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Texas Tech Real Estate
 Course Offerings
 Area of Finance
▫ RE Fundamentals
▫ Two (2) full-time professors
▫ RE Finance
▫ One (1) adjunct faculty
▫ RE Law
 Academic Programs
Rawls College of Business
▫ RE Appraisal
▫ Undergraduate
Center for Real Estate
▫ RE Investments
▫ BBA, Finance
▫ RE Analysis
▫ FIN-Real Estate Concentration
▫ GB-Construction Management  Representative Placements
▫ JLL
▫ MS, Finance
▫ Weitzman
▫ 200 students per semester
▫ Clarion Partners
 Real Estate Organization
▫ HFF
▫ 80 members per semester
▫ Ryan
▫ Focus on interactions with CRE
▫ PlainsCapital
industry
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Practical Perspectives on Opportunity Zones
 Today’s “institutional” real estate markets
 Investors can’t loose sight of fundamental nature
of real estate assets
 Current status of opportunity zone program
 Available resources
 What is an opportunity zone?
 What is the purpose of an opportunity zone?
 Qualified Opportunity Fund structure
 Opportunity zone assets
 Basics of opportunity zone tax benefits
 Policy guidance
 Case studies
 Final thoughts on local implementation

Rawls College of Business
Center for Real Estate
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“Institutional” Real Estate

 Relatively new concept
 Re-examination of real estate as
an investment
 Investment considerations now
more closely resemble other
asset classes
 However, cannot be analyzed
exactly like other assets
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Real estate as an investment asset
 Simplicity: Real estate is land and buildings. Few other investments are defined in such simple terms.
 Basic Good: Nobody has to be “sold” on it. People and businesses need space, and they are willing to
pay for it.
 Permanently Durable: Each asset has a known, permanent location and is not depreciable. It is the
ultimate durable good.
 Outright Ownership: There are very few investment products that can be owned outright. Just try
finding your name on a ledger of a publicly-traded stock.
 Minimal Barriers: Anybody can buy it, and it is largely unregulated. In general, owners don’t have to be
approved, licensed, or screened. There is no SEC, FINRA, or FDIC of real estate.
 Identity: People identify with real estate (and not just in the generic sense). It contributes to making
people and communities what they are.
 Variety: Real assets are infinitely varied. Prices range from the thousands to the billions. Investments
range from vacant farmland, to a CMBS tranche, to shares in a public REIT.
 Taxation: Federal tax structure generally encourages real estate investment. Real estate is the classic
example of a capital gain. And it’s primary and cheapest capital source (debt) is tax advantageous.
 Mortgage Lending: Lenders appreciate it for many of these same reasons. GSEs and banks have
dramatically increased multifamily originations in past 6-8yrs, whereas insurers and pensions have
found CRE debt attractive for its risk adjusted return compared to investment grade corporate bonds.
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Real estate primarily trades in private markets
Private Markets: investments are not
traded on a public exchange or market
▫ Direct investments into assets and
companies
▫ Indirect investments in partnerships
investing in private investments
Characteristics of private markets
▫ Geographically localized
▫ User variability
▫ Limited information available
▫ Infrequent trades, illiquidity
▫ Significant transaction costs
necessitate long investment horizons

As a result, real estate assets are:
▫ Difficult (time-consuming) to value
▫ Segmented into geographic and
use sub-markets

Lubbock, TX
Source: “The Case for Real
Estate,” Prudential Real Estate
Investors, March 2011

$680*

*Source: Apartment Data, Inc.
(August 2018)

Source: Zumper National Rent Report: April 2017
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Lubbock Rents
Source: Coldwell Banker Commercial Insight, Lubbock 2018 Market Trends
Annual Rents ($/SF): August ‘18
Use

Low

High

Average

Retail

$6.00

$26.00

$14.18

Office

$8.00

$27.00

$16.85

Industrial

$2.00

$9.50

$2.99

Multifamily

$7.08

$14.52

$10.68
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Real estate in the broader, capital markets
 Real estate competes for funds
in the capital market with other
assets (such as stocks and
bonds)
 Investors ultimately select a
mix of investments based on
expected returns and risk
 Returns are returns are
returns, because money is
money of where it’s coming
from (i.e. capital flowing into
real estate is fungible)
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What does this have to do with Opportunity Zones?
 Opportunity Zones are an exciting new “tool” for investors, lenders, developers and policy makers
 However, it does not radically change real estate as an investment type
 The best uses of this new tool will recognize:
▫ The “institutional” nature of today’s commercial real
estate market
▫ The fundamental reasons that certain investors
favor real estate as an asset class
▫ The already present tax advantages of real estate
investments
▫ The importance of mortgage lenders as capital
sources for real estate investments
▫ The direct relationship between information and
costs in real estate markets
▫ The (relatively) long time horizon of real estate
investments
Source: “Opportunity Zones,” UBS,
January 28, 2019
▫ The segmented nature of private markets, and how
each market is ultimately driven by its (1)
geography and (2) end users
▫ The competitiveness of the capital markets
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Current status of Opportunity Zone Program
 The OZ program was created as part of the 2017 Tax Cuts and Jobs Act
(“tax reform” enacted by Congress in December 2017)
▫ Tax Code Sections: 1400z-1 and 1400z-2
▫ Each state had 90 days to nominate geographic zones to the US
Treasury, which then approved the designations
▫ All geographic zones have now been designated
 In October 2018, IRS published guidance on implementation
▫ Proposed regulations as 26 CFR Part 1
▫ Revenue Ruling 2018-29
▫ Public hearing scheduled for January 10, 2019 was delayed until
February 14, 2019
 On December 12, 2018, President Trump signed the “Executive Order
on Establishing the White House Opportunity and Revitalization Council”
 In December 2018, IRS published Form 8996 (Qualified Opportunity
Fund) and corresponding instructions
 Public hearing on first round of proposed regulations held February 14,
2019
 Second round of proposed regulations are expected in late Spring 2019
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Opportunity Zone Resources













IRS FAQ’s: https://www.irs.gov/newsroom/opportunity-zones-frequently-asked-questions
US Treasury Opportunity Zone Resources: https://www.cdfifund.gov/Pages/Opportunity-Zones.aspx
Map of opportunity zone tracts: https://www.cims.cdfifund.gov/preparation/?config=config_nmtc.xml
List of opportunity zone tracts:
https://www.cdfifund.gov/Documents/Designated%20QOZs.12.14.18.xlsx
Proposed regulations: https://www.irs.gov/pub/irs-drop/reg-115420-18.pdf
Revenue Ruling 2018-29: https://www.irs.gov/pub/irs-drop/rr-18-29.pdf
Form 8996: https://www.irs.gov/pub/irs-pdf/f8996.pdf
Instructions for Form 8996: https://www.irs.gov/pub/irs-pdf/i8996.pdf
CBRE, Qualified Opportunity Zones: A Reference Guide for U.S. Commercial Real Estate Investors:
https://www.cbre.us/research-and-reports/opportunity-zones/opportunity-zones-guide
LOCUS, National Opportunity Zones Ranking Report:
https://smartgrowthamerica.org/program/locus/opportunity-zones/
Fundrise, The Top 10 Opportunity Zones in the US: https://fundrise.com/education/blog-posts/the-top10-opportunity-zones-in-the-united-states
NCGrowth, Homegrown Tools for Economic Development: http://homegrowntools.unc.edu/
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What is an “Opportunity Zone”?
 An Opportunity Zone (OZ) is an economicallydistressed area where qualified investments
are eligible for preferential tax treatment
 An area qualifies as an OZ if nominated by the
state and certified by the IRS
 The tax benefits that accompany an OZ create
an incentive to allocate capital into these areas
by allowing OZ investors to (1) defer taxes on
realized gains and (2) reduce tax liability
 Benefits are not limited to real estate as many
businesses are eligible for program, but
regulation is designed to minimize potential for
tax arbitrage and capital flight out of OZ
 For a map of all OZ’s
https://www.cims.cdfifund.gov/preparation/?co
nfig=config_nmtc.xml
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What is the purpose of an OZ?

 The “official” motivation behind the OZ
program is to get some of the ~$6T of
appreciated capital (specifically, capital
gains) reinvested into “economically
distressed” rural and urban communities
▫ Likely at least some political motivation
▫ Steve Case (former AOL CEO) has
been heavily involved as part of his
“Rise of the Rest” initiative to look for
new tech and innovation hubs
 The basic concept behind the legislation is
to give investors two breaks: (1) a delay in
paying tax on the original capital gain; and
(2) no tax on the reinvested capital if the
reinvestment is held for 10 years
 Tax Code Sections: 1400z-1 and 1400z-2

Source: Bloomberg, https://www.bloomberg.com/news/articles/2018-07-12/steve-case-srevolution-moves-into-direct-real-estate-investing (July 12, 2018)
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How to invest in an OZ?
 In order to invest in an OZ, investors must
utilize a a Qualified Opportunity Fund (QOF)
 QOF: investment vehicle that is set up for
investing in eligible property located in an OZ
 QOF must invest 90% of its funds in qualifying
assets
 Investors must place capital gains as equity
investments into a QOF within 180 days of
realizing the gain to qualify for tax benefits
 There is no limit on the amount of capital
gains an investor can put into a QOF
 To become a QOF, an eligible corporation or
partnership self-certifies by filing Form 8996
with its federal income tax return
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Source: “Overview of the New Incentive for Investments in Qualified Opportunity Zones,” Forum on
Affordable Housing and Community Development Law (November 1, 2018)
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What types of assets can a QOF hold?






QOFs must hold at least 90% of its assets in (1) stock or
partnership interests in Qualified Opportunity Zone
Businesses and/or (2) tangible Qualified Opportunity
Zone Business Property
Qualified Opportunity Zone Businesses
▫ Most types of businesses qualify (exceptions
include golf courses, country clubs, gambling
establishments, etc.).
▫ “Substantially all” tangible business assets must be
used in an OZ (70%)
▫ At least 50% of its gross income must be from the
active conduct of a trade or business in an OZ
Qualified Opportunity Zone Business Property
▫ Tangible property used in a trade of business
▫ Must be purchased after December 31, 2017
▫ "Original use” must commence with the QOF or
QOF must "substantially improve" the property
(improvements equal to the cost must be made
within any 30-month period)
▫ Majority of property use must take place within an
OZ for substantially all of the holding period for the
property

Source: “Overview of the New Incentive for Investments in Qualified Opportunity Zones,” Forum on
Affordable Housing and Community Development Law (November 1, 2018)
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Source: “Opportunity Zones,” UBS, January 28, 2019
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What types of gains may be deferred?









Example (ignoring depreciation and CapEx):
▫ An investor purchased a property in 2014 for $100,000
▫ The property is sold in 2019 for $150,000
▫ The investor has $100,000 basis in the property
▫ The investor recognizes a $50,000 taxable gain upon sale
▫ Assuming a 15% rate, capital gains taxes are $7,500
Funds must be “capital gains” under federal tax code to be
eligible for deferral under the OZ program
After reduction, deferral of taxes is the next best thing!
For real estate, this would include gains from personal assets
(e.g. stocks) and is a deviation from the 1031 exchange structure
Only gains from sale or exchange of an asset can be
reinvested in a QOF (but investors may reinvest only a
portion of eligible gains)
The original gain can only be deferred until the earlier of (1) the
sale or exchange of the QOF investment or (2) Dec. 31, 2026
In addition to tax liability deferral, investors will receive the
following tax benefits on gains reinvested in a QOF:
▫ A 10% basis step-up if held 5 years
▫ A 15% basis step up if held 7 years
▫ Elimination of capital gains on sale of OZ investment if held
for a minimum of 10 years

Profit on
Original
Investment

Basis:
Purchase
Price of
Original
Investment
($100,000)

Amount of
Original
Investment

Gain: Profit
on Original
Investment
($50,000)

Gain = Taxed
15% = $7,500

Sale Price of
Original
Investment:
Basis + Gain
($150,000)

Basis = No
Tax
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2019

2024

Base Case
Value: $60,000
 $50,000
profit
$10,000 Gain on
 $7,500 tax
QOF Reinvestment
 15% rate
 Paid in
$50,000
$50,000
2019
Gain
Gain
$0 Basis
in Gain

$100,000
Basis

2026: Sale

2026: No Sale

2029

Gain
($10,000)
Gain
($45,000)
Basis:10%
step-up
($5,000)

If QOF investment held
for 5 years:
 Gain tax deferred until
QOF sale in 2024
 10% basis step-up on
gain
Taxes:
 $6,750 on original
gain
 $1,500 on QOF gain
Result:
 $60,000 profit
 $8,250 tax paid in
2024
 13.75% rate
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2019

2024

2026: Sale

2026: No Sale

2029

Value: $65,000

QOF
$0 Basis
in Gain

$50,000
Gain

$100,000
Basis

$50,000
Gain

$12,000 Gain on
Reinvestment
$50,000
Gain

Gain
($12,000)
Gain
($42,500)
Basis:15%
step-up
($7,500)

If QOF investment held for
7 years:
 Gains tax deferred until
QOF sale in 2026
 15% basis step-up on
original investment
Taxes:
 $6,375 on original gain
 $1,800 on QOF gain
Result:
 $62,000 profit
 $8,175 tax paid in 2026
 13.18% rate

Gain
($42,500)
$50,000
Gain
Basis:15%
step-up
($7,500)

Deferred tax
liability must
be paid by
December
31, 2026
Taxes of
$6,375 on
original gain
paid in 2026
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2019

2024

2026: Sale

2026: No Sale

Value:
$75,000
$25,000 Gain on
Reinvestment

QOF
$0 Basis
in Gain

$50,000
Gain

$100,000
Basis

$50,000
Gain

2029

$50,000
Gain

$50,000
Gain

$50,000
Gain

Basis:
Step-up
to FMV
($75,00)

If QOF investment
held for 10 years:
 Basis step-up to
FMV
 Elimination of
gains on
appreciation of
QOF
No additional taxes
Result:
 $75,000 profit
 $6,375 tax paid in
2026
 8.50% rate
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2019
Base Case
 $50,000 profit
 $7,500 tax
 15% rate
 Paid in 2019
$0 Basis
in Gain

$50,000
Gain

$100,000
Basis

2024

2026: Sale

2026: No Sale

Value: $75,000

Value: $65,000
$10,000 Gain on
Reinvestment
$50,000
Gain

Gain
($10,000)
Gain
($45,000)
Basis:10%
step-up
($5,000)

If QOF investment held
for 5 years:
 Gain tax deferred until
QOF sale in 2024
 10% basis step-up on
gain
Taxes:
 $6,750 on original
gain
 $1,500 on QOF gain
Result:
 $60,000 profit
 $8,250 tax paid in
2024
 13.75% rate

$12,000 Gain on
Reinvestment
$50,000
Gain

2029

Gain
($12,000)
Gain
($42,500)
Basis:15%
step-up
($7,500)

If QOF investment held
for 7 years:
 Gain tax deferred until
QOF sale in 2026
 15% basis step-up on
gain
Taxes:
 $6,375 on original gain
 $1,800 on QOF gain
Result:
 $62,000 profit
 $8,175 tax paid in
2026
 13.18% rate

Gain
($42,500)
$50,000
Gain
Basis:15%
step-up
($7,500)

Tax on
original gain
can only be
deferred to
December
31, 2026
Taxes of
$6,375 on
original gain
paid in 2026
12.75% rate

$25,000 Gain on
Reinvestment
$50,000
Gain

Basis:
Step-up
to FMV
($75,00)

If QOF investment
held for 10 years:
 Basis step-up to
FMV
 Elimination of
gains on
appreciation of
QOF
No additional taxes
Result:
 $75,000 profit
 $6,375 tax paid in
2026
 8.50% rate
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Summary of OZ tax advantages
 Deferral of tax on the original gain until the earlier of December 31, 2026 or sale or
exchange of the QOF investment
 Reduction of tax on the original gain through a basis step-up (1) of 10% if the QOF
investment is held for more than 5 years or (2) 15% if held for more than 7 years
 Elimination of capital gains on any appreciation of the QOF investment if it is held for
more than 10 years through a basis step-up to fair market value upon sale or exchange
of the QOF investment
 Can be combined with leverage :
▫ Proposed regulations allow investors to borrow money for investment in a QOF
▫ Proposed regulations allow investors to pledge QOF interest as collateral for a loan

Source: Qualified Opportunity Zones,: A Reference Guide for US Commercial Real Estate Investors, CBRE
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Hypothetical office building
 62,500 SF
 $23/SF rent (NNN)
 Purchase price of $12,000,000
 10-year holding period
 65% LTV, 6.5% rate, 20-year amortization
 35% ordinary income tax
 10.36% IRR (unlevered, before-tax)
 15.64% IRR (levered, before-tax)
If not located in an OZ:
 15% capital gains tax rate
 19.71% effective tax rate
 11.67% IRR (levered, after-tax)
 $2,084,557 NPV (levered, after-tax)
If located in an OZ:
 8.5% capital gains tax rate
 17.73% effective tax rate
 11.96% IRR (levered, after-tax)
 $2,145,568 NPV (levered, after-tax)
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Challenges facing OZ’s

“It’s making a good deal better, but it
doesn’t make a bad deal look good.”
-Max Garbus, VP of CREModels

 Uncertainty:
▫ Regulations
▫ Flow of capital
▫ Equity investments in distressed communities
▫ Institutional investor consideration of local needs
 For maximum tax benefits:
▫ QOF investments must be held 10 years
▫ QOF capital must be invested by end of 2019 in order to receive the
15% basis adjustment
 Estimated benefit of the tax deferral and step-up on original gain is
approximately 29% (or 3.7% per annum over the 7-year period)
▫ 15% is due to the basis step-up at the end of 7 years
▫ 14% is due to the value of delaying the tax liability for 7 years

Source: Bisnow, https://www.bisnow.com/national/news/economic-development/likeamazon-hq2-state-local-governments-must-work-to-attract-opportunity-zoneinvestment-in-the-areas-that-most-need-it-96185 (December19, 2018)

Sources: “Opportunity Zones,” UBS, January 28, 2019
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Fundrise, The Top 10 Opportunity Zones in the US
 “Although there are more than 8,700
designated census tracts in the
Opportunity Zone program, some
offer greater potential for immediate
positive impact for both investors
and residents than others.”
 Ranked OZ’s on “immediate growth
potential”
 No Texas zones made the list, but
Houston was listed as “honorable
mention” due primarily to its recent
development setbacks
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LOCUS, National Opportunity Zones Ranking Report
 “Understanding which Opportunity Zones, with investible projects and businesses and
community-informed and community-driven framework, are best positioned to create
vibrant, inclusive communities, it’s critical to the overall success of Opportunity Zones.”
 Created a “Smart Growth Potential” filter for investors to identify and prioritize OZ’s
using a triple-bottom-line approach (economic, environmental, and social returns)
 Also suggests a policy framework to local stakeholders
 The only Texas OZ that made any list was Downtown Houston (No. 32 for office)
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LOCUS, National Opportunity Zones Ranking Report
 Opportunity zones in Portland, Oregon, San Francisco, Seattle, Philadelphia,
Baltimore and New York topped the rankings list for their “smart growth”
potential (housing diversity, walkability, job density and proximity to central
business districts)
 Low ranking Opportunity Zones tend to be in rural and suburban America
 Potential local policy efforts that may help attract OZ investment:
▫ Establish staff and resources to coordinate efforts from interested investors
▫ Develop investment strategies that clearly identify where opportunities are
available (e.g. housing projects and transit projects in the pipeline)
▫ Update zoning codes for a mix of uses that attract talent and businesses
▫ Take inventory of ripe redevelopment opportunities on behalf of investors
▫ Offer additional tax incentives that offset at least some of the risk
associated with investing in distressed areas
Source: Bisnow, https://www.bisnow.com/national/news/economic-development/likeamazon-hq2-state-local-governments-must-work-to-attract-opportunity-zoneinvestment-in-the-areas-that-most-need-it-96185 (December19, 2018)
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Case Studies: NCGrowth, Homegrown Tools for Economic Development

Insights:
 Inter-local cooperation on economic
development projects is an emerging
and promising strategy
 Look broadly at the regional
resources available that can support
economic development

 Oxford partnered with others in the region to
develop a “mini-hub” of four technology parks
 The strategy was to prepare relatively low-cost
industrial sites to attract companies that need to
be near the Research Triangle, but not in it
 Oxford contributed excess capacity for sewer
infrastructure to support an economic
development commission (EDC) for a specific
project outside of their tax jurisdiction
 Oxford gets a percentage of tax revenue from
that EDC project to compensate them for sewer
infrastructure usage
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Case Studies: NCGrowth, Homegrown Tools for Economic Development
 Wadesboro partnered with a regional
community college to convert an abandoned
textile mill complex and created the LockhartTaylor Center
 After purchasing the building in downtown, the
local community college dedicated unused
portions to meet other community needs
 The college raised more than $700,000 from
local contributors for the renovation
 The resulting center includes space for a
business incubator, entrepreneurship training,
and public meetings

Insights:
 Educational institutions can be
catalysts for economic revitalization
 Rural residents are often an untapped
source of financial capital
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Case Studies: NCGrowth, Homegrown Tools for Economic Development

Insights:
 Small communities can create recordbreaking projects
 Public investments can create a ripple
effect throughout the community
 Strategies that utilize existing assets
can increase their likelihood of
success

 To diversify its tourism industry and create
more year-round job opportunities, Branson
completed a $420 million retail and convention
center project
 The city financed the Branson Landing project
using a combination of local TIF dollars, state
TIF dollars and bond financing
 City officials estimate that Branson Landing
brings in more than 500,000 new visitors each
year and generates $180 million in economic
activity and another $8 million in taxes
 The project created spin-off investments
throughout the community, including a $12
million recreation center and its first industrial
park
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Local Implementation of the Opportunity Zone Program








Projected impact is uncertain
▫ Lack of regulatory guidance
▫ Private fund sponsors’ comfort with OZ areas
▫ Private investors return expectations
Collaborative efforts will be necessary to collect and
distribute market and impact data
Federal tax benefits alone will likely not be sufficient to
cause a major shift in investment focus
Ideally, local programs will complement federal tax
benefits to attract capital to the projects with the most
need
Local strategies can build on the successes of similar
(but not identical) projects
Timing will be critical to maximize benefits

Rawls College of Business
Center for Real Estate
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