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l. INTRODUCTION
A. Overview of Treasury Guidance Issued 10-19-2018

The Tax Cuts and Jobs Act (TCJA), passed in late 2017, contained many headline-
grabbing new tax provisions, and during the initial wave of public reaction and acclaim the
Opportunity Zones Act! (Ozone Act) embedded in the TCJA was largely overlooked. However,
the Ozone Act has proven to be something of an iceberg, with only the tip visibly exposed:
Beneath the surface, Ozones have developed into something quite large — and perhaps
enormous.

According to the Economic Innovation Group (EIG), the Ozone Act could attract a
staggering $6 trillion in investment funds, and could become a major force in the rehabilitation
of American cities and the expansion of the American economy.

Although the Ozone Act has belatedly drawn a great deal of attention, it has proven to
be awkwardly drafted and dauntingly complex, and so the vast majority of potential investors
have thus far been on the sidelines awaiting further information and better guidance from the
Treasury.

The first wave of Treasury guidance arrived on Friday, October 19, 2018, in the form of
proposed regulations, specific examples, expanded FAQs and proposed IRS forms (collectively,
the “Treasury Guidance”).

! Section 13823 of the Tax Cuts and Jobs Act of 2017, a amended from time to time, including Code
Sections 1400Z-1 and 1400Z-2.
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How valuable was this first drop shipment of information? The good news is that many
uncertain features of the Ozone Act have been fleshed out and defined in ways that will provide
satisfactory guidance to the market place. However, some of the biggest issues and many
complicated questions still remain unanswered, and so further guidance will likely be needed
before the expected tidal wave of investment is unleashed. It is probably fair to state that the
Ozone Act as originally drafted raised a ton of questions, and that this first shipment of
Treasury Guidance provides about half a ton of answers.

Still to be answered are crucial questions including, whether the Treasury will sanction
the use of feeder funds to aggregate large amounts of capital, whether it is okay to lease the
real estate in connection with a qualified opportunity zone business, and several other key
threshold questions that need to be answered before the financial floodgates are fully opened.

The following is a more detailed discussion of the issues that have been answered by
the Treasury Guidance, and then a discussion of key issues that remain to be clarified.

B. Summary of Guidance — The “Cheat Sheet”

1. Eligible Gains. Only capital gains — but all types of capital gains — are
eligible for Ozone Act investment and deferral benefits. Eligible gain is a tax item “treated as a
capital gain for Federal income tax purposes.”

2. Eligible taxpayers. Eligible taxpayer is any person that may recognize
gains for purposes of Federal income tax accounting. Thus, eligible taxpayers include
individuals; C corporations, including regulated investment companies (RICs) and real estate
investment trusts (REITs); partnerships; S corporations; trusts and estates.

3. Eligible Interest in a Qualified Opportunity Fund (QOF) is an equity
interest issued by the QOF, including preferred stock or a partnership interest with special
allocations. The term eligible interest excludes any debt instrument.

4, Gains of partnerships
a. A partnership may elect to defer all (or part) of a capital gain item.
b. If the partnership makes an election to defer all or part of the

gain, the deferred portion is not included in the distributive shares of the partners.

C. If the partnership does not elect to defer all of the gain, each
partner may elect deferral with respect to such partner’s distributive share of the gain not
deferred.

d. The partner’s 180-day period for investment in a QOF generally
begins when the gain is deemed distributed (i.e., the last day of the partnership tax year).
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e. However, a partner may choose to begin the 180-day investment
period on the same date as the start of the partnership’s 180-day period.

5. Character of deferred gain. All tax attributes of deferred gain (e.g., short-
term gain, collectibles gain) are preserved until the end of the deferral period and are taken
into account at the time the deferred gain is recognized, e.g., 12-31-2026.

6. Qualified Opportunity Fund (QOF).

a. Eligibility. To be eligible to be a QOF, an entity must be classified
as a corporation or partnership for Federal income tax purposes, and must be organized in one
of the 50 U.S. states, D.C., or a U.S. possession (and only if it is organized to invest in Q0Z
Property in that specific possession).

b. A limited liability company can qualify as a QOF; however, be
thoughtful and cautious about using an LLC, because an LLC can become ineligible if all the
membership interests become held by a single person.

7. Designating When a QOF Begins.

a. An eligible entity can choose which month will be the “first
month” in the taxable year in which the entity will be a QOF.

b. The first month of the taxable year will be chosen by default if no
other month is chosen.

C. The “first 6-month period of the taxable year of the fund” means
the first 6-month period composed entirely of months which are within the taxable year and
during which the entity is a QOF.

8. Valuation Method for Applying the 90-Percent Asset Test. The QOF uses
the asset values that are reported on the QOF’s applicable financial statement for the taxable
year (as defined in §1.475(a)-4(h)), or, if the QOF has no applicable financial statement, the QOF
uses the cost of its assets (i.e., unadjusted tax basis).

9. Section 752(a) Deemed Contributions. Debt incurred by a QOF taxable as
a partnership does not count as an investment by any of its partners; however, debt also does
not count as a contribution of non-eligible gain that could cause such debt to be treated as a
non-eligible investment in a mixed-use fund, and so does not diminish the tax benefits on sale
of a QOF after ten years.

10. Guidance Relevant to QOZ Businesses.

a. “Substantially all” for purposes of the tangible property test
means 70 percent of tangible property. Thus, 70% of a partnership or corporation’s tangible
property owned or leased must be qualified opportunity zone business property (QOZBP).
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b. However, there is currently no guidance on how to calculate and
apply the 70% test where a Qualified Opportunity Zone Business (QOZ Business) leases real
property from an unrelated party at market lease rates. See Exhibit C for a detailed discussion
of leasing issues.

11. Reasonable Working Capital Safe Harbor.

a. The Treasury Guidance declined to provide a “safe harbor” for
working capital at the QOF level.

b. Instead, it provides a safe harbor at the QOZ Business level for
businesses that acquire, construct, or rehabilitate tangible business property, which includes
both real property and other tangible property, used in a business operating in an opportunity
zone.

C. The safe harbor allows a reasonable amount of working capital to
be held for a period of up to 31 months, if three requirements are met:

I Intended uses are designated in writing.
il There is a reasonable written schedule.

iii. The working capital is used in a manner substantially
consistent with the designated uses and written schedule.

12. Pre-Existing Entities.

Pre-existing entities can qualify as a QOF or a QOZ Business, provided they satisfy the
necessary requirements.

13. Effect of Expiring Opportunity Zone Designhations.

a. The expiration of OZ designations after 2028 will not negatively
impact the eligibility of investors in a QOF to elect a step-up in tax basis with respect to such
property where the ten-year holding period is met after 2028 or the property is sold after 2028.

b. The eligibility to make a basis step-up election on sale of the QOF
investment after ten years continues until an outside date of December 31, 2047. Treasury is
still consider whether there must be a sale before such date or whether eligible investments if
QOFs will have an automatic step-up in tax basis on that date.

C. Comments Requested from Public on Treasury Guidance.

1. The Treasury Guidance provides notice of a public hearing on these
proposed regulations and requests that written (including electronic) comments be submitted
within 60 days of publication in the federal register. Send submissions to: CC:PA:LPD:PR (REG-
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115420-18), room 5203, Internal Revenue Service, PO Box 7604, Ben Franklin Station,
Washington, DC 20044. Submissions may be hand delivered Monday through Friday between
the hours of 8 a.m. and 4 p.m. to CC:PA:LPD:PR (REG-115420-18), Courier’s Desk, Internal
Revenue Service, 1111 Constitution Avenue, NW., Washington, DC 20224. Alternatively,
taxpayers may submit comments electronically via the Federal Rulemaking Portal at
www.regulations.gov (IRS REG-115420-18). The public hearing will be held in the IRS
auditorium, Internal Revenue Building, 1111 Constitution Avenue, NW, Washington, DC.

2. FOR FURTHER INFORMATION CONTACT: Concerning the proposed
regulations, Erika C. Reigle of the Office of Associate Chief Counsel (Income Tax and
Accounting), (202) 317-7006 and Kyle C. Griffin of the Office of Associate Chief Counsel (Income
Tax and Accounting), (202) 317-4718; concerning the submission of comments, the hearing, or
to be placed on the building access list to attend the hearing, Regina L. Johnson, (202) 317-
6901 (not toll-free numbers).

3. The Treasury Department and the IRS are working on additional
published guidance, including additional proposed regulations expected to be published in the
near future. The Treasury Department and the IRS expect the forthcoming proposed
regulations to incorporate the guidance contained in the revenue ruling to facilitate additional
public comment.

4, The forthcoming proposed regulations are expected to address other
issues under section 1400Z-2 that are not addressed in these proposed regulations. Issues
expected to be addressed include:

IH

a. the meaning of “substantially al
where it appears in section 1400Z-2;

in each of the various places

b. the transactions that may trigger the inclusion of gain that has
been deferred under a section 1400Z-2(a) election;

C. the “reasonable period” (see section 1400Z-2(e)(4)(B)) for a QOF
to reinvest proceeds from the sale of qualifying assets without paying a penalty;

d. administrative rules applicable under section 1400Z-2(f) when a
QOF fails to maintain the required 90 percent investment standard; and

e. information-reporting requirements under section 1400Z-2.
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1. DEFERRING TAX ON CAPITAL GAINS BY INVESTING IN OPPORTUNITY ZONES

A. Gains Eligible for Deferral.

1. Treasury Guidance.

The proposed regulations clarify that only capital gains are eligible for deferral under
section 1400Z-2(a)(1). In setting forth the gains that are subject to deferral, the text of section
1400Z-2(a)(1) specifies “gain from the sale to, or exchange with, an unrelated person of any
property held by the taxpayer,” to the extent that such gain does not exceed the aggregate
amount invested by the taxpayer in a QOF during the 180-day period beginning on the date of
the sale or exchange (emphasis added). The statutory text is silent as to whether Congress
intended both ordinary and capital gains to be eligible for deferral under section 1400Z-2.
(Sections 1221 and 1222 define these two kinds of gains.) However, the statute’s legislative
history explicitly identifies “capital gains” as the gains that are eligible for deferral. The Treasury
Department and the IRS believe, based on the legislative history as well as the text and
structure of the statute, that section 1400Z-2 is best interpreted as making deferral available
only for capital gains. The proposed regulations provide that a gain is eligible for deferral if it is
treated as a capital gain for Federal income tax purposes. Eligible gains, therefore, generally
include capital gain from an actual, or deemed, sale or exchange, or any other gain that is
required to be included in a taxpayer’s computation of capital gain.

The proposed regulations address two additional gain deferral requirements. First, the
gain to be deferred must be gain that would be recognized, if deferral under section 1400Z-
2(a)(1) were not permitted, not later than December 31, 2026, the final date under section
1400Z-2(a)(2)(B) for the deferral of gain. Second, the gain must not arise from a sale or
exchange with a related person as defined in section 1400Z-2(e)(2). Section 1400Z-2(e)(2)
incorporates the related person definition in sections 267(b) and 707(b)(1) but substitutes “20
percent” in place of “50 percent” each place it occurs in section 267(b) or section 707(b)(1).

2. JBD3 Comments:

The Ozone Act referred to “gain from the sale ...of any property held by the taxpayer”
but most observers expected the IRS to limit the eligible gain to “capital gain” and that is
exactly where the Treasury Guidance comes out. This was a complete non-surprise. Also as
expected, the definition of capital gain is broadly construed to include, apparently, all gain
that is classified as “capital gain” under Code Section 1, which would include short-term
capital gain, long-term capital gain, unrecaptured Code Section 1250 gain, collectibles gain,
Code Section 1231 gain, REIT capital gain dividends, RIC capital gain dividends, and any other
“capital gain.”
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B. Types of Taxpayers Eligible to Elect Gain Deferral.

1. Treasury Guidance.

The proposed regulations clarify that taxpayers eligible to elect deferral under section
1400Z-2 are those that recognize capital gain for Federal income tax purposes. These taxpayers
include individuals, C corporations (including regulated investment companies (RICs) and real
estate investment trusts (REITs)), partnerships, and certain other pass-through entities,
including common trust funds described in section 584, as well as, qualified settlement funds,
disputed ownership funds, and other entities taxable under §1.468B of the Income Tax
Regulations.

In order to address the numerous issues raised by new section 1400Z-2 for pass-through
entities, the proposed regulations include special rules for partnerships and other pass-through
entities, and for taxpayers to whom these entities pass through income and other tax items.
Under these rules, the entities and taxpayers can invest in a QOF and thus defer recognition of
eligible gain. The Treasury Department and the IRS request comments on whether the rules are
sufficient and whether more detailed rules are required to provide additional certainty for
investors in pass-through entities that are not partnerships.

2. JBD3 Comments:

The identity of the “taxpayer” was a crucial early issue, especially with respect to
capital gain recognized by a partnership. Was the party eligible to invest the gain the
partnership or its partners? The very generous answer from the IRS is: BOTH! As will be
discussed more fully below, the IRS provides an “either/or” approach. A partnership gets the
first crack at being treated as the taxpayer and can elect to reinvest gain within 180 days of
the sale by the partnership; or, if the partnership chooses not to take full advantage of the
right to reinvest gain under the Ozone Act, the right passes to its partners, who can take
advantage of the investment opportunity for any gain not already used by the partnership.
The partner’s reinvestment of gain must occur within (a) 180 days after the last day of the
partnership’s taxable year (when the gain is deemed distributed to the partner under Code
Section 706) or, if the partner is aware of the sale of property by the partnership and so
elects, within 180 days of the sale of the property by the partnership.

Note that “similar” rules are supposed to apply to S corporations, trusts, and estates.
See the more detailed discussion of this topic at Section IV.A, below.

C. Investments in a QOF.

1. Treasury Guidance.
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The proposed regulations clarify that, to qualify under section 1400Z-2(a)(1)(A), (that is,
to be an eligible interest in a QOF), an investment in the QOF must be an equity interest in the
QOF, including preferred stock or a partnership interest with special allocations. Thus, an
eligible interest cannot be a debt instrument within the meaning of section 1275(a)(1) and
§1.1275-1(d). Provided that the eligible taxpayer is the owner of the equity interest for Federal
income tax purposes, status as an eligible interest is not impaired by the taxpayer’s use of the
interest as collateral for a loan, whether a purchase-money borrowing or otherwise. The
proposed regulations also clarify that deemed contributions of money under section 752(a) do
not result in the creation of an investment in a QOF.

2. JBD3 Comments.

The exact nature of a Qualified Opportunity Fund (QOF) was unclear in many ways,
and the proposed regulations provide welcome specificity on a number of key points. The
investment in the QOF must be made in exchange for stock (in a corporation) or for a
partnership interest (in a partnership) and cannot be made in exchange for a debt instrument.

Equity in a QOF can be pledged as collateral for a loan without causing the QOF to lose
eligibility under the Ozone Act, even if the loan is to provide the funds for investment into the
QOF. This result is exactly what everyone was hoping for, but the clarification is good. For
example, borrowing funds from an outside party and pledging the QOF interest provides a
viable way for taxpayers who recognize phantom gain, for example, to obtain the necessary
funds in order to invest timely in the QOF.

On the other hand, money borrowed by at the QOF level by a QOF that is a partnership
does not count as an “investment” in the QOF by its partners. This creates a curious
dichotomy. As noted in the preceding paragraph, a taxpayer can borrow money from a bank,
pledge the OZ partnership interest to secure the loan, and upon contribution of the loan
proceeds to the QOZ that arrangement will count as a qualifying investment of funds into the
QOF. But if the QOF borrows the same loan amount from the same bank and the partner
guarantees the loan, this arrangement will NOT be treated as an investment in the QOF. This
contrasting set of rules means that form will tend to control over substance at least in this
corner of the OZ world — and may be a harbinger of further technical distinctions related to
debt as the Treasury Guidance is developed.

The biggest take away appears to be that debt incurred by a Qualified Opportunity
zone Business structured as a partnership will, but itself, not cause a QOF investing in such
partnership to be characterized as a “mixed fund,” and instead will allow taxpayers investing
in a QOF that in turn invests in a leveraged partnership to treat the entire QOF investment as
a qualified investment rather than as a mixed fund.

D. 180-Day Rule for Deferring Gain by Investing in a QOF

1. Treasury Guidance.
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Under section 1400Z-2(a)(1)(A), to be able to elect to defer gain, a taxpayer must
generally invest in a QOF during the 180-day period beginning on the date of the sale or
exchange giving rise to the gain. Some capital gains, however, are the result of Federal tax rules
deeming an amount to be a gain from the sale or exchange of a capital asset, and, in many
cases, the statutory language providing capital gain treatment does not provide a specific date
for the deemed sale. The proposed regulations address this issue by providing that, except as
specifically provided in the proposed regulations, the first day of the 180-day period is the date
on which the gain would be recognized for Federal income tax purposes, without regard to the
deferral available under section 1400Z-2. The proposed regulations include examples that
illustrate the general rule by applying it to capital gains in a variety of situations (including, for
example, gains from the sale of exchange-traded stock and capital gain dividend distributions).

If a taxpayer acquires an original interest in a QOF in connection with a gain-deferral
election under section 1400Z-2(a)(1)(A), if a later sale or exchange of that interest triggers an
inclusion of the deferred gain, and if the taxpayer makes a qualifying new investment in a QOF,
then the proposed regulations provide that the taxpayer is eligible to make a section 1400Z-
2(a)(2) election to defer the inclusion of the previously deferred gain. Deferring an inclusion
otherwise mandated by section 1400Z-2(a)(1)(B) in this situation is permitted only if the
taxpayer has disposed of the entire initial investment without which the taxpayer could not
have made the previous deferral election under section 1400Z-2. The complete disposition is
necessary because section 1400Z-2(a)(2)(A) expressly prohibits the making of a deferral election
under section 1400Z-2(a)(1) with respect to a sale or exchange if an election previously made
with respect to the same sale or exchange remains in effect. The general 180-day rule described
above determines when this second investment must be made to support the second deferral
election. Under that rule, the first day of the 180-day period for the new investment in a QOF is
the date that section 1400Z-2(b)(1) provides for inclusion of the previously deferred gain.

Comments are requested as to whether the final regulations should contain exceptions
to the general 180-day rule and whether it would be helpful for either the final regulations or
other guidance to illustrate the application of the general 180-day rule to additional
circumstances, and what those circumstances are.

2. JBD3 Comments.

The Treasury Guidance VERY QUICKLY gets highly technical, as these provisions
illustrate.

First, if there is capital gain recognized by a deemed event, the 180-day clock starts on
the day the gain is recognized for federal income tax purposes. Not a big surprise, and
probably a workable rule in most if not all cases.

The second paragraph is very interesting: It allows a taxpayer to cash out of an OZ
investment before the ten-year period has run, and reinvest the ORIGINAL deferred gain (plus,
presumably, additional gain from the OZ investment itself) so long as the taxpayer makes a
new qualifying investment in a QOF within 180 days of the sale. This is nice but it is NOT what
{B2338153; 7}
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taxpayers really hoped for and care about. What taxpayers were hoping was that they could
have the QOF sell a qualifying investment in QOZ Property during the ten-year period and roll
that money over into a new investment in QOZ Property. However, half a loaf is better than
none at all, and the ability to liquidate an investment (by selling the QOF interest) and then
roll the proceeds into a new QOF investment, is not a bad outcome. Presumably gain from
appreciation in the QOF investment (as opposed to the ORIGINAL gain) will start a ten-year
holding period that is different from that of the ORIGINAL gain. Also, it is not clear whether
the period of time the ORIGINAL gain is held as cash proceeds pending investment in the
second QOF counts toward the ten-year holding period of the ORIGINAL gain.

Not surprisingly, answers from the IRS often merely beget lots of additional questions.

E. Attributes of Included Income When Gain Deferral Ends.

1. Treasury Guidance.

Section 1400Z-2(a)(1)(B) and (b) require taxpayers to include in income previously
deferred gains. The proposed regulations provide that all of the deferred gain’s tax attributes
are preserved through the deferral period and are taken into account when the gain is included.
The preserved tax attributes include those taken into account under sections 1(h), 1222, 1256,
and any other applicable provisions of the Code. Furthermore, the proposed regulations
address situations in which separate investments providing indistinguishable property rights
(such as serial purchases of common stock in a corporation that is a QOF) are made at different
times or are made at the same time with separate gains possessing different attributes (such as
different holding periods). If a taxpayer disposes of less than all of its fungible interests in a
QOF, the proposed regulations provide that the QOF interests disposed of must be identified
using a first-in, first-out (FIFO) method. Where the FIFO method does not provide a complete
answer, such as where gains with different attributes are invested in indistinguishable interests
at the same time, the proposed regulations provide that a pro-rata method must be used to
determine the character, and any other attributes, of the gain recognized. Examples in the
proposed regulations illustrate this rule.

Comments are requested as to whether different methods should be used. Any such
alternative methods must both provide certainty as to which fungible interest a taxpayer
disposes of and allow taxpayers to comply easily with the requirements of section 1400Z-
2(a)(1)(B) and (b),which require that certain dispositions of an interest in a QOF cause deferred
gain be included in a taxpayer’s income.

2. JBD3 Comments.

When gain is deferred as a result of a qualifying investment under the Ozone Act, the
character of that gain (e.g., short-term capital gain, long-term capital gain, collectibles gain)
is preserved and the same tax character applies when the gain is finally recognized. (NOTE:
This is what everyone expected, but now we have a clear answer.)
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Where there is a partial recognition of deferred gain from a sale of less than all the
interests in the QOF, the regulations provide two rules: FIFO (first in, first out) in the case of
serial investment in the QOF, and pro-rata if there is a simultaneous investment at the same
time of separate gains possessing different tax characters. These rules are technical, but
logical, and are neither a big surprise nor a big deal.

I11.  SPECIAL RULES

A. Gain Not Already Subject To An Election

1. Treasury Guidance.

Under section 1400Z-2(a)(2)(A), no election may be made under section 1400Z-2(a)(1)
with respect to a sale or exchange if an election previously made with respect to that sale or
exchange is in effect. There has been some confusion as to whether this language bars a
taxpayer from making multiple elections within 180-days for various parts of the gain from a
single sale or exchange of property held by the taxpayer. This rule in section 1400Z-2(a)(2)(A) is
meant to exclude from the section 1400Z-2(a)(1) election multiple purported elections with
respect to the same gain. (Although the gain itself can be deferred only once, a taxpayer might
be seeking to multiply the investments eligible for various increases in basis.) Thus, the
proposed regulations clarify that in the case of a taxpayer who has made an election under
section 1400Z-2(a) with respect to some but not all of an eligible gain, the term “eligible gain”
includes the portion of that eligible gain as to which no election has been made. (All elections
with respect to portions of the same gain would, of course, be subject to the same 180-day
period.)

2. JBD3 Comments.

Ah, a mystery solved. The rather confusing language in the statute is explained in a
reasonable manner, to wit: If you have gain from a single sale transaction, you can
potentially divide or bifurcate that gain amount and use portions of that gain for multiple
qualifying investments. What you cannot do is use the same gain two or more times —e.g.,
the same $100,000 of gain cannot be used for five separate investments in an effort to
exempt all five investments from gain recognition after ten years.

NOTE: This rule, and a number of others in the Treasury Guidance, suggests that the
Treasury is trying to provide fair, sensible and even taxpayer-friendly rules under the Ozone
Act. In general, to the extent the Treasury Guidance is disappointing, it is mostly because the
Ozone Act itself is drafted in a manner that does not lend itself to a more favorable
interpretation.
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B. Section 1256 contracts

1. Treasury Guidance.

The proposed regulations provide rules for capital gains arising from section 1256
contracts. Under section 1256, a taxpayer generally “marks to market” each section 1256
contract at the termination or transfer of the taxpayer’s position in the contract or on the last
business day of the taxable year if the contract is still held by the taxpayer at that time. The
mark causes the taxpayer to take into account in the taxable year any not-yet recognized
appreciation or depreciation in the position. This gain or loss, if capital, is treated as 60 percent
long-term capital gain or loss and 40 percent short-term capital gain or loss. Currently, for
federal income tax purposes, the only relevant information required to be reported by a broker
to the IRS and to individuals and certain other taxpayers holding section 1256 contracts, is the
taxpayer’s net recognized gain or loss from all of the taxpayer’s section 1256 contracts held
during the taxable year. Some taxpayers holding section 1256 contracts, however, report the
gain or loss from section 1256 contracts to the IRS on a per contract basis rather than on an
aggregate basis. To minimize the burdens on taxpayers, brokers, and the IRS from tax
compliance and tax administration, the proposed regulations allow deferral under section
1400Z-2(a)(1) only for a taxpayer’s capital gain net income from section 1256 contracts for a
taxable year. In addition, because the capital gain net income from section 1256 contracts for a
taxable year is determinable only as of the last day of the taxable year, the proposed
regulations provide that the 180-day period for investing capital gain net income from section
1256 contracts in a QOF begins on the last day of the taxable year.

Finally, the proposed regulations do not allow any deferral of gain from a section 1256
contract in a taxable year if, at any time during the taxable year, one of the taxpayer’s section
1256 contracts was part of an offsetting-positions transaction (as defined later in the proposed
regulations and described below) in which any of the other positions was not also a section
1256 contract.

Comments are requested on this limitation and on whether capital gain from a section
1256 contract should be eligible for deferral under section 1400Z-2 on a per contract basis
rather than on an aggregate net basis. Reporting on a per contract basis might require a
significant increase in the number of information returns that taxpayers would need to file with
the IRS as compared to the number of information returns that are currently filed on an
aggregate net basis. Comments are requested on how to minimize the burdens and complexity
that may be associated with reporting on a per contract basis for section 1256 contracts.

2. JBD3 Comments

Section 1256 contracts are complicated instruments from a federal income tax
perspective, and Treasury clearly spend a fair amount of time addressing how to treat the
deemed gain recognized each under these “mark to market” assets. In general, the IRS —
perhaps unfortunately — felt obligated to start at the top of the Ozone Act and define in detail
the basic concepts such as “Who is the taxpayer?” and “What is gain?” when far more
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important issues (with all due respect to Section 1256 contracts) remain thus far unaddressed.
The problem is that the IRS needs to address ALL these issues sooner or later, and it had to
start somewhere. So: We now know how to treat Section 1256 contracts.

C. Offsetting-positions transactions, including straddles

1. Treasury Guidance.

The Treasury Department and the IRS considered allowing deferral under section 1400Z-
2(a)(1) for a net amount of capital gain related to a straddle (as defined in section 1092(c)(1))
after the disposition of all positions in the straddle. However, such a rule would pose significant
administrative challenges. For example, additional rules would be needed for a taxpayer to
defer such a net amount of capital gain when positions are disposed of in different taxable
years (and likely would require affected taxpayers to file amended tax returns). Further,
additional rules might be needed to take into account the netting requirements for identified
mixed straddles described in §1.1092(b)-3T or 1.1092(b)-6 and for mixed straddle accounts
described in §1.1092(b)-4T. Accordingly, in the interest of sound tax administration and to
provide consistent treatment for transactions involving off-setting positions in personal
property, the proposed regulations provide that any capital gain from a position that is or has
been part of an offsetting-positions transaction (other than an offsetting-positions transaction
in which all of the positions are section 1256 contracts) is not eligible for deferral under section
1400Z-2.

An offsetting-positions transaction is defined in the proposed regulations as a
transaction in which a taxpayer has substantially diminished the taxpayer's risk of loss from
holding one position with respect to personal property by holding one or more other positions
with respect to personal property (whether or not of the same kind). It does not matter
whether either of the positions is with respect to actively traded personal property. An
offsetting-positions transaction includes a straddle as defined in section 1092 and the
regulations thereunder, including section 1092(d)(4), which provides rules for positions held by
related persons and certain flow-through entities (for example, a partnership). An offsetting-
positions transaction also includes a transaction that would be a straddle (taking into account
the principles referred to in the preceding sentence) if the straddle definition did not contain
the active trading requirement in section 1092(d)(1).

2. JBD3 Comments.

The big take-away from the Treasury Guidance is that individual capital gain
transactions can be eligible for the investment provisions of the Ozone Act, even if the
taxpayer has other capital loss transactions that would be netted against the capital gain for
the taxable year. In effect, if you have gains and losses, you can rollover your gains, and
claim your losses currently.z The fact that the IRS gave what appears to be a great deal of

> Since capital losses can generally be deducted only against capital gains, plus $3,000 per year, this rule is

perhaps not as wonderful as it may initially sound, but the point is that gross capital gains can be rolled over even
{B2338153; 7}
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consideration about whether to allow the “gain” leg of a straddle to be eligible gain under
the Ozone Act suggests that the Treasury was trying to take a pretty liberal position with
respect to eligible gain. This pro-taxpayer tilt is found in other parts of the Treasury
Guidance, which policy orientation bodes well for future guidance on other key issues.

V. GAINS OF PARTNERSHIPS AND OTHER PASS-THROUGH ENTITIES

A. Partnerships.

1. Treasury Guidance.

Commenters have requested clarification regarding whether deferral is possible under
section 1400Z-2 any time a partnership would otherwise recognize capital gain. The proposed
regulations provide rules that permit a partnership to elect deferral under section 1400Z-2 and,
to the extent that the partnership does not elect deferral, provide rules that allow a partner to
do so. These rules both clarify the circumstances under which each can elect and clarify when
the applicable 180-day period begins.

Proposed §1.1400Z-2(a)-1(c)(1) provides that a partnership may elect to defer all or part
of a capital gain to the extent that it makes an eligible investment in a QOF. Because the
election provides for deferral, if the election is made, no part of the deferred gain is required to
be included in the distributive shares of the partners under section 702, and the gain is not
subject to section 705(a)(1).

Proposed §1.1400Z-2(a)-1(c)(2) provides that, to the extent that a partnership does not
elect to defer capital gain, the capital gain is included in the distributive shares of the partners
under section 702 and is subject to section 705(a)(1). If all or any portion of a partner’s
distributive share satisfies all of the rules for eligibility under section 1400Z-2(a)(1) (including
not arising from a sale or exchange with a person that is related either to the partnership or to
the partner), then the partner generally may elect its own deferral with respect to the partner’s
distributive share. The partner’s deferral is potentially available to the extent that the partner
makes an eligible investment in a QOF.

Consistent with the general rule for the beginning of the 180-day period, the partner’s
180-day period generally begins on the last day of the partnership’s taxable year, because that
is the day on which the partner would be required to recognize the gain if the gain is not
deferred. The proposed regulations, however, provide an alternative for situations in which the
partner knows (or receives information) regarding both the date of the partnership’s gain and
the partnership’s decision not to elect deferral under section 1400Z-2. In that case, the partner
may choose to begin its own 180-day period on the same date as the start of the partnership’s
180-day period.

if the taxpayer also has substantial capital losses (including capital loss carryforwards) that might otherwise offset
such capital gain for the applicable taxable year.

{B2338153; 7}
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2. JBD3 Comments.

These rules are remarkably generous and liberal, and will make for some very
interesting planning opportunities. First, a partnership has the first shot at electing to defer
capital gain under the Ozone Act, and if it does so successfully the gain is excluded from the
partner’s distributable share of partnership tax items reported on the Form K-1. If the
partnership does not elect to defer gain (or apparently if it elects to defer some but not all of
the gain) the non-deferred gain flows through to the partners on the last day of the taxable
year, and the partners then have 180 days from the end of the partnership tax year to elect to
reinvest the gain at the partner level into a QOF. Since partnerships generally have calendar-
year tax years (especially if the partnership is comprised predominantly of individuals) this
means that partnership gain recognized at ANY time in 2018 would be eligible for investment
at any time up during the first 180 days of 2019!! Whoa!!

Furthermore, if the partnership informs the partner about both the date of the
partnership’s gain and the partnership’s decision not to elect full deferral under the Ozone
Act, the partner can choose to “jump the gun” and start the 180-day period on the same date
as the partnership’s 180-day period instead of waiting until year end. (NOTE: This creates a
very anomalous situation, where if a partnership sells property for capital gain on February
15th, the partner can potentially choose to reinvest gain during either of two non-
continguous periods, the first running for 180 days from February 15" and the second
running for 180 days from December 31. But apparently the partner can NOT invest during
the period that runs after the first 180-period ends and before the second 180-day period
begins. An odd concatenation of events, to say the very least.]

Over all, these partnership rules are remarkably flexible and are more generous than
almost anyone anticipated.

B. Other Pass-Through Entities

1. Treasury Guidance.

The proposed regulations state that rules analogous to the rules provided for
partnerships and partners apply to other pass-through entities (including S corporations,
decedents’ estates, and trusts) and to their shareholders and beneficiaries. Comments are
requested regarding whether taxpayers need additional details regarding analogous treatment
for pass-through entities that are not partnerships.

2. JBD3 Comments.

The Treasury clearly anticipates that “analogous” rules will apply to S corporations,
which will be interesting because, unlike partnerships, S corporations do not explicitly
distribute items of gain (or other tax items) on the last day of the S corporation tax year. The
IRS 