
           

 

    

 

H E A L T H  W E A L T H  C A R E E R  

 

 

OPPORTUNITY ZONES 

JANUARY 7 ,  2019  

 

    

 

 

 



O P P O R T U N I T Y  Z O N E S    

 

i 

 

C O N T E N T S   

1. EXECUTIVE SUMMARY ............................................................................................................ 1 

2. OPPORTUNITY ZONES PROGRAM .......................................................................................... 2 

3. STRUCTURE AND TERMS ........................................................................................................ 5 

4. RISKS ......................................................................................................................................... 8 

5. MERCER VIEW – OPPORTUNITY ZONE FUNDS ................................................................... 10 

 

 



O P P O R T U N I T Y  Z O N E S    

 

1 

 

1  
EXECUTIVE SUMMARY 

The Tax Cuts and Jobs Act of 2017 established tax incentives for investors to invest in under-

developed markets called “Opportunity Zones.” Investment managers and investors have reacted 

quickly to understand the rules and selectively to launch investment strategies poised to take 

advantage of the “Opportunity”.  

The Opportunity Zone Program (the “Program”) allows an investor to realize an asset (e.g. stock) and 

defer the capital gains from that asset into a real estate asset or business that is located within one 

of almost 9,000 distressed and low income areas across the US. We outline the terms of the legislation 

and the required timeline of an Opportunity Zone Fund (“OZF”) to receive the tax benefits, recognizing 

some rules are still being clarified.   

This piece summaries advantages and risks. Key considerations include: 

• Evaluating the quality of the real estate along with the tax benefits associated with the Program. 

• Selecting suitable managers with ability to navigate new rules and invest effectively. 

• Assessing an investor’s ability to realize the tax incentives  

• Appropriateness of using more aggressive real estate investments. 
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2  
OPPORTUNITY ZONES PROGRAM 

The Economic Innovation Group found that one in six Americans lives in economically distressed 

areas that have struggled to attract capital and have not recovered from the most recent recession.1 

To combat this issue, the Tax Cuts and Jobs Act of 2017 encourages real estate development in 

Qualified Opportunity Zones (QOZ), 8700 of which have been identified by State governors and the 

US treasury as of June 2018. These zones typically include low median household income areas that 

local officials have hand selected to be eligible as a QOZ. Importantly, qualifying zones can have 

substantially divergent characteristics including low-income housing, student housing, industrial parks 

and even low-housing-density urban areas. Also, managers and investors have wide latitude in the 

types of projects that they develop within the zones.  

To stimulate economic activity in QOZs, OZFs must invest in “QOZ Properties” that operate within a 

QOZ and represent:  

• Real Estate (our focus here) 

• Partnership interests in businesses  

• Stock ownership in a business  

To attract OZF investors, the Tax Reform Bill offered the following tax benefits: 

• Deferral of capital gains from other investments (sale of a property, stock or other assets), 

assuming gains are invested in a OZF within 180 days of the sale.  

• Reduction on the taxes payable for the deferred portion of the capital gains. The amount of the 

reduction is based on the holding period of the property or properties.  

• Tax-free growth of the opportunity zone investment for 10 years 

  

                                                

1 EIG, “Opportunity Zone History” 
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Typically, when an investor sells an appreciated asset, they are taxed on their capital gains; however, 

if instead they roll the capital gains into an OZF, investors become eligible to defer taxes on gains and 

to receive future capital gains tax incentives, the level of which depends upon how long the investment 

is held – see Exhibit 1 below.  

EXHIBIT 1: Opportunity Zone Fund Timeline 

 

 

Source: Mercer 

Timing and Tax Consequences: 

1. Investor defers paying capital gains on earnings by reinvesting capital gains into a OZF within 180 

days of asset sale.  

2. Once the OZF calls the investors capital, the manager has 31 months to develop or redevelop the 

property and is required to invest at least as much as the purchase price on improvements. OZFs 

will be penalized by the IRS if the project is not completed in 31 months, which is an important 

risk consideration.  

3. If the asset is held for 5 years, prior to December 2026 and complies with the rules and regulations 

set by the IRS the deferred capital gains invested in the Opportunity Fund is decreased by 10%. 

If the asset is held for 7 years prior to December 2026 the tax liability is then reduced by another 

5% (15% total reduction). 

4. After 8 years the investor pays capital gains taxes on the amount which has been reduced by 15% 

if the Fund has complied with the rules and held the asset(s) for 7 years. Investors should consider 

that this tax liability may be due before the Opportunity Zone Fund is liquidated.  

5. After 10 years, investors pay no capital gains tax on any appreciation earned on their OZF 

investment. Investors are still responsible for taxes on income from the properties. 
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INVESTOR BASE 

Taxable investors who have a significant amount of realized capital gains will be the primary investors 

in OZFs. Some QOZs also may be considered a social impact investment opportunity that helps 

economic development in low income areas. PERE reported that one-third of family offices are 

involved in investing in social impact initiatives, which has increased 4.2% over the past year.2  

TAX INCENTIVES  

There is an estimated $6 trillion of unrealized capital gains in the US that could be reinvested in a 

QOZ. Even if only a portion of these unrealized gains move into QOZs, it could result in one of the 

largest economic development initiatives in history.3  

Exhibit 2 indicates the magnitude of potential savings if an investor starts with $1 million in capital 

gains and utilizes OZFs for various periods. The greatest benefit clearly exists when investments are 

held for 10 years.   

EXHIBIT 2: Capital Gains reduction example4 

 

 

                                                

2 PERE, “Opportunity Zone Investors will want Tax Benefits” 

3 EIG, “Opportunity Zones tapping 6 Trillion Market” 

4 These numbers are used for illustrative purposes 

Source: Mercer 
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3  
STRUCTURE AND TERMS 

STRUCTURE5 

An OZF is a US partnership or corporation that intends to invest at least 90% of its holdings in one or 

more QOZs. OZFs are governed by IRC section 1400Z-2 and they can self-certify to the IRS. Each 

OZF is responsible for ensuring that it abides by the guidelines of the Opportunity Program to be able 

to offer tax incentives. Three OZF structures offered by managers include: 

• Fund of Individual OZF’s: The most typical structure (Exhibit 3) starts with a “Commitment 

Vehicle”6 where investors place their deferred capital gains. Once the manager identifies 

transactions, they call capital from the Commitment Vehicle and create a OZF (or Special Purpose 

Vehicle (“SPV”)) for the asset(s). If the SPV passes the 90% asset test (as defined below), then a 

31-month development clock starts. As indicated above, in order to qualify for the tax advantages, 

all improvements originally stated within an investment’s business plan must be completed within 

31 months.  

EXHIBIT 3: Fund of Individual Funds Vehicle 

 

 

Source: Mercer 

 

                                                

5 This example is used for illustrative purposes. Investors could have other structures or descriptions. 
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• Single OZF: Alternatively, a smaller fund can be used that includes a few pre-specified 

transactions which are already controlled by the investor. The Fund will call all the capital within 

six months and deploy the capital into these deals simultaneously and the 31-month clock to 

complete the project begins. 

• Series of OZFs: Lastly, a series of smaller funds can be launched. With this model, managers 

will assess market conditions and raise smaller funds based upon the evolving market 

environment and attractiveness of the Program. Managers could work with investors who want to 

defer capital gains every six months to meet the 90% test. This also provides managers more time 

to underwrite and complete due-diligence, and to deploy capital in a more conservative fashion.  

 

TERMS 

• Management Fees: Although many managers are still finalizing their offerings, indicative fees 

average around 1.75%. For comparison, traditional value-add and opportunistic funds average 

1.25-1.50%. While the work involved in developing an OZ property may be more intensive, 

investors should consider the trade-off with the potential tax-benefit. Given the short-fundraising 

timeline and 31-month development cycle, investors should be cognizant of managers charging 

fees based on invested versus committed capital. Given the nature of the program, we believe 

that fees should be charged on “invested” capital. If the OZF is charging on committed capital, 

fees could be higher than the reduction in the cost basis of the deferred capital gains and negate 

that benefit of the Program.  

• 90% Test: Six months following the OZF final close/first capital call and every six months 

thereafter, managers will present to the IRS a list of OZF assets in which they have closed or 

signed a letter of intent. This test states that 90% of the assets must be in a QOZ investment.  

• Investment Period: The fund has 31 months to invest and complete the project once they have 

called investor capital or else it is subject to a penalty.  

• Development Budget: Investors must invest at least the same amount improving the real estate 

as they spent acquiring the asset to qualify for the tax incentives. For example, if a piece of land 

or existing building is purchased for $100, then the investor would have to invest at least an 

additional $100 improving the land or building. In this case the investor’s basis would need to be 

at least $200 in order to qualify for the Program. This is a significant rule as this alone generally 

requires any investor in the Program to partake in development or heavy repositioning. 

• Life of Fund: Most OZFs will be 10+ years in order to take advantage of all the tax incentives. 

Depending on the structure of the fund and how quickly capital is deployed, and the market 

dynamics at the intended exit date, many funds could last substantially over 10 years. Ultimately, 

investors can hold the asset for up to 20.5 years and still maintain the tax eligibility. 
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• Property Management: The Fund will have to maintain the property to meet certain requirements 

in order to be eligible for the Program. Managers will be holding these assets for upwards of 10 

years, which is a longer holding period than traditional value-add or opportunistic investments. 

Having relationships with local property managers and making sure the property is held to a certain 

standard is important because of the long hold period.   
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4  
RISKS 

• Development: The Program requires that within 31 months investors must double their basis in 

an asset. Therefore, investors and managers are taking on a development and heavy 

repositioning strategy. Investment managers will need to have significant development experience 

and local relationships within the zone  

• Quality: The majority of the QOZs are in distressed areas. While there are some attractive 

locations within these zones, these locations will make up a small percentage of the investable 

area. Accordingly, the attractiveness of the Program may be short lived once these opportunities 

are taken. 

• Property Value: Property values are likely to increase in QOZs as owners of assets realize they 

are within an opportunity zone and prices react quickly to large anticipated capital inflows. Also, 

underwriting standards could diminish as investors factor the tax benefits into the underwriting. 

Underwriting of the real estate should be looked at independently from the tax benefits.  

• Supply of Capital: Given the amount of press and interest that the Program has received, we 

anticipate a massive wave of capital flowing into these locations. It is possible that certain 

opportunity zones may become over-developed, prices become inflated, and existing sellers 

consequently maintain an advantage.  

• Fund Size: Managers’ ability to deploy a substantial amount of capital (e.g., >$750 million) over 

three years is an important consideration. Investment managers are raising funds that generally 

range between $200 million to $2.5 billion.  Depending on the fund’s structure, the optimal fund 

size is between $250-$750 million. Program and OZF emphasis primarily on development and 

heavy repositioning, further reduces the size of the investable universe and makes deployment 

more difficult. Even traditional real estate funds with assets in excess of the preferred range can 

have difficulty deploying capital.  

• Exit-timing: At the beginning of the Program (2019) there likely will be a material inflow of capital 

into these funds and then most of the funds will be calling and deploying capital and developing 

projects around the same time. Once the funds reach 10 years (2029) and most assets fully qualify 

for the tax benefits, there is risk that the same phenomenon that drove prices up in the purchase 

period drives down prices at exit. Liquidity is an important consideration.  
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• Other Risks:  

– This is the first time that the Program has been offered and there are remaining open questions 

regarding its implementation.  

– Investment managers rushing to raise substantial capital before the rules are finalized is 

inconsistent with a prudent and measured investment manner, especially during early stages 

of the Program. Investing initially with multiple managers to get access to the best 

opportunities in each manager’s pipeline should be considered 

– Most QOZs are distressed with the possibility that a designated zone may not be transformed 

after 10 years and another economic down cycle.    

• Timing: The timing constraints are tight, especially for managers raising upwards of $750 million. 

The rules for an opportunity zones strategy gives managers six months to identify transactions in 

order to meet the 90% test and then 31 months to execute the assets business plans. Although 

there are over 8,000 zones identified, not all of these zones will be investable and it is difficult to 

determine what an area could be like in 10 years.  

• Conflict of interest within investment manager’s product suite: Some investment managers 

with existing platforms and potentially competing funds have confirmed that they will not be 

creating a fund to invest in QOZs. The managers believe it would be a conflict of interest with their 

existing platforms and non-taxable investor base.  

• Capital expenditures and long-holding period: OZFs will hold the assets for over 10 years to 

maximize the tax benefits, longer than many managers typically invest within a traditional 

opportunistic real estate fund. Because these properties will be in the Funds for more than 10 

years, managers need to assume they will go through multiple cycles. For this reason, we believe 

that property types that require lower amounts of capital expenditures (after the initial development 

costs) are more conducive to the Program. For example, a ground-up multifamily development 

will require less ongoing capital expenditures over a ten-year hold than an office building that 

requires expensive tenant improvements and custom build outs when new tenants occupy the 

space. If the office building has a drop in occupancy in year 8 due to potentially unforeseen market 

conditions, then a large amount of capital expenditures (leasing commissions and tenant 

allowances) would have to be spent in order to market the building for sale at the end of the 

Program in the tenth year. 
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5  
MERCER VIEW –  OPPORTUNITY ZONE FUNDS 

 

Source: Mercer 

 

OPINION:   

Given the reliance on hands-on-value creation in these strategies, manager selection is key; 

managers must have extensive ground-up development and repositioning experience. The short 

timelines also require that they have a robust pipeline of properties before they begin calling capital.  

Finally, we note our view that we are at the late stages of the real estate cycle which elevates the risk 

in more opportunistic strategies as land, construction and financing costs are all on the rise. As 

discussed, these impacts may be more acutely felt within the Opportunity Zones as a rush of capital 

needs to be put to work quickly. Investors should consider this a long-term part of their real estate 

strategy and size appropriate to their risk tolerance.  

For investors who are able to take advantage of the tax benefits and who are also looking to increase 

their opportunistic real estate exposure, Opportunity Zone strategies may be compelling. However, 

investors should consider their liquidity needs and risk tolerance for this more aggressive option within 

real estate.  
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Important Notices 

References to Mercer shall be construed to include Mercer LLC and/or its associated companies. 

 

© 2018 Mercer LLC. All rights reserved. 

This contains confidential and proprietary information of Mercer and is intended for the exclusive 

use of the parties to whom it was provided by Mercer. Its content may not be modified, sold or 

otherwise provided, in whole or in part, to any other person or entity without Mercer's prior written 

permission. 

Mercer does not provide tax or legal advice. You should contact your tax advisor, accountant and/or 

attorney before making any decisions with tax or legal implications.  

This does not constitute an offer to purchase or sell any securities. 

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and 

are subject to change without notice. They are not intended to convey any guarantees as to the 

future performance of the investment products, asset classes or capital markets discussed.  

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see 

www.mercer.com/conflictsofinterest. 

This does not contain investment advice relating to your particular circumstances. No investment 

decision should be made based on this information without first obtaining appropriate professional 

advice and considering your circumstances.   

Information contained herein may have been obtained from a range of third party sources. While the 

information is believed to be reliable, Mercer has not sought to verify it independently. As such, 

Mercer makes no representations or warranties as to the accuracy of the information presented and 

takes no responsibility or liability (including for indirect, consequential, or incidental damages) for 

any error, omission or inaccuracy in the data supplied by any third party. 

Investment management and advisory services for U.S. clients are provided by Mercer Investment 

Management, Inc. (MIM) and Mercer Investment Consulting LLC (MIC).  MIM and MIC are federally 

registered investment advisers under the Investment Advisers Act of 1940, as amended. 

Registration as an investment adviser does not imply a certain level of skill or training. The oral and 

written communications of an adviser provide you with information about which you determine to 

hire or retain an adviser. MIM and MIC’s Form ADVs Part 2A & 2B can be obtained by written 

request directed to:  Compliance Department, Mercer Investments, 701 Market Street, Suite 1100, 

St. Louis, MO  63101.
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