
September 5, 2019 

Office of Associate Chief Counsel (Income Tax and Accounting) 
Attention: Erika C. Reigle and Kyle C. Griffin 
Internal Revenue Service 
1111 Constitution Avenue, NW 
Washington, DC 20224 

CC:PA:LPD:PR 
Room 5203 
Internal Revenue Service 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

Re: Challenges Facing Affordable Housing Investments in Opportunity Zones 

Dear Ms. Reigle and Mr. Griffin: 

On behalf of the members of the Novogradac Opportunity Zones Working Group, we are responding to a 
request for comments regarding modifications that the Department of Treasury (“Treasury”) and the 
Internal Revenue Service (IRS) can make to proposed regulations under section 1400Z-2 (“proposed 
regulations”) to  facilitate investment in affordable housing in opportunity zones.  We applaud Treasury’s 
desire to assist in addressing the capital needs of affordable housing through the opportunity zones 
incentive. The lack of suitable, affordable housing in the U.S. cannot be overemphasized. 

According to a March 2019 report issued by the National Low Income Housing Coalition (NLIHC), there 
is an extreme shortage of affordable, decent, and accessible housing in the U.S.  NLIHC found that 
extremely low-income renters in the U.S. face a shortage of seven million affordable and available rental 
homes, which translates to approximately only 37 affordable and available homes for every 100 extremely 
low-income renter households.  This issue is not only limited to the creation of new affordable housing, but 
includes the preservation of the existing affordable housing stock which is shrinking as aging properties are 
demolished largely due to the result of unmet capital needs or converted from subsidized to market-rate 
rentals. 

For most affordable housing projects, the combination of bank financing and tax credits still results in a 
budget gap. Historically, two federal sources — the Community Development Block Grant  Program and 
the HOME Investment Partnerships Program — have been widely used to try to close this gap. Both of 
these programs are administered by the United States Department of Housing and Urban Development. 
Closing the funding gap has become more difficult in recent years. As more funding is being sought, two 
problems have arisen simultaneously. First, in many states the competition for the 9 percent tax credits now 
far outstrips the allocation of credits available. Therefore, many worthy projects are delayed for years and 
often fail to obtain credits. Second, HUD budget cutbacks have reduced the funds available to fill in the 
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gaps.  The gap is even wider for housing projects outside of primary Community Reinvestment Act (CRA) 
assessment areas because commercial banking institutions, which provide approximately 85% of annual 
equity investments for affordable housing, tend to concentrate and pay a premium for affordable housing 
investments in their CRA assessment areas.  
 
The opportunity zones incentive can be a valuable tool to attract more private capital to affordable housing 
to fill this gap by virtue of more favorable equity pricing as a direct result of the incentives that opportunity 
zone investors receive. However, because eligible opportunity zone investments are limited to capital gains, 
it is not likely that commercial banking institutions will be the primary source of this additional capital.  
This is because commercial banks have an unreliable and limited supply of capital gains in which to invest 
due to commercial banking regulations which generally prevent banks from taking part in speculative 
activities and proprietary trading for profit.  Therefore, the benefits of the opportunity zones incentive are 
not likely to generate a pervasive increase in equity pricing from commercial bank investors nor are they 
likely to spur investment from bank investors to opportunity zones outside of the bank’s primary CRA 
assessment area. As a result, additional capital owing to opportunity zone benefits will likely be sourced 
from non-bank investors. 
 
Although certain regulatory barriers have made affordable housing investments significantly less feasible 
and as a result it will be difficult for affordable housing projects in opportunity zones to compete for market 
rate capital from non-bank investors.  Treasury and the IRS can help to level the playing field by modifying 
five provisions contained in the proposed regulations: (1) the definition of Substantial Improvement, (2) 
the special amount includible rule for partnerships and S corporations, (3) application of opportunity zone 
rules to members of a consolidated group, (4) the application of the non-qualified financial property test to 
LIHTC Projects and (5) the application of the arms-length leasing requirement to LIHTC projects. By 
addressing these five issues consistent with our recommendations below, Treasury and IRS will enable 
opportunity zones to attract more investment capital for the development and preservation of affordable 
housing that is so badly needed. 
 
Substantial Improvement Test 

For purposes of determining whether tangible property is substantially improved, the regulations propose 
an asset-by-asset application of the test as opposed to assessing the improvement of tangible property in the 
aggregate. Treasury stated in the preamble to the regulations that it is still considering an aggregate basis 
option and requested comments regarding the advantages and disadvantages of an aggregate approach. 

Under the statute, property is treated as substantially improved by the QOF or a QOZB only if, during any 
30-month period beginning after the date of acquisition of such property, additions to basis with respect to 
such property in the hands of the QOF or QOZB exceed an amount equal to the adjusted basis of such 
property at the beginning of such 30-month period in the hands of the QOF or QOZB. The term “with 
respect to such property” suggests that a business can meet the substantial improvement test on an aggregate 
basis. 

The substantial improvement requirement under the opportunity zones incentive is a more stringent 
requirement than the substantial improvement standard under the low-income housing tax credit (LIHTC) 
incentive, which requires a taxpayer to spend the greater of $6,800 per unit or 20% of the adjusted basis of 
the acquired property over a 24-month period.   Due to the less restrictive requirements for passing the 
substantial improvement test under the LIHTC incentive, it is possible for an existing affordable housing 
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property in an opportunity zone to pass the substantial improvement test for the purposes of the LIHTC but 
fail for the purposes of the opportunity zones incentive.   

Consider an example where an investor that purchases an existing affordable housing, multi-family building 
in an opportunity zone with 80 units for $10 million.  Of the $10 million, $1 million is allocable to land and 
the remaining $9 million is allocable to the existing building.  The investor plans to spend $4.5 million 
dollars to improve the existing building, including $500,000 in personal property and site improvements.  
In addition the investor will spend $10 million dollars to develop an additional building with 60 units of 
affordable housing on the same tract of land tract of land. In order to satisfy the substantial rehabilitation 
requirements for LIHTC, improvements to the building need to be $1.8 million  (20% x $9 million building 
basis) as this amount it is greater than $544,000 ($6,800 x 80 units). In order to satisfy the substantial 
improvement for opportunity zones, improvements to the existing building need to exceed $9 million.  
Spending $4.5 million on improvements is a significant renovation.  Spending in excess of $9 million to 
improve the building does not make economic sense. As a result, even though the investor plans to invest 
$24 million in the community, any opportunity zones benefits are jeopardized because the existing building 
will not be considered qualified opportunity zone business property under the current guidance. 
 
Much of the existing affordable housing stock in opportunity zones is aging and in disrepair and needs 
significant investment to stem further decline, however, the investment needs to make economic sense.  
Investors are reluctant to spend substantial unnecessary amounts to preserve existing affordable housing 
stock just to qualify for opportunity zones benefits. As a result, a significant number of existing affordable 
housing units in opportunity zones are at risk.     
 
The following recommendations describe modifications that Treasury and IRS can make to the substantial 
improvement rule to help to preserve and expand the rental housing stock in opportunity zones.  
 
Allow for substantial improvement to be tested on an aggregate basis 
 
Allow for an election to meet the substantial improvement test on an aggregate basis, for which the 
acquisition of tangible property over any 30-month period exceeds the aggregate adjusted basis of existing 
tangible property held at the start of the 30-month period.  Returning to the example above, if the investor 
could elect to comply with substantial improvement rule on an aggregate basis, the investor’s aggregate 
investment of $14.5 million in improvements would be sufficient to qualify the existing building – incenting 
the investment to preserve existing housing stock. 
 
Allow properties tied to a land use restriction agreement (LURA) to be considered original use property 
 
Similar to the “original use” exception provided to incent the redevelopment of vacant properties, Treasury 
could provide that properties tied to a LURA would be also be considered original use property as long as 
the LURA requires affordability for households earning no more than 80% of the area median income. 
 
Alternatively, Treasury could require that in order for property with a LURA to be considered original use 
property that QOFs and QOZBs spend not less than an insubstantial amount to improve the property, similar 
to the land exception provided for in the regulations.  We recommend that this threshold be 20% to coincide 
with the requirements under the LIHTC incentive. 
 
These modifications would also enable the investor in the example above to qualify for opportunity zones 
benefits under the facts of the example. 
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Special amount includible rule for partnerships and S corporations  
 
A special rule proposed in the regulations requires partnerships and S corporations to modify the method 
for determining the amount of remaining deferred gain to include in income at December 31, 2026.  This 
special rule makes modifications to the statutory method of taking the lesser amount of the remaining 
deferred gain or fair market value over the statutory basis adjustments on December 31, 2026.  These 
modifications require taxpayer’s gross income at December 2026 to be determined by taking the lesser of: 
 

a. The product of: 
i. The percentage of qualifying investment that gave rise to the inclusion event; and 

ii. The remaining deferred gain less any basis adjustments pursuant to IRC Section 
1400Z-2(b)(2)(B)(iii) and (iv), or  

b. The gain that would be recognized on a fully taxable disposition of the qualifying 
investment that gave rise to the inclusion event. 

 
We recognize that the intent of this special inclusion rule is to prevent taxpayers from avoiding the 
recognition of deferred gain when the fair market value of their QOF pass-through interests have diminished 
due to debt-financed distributions.  However, this rule creates inconsistent and inequitable results for debt-
financed losses attributable to periods before December 31, 2026 as compared to losses incurred thereafter.   
 
This special inclusion rule has had the unintended consequence of adversely affecting the ability to develop 
affordable properties and other impactful community development properties in opportunity zones.  
Affordable housing incentives, such as the LIHTC, require that the properties be rent restricted for a certain 
period of time.  In the case of a LIHTC property, this is a minimum of 30 years, but can very well extend 
much further depending on the requirements of the state from which the property received its LIHTC award.  
As a result of regulatory rent restrictions, there is very little appreciation on housing investments. Likewise, 
other impact investors do not invest primarily for financial return, but for social returns realized by low-
income community residents as a result of their investments.  Therefore, the 10-year gain exclusion benefit 
is generally less valuable for affordable housing and other social impact investors. 
 
The general inclusion rule as provided in the original statute does provide a benefit to affordable housing 
and other impact investors for the typical loss in value over time that occurs with such investments due to 
regulatory rent restrictions and other concessions.  The proposed modifications to the statutory rule reduces 
the value of the opportunity zones incentive thereby eliminating the incentive necessary for affordable 
housing and other community impact projects to compete for market rate capital.  As a result, many aspiring 
investors have turned away from affordable housing and community development investments in 
opportunity zones. 
 
The following example illustrates the monetary effect of the special rule.  
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In this example, the hypothetical investor would be required by IRC Section 1400Z-2(b) to recognize capital 
gain equal to $3.5 million at December 31, 2026. However, under the current language of the proposed 
regulations, the same investor would now be required to recognize $8.5 million, significantly reducing the 
benefit owing to the opportunity zones incentive. 

 
This issue can be remedied by amending the proposed rule to define fair market value as the net value of 
the investment, excluding debt plus prior cash distributions. Such a rule would prevent the artificial 
reduction of the investment value through debt-financed distributions and would avoid inconsistent and 
inequitable results for debt-financed losses for periods prior to December 31, 2026, as compared to losses 
incurred thereafter. Furthermore, and most important, this modification will bring back the many aspiring 
investors who have turned away from affordable housing and community development investments in 
opportunity zones due to the special rule. 
 
Application of opportunity zones rules to members of a consolidated group 
 
The proposed regulations prohibit a QOF corporation from being a subsidiary member of a consolidated 
group, and also require that IRC Section 1400Z-2 be applied to each member of a consolidated group 
separately- meaning that the entity that realized the gain, must be the entity that invests the gain.  These 
proposed rules are having a significant impact on traditional LIHTC investors.  
 

Statutory Rule Special Rule

Remaining deferred gain $10 $10

Debt Basis $20 $20

Total losses recognized against  debt basis through Dec. 2026 $8 $8

FMV of investment at Dec. 20261 $5 $5

Statutory basis adjustments $1.50 $1.50

Hypothetical gain at 20261 N/A $11.50

Dec. 2026 Inclusion amount $3.50 $8.50

1  Hypothetical gain at 2026:

FMV of investment 5.00$                   

Debt assumed by purchaser 20

Less Basis including debt at 2026 ($13.50)

Hypothetical gain at 2026 11.50$                 
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Commercial banks are the largest investors in LIHTC transactions.  As discussed above, commercial banks 
face regulatory restrictions on investments for their own account and capital gain transactions are not 
recurring events. Many banks organize their LIHTC investments in a single corporate subsidiary which is 
a community development corporation (“CDC”). CDCs allow banks to make public welfare investments 
(such as LIHTC investments) not otherwise expressly permitted under the National Banking Act.  However, 
bank capital gains generally come from other subsidiaries of the bank. For banks that do have capital gains 
to invest in a QOF,  the proposed regulations prevent the bank from deferring the capital gain in a non-CDC 
corporate affiliate by having the CDC arm of the bank make the investment in the QOF. This removes the 
incentive for banks to have their CDCs invest in opportunity zones.  

Insurance companies are the second largest group of affordable housing investors behind commercial 
banks. Insurance companies face similar regulatory restriction on investments. Insurance companies often 
elect to be treated for tax purposes as a consolidated group. Insurance companies that sell different lines of 
insurance must be organized as holding companies and comply with regulations restricting their investment 
activity and the transfer of funds between members. Consequently, the entity member incurring the capital 
gain may not be permitted to invest in low-income housing projects. In addition, there are non-tax statutory 
accounting considerations that might lead an insurance company to make a LIHTC investment in one state 
subsidiary versus another. These challenges remove the incentive for insurance companies to invest in 
affordable housing in opportunity zones and as a result further limit the pool of affordable housing 
investments located in opportunity zones. 
 
Treasury and IRS would do well to allow QOFs to be members of a consolidated group and to permit one 
member of a consolidated group to invest gains in a QOF realized by another member of the consolidated 
group thereby allowing opportunity zones to attract more investment capital for the development and 
preservation of affordable housing that is so badly needed. 
 
Application of the Non-Qualified Financial Property Test to LIHTC Projects 
 
A qualified opportunity zone business is not permitted to have 5% or more of its assets (measured by 
unadjusted bases) invested in “nonqualified financial property” as defined in Section 1397C(e) of the 
Internal Revenue Code. Importantly, such financial property includes debt with a term of more than 18 
months, partnership interests and similar property. 
 
Many LIHTC projects involve the construction of buildings that have low-income housing units (which are 
required to have restricted rents) as well as market rate units (which are rented at market rates). These two 
components are often owned by separate partnerships: the market rate units are usually owned by a 
partnership having the developer and the market rate investor as its partners (the “Market JV”), while the 
affordable units are owned by a partnership that is primarily owned by the tax credit investor (the “LIHTC 
JV”) and which is managed by the developer. In many of these structures, because of regulatory and 
financial requirements, the Market JV is required to support the LIHTC JV under certain circumstances, 
for example, where the LIHTC JV has insufficient cash flow to pay for its share of building expenses or 
service its debt, and such support is usually provided by the Market JV in the form of loans or equity 
investment in the LIHTC JV.  This structure also assists banks that are investing in the Market JV to meet 
certain public welfare requirements under the Bank Holding Company Act as a result of the Market JV 
being the managing member of the LIHTC JV.  
 
The concern with these structures is that the Market JV may not qualify as a qualified opportunity zone 
business because it holds partnership interests in the LIHTC JV which constitute nonqualified financial 
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property. We note that in many cases the LIHTC JV also qualifies as a qualified opportunity zone business, 
but a qualified opportunity zone business is not permitted to own partnership interests in another qualified 
opportunity zone business because of the 5% limitation on nonqualified financial property.  
 
We do not believe that the intent of Congress was to prevent the Market JV from owning the managing 
member interests in the LIHTC JV, and, more broadly, we do not believe that the 5% nonqualified financial 
property test was intended to prevent one qualified opportunity zone business from owning partnership 
interests in another qualified opportunity zone business, assuming such investment was not a purely 
financial one. It would therefore be helpful if you could exclude such investments from the definition of 
nonqualified financial property.  
 
Similarly, many of these LIHTC projects are structured as a “step-in-the-shoes” transaction in which the 
Market JV constructs the whole building and then sells (or leases for more than the expected life of the 
building, thus treated as a sale for federal income tax purposes) the affordable rental units to the LIHTC JV 
at the time when the tax credit investor makes its investment. Such structures present a qualification issue 
for the Market JV because the payment for the sale/long-term lease is made in installments, because such 
installment obligation may be treated as nonqualified financial property (property similar to debt), causing 
the Market JV to fail the 5% nonqualified financial property test. It would therefore be helpful if you could 
exclude such installment obligations from the definition of nonqualified financial property.  
 
Application of the Arms-Length Leasing Requirement to LIHTC Projects 
 
In some low-income housing projects, the local government leases the ground to the developing entity with 
significant restrictions related to the use of the project for low-income housing. Because of these 
restrictions, the rent payments under such leases is often nominal or very low, reflecting these restrictions 
on the use of the land. We believe that such rents meets the arm’s length standard that is required as a 
condition for treating the leases as qualified opportunity zone business property, but it would be helpful if 
the IRS could provide guidance (for example in the form of a revenue ruling) that clarifies this point.  
 
With only 4 affordable homes available for every 10 low-income households in the U.S., it is imperative 
that action be taken to address this shortage. The opportunity zones incentive can be an effective tool in this 
process.  However, as discussed above, modifications to the rules are badly needed so that opportunity 
zones communities can realize its full potential.   
 
We appreciate your willingness to do what you can to facilitate affordable housing investments in 
opportunity zones and we are grateful for your consideration of our comments.  Please don’t hesitate to 
contact us if you need further information.  
 
Yours very truly, 
 
Novogradac & Company LLP                                              Novogradac & Company LLP 
 
 
 
By                                                                                          By 
 
Michael J. Novogradac, Managing Partner                           John S. Sciarretti, Partner 
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CC: Michael Novey, Office of Tax Policy, Treasury 
Julie Hanlon-Bolton, ITA, IRS 
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