Providing Options to Clients with 1031 Exchanges
Using DSTs and Opportunity Zones
IRS Section 1031, allowing individuals to defer taxes when selling investment real estate, is one of the most impactful tax strategies for preserving
and growing one’s net worth. However, completing a 1031 tax deferred exchange comes with many complexities. An investor must sell a
property, move the proceeds to a Qualified Intermediary, perform due diligence, identify replacement property within 45 days and close on the
replacement property within 180 days from the sale of the original property.
Investors often run into difficulties when completing a Section 1031 exchange, leading to the purchase of less-than-ideal replacement property
and/or a taxable event. While not well known, there are alternative planning solutions that may be worth considering, Delaware Statutory Trusts
(“DSTs”) and Qualified Opportunity Funds.
Imagine an individual planning to exchange into a property on their own that has been impacted by recent events or who can no longer secure
financing. What about investors who can’t conduct proper due diligence within the short 45-day window? There are many investors who were
planning to buy a property on their own who are now evaluating what alternatives they have. Financial advisors might consider introducing DSTs
as a potential replacement property solution for clients. DSTs qualify as replacement property under IRS Revenue Ruling 2004-86 and offer a
turn-key investment where the sponsor typically has already conducted due diligence, acquired the property, secured financing and is employing
professional property management. In many cases, this strategy can be an attractive alternative for clients who are seeking a transition to passive
real estate ownership or are simply unable to complete an exchange on their own.
Consider an investor who has already identified a replacement property, is past the 45-day identification period, and no longer wants to invest
in the property they have identified or is no longer able to. What options do they have besides paying taxes? There is another solution that may
be worth consideration. The investor may be able to take the gain from their property sale and a portion of the depreciation and invest those
proceeds into a Qualified Opportunity Fund under the Qualified Opportunity Zone Program, created by the 2017 Tax Cuts and Jobs Act. There are
unique tax benefits offered by this program for investors with capital gains on almost any type of asset, including investment property. While this
may not be right for everyone, it is certainly worth consideration.
Many investors are not familiar with the flexibility of DSTs and the potential tax benefits of the Qualified Opportunity Zone Program and how they
can be used to complement or replace a traditional 1031 exchange. Please find resources below for you and your clients to learn more.
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A BRIEF OVERVIEW OF THE TAX-ADVANTAGED INVESTMENT STRATEGY

The QOZ Program final regulations were released
on December 19, 2019 by the U.S. Treasury
Department addressing much of the uncertainty
from the QOZ Program’s original legislation under
the 2017 Tax Cuts and Jobs Act. Investors can
maximize their tax benefits through a 10% stepup in basis if a QOF investment is completed on
or before December 31, 2021.

The Qualified Opportunity Zone Program (“QOZ Program”), created by the
Tax Cuts and Jobs Act of 2017, is a tax-incentive program designed to
encourage long-term private sector investments in designated communities
known as Qualified Opportunity Zones (“QOZs”) by delivering certain tax
benefits to investors through investment vehicles called (“QOFs”).
•

QOZs are designated census tracts throughout the United States that
have been selected by state governors for inclusion in the program.

•

A QOF is an investment vehicle organized as either a partnership or
corporation that holds at least 90% of its assets in QOZ property.
QOFs can invest in a wide variety of real estate and new or existing
businesses and can hold single or multiple assets. QOZ property
includes interests held by the QOF in a Qualified Opportunity Zone
Business (“QOZB”).

•

A QOZB is a business in which at least 70% of tangible assets qualify as
QOZ business property owned or located in a QOZ. At least 50% of the
gross income earned by the business must be from the active conduct
of the business in the QOZ and generally may not be a “Sin Business.”

•

Taxpayers with eligible capital gains from the sale of a prior investment
may invest those gains within a 180-day period in a QOF and achieve
potential tax benefits.

•

Investments in QOFs are intended to help drive real estate development,
job creation and overall economic growth in lower income communities.

The QOZ rules are new and the U.S. Department of Treasury and the Internal Revenue Service have issued
regulations, but many questions remain unanswered and changes to the QOZ Program could impact
investments in QOZs in unintended ways or potentially reverse the tax benefits provided thereunder.

Understanding Eligibility
WHAT IS AN “ELIGIBLE” GAIN?
A capital gain is eligible for deferral if it is from the sale or exchange of property
with an unrelated party (not more than 20 percent common ownership) and
the gain is treated as a capital gain (short-term or long term) for federal
income tax purposes, including gains from:
•
•
•
•

Stocks, bonds, options, hedge funds
Primary and secondary residences
Businesses, machinery, commercial buildings
Land, livestock, art, wine, automobiles

Generally, to receive the QOF Program tax benefits,
eligible capital gains must be reinvested in a QOF
within 180 day from the sale of an asset. Investors
have additional flexibility for certain gains
realized in 2020 that are still eligible for the
QOZ program through September 10, 2021.

Qualified Opportunity Funds are investment vehicles that invest at least 90% of their assets in
qualified businesses or real property located within these Qualified Opportunity Zones.
Taxpayers with capital gains from the sale of a prior investment may invest those gains within a
180-day period in a Qualified Opportunity Fund and achieve potential tax benefits.
Investments in Qualified Opportunity Funds are intended to help drive real estate development, job
creation and overall economic growth in lower income communities.
The Qualified Opportunity Zone rules are new and the U.S. Department of Treasury and the Internal Revenue Service have issued
regulations, but many questions remain unanswered and changes to the QOZ Program could impact investments in Quality
Opportunity Zones in unintended ways or potentially reverse the tax benefits provided thereunder.

OPPORTUNITY ZONE FUNDS: A TRIO OF POTENTIAL TAX ADVANTAGES

The final regulations provide additional flexibility
for K-1 partnership gains resulting in additional
planning options for financial advisors. For example,
an individual with K-1 partnership gains realized
in 2020 has until September 10, 2021 to complete
an investment in a QOF and still qualify for the QOZ
Program tax benefits due to the three options
allowed for calculating their 180 day window:
1. 180 days starting with the date the
asset is sold;

DEFER

REDUCE

E L I M I N AT E

the inclusion of capital
gains invested in a Qualified
Opportunity Fund as taxable income
until December 31, 2026

the taxable capital gain amount
through a 10% step-up1 in basis for
investments made before
December 31, 2021 and held until
December 31, 2026

any capital gains taxes2 on the
appreciation of your investment
in the Qualified Opportunity
Fund if held at least 10 years

(or the date you sell your
investment, whichever is earlier)

2. 180 days beginning on the last day
of the partnership’s taxable year
(December 31st for a calendar year
partnership); or

1

3. 180 days starting on the date the
partnership’s tax return is due, without
any extension (March 15th for a
calendar year partnership).

2

An additional 5% step-up in basis is available for investments made prior to December 31, 2019.
Assumes that the investor is a resident of a state that conforms with the federal Opportunity Zone provisions.

All investments involve risk and the realization of the benefits is dependent on proper structuring and the structure and performance of
the future investments selected. Not all investments will provide all of these benefits.

A 10-YEAR TIMELINE
YEAR

1

QOZ regulations provide that taxpayers eligible to elect gain deferral include:

•

Qualified Opportunity Zones are designated census tracts throughout the United States that have
been selected by state governors for inclusion in the program.

K-1 PARTNERSHIP GAINS

WHAT IS AN “ELIGIBLE” TAXPAYER?
•
•

The Qualified Opportunity Zone Program (“QOZ Program”), created by the Tax Cuts and Jobs Act of 2017, is a
tax-incentive program designed to encourage long-term private sector investments in designated communities
known as Qualified Opportunity Zones by delivering certain tax benefits to investors through investment vehicles
called Qualified Opportunity Funds.

Individuals
C Corporations (including regulated investment companies and real
estate investment trusts)
Partnerships, and certain other pass-through entities
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