two re-
cent reports that it could not accurately evalu-
ate the performance of the QOZ program be-
cause the government has not been collecting 
sufficient data.84 
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Members of Congress, concerned about this 
perceived lack of data, have thus far introduced 
at least five bills designed to strengthen over-
sight, transparency, and accountability.85 

Inadequate enforcement. The IRS has taken 
several actions to implement the QOZ pro-
gram. Among other things, it contracted with 
the Community Development Financial Insti-
tutions Fund to assist in reviewing QOZ nom-
inations by state Governors, created Form 
8996 and Form 8997 to gather data from QOFs 
and investors, implemented special return-
processing codes to track Rollover Gains, and 
started formulating a compliance plan.86 Posi-
tive steps, indeed, but problems persist.  

Because of the current restrictions on infor-
mation gathering and sharing described above, 
the IRS has not yet managed to implement pro-
cedures to identify inaccurate, inconsistent, 
and/or incomplete data from QOFs and in-
vestors. According to various governmental re-
ports, violations of rules and procedures are 
commonplace. For instance, more than 6% of 
QOFs included improper assets in determining 

whether they met the 90% investment standard 
and, thus, whether they qualified as a QOF in 
the first place.87 Investors have their shortcom-
ings, too. The reports indicate that a “material 
percentage” of Forms 8997 filed by investors 
have “obvious and blatant inaccuracies.”88 

Another problem identified by government 
organizations is that the IRS has not suffi-
ciently focused on the most relevant types of 
taxpayers. Nearly 90% of QOFs are large part-
nerships, many of which have hundreds of 
partners, more than $100 million in assets, and 
investments in large, complex, multi-year real 
estate development projects.89 

Moreover, the majority of investors in 
QOFs are high-income individual taxpayers. 
This is logical considering that QOF invest-
ments, from a practical perspective, generally 
are feasible only for individuals who engage in 
a transaction that generates significant capital 
gains, have the financial wherewithal to allow 
the Rollover Gain and Fund Appreciation to sit 
untouched for many years, and qualify as “ac-
credited investors” for securities law purposes.  

The IRS and others have previously recog-
nized that these two groups (i.e., large partner-

ships and high-income individual taxpayers) 
present significant risks of tax non-compli-
ance. Nevertheless, recent reports observe that 
the IRS has thus far neglected to research ade-
quately the non-compliance issues that these 
groups likely will trigger in the QOZ context.90 

And so the enforcement begins 
Many predicted that IRS enforcement in the QOZ 
arena would not begin in earnest until 2026, the year 
in which investors were required to pay taxes on 
Rollover Gain. However, the IRS, with an assist from 
Congress, has accelerated that timeline, beginning 
enforcement actions already. Readers unaware of 
this reality should carefully consider the items below.  

Legislative proposals. As explained above, 
several members of Congress have recently in-
troduced QOZ legislation aimed at fortifying 
oversight, transparency, and accountability.91 
Others have floated bills that would permit re-
moval and replacement of existing QOZs.92 All 
such proposed legislation is grounded in the 
notion that the rules need to be better crafted 
by Congress, and better enforced by the IRS.  

House hearing. The House Committee on 
Ways and Means held a hearing in November 
2021 on the status of the QOZ program.93 
The Chairman set the tone, kicking off the 
event with a few loaded questions, including 
whether the program represents “crony capi-
talism on steroids with the government pick-
ing the winners and the losers” and whether 
“the IRS even can tell if the participants in the 
program are complying with the rules”94 

A few of the speakers were positive and opti-
mistic, but most were critical of the QOZ pro-
gram thus far. One speaker underscored that 
the tax benefits offered by Section 1400Z-2 en-
courage QOF investments that render the high-
est possible post-tax returns for investors, not 
those with the greatest impacts on the low-in-
come communities in which the QOZs are lo-
cated. He also suggested that the timeframe is 
all wrong, because 10 years is not long enough 
to fully develop projects beneficial to low-in-
come communities (such as small businesses, 
affordable housing, childcare facilities, medical 
centers, and schools), but too long to encourage 
projects other than real estate. Based on these 
and other criticisms, the speaker listed several 
things that Congress might do to improve the 
law, and the IRS might do to enforce it.95 

Senate investigation. Determined to prevent 
the House Ways and Means Committee from 
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Criticisms, some constructive and others 
political, have been aired from the outset of 
the QOZ program.



grabbing the entire spotlight, the Senate Fi-
nance Committee launched an investigation of 
QOZs at the start of 2022.96 It was not subtle 
about this, of course, sending letters to various 
companies that organized QOFs, making such 
letters accessible to the public on its website, 
and disseminating a press release. Leadership 
of the Senate Finance Committee claims that 
the purpose of the investigation is to gather 
and use data to formulate legislative solutions 
to problems. However, the letters directed to 
the companies seem designed to scandalize. 
They state, for instance, that (1) some members 
of Congress are worried that the QOZ program 
“permits wealthy investors another opportu-
nity to avoid billions of dollars in taxes without 
meaningfully benefitting the distressed com-
munities the program was intended to help,” 
(2) the current QOZ rules lack safeguards and 
transparency measures to protect taxpayers 
from “subsidizing high-end real estate invest-
ments by billionaires without demonstrating 
the benefit they are providing to low-income 
communities they claim to help,” and (3) the 
QOZ program is helping wealthy developers fi-
nance projects like luxury apartments, hotels, 
office buildings, self-storage facilities, and a 
super-yacht marina.97 

Involuntary decertifications. QOFs currently 
enjoy self-certification; they simply swear on 
their annual Form 8996 that they satisfy all the 
requirements. If they fail to meet all criteria, 
such as maintaining at least 90% of all assets in 
Qualified Property, they face a civil penalty 
based on the size and duration of the shortfall.  

Things might become more severe, though. 
A government organization has recommended 
that the IRS develop procedures to decertify 

QOFs, and presumably strip investors of their 
tax benefits, in cases where QOFs intentionally 
violate the rules.98 Commentators have advo-
cated for involuntary decertification under less 
extreme circumstances, and the IRS is ponder-
ing the matter: “[T]he Treasury Department 
and the IRS continue to consider the circum-
stances under which involuntary decertifica-
tion of a QOF would be warranted, and intend 
to propose guidance regarding those circum-
stances.”99 The IRS has already reserved a spot 
in its regulations for this future guidance.100 

Anti-abuse rules just for QOZs. As explained 
above, the IRS created a “general anti-abuse 
rule” and a “special anti-abuse rule for partner-
ships,” the applicability of which depends on 
whether the IRS believes that a transaction or se-
ries of transactions has a “significant purpose” of 
trying to achieve a federal income tax result that 
is inconsistent with “the purpose of Section 
1400Z-2 and [corresponding] regulations.”101 
Moreover, in the examples of abusive transac-
tions, the IRS acknowledges its plan to incorpo-
rate judicial principles, such as the step-transac-
tion and circular-cash-flow doctrines, to halt 
perceived abuses.102 The IRS has also declined to 
create exceptions to the anti-abuse rules in situ-
ations involving “good faith” violations.103 

Such regulations likely trigger concerns for 
QOFs and investors because (1) the applicable 
standard is “significant purpose,” instead of 
“primary purpose,” as it is in other contexts, (2) 
the IRS took certain liberties in deciphering the 
“purpose” of Section 1400Z-2 when writing the 
regulations and it now intends to impose its 
anti-abuse rules based on its own interpreta-
tion, (3) the IRS already concedes that it will re-
sort to judicial doctrines, which it usually raises 
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as a legal “Hail Mary” in situations where tax-
payers complied with the letter of the law, but 
supposedly not the spirit, and (4) the IRS re-
fuses to create any exceptions.  

Incipient audits. The IRS seems to be easing 
into enforcement actions, such that wide-
spread panic has not started yet. The IRS has 
already trained its Revenue Agents about the 
QOZ program and the related compliance is-
sues.104 Additionally, the IRS sent “education 
letters” to taxpayers whose initial returns were 
incorrect with respect to a QOF.105 The IRS also 
started examining “random samples” of re-
turns filed by QOFs and investors to identify 
non-compliance trends.106 

Moreover, soon after several government 
organizations criticized the IRS, it began send-
ing “warning letters” to taxpayers.107 QOFs that 
failed to enclose Forms 8996 with their tax re-
turns, or that filed incomplete or invalid Forms 
8996, received a Letter 6501 (Qualified Oppor-
tunity Fund Investment Standard). The IRS 
thereby instructed the QOFs to correct matters 
in a timely fashion or face an IRS audit.108 

For their part, investors with non-compli-
ance problems, such as missing or erroneous 
Forms 8997, also got unwanted attention. The 
IRS sent them Letter 6502 (Reporting Quali-
fied Opportunity Fund Investments) and/or 

Letter 6503 (Annual Reporting of Qualified 
Opportunity Fund Investments), threatening 
them with an audit, loss of tax benefits, and 
penalties if they failed to timely rectify mat-
ters.109 

Conclusion 
Congress enacts a tax incentive to influence pub-
lic actions, taxpayers do precisely what Congress 
wants them to do pursuant to the law, regulations, 
and other guidance, certain parties later become 
upset with the outcome of the incentive and cry 
foul, this triggers congressional hearings, investi-
gations, and other scrutiny, and the IRS launches 
an enforcement campaign to halt supposed 
abuses. Does this sound familiar? Well, it should, 
as this has occurred in several other contexts in 
recent years.  

Are QOZs destined to suffer the same fate? 
Hopefully not, but given the criticisms by var-
ious oversight organizations, recent actions by 
Congress, broad anti-abuse rules, and bur-
geoning audits, QOFs and their investors 
would be wise to retain tax defense counsel 
soon to review the relevant transactions and 
documents, identify items that the IRS might 
question, and get prepared for potential chal-
lenges. n
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