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QOZ update 

IRS issues additional  
proposed regulations

Finding the optimal balance 
between debt and equity financing

Will you be ready?
Now’s the time to prepare for the next recession

Developer’s yacht  
deductions run aground



The IRS has released a second set of 
proposed regulations on the new tax 
incentives for investments in Qualified 
Opportunity Zones (QOZs). The incentives, 
created by the Tax Cuts and Jobs Act,  
permit taxpayers to defer, reduce and  
even permanently exclude capital gains  
on their investments. The proposed  
regulations — most of which you can rely 
on until final regulations are published — 
include several provisions that are favor-
able for real estate investors. 

Incentives in a nutshell
Investors can form private Qualified Opportunity 
Funds (QOFs) for development and redevelopment 
projects in QOZs. The funds must keep at least 90% 
of their assets in QOZ property, including investments 
in qualified businesses and new or substantially 
improved commercial buildings, equipment and multi-
family complexes.

Investors can defer their short- or long-term capital 
gains on a sale or disposition of their investments  
as long as they reinvest the gains in a QOF within  
180 days. The tax will be deferred until the fund 
investment is 1) sold or exchanged, or 2) December 31,  
2026, whichever is earlier. 

After five years, a QOF investor receives a step-up in 
tax basis for the investment equal to 10% of the orig-
inal gain, meaning the investor will pay tax on only 
90% of that gain. Two years later, the step-up jumps  
to 15%, further reducing the taxable portion of the 

original gain. If an investment  
is held in the QOF for at least  
10 years, postacquisition gains  
are fully tax-exempt. 

Real estate provisions
Real estate investors will find 
plenty to like in the proposed 
QOZ regulations. Here are some 
important issues to consider:

Multiple assets. The proposed 
regulations make clear that QOFs 
can invest in more than one asset, 
reducing the risk of pursuing  
a single failed project. This also 
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The proposed regulations make clear 
that QOFs can invest in more than one 
asset, reducing the risk of pursuing a 
single failed project.



allows funds to execute a rolling investment strategy 
through December 31, 2026, without holding a specific 
property for 10 years. If an asset is held for that long,  
the QOF can sell it, and investors will receive the step- 
up in basis tax-free (assuming certain requirements  
are satisfied), without selling their interests in the QOF. 

Active conduct of a trade or business. At least 50% 
of a QOF’s income must come from the active conduct 
of a trade or business in a QOZ. The proposed reg-
ulations clarify that residential rental activities can 
qualify as a QOZ business and/or property if the QOF 
meets certain active management rules. On the other 
hand, entering a single triple-net lease for a property 
generally won’t qualify as an active trade or business, 
nor will holding property for investment. 

Unimproved land. The proposed regulations  
provide that unimproved land in a QOZ that’s acquired 
by purchase generally doesn’t require substantial 
improvement, with two exceptions. First, a QOF  
can’t rely on this rule if it purchases unimproved 
land with the intent not to improve the land by more 
than an insubstantial amount within 30 months after 

acquisition. Second, if a QOF doesn’t invest new capital 
into the land — or boost the land’s economic activity 
or output — the purchase could be treated as an 
acquisition of nonqualifying property under a general 
antiabuse rule. 

Original use. Among other requirements for QOZ 
business property, either its original use in the oppor-
tunity zone must commence with the QOF, or the  
QOF must substantially improve it. According to  
the regulations, the original use of tangible property 
starts on the date it’s first placed in service in the  
QOZ for purposes of depreciation or amortization.  
But, if property has been unused or vacant for at least 
five years before purchase, original use commences  
on the date after that period when the property is  
first used or placed in service in the QOZ.

There’s more
The proposed regulations are complex. They address 
many other critical issues for investors interested 
in taking advantage of the new tax incentives. Your 
financial advisor can help you make the most of the 
opportunity. x
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Beware: You could lose QOZ tax deferral
The proposed regulations identify several transactions that might trigger inclusion of deferred gains 

from Qualified Opportunity Zone (QOZ) investments. An “inclusion event” generally results from the 

transfer of a qualifying investment in a Qualified Opportunity Fund (QOF) if: 

1.  The transfer reduces the taxpayer’s equity interest in the QOF for federal income tax purposes, or 

2.  The taxpayer receives property (including cash) from a QOF in a transfer that’s treated as a distribution 

for federal income tax purposes. 

The resulting gain is includable in gross income in the tax year of the inclusion event or the tax year that 

includes December 31, 2026.

The regulations include a nonexclusive list of 11 inclusion events, including certain distributions, taxable 

dispositions and nonrecognition transfers, as well as transfers by gift and dissolution of the QOF. Each would 

reduce or terminate the QOF investor’s qualifying investment or, in the case of distributions, constitute a 

“cashing out” of the qualifying investment. A transfer “by reason of death,” however, isn’t an inclusion event.



Virtually all real estate investors use leverage,  
or borrowed money, in their business. It 
allows them to reach for higher priced prop-
erty than they’d be able to afford by using 
just equity. But can you have too much of 
a good thing? What happens if you can’t 
cover the principal and interest payments? 
Foreclosure and bankruptcy are two possibil-
ities no investor wants to deal with.

What about banks?
After the Great Recession of 2008, banks’ tighter loan 
requirements are here to stay. This could mean trouble 
if a property’s loan will become due or needs to be 
renewed — or you simply want to refinance it to take 
advantage of better terms. Banks base loans on fair 
market value (FMV) and, if your property is appraised 
for less than expected, you might not qualify for suf-
ficient funds, especially if your bank has tightened its 
loan-to-value (LTV) requirements. 

Even if you’re not looking to refinance, you may find 
that some distressed properties are in violation of 
their LTV or debt coverage ratios, especially if their net 
operating income has declined substantially. If so, a 
skittish bank may decide to foreclose or call the loan.

How much can you lose?
Small differences in personal circumstances and  
preferences can lead to vastly different investing  
choices — there’s no “right amount” of leverage  
to use. While each investor may have a different  
financial situation and risk tolerance, there are limits 
to the amount of leverage that should be applied. 
Investors who wish to maximize profits through  
leverage shouldn’t repeat mistakes from the past. 

One method investors can use to determine an appro-
priate amount of leverage is to apply a “stress test”  
to cash flow projections for a property. Change key 
variables one by one and evaluate how each change 
affects cash flow. For example, what would happen if 
you had to lower the rental rate or make significant 
concessions to attract new tenants? What would hap-
pen if your vacancy rate jumped to two or even three 
times its normal level?

Also prepare best-, worst- and most-probable-case 
scenarios for each investment. Look at whether the 
property still would have sufficient positive cash  
flow to cover a worst-case scenario for a year. If not, 
would you have enough cash in the bank to make it 
through the year?

Are you overleveraged?
The fact that a bank won’t approve a traditional 
loan for your investment may be merely the result 
of today’s more conservative banking environment. 
On the other hand, it could also be a “red flag.” If the 
only type of financing available to you is “exotic” or 
“extremely creative,” it may be time to reconsider 
whether you might be overleveraged. 
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Finding the optimal balance  
between debt and equity financing
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Will you be ready?
Now’s the time to prepare for the next recession

Markets tend to be cyclical. It’s likely that 
the U.S. economy will see another recession 
at some point in the coming years, and 
real estate will probably take a hit. A quick 
glance at the headlines hints at possible 
triggers, from trade conflicts and overval-
ued markets to terrorist acts and wars.

Investors who take steps now can help insulate  
themselves from major losses in the event of an  
economic slowdown or recession. They might even 
end up positioned to seize the opportunities that 
downturns can produce.

6 protective measures
If a downturn seems imminent, organize your business 
to weather some leaner years. To reduce your exposure, 
you should:

1. Watch your leverage. Investors should exercise 
caution when it comes to their leverage positions. 
Shouldering too much debt — and the accompanying 
servicing obligations — can make you particularly  
vulnerable during downturns.

You might not be able to refinance when you need to 
if your financial ratios have deteriorated. Renegotiate 

The safest strategy is to never leverage a property 
beyond the cash flow breakeven point of your worst-
case scenario. In other words, plan your investment 
portfolio so that, even if rents and occupancy rates are 
down, cash flow will cover the property expenses — 
including debt service and a reserve for major repairs, 
but excluding depreciation. If you do this, you won’t 
have to dip into cash reserves to meet the operating 
expenses of an investment that’s near the brink of  
negative cash flow.

A traditional rule of thumb for accepted LTV ratios 
among banks and private equity funds is 70% to 80%. 
But no one says you have to take on the maximum 
amount of debt your lender is willing to offer. Today, 
many investors take a more conservative approach, 
borrowing only 60% to 65% of their property’s 

appraised value. Such a ratio will provide you with 
the advantages of leverage without putting cash flow 
or reserves at excessive risk, and make the quest to 
achieve financing less difficult.

Find your balance
The Tax Cuts and Jobs Act still allows real estate inves-
tors to deduct interest payments, further reducing 
the cost of debt. Note that rules may limit the amount 
of interest that real estate investors may deduct. 
However, by making an election and forgoing certain 
depreciation benefits, a business may avoid the inter-
est deduction limitation. But the right amount of debt 
can differ for different investors. What one investor 
sees as risky could be a strategic investment advantage 
to another investor. Consult with your financial advisor 
to find the right balance for you. x
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or refinance your loans now to extend the terms and 
possibly obtain lower interest rates.

2. Expedite sales timelines. If you’re thinking about 
selling properties in the near future, you might want to 
move up the timeline. Otherwise, expect to hold such 
assets for several years or accept prices that generate 
lower returns, because cap rates generally take at  
least two years to climb back to previous highs after  
a slowdown. 

Selling also might be advisable if factors — such as the 
area, tenants or property itself — make you uncertain 
about a property’s long-term viability. A like-kind 
exchange is another alternative, allowing you to roll 
into another property with a consistent cash flow and 
fewer economy-related risks.

3. Review leases. Which leases are due to expire over 
the next few years? Vacancy rates already are on the rise, 
and a recession would certainly send them higher at the 
same time rents stagnate or fall. The slower cash flows 
that result can make it hard to meet loan obligations.

Determine which tenants are likely to be reliable going 
forward, considering, for example, how their respec-
tive industries will fare in a recession. Do what you 
can now to extend leases for tenants that are likely to 
perform well, and replace tenants with revenues that 

might suffer in a downturn, under-
mining their ability to pay rent.

4. Stockpile cash. When the econ-
omy is booming, it’s tempting to 
spend more — but you’ll be better 
off growing your coffers. Decrease 
or even skip owner distributions, 
and let the money accumulate in 
operating accounts to ensure you 
have enough to cover upcoming 
improvements, leasing commissions 
or revenue gaps. 

5. Tackle repairs, rehabs and 
upgrades now. Don’t wait to install 

that new roof, refresh interior and exterior paint jobs, 
or repave parking lots. Take advantage of today’s read-
ily available capital, at low interest rates, to put your 
assets in top-notch condition and improve their “curb 
appeal” for current and future tenants.

6. Invest in technology. Automation is improving 
efficiencies and cutting costs in all kinds of industries, 
and real estate is no exception. Do your due diligence, 
and invest in scalable technological solutions for more 
rote sales and management tasks, so you can deploy 
employees to more profitable activities.

Act now
Real estate, like the rest of the U.S. economy, tends to 
run in cycles. Proactive measures during an upswing 
can reduce the negative impact to your bottom line the 
next time the market slips. x

Take advantage of today’s  
readily available capital, at  
low interest rates, to put your  
assets in top-notch condition.
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Developer’s yacht deductions run aground

Many businesses have stretched the defi-
nition of “marketing” to claim some ques-
tionable federal income tax deductions. A 
recent case involving a real estate developer 
illustrates how the IRS — and the U.S. Tax 
Court — generally see through these tactics.

Developer angles for a deduction
The court described the taxpayer in the case as a 
“serial entrepreneur.” His portfolio of businesses 
included several developments and a beach amenities 
company in Florida.  

In 2005, he paid about $2 million for a 67-foot fishing 
yacht. For the three years at issue, the taxpayer took 
the boat to several regional fishing tournaments, 
but it otherwise was seldom used. Nonetheless, he 
claimed yacht-related deductions on the tax returns 
for the beach amenities business of around $394,000, 
$127,000 and $113,000.

The IRS disallowed the deductions. It found, among other 
things, that the yacht expenses weren’t ordinary and nec-
essary business purposes. The taxpayer appealed.

Court throws deductions overboard
The taxpayer contended that the yacht was a market-
ing tool for his real property businesses. Specifically, 
he claimed to get wealthy anglers on board at tour-
naments and entertain them. Though he had sales 
packets on board, there was no signage on the yacht 
advertising his resorts and no visitors log. 

The court wasn’t swayed by this argument. It dis-
tinguished between entertainment activities, which 
might have been deductible if directly related to the 
taxpayer’s business, and entertainment facilities, for 
which no deduction was allowable. (Note that the Tax 

Cuts and Jobs Act amended the applicable tax law to 
make all business entertainment expenses generally 
nondeductible.)

The taxpayer’s expenses, the court found, were for 
entertainment activities. It acknowledged that some 
anglers he met at tournaments later bought condos, but 
said “just because an activity generates some business 
doesn’t mean it can’t be entertainment” for tax purposes. 
The taxpayer wasn’t a professional fisherman or even in 
the boat business. Thus, the tournaments were merely 
entertainment activities for him and his company. 

Because the court also found the yacht was an enter-
tainment facility, it normally would have proceeded to 
determine which of the deductions were entertainment 
activity expenses and which were entertainment facility 
expenses. But it didn’t bother because the taxpayer had 
provided no credible evidence of a direct relationship 
between the expenses and the “active conduct” of any of 
his businesses, “especially the beach amenities business.” 
And he’d failed to adequately substantiate the expenses.

Dangerous waters
As a result of the disallowed deductions, the taxpayer 
faced a much stiffer tax bill. Moreover, he avoided 
steep accuracy-related penalties only because the  
IRS made a technical error. Your tax advisor can help 
you claim — and properly substantiate — business 
deductions that can withstand IRS scrutiny. x




