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Will Qualified Opportunity Funds 
Cannibalize the 1031 Industry?

By Evan Hudson, Mayer Greenberg and Brian Senie; 
Stroock & Stroock & Lavan LLP
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Qualified Opportunity Funds (“QOFs”) are a hot topic right now. In December 
2017, Congress introduced Qualified Opportunity Zones (“QOZs”) into the 
Internal Revenue Code, and the Treasury Department released proposed 
regulations in October 2018.

QOFs and 1031s this year, next year and beyond.

Many of the QOZ benefits are time-sensitive, so investors are already thinking about how to take 

advantage of the QOZ rules, and many sponsors have begun forming QOFs.

The general idea is fairly straightforward: if, within 180 days of a sale, an investor reinvests 

the sale proceeds into a QOF entity that acquires qualifying property within a QOZ (a designated 

census tract, as further described below), then the investor’s immediate taxable gain is deferred 

and major tax benefits start kicking in after five, seven and ten years.1

 The main benefits of QOFs are trifold: 

 • deferral (potentially until 2026) of tax on capital gain that is reinvested into a QOF; 

 • reduction in the amount of gain ultimately subject to tax after holding the QOF  

  interest for five years or, even better, seven years; and 

 • for an investor holding a QOF interest for ten years or more, the elimination of tax  

  on any appreciation in the interest’s value after its acquisition.  

No doubt, there are some great tax savings to be had, especially if the underlying investment 

significantly appreciates in value.

But, as readers of AIQ are well aware, QOFs are not the only tax-advantaged strategy on the 

street. Sponsors have been syndicating Delaware statutory trusts (“DSTs”) for years. Ever since the 
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IRS issued Revenue Ruling 2004-86 almost 15 years ago, DSTs have been treated as valid for purposes 

of so-called “1031 exchanges” (or “1031s”) under Section 1031 of the Internal Revenue Code, and have 

served as the vehicle of choice for investors desiring to relinquish legacy real estate investments (often 

directly held, labor-intensive and sub-institutional-grade) in exchange for other real estate assets, typically 

professionally managed, completely passive and institutional-grade, without recognizing gain.2 According to 

Mountain Dell Consulting, the DST industry is on track to raise over $2 billion from retail investors in 2018, 

the magnitude of the market almost reaching its pre-crisis levels.3 

Both QOFs and DSTs offer investors potential deferral of taxation on capital gains. Both promise access 

to economically attractive assets selected and managed by expert sponsors. 

Sponsors, financial advisors and investors are asking whether the retail market is big enough to support 

both syndication strategies. Or, we are often asked, are QOFs primed to cannibalize the 1031 industry?

Having studied the issues, we believe that the market will support both products.  

Going out on a limb, we predict that while QOFs are likely to take some market share, the products are 

different enough that QOFs will not replace 1031s in coming years. 

The reason is that QOFs and 1031s each come with certain advantages and disadvantages, which we 

set forth below. Accordingly, a financial advisor, after making a suitability determination for a given client, will 

likely decide to allocate that client’s assets to one type of product over the other, or some maybe to both, 

based on the client’s circumstances, needs and goals.

To show how this might work in practice, below we present nine hypothetical scenarios that a client 

might bring to a financial advisor, and how that financial advisor might begin to think about the differences 

between QOFs and 1031s. Of course, no single circumstance should be considered in isolation from all the 

circumstances facing a client. Also, we are not giving legal advice, so again we stress that each client scenario, 

and each “advantage” determination, is hypothetical. But we think the format presented below is useful. 

Additionally, we hope to give sponsors some insight as to how their syndicate members may be 

approaching the issues, and accordingly, which way the market may be headed. 

Advantage: QOF (not even a close call) 

This one is easy, and the answer is clear. An investor may roll any capital gain into a QOF.4 In fact, it was tech 

entrepreneurs—a group often looking to exit stock-investments in a tax-advantageous way—who pushed 

for the QOZ legislation to begin with. Proceeds from the sale of stock are not eligible for 1031 rollover—the 

gain must be from the sale or exchange of real property. So, when a client disposes of shares of her private 

software company (or roofing business, or waste management enterprise … )—or perhaps a publicly traded 

stock, bond or mutual fund—absent unusual circumstances, a 1031 should not even be on the table.

The client didn’t dispose of a real estate asset, 
but stock, or maybe a different kind of asset.1.
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Both QOFs and DSTs

offer investors potential

deferral of taxation on capital 

gains. Both promise access to 

economically attractive assets selected 

and managed by expert sponsors.
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Advantage: 1031 
If an investor wants to invest in a proven real estate market, a 1031 may be the way to go. In a 1031 deal, 

the replacement property may be located anywhere in the U.S., and there are no restrictions on what kind of 

neighborhood the property sits in. Although the replacement property must be “like-kind” to the relinquished 

property, typically most real property can potentially qualify. Perhaps even more importantly, replacement 

property in a 1031 exchange may be “mature” property that is already in service, whereas this is more difficult 

in the QOZ context as discussed below.

QOF benefits are available only for properties within the designated QOZs—certain low-income communities 

(defined as census tracts with poverty rates of at least 20% and meeting certain requirements regarding median 

family income) that are designated by each state, on a state-by-state basis. Although QOZs exist in all 50 states, 

and many will probably prove to be high-growth markets in future years, a QOZ is almost by definition not a proven 

real estate market. Additionally, qualifying QOZ property must generally either be newly placed in service by the QOF 

or substantially improved by the QOF—accordingly, it is difficult for a QOF to acquire pre-existing “proven” assets.

The client wants to take some money 
off the table upfront tax-free.

Advantage: QOF, if there is cash in excess of the amount of gain 
In a 1031 deal, if, as part of the exchange, the investor extracts cash proceeds from the sale of the 

relinquished property (and does not use such cash to acquire replacement property in the exchange), the 

investor must pay tax on that amount (known in tax parlance as the “boot”). This is because of the “over or 

up” rule providing that, for a 1031 exchange to be completely tax-free, the replacement property must be of 

equal or greater value than the property relinquished. Although cash may be extracted later on by means of 

a refinancing, as is common in the real estate world, this nevertheless may add complications—potentially 

including both tax risk and economic risk.

Under the QOZ regime, on the other hand, the investor need not roll over 100% of the proceeds from 

the sale of the property, but only the portion that represents taxable gain. In other words, the portion 

representing the basis in the property may be withdrawn tax-free—a nice way to experience a mini-liquidity 

event before rolling over the gain. Granted, some assets will have been depreciated to zero already, but if 

there is basis to be had, the QOF regime allows the investor to extract it.

Conversely, however, if the property being sold by an investor is subject to debt in excess of its tax basis—i.e., 

if there is taxable gain in excess of the cash received by the investor—then a 1031 may have the advantage. A 

1031 exchange would permit tax-free reinvestment into a replacement property in this scenario (although the 

3.

The client prefers to invest in a proven real estate market.2.
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Advantage: 1031 
A 1031 exchange replaces one property with another of like kind, such that the new property is essentially 

treated as a continuation of the old—with the same tax basis, depreciation period and other tax attributes. 

A consequence of this is that once the exchange is completed, the investor may continue to hold the new 

property indefinitely without any pending taxable event.

The QOF rules, however, do not provide permanent deferral of taxable gain. This is why the advantage, 

for pure tax deferral, goes to the 1031 product.

An important caveat is that QOFs do offer the potential for permanent reduction of the gain subject to tax. 

Specifically, the QOZ rules reduce the amount of gain ultimately subject to tax by 10% after a five-year hold 

and an additional 5% after a seven-year hold. (Thus, after a seven-year hold, tax is owed on only 85% of 

the initial rollover gain.) But this gain is nevertheless included in income no later than December 31, 2026, 

and accordingly, investors should expect to pay tax at that time. However, an investor wishing to liquidate 

the investment regardless may enjoy a reduction in tax owed that would be unavailable in the 1031 context.

Additionally, the QOZ rules provide a special additional benefit whereby an investor holding ten years or more 

recognizes no additional gain on subsequent sale. Thus investors planning on a long-term hold but eventual sale 

may derive significant benefits from the QOZ rules above and beyond the deferral of the initial taxable gain.

replacement property would need to have similar debt and basis to avoid boot, and would accordingly itself have 

debt in excess of basis). A QOZ investment, however, may only be made to the extent of the cash available and 

accordingly might not be able to cover the entire amount of the gain recognized—although an investor could 

invest the remaining cash from his own funds in order to receive QOZ benefits on the full gain amount.

The client insists on permanent tax deferral.4.

Advantage: 1031 
1031 exchanges have been a staple of the market for a long time, whereas QOF investments are novel. 

Accordingly, the latter come with significant uncertainty even following the issuance of the proposed 

regulations. In particular, whereas 1031 exchanges are fundamentally real property transactions, the QOZ 

regime involves investment into QOFs, entities subject to requirements that may affect or restrict the structure 

and operation of any acquired properties. Practitioners are still awaiting guidance clarifying the nuances of 

these tax rules, and the ultimate guidance on these points may have either a positive or negative influence 

on the desirability of QOZ structures as an alternative to 1031s.5

The client prefers proven investment 
strategies over novel ones.5.
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Advantage: QOF 
In a 1031 exchange, the same taxpayer that disposed of the relinquished property must be the 

one that acquires the replacement property—a technicality that has bedeviled a generation of tax 

planners and frustrated the many investors who invested in real estate through a partnership or 

other pass-through entity only to have some (but not all) of the partners wish to proceed with a 

1031 exchange.

In the QOZ context, though, a partnership or other pass-through entity may pass recognized gains 

through to its partners, who may then reinvest those gains as if they had recognized them directly. 

Additionally, while both 1031s and QOZs require investors to reinvest their proceeds within 180 days, 

the QOZ regime provides some additional leeway for investors reinvesting gains recognized through a 

partnership: such investors may have their 180-day period begin at the end of the partnership’s taxable 

year, rather than on the date of the sale. Thus not only is selling through a partnership not a barrier in the 

QOF context, it may actually provide investors additional time to find suitable replacement investments. 

As a result, investors whose real property interests are indirectly held may have a significantly easier 

time getting tax deferral benefits through a QOF.6

The client does not want to be locked into 
a single investment for a long time.

Advantage: 1031 
QOZ benefits (other than the deferral of taxable gain, which would otherwise be recognized immediately) 

begin after a five-year hold, with additional benefits after seven years and ten years. Accordingly, a QOZ 

investor should plan on holding its QOF interest for a significant period of time, or else forfeit the QOZ 

benefits. The market is still brand-new, but we anticipate that many, if not most, QOFs will set a targeted 

duration of ten-plus years so as to maximize the potential tax benefits.

1031 exchanges, though, are fairly flexible as to their frequency. Although an investor will often want 

to hold the replacement property for at least a year or two before disposing of it, to satisfy the “held 

for investment” requirement, the investor is not otherwise restricted from accepting a good offer on 

the property. Granted, when investors invest through a DST, it is the sponsor, not the investor, who 

decides when the DST will liquidate. But investors should benefit from the sponsor’s flexibility to sell the 

underlying asset when the time is right (even if ten years have not passed) without worrying about lost 

tax benefits —although the investors may need to engage in another 1031 at the time of the DST sale 

to avoid recognizing taxable gain.

7.

The client’s rollover funds are coming from a partnership.6.
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Advantage: QOF 
In a 1031 exchange, not only must the proceeds come from real estate, but the acquired asset must be real 

estate as well (although, as noted above, DST interests qualify for this purpose).

The property acquired by a QOF must be tangible property used in a trade or business. Although this 

naturally lends itself to real property and the rental thereof, operating businesses—including renewable 

energy and manufacturing—have also been receiving serious consideration in the market.

The client demands the “best” product 
for his particular tax needs.

Advantage: ??? 
Obviously, this is a trick scenario. If anything, it shows the careful thought that financial advisors must put 

into their recommendations. It also demonstrates the basis of our prediction that, without a clear “best” 

product for every single situation, QOFs will not cannibalize the 1031 industry. The differing tax attributes 

of the two products leave significant room for both of them to sit on the shelves of broker-dealers and 

RIAs. We believe that interest in QOFs—and the unique potential tax benefits they offer—may slightly 

cool the market for 1031s, which has been burning quite hot for several years now. But how much so 

is anyone’s guess, and we don’t purport to be smart enough to give a definitive answer to that here. 

9.

The client wants to reinvest in an operating business, 
not real estate.8. 1—Stroock Alert. Stroock’s 

Take on the New ‘Qualified 

Opportunity Zone’ Guidance. 

October 19, 2018.

2—Because virtually the entire 

1031 market has shifted 

towards the DST structure 

over the past decade, in this 

article we use the term “DST” 

as a proxy for the entire 1031 

market.

3—Mountain Dell Consulting. 

Market Report – Securitized 

1031 Industry – Q2 2018 (as of 

June 29, 2018).

4—This includes both short-term 

capital gain and long-term 

capital gain, but “dealer 

income” and certain types of 

depreciation “recapture” may 

not qualify.

5—Stroock Alert. Six Burning 

Questions on the New Qualified 

Opportunity Zone Guidance. 

November 6, 2018.

6—In addition, 1031s require 

identification of the replacement 

property within 45 days, and 

strict escrowing and tracking 

of sale proceeds. QOFs do 

not — so there are additional 

procedural ways in which QOFs 

may be “easier” on investors.

We believe that 

      interest in QOFs may slightly cool 

              the market for 1031s, which has been 

                          burning quite hot for several years now.




