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Tips For Investing In Opportunity Zone Businesses 

By Libin Zhang (July 2, 2019, 1:33 PM EDT) 

The Tax Cuts and Jobs Act of 2017 created new tax incentives for investments in 
certain “qualified opportunity zones," which are carefully selected low-income 
communities in need of economic development. Although substantially all of the 
billions of dollars raised by first and second generation opportunity funds have been 
for real estate development, there is growing attention on other investment 
opportunities in the zones as real estate prices have gone up and the best sites have 
been acquired by private funds. This article discusses a few practical issues that 
have confronted some practitioners as they advise third-generation opportunity 
funds to invest additional billions of dollars in operating businesses. 
 
Introduction 
 
An investor with eligible capital gains who invests in an opportunity fund is entitled to three tax benefits: 
deferral of federal and some state taxation of the capital gains until 2026, a reduction in the deferred 
capital gains by up to 15% (or more in some cases), and no taxation of any gain recognized from the 
opportunity fund’s post-investment appreciation through 2047.   
 
An opportunity fund may invest in one or more lower-tier entities that meets various tests to be a 
“qualified opportunity zone business.” The following tests are discussed below for operating businesses: 

• Gross income test; 
• Intangible property test; 
• Tangible property test; and 
• Excluded business test. 

Gross Income Test 
 
An opportunity zone business must derive at least 50% of its annual gross income from the active 
conduct of a trade or business in the opportunity zone. After the U.S. Department of the 
Treasury released the second set of proposed regulations in April 2019, many law and accounting firms 
quickly noticed that, due to a confusing mixed use of definite and indefinite articles in the regulations, it 
is unclear whether the business may operate in more than one opportunity zone.[1] 
 
Example: A husband and wife realize some capital gain from their stock in an electronic cigarette 
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company. The couple forms the Finding Options and Making Opportunities Fund, which makes a $120 
million preferred equity investment in Juicery, a start-up company based in a San Francisco opportunity 
zone. Juicery makes a Wi-Fi-connected juicer that uses DRM-protected single-serving packets of 
prejuiced fruits and vegetables sold via subscription. The success of Juicery’s business model leads it to 
open a marketing office on the University of Southern California campus opportunity zone. It is not 
apparent if both zones can be “the” opportunity zone that allows the business to meet the 50% gross 
income test. 
 
Before the April proposed regulations, there was some debate as to how the 50% gross income test is 
met. Some practitioners, possessed with ample knowledge of the international taxation rules on income 
sourcing, claimed that qualifying income can only come from customers within the zone. In order to 
ensure that opportunity zone businesses are not limited to cryptocurrency miners, low calorie calzone 
shops and other local establishments, the proposed regulations allow a business to meet the gross 
income test in several ways. 
 
For instance, the test is met if least 50% of the business’s services (based on either hours or 
compensation) is performed by employees and independent contractors (including the employees of 
independent contractors) within an opportunity zone. The reference to independent contractors and 
their employees raises some questions as to whose hours and compensation should be taken into 
account. 
 
Example: FOMO Fund makes a second equity investment in a podcasting business, 2 Opportunity 2 Zone 
Inc., in which two self-certified wizards of Oz discuss the second set of proposed regulations. The 
podcast is recorded inside the downtown Portland, Oregon, opportunity zone, but it hires Amazon Web 
Services to host its popular podcasts on the internet. AWS is technically an independent contractor of 
the business, and therefore the hours and compensation of AWS and its employees throughout the 
world may have to be taken into account for purposes of the gross income test. 
 
Intangible Property Test 
 
An opportunity zone business must have a substantial portion of its intangible property used in the 
active conduct of a business in an opportunity zone. The April proposed regulations helpfully provide 
that “substantial portion” means 40%, but they do not provide any guidance on what is in the 
numerator or the denominator. 
 
Example: FOMO Fund and other opportunity funds invest $700 million in a blood testing startup, 
Thanatos, which has developed a patented technology for a blood test to be done by a pinprick. 
Although the startup’s operations are all in an opportunity zone adjacent to Palo Alto, California, it 
licenses its technology to pharmacies in many different states. 
 
A practitioner with ample knowledge of the international taxation rules on income sourcing may view 
the intangible property as being used at the location of the licensees. Alternatively, the final regulations 
may confirm that intangible property is always considered used at the physical location of the 
opportunity zone business, or simply waive any location test for intangible property as long as its related 
opportunity zone business is actively conducted in the zone.  
 
Tangible Property Test 
 
An opportunity zone business must have at least 70% of its owned and leased properties consist of 



 

 

qualifying property, that is generally used mostly in the opportunity zone and meets either an “original 
use” test or a “substantial improvement” test. The original use test requires that the original use of the 
property in the opportunity zone be with the opportunity zone business. 
 
In other words, consistent with well-known and longstanding precedents under the former D.C. 
enterprise zones and renewal communities, previously used property can be brought into the zone and 
qualify under the original use test, though there is a pending technical correction bill to permit only new 
property. 
 
The proposed regulations contain some special rules for the use of a business’s inventory in transit, but 
they failed to clarify how the tangible property test applies to either transiting or stationary inventory. If 
an opportunity zone business acquires inventory and later sells it to another business in the zone, it is 
unclear whether the seller, buyer or both can meet the original use test for the property to qualify. The 
final regulations may borrow some concepts from quantum superposition theories and provide that 
both the seller and the buyer can claim “original use” of the property,[2] or simply waive the original use 
requirement for inventory. 
 
Excluded Businesses 
 
An opportunity zone business may not be engaged in a business listed in section 144(c)(6)(B), which is a 
golf course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other gambling 
facility, or any store the principal business of which is the sale of alcoholic beverages for consumption 
off premises. Some practitioners refer to such businesses as a “sin business,” though this article uses the 
less judgmental and anti-golf term of “excluded business.” 
 
A frequently asked question is whether the excluded businesses cover marijuana activities. As noted by 
the author in a 2018 paper, “Section 144(c)(6)(B) was originally enacted by the Tax Reform Act of 1986 
and has not been revised to reflect recent entrepreneurship developments, such as a marijuana 
dispensation facility or vaping facility.”[3] Kelly L. Frey, a Nelson Mullins Riley & Scarborough 
LLP practitioner, made an observation to Law360 in early 2019 about “Internal Revenue Code Section 
144(c)(6)(B), which was originally enacted by the Tax Reform Act of 1986 and has not been revised to 
reflect recent entrepreneurial activities such as marijuana dispensaries or vaping facilities.”[4] 
 
The other types of excluded businesses can sometimes raise questions as to their scope. For example, 
some advisers have expressed concerns that the “store the principal business of which is the sale of 
alcoholic beverages for consumption off premises” exclusion can apply to a brewery or distillery, 
depending on whether it counts as a “store.” Other practitioners and their clients have insisted that the 
category includes a bar, though a bar principally sells alcoholic beverages for on-premises 
consumption.[5] The kombucha industry may also be an excluded business, given that the beverage may 
contain some traces of alcohol due to the symbiotic yeast and bacteria cultures’ natural fermentation of 
the tea. 
 
In early 2017,  Sen. Ron Wyden, D-Ore., introduced in the Senate S. 389, the Keeping Our Manufacturers 
from Being Unfairly Taxed While Championing Health Act, or KOMBUCHA,[6] in order to exempt 
kombucha from certain federal excise taxes, which may be updated to allow opportunity zone tax 
benefits as well. 
 
 



 

 

Conclusion 
 
The creation of the opportunity zone regime is partly credited to Sean Parker, the founder of Napster, 
which is a centralized precursor to the filesharing service eDonkey. The Treasury and the Internal 
Revenue Service may provide some additional guidance in the final regulations in order to encourage 
more venture capital investment in successful startups and other operating businesses in the zones. 
 
If the opportunity zone regime had existed during earlier times, Apple or Google could have been 
founded in a garage in an opportunity zone and stayed around there for 10 years, at which point their 
investors could have made a large amount of money free from federal and state taxes (except for 
California, Massachusetts and other nonconforming states).  
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