
A once in a lifetime opportunity 
to postpone capital gains
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Late last year, Washington passed the much-talked-about Tax Cuts and Jobs Act, and while most 
of the focus was on the lower corporate tax rate, a lesser-known aspect of that legislation created 
a new tax-deferral opportunity for recently realized capital gains. With backing from the Treasury 
Department, the law passed in December of 2017 and allowed for state governors to designate 
specific communities as Opportunity Zones (“OZs”) that are eligible for investment under the Act. 
By adhering to certain guidelines, investors can take realized capital gains from other investments 
and put them into an OZ or fund that targets OZs and receive a combination of tax deferral, tax 
reduction, and tax forgiveness. Not surprisingly, OZs have peaked the interest of family offices, 
high-net-worth individuals, and large private bank clients… and for good reason.
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Opportunity Zones

The idea for Opportunity Zones came about 
as a way to drive investment into struggling 
communities around the US with the hopes of 
simultaneously increasing job opportunities. 
With insufficient public sector and philanthropic 
resources available to address chronic social 
challenges, private sector capital has emerged as a 
powerful tool to create economic opportunities for 
underserved communities. Under the Tax Cuts and 
Jobs Act, State Governors nominate areas within 
their jurisdictions to be Opportunity Zones. Once 
identified, and approved by the Treasury, money 
from a Qualified Opportunity Fund (QOF) can be 
invested within an OZ, which provides tax benefits 
to the investors who redeploy capital gains from 
any other investment type into the fund/zone, 

not just real estate gains as with the case of 1031 
transactions. While a QOF can legally buy the 
stock of any business or a partnership interest of 
businesses that operate within an OZ, funds under 
development have so far mostly targeted tangible 
property (i.e., real estate).

The Act states that if a QOF buys real estate it 
must substantially improve the property; requiring 
an investment over 30 months that exceeds the 
adjusted basis; and the businesses must generate 
at least 50% of their gross income from an active 
trade or business. The QOF can also only invest in 
the equity of the businesses, and 90% of the fund’s 
assets must be invested within an OZ.

1 First is into “property-
specific” QOFs where a 

specific target within an OZ has 
been locked down.

However, other than the 
aforementioned restrictions, 
investors have numerous 
options for how to invest: 

3 Third and finally are general QOFs with potential targets across the entire US, essentially acting as 
a “purely blind pool” with discretion left to fund managers / real estate developers.

2 The second option is to invest in QOF-focused or “zone-specific” OZs, which are focused on a 
specific geographic region and OZ. This, of course, gives investors a great deal of visibility into 

potential targets and is less like a blind pool fund and more like financing a specific project located in an 
investor’s desired geographic focus.

Source: U.S. Department 
of Treasury, CDFI Fund 
cdfifund.gov/Pages/
Opportunity-Zones.aspx

http://www.cdfifund.gov/Pages/Opportunity-Zones.aspx
http://www.cdfifund.gov/Pages/Opportunity-Zones.aspx
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As mentioned, depending on how long an investor holds an interest in a QOF related to an OZ, there are 
three potential tax benefits:

So Why Should Family Offices and Investors Care?

Tax Deferral
First, is tax deferral. What is unique about the new legislation is that as opposed to 
older “like kind” asset transfer rules, OZs provide tax deferral benefits to an investor 
who has or is going to realize capital gains from any type of investment (i.e., public 
stock, private equity, other real estate, etc.) provided they have been realized within 
180 days of the QOF/OZ purchase. Under these circumstances, realized capital gains 
will be deferred until the earlier of two dates, either: (1) when the interest in the OZ is 
sold, or; (2) December 31, 2026.

Tax Forgiveness
Third, is tax forgiveness. Perhaps most interesting is that if an OZ investor holds their 
interest for 10 or more years, the FMV sale price is determined to be, and accepted as, 
the new tax cost basis; in effect not generating any taxable gain.

Tax Reduction
Second, is tax reduction. When an investor puts untaxed money into a QOF or OZ, they 
have a zero basis. The new tax law, however, allows for a 10% step-up in basis if the 
interest is held for five years, and an additional 5% of the amount of the deferred gain 
if the investor holds shares for two more years; resulting in a 15% total reduction in 
gain after seven years. 
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As mentioned, depending on how long an investor holds an interest in a QOF or OZ, there are three 
potential tax benefits: Tax Deferral, Tax Reduction, and Tax Forgiveness

How OZ Tax Benefits Operate in Practice

^ This example is a hypothetical illustration of mathematical principles as it relates to the new tax code and does not predict or 
project the performance of an investment or investment strategy. Figures used may not apply to every tax scenario.

Source: Economic Innovation Group, “Opportunity Zones : A New Incentive for Investing in Low-Income Communities”

* Note: Assumes long-term 
federal capital gains tax rate 
of 23.8%, no state income tax, 
and annual appreciation of 
7% for both the O-Fund and 
alternative investment.

Year 
8

(Dec. 31, 
2026)

Tax Due
Tax on deferred gain 
of $85 is due*.

*Assuming FMV of 
OZ Fund Interest 
is higher than the 
deferred gain.

Year 10

Tax NOT Owed
Taxpayer would not 
owe any tax related 
to post-acquisition 
appreciation on 
interest of the OZ 
Fund if sold.

Year 7

$5
step up

7
years

$85

Year 5

$10
step up

5
years

$90

Taxpayer receives a step up in 
basis with the original gain.

e.g. If the Taxpayer sold the 
interest in the OZ Fund after...

... they would recognize a gain, 
not of $100, but of no more than:

4 to 6 
Years Later

Part 1
Property is sold for a gain.

e.g. Stock in a public company is sold, resulting in:
» proceeds of $150 » capital gain of $100

Year 1

Part 2
Within 180 days, the 
$100 gain is reinvested 
in an OZ Fund.

180 
days

(Assumes Gain 
of $100)
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What Does it All Mean?

Dependent on personal views of the broader market equity, implied valuation levels and overall outlook, 
some investors may use the OZ advantaged opportunity to pull money out of the current bull market, 
finally take money off the “public equities” table, and diversify away from stocks. And perhaps it is 
time for you, your family office, or your clients to do the same? We regularly discuss investors fear of 
reinvestment risk and also being forced to harvest gains without clear, superior investment options. The 
Economic Innovation Group estimates that investors are holding $6 trillion in unrealized capital gains, 
so with that much potential it is no wonder why players big and small are queuing up to raise QOFs. To 
date, reviews signal that the new law is working and will both boost economic vitality across some of 
America’s most struggling communities, and provide a once in a lifetime tax-break for capital gains. We 
anticipate final Treasury guidelines for OZ investments and specific details to become final by the end 
of October; however, now is the time to begin appropriate planning.

Do these Key Questions Apply to Your Family Office?

... if so, call us! We are in various stages of discussions with targets and actionable OZ 
investments, and we have access to upcoming OZ funds.

• Capable of harvesting large dollar volume capital gains?

• Comfortable with a 7-10 year, illiquid holding period for replacement investments such as RE?

• Desire to make a social impact investment that addresses a range of pressing social challenges 
in the US, while also seeking a tax advantaged financial return?

For more information on how you can partner with other family offices like ours on several OZ opportunities, 
please contact a member of the McNally Capital team:

Beth Rahn – Vice President and Head of Family Capital
(312) 357-3717
brahn@mcnallycapital.com

Frank McGrew – Managing Partner
(312) 257-3058
fmcgrew@mcnallycapital.com

Cam Bryan – Associate
(312) 757-5280
cbryan@mcnallycapital.com

mailto:brahn%40mcnallycapital.com?subject=Opportunity%20Zone%20Information
mailto:fmcgrew%40mcnallycapital.com?subject=Opportunity%20Zone%20Information
mailto:cbryan%40mcnallycapital.com?subject=Opportunity%20Zone%20Information


McNally Capital and its affiliates do not provide tax, legal, or accounting advice. This material has been prepared for information 
purposes only, and is not intended to provide, and should not be relied on for, tax, legal, or accounting advice. You should consult your 
own tax, legal, and accounting advisors before engaging in any transaction.

All securities are offered through McNally Capital Securities, LLC, a wholly owned affiliate of McNally Capital, a registered broker 
dealer with the US Securities and Exchange Commission (“SEC”) and a member of FINRA and SIPC.

Read full McNally Capital Disclaimer: www.mcnallycapital.com/disclaimer

About McNally Capital

Formed by the McNally family, who owned and operated Rand McNally & Company, McNally 
Capital is dedicated to upholding a 140+ year legacy as a family-owned and operated company. 
Today, McNally Capital is focused exclusively on Direct Family Capital through Direct Investing 
and Merchant Banking. With an emphasis on partnership, we harness the financial, intellectual, 
and human capital of our family office ecosystem to build value for family office investors, 
management teams and operating companies. We maintain a private network of over 800 family 
offices with whom we collaborate to make and manage direct investments.

WWW.MCNALLYCAPITAL.COM
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Information contained in this publication should not be construed as a recommendation to sell or buy any security. This article is 
published solely for the general information of clients and friends of McNally Capital, LLC. It does not take into account the particular 
investment objectives, financial situation, or needs of individual recipients. This publication is based on information that we consider 
reliable, but we do not represent that it is accurate or complete, and it should not be relied upon as such. Prediction of future events 
is inherently subject to both known and unknown risks, and other factors that may cause actual results to vary materially. We are 
under no obligation to update the information contained in this publication.

http://www.mcnallycapital.com/disclaimer/
www.mcnallycapital.com

