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Introduction

The qualified Opportunity Zone program 
(QOZ program) was created by the Tax Cuts and 
Jobs Act1 and provides tax incentives to encourage 
investment in qualified Opportunity Zones.2 

Section 1400Z-2 generally provides that if cash3 
from a sale or exchange is invested in a qualified 
opportunity fund within 180 days of the sale or 
exchange, federal income tax may be deferred on 
the amount of gain not exceeding the aggregate 
amount invested by the taxpayer in the QOF4 until 
the earlier of December 31, 2026, or the date on 
which the QOF investment is sold or exchanged.5

In addition to the tax deferral benefit, if the 
taxpayer retains the investment in the QOF for 
five years, the taxpayer receives a 10 percent basis 
step-up,6 and if the taxpayer retains the 
investment for a total of seven years, the taxpayer 
may receive an additional basis step-up of 5 
percent.7 This effectively reduces the amount of 
the deferred capital gain subject to tax to 85 
percent of the original deferred capital gain. A 
third benefit of the QOZ program is that if the 
taxpayer retains the QOF investment for 10 years, 
the taxpayer’s basis in the QOF interest when sold 
will be equal to its fair market value (the 10-year 
basis step-up).8 The effect of the 10-year basis step-
up is to eliminate taxation of post-acquisition 
appreciation on the taxpayer’s investment in the 
QOF.

The Meaning of Fair Market Value

Regarding a QOF that is taxed as a 
partnership, a question has arisen about the effect 
of interim debt-financed distributions on the 10-
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In this article, Hosny and Lipkind examine 
the effect of debt-financed distributions on the 
10-year basis step-up of investments in 
qualified opportunity fund partnerships. They 
explore possible outcomes under the current 
guidance, discuss the related policy 
implications, and make recommendations for 
future guidance.
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1
An act to provide for reconciliation pursuant to titles II and V of the 

concurrent resolution on the budget for fiscal year 2018, P.L. 115-97, 131 
Stat. 2054 (2017).

2
See H.R. Rep. No. 115-466, at 538 (2017) (Conf. Rep.).

3
Some transfers of property other than cash to a QOF could be 

eligible for the benefits of the QOZ program. See prop. reg. section 
1.1400Z2(a)-1(b)(9), (10), 84 F.R. 18652, 18674-18675 (May 1, 2019). 
Transfers of property other than cash to QOFs are beyond the scope of 
this article.

4
See section 1400Z-2(a)(1)(A).

5
See section 1400Z-2(a)(1)(B); section 1400Z-2(b)(1).

6
See section 1400Z-2(b)(2)(B)(iii).

7
See section 1400Z-2(b)(2)(B)(iv).

8
See section 1400Z-2(c).
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year basis step-up. Treasury has provided some 
guidance in the form of proposed regulations 
stating that “if a QOF partner’s basis in a 
qualifying QOF partnership interest is adjusted 
under section 1400Z-2(c), then the basis of the 
partnership interest is adjusted to an amount 
equal to the fair market value of the interest, 
including debt.”9 Interestingly, the words 
“including debt” appear nowhere in section 
1400Z-2(c); the statute simply uses the words “fair 
market value.”10 This, in effect, leads to two 
possible approaches to the 10-year basis step-up. 
One approach is the step-up to FMV under section 
1400Z-2(c). The other is the step-up to “fair 
market value of the interest, including debt” 
under prop. reg. section 1.1400Z2(c)-1(b)(2)(i). 
Importantly, however, the proposed regulations 
caution that the rules of prop. reg. section 
1.1400Z2(c)-1 should not be relied on before the 
regs are finalized.11

The words “fair market value” in section 
1400Z-2(c) (plain meaning FMV) would 
ordinarily mean the FMV of property unreduced 
by liabilities encumbering the property.12 For the 
FMV of a partnership interest that is not 
encumbered by external debt, this would 
generally be the FMV of the partner’s share of the 
net assets of the partnership (the FMV of the 
assets of the partnership reduced by the liabilities 
of the partnership).

For example, in the context of the basis step-
up to FMV under section 1014, assume A acquires 
by bequest a 10 percent partnership interest in 
XYZ, a partnership that has on the date of the 
decedent’s death assets worth $2,000 and 
liabilities of $1,000. A’s basis in the partnership 
interest under section 1014(a)(1) would be $100, 
the FMV of the partnership interest. Note, 
however, that if A is allocated an amount of 
partnership liabilities (for example, $100), then 
under sections 752(a) and 722, A’s basis in the 
partnership interest will be increased by $100 to 
$200. It is important to note that the concept of 
FMV under section 1014 is distinct from the basis 

increase under sections 752(a) and 722. Section 
1400Z-2(c) makes no reference to section 752(a) or 
section 722. Rather, it simply states that the basis 
is the “fair market value of such investment.”13 
Therefore, under the plain meaning FMV method, 
the basis of a partnership interest would be the 
FMV of the partnership interest without taking 
into account the partner’s share of partnership 
liabilities.

As will be discussed later, the plain meaning 
FMV method leads to a perhaps absurd result 
whereby if a partner in a QOF sells its interest in 
the QOF partnership after satisfying the 10-year 
holding period requirement, reg. section 1.1001-
2(a)(4)(v) may cause the partner to have a taxable 
gain in the amount of the partner’s share of the 
liabilities from which the partner is relieved, even 
if the QOF partnership does not distribute any 
debt-financed proceeds to the partner.

By adding the words “including debt,” 
Treasury must have intended to modify the 
ordinary meaning of FMV. One possible 
interpretation is that Treasury could have meant 
plain meaning FMV increased by the selling 
partner’s share of relief from partnership debt 
(reverse Crane-Tufts FMV). The reverse Crane-Tufts 
FMV method, as explained later, would solve the 
problem created by the plain meaning FMV 
method, but it would implicitly override reg. 
section 1.1001-2(a)(4)(v) as applied to QOF 
partnership interests held for at least 10 years. 
Moreover, the reverse Crane-Tufts FMV method 
could raise a policy concern by encouraging QOF 
partnerships to borrow and effectively increase 
indebtedness in qualified Opportunity Zones.

The Plain Meaning FMV Method

This section uses two examples to explore the 
10-year basis step-up under the plain meaning 
FMV method. Example 1 analyzes the 10-year 
basis step-up when the QOF partnership makes 
interim debt-financed distributions. Example 2 
analyzes the 10-year basis step-up when the QOF 
partnership borrows money but does not make 
any debt-financed distributions.

Example 1: A and B each realize a $1 million 
capital gain on November 30, 2018, and on 

9
See prop. reg. section 1.1400Z2(c)-(1)(b)(2)(i), 84 F.R. at 18685.

10
Section 1400Z-2(c).

11
See preamble to REG-120186-18, 84 F.R. 18652, 18669 (May 1, 2019) 

(emphasis added).
12

See Crane v. Commissioner, 331 U.S. 1, 11 (1947).
13

Section 1400Z-2(c).
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December 31, 2018, they each contribute $1 
million to Q, a QOF partnership, in exchange for a 
50 percent interest in the partnership.14 On 
December 31, 2018, A and B each have an outside 
basis in Q of zero.15 On December 31, 2022, at a 
time when the value of the partnership assets is $3 
million, Q borrows $1 million using its 
partnership assets as collateral. This increases 
each partner’s outside basis by the partner’s share 
of partnership liabilities and results in each 
partner having an outside basis of $500,000.16 Q 
then distributes $500,000 to each of A and B, 
reducing each partner’s basis in Q to zero.17 
Neither A nor B should have any taxable gain 
from these distributions because neither 
distribution is in excess of the partner’s outside 
basis in Q.18

On December 31, 2023, A and B will each get a 
$100,000 step-up for holding the investment in Q 
for five years. And on December 31, 2025, A and B 
will each get a $50,000 step-up for holding the 
investment in Q for an additional two years. On 
December 31, 2026, A and B will each have an 
adjustment to their outside bases in Q in the 
amount of $850,000, which is the amount of each 
partner’s deferred gain that is taxed in 2026. On 
December 31, 2028, when the value of QOF’s 
assets is $4 million, A sells her interest in Q to C 
for its FMV of $1.5 million (50 percent of the $4 
million partnership assets reduced by 50 percent 
of the $1 million partnership liability). A’s amount 
realized will include the $1.5 million cash 
received from C in addition to the $500,000 of 
liabilities from which A is relieved.19 A’s basis in 

her interest in Q would be $1.5 million, the FMV 
of A’s interest in Q.20 Under this approach, A 
would have a gain of $500,000, which is equal to 
the amount of A’s debt relief.21

Example 2: Assume the same facts as in 
Example 1, except that Q does not distribute the 
loan proceeds. When A sells her interest in Q on 
December 31, 2028, her amount realized is the $2 
million cash received from C for the FMV of A’s 
interest in Q plus $500,000 of debt relief. A’s basis 
would be $2 million, the FMV of A’s interest in Q. 
This results in A recognizing a taxable gain of 
$500,000, the amount of A’s debt relief, even 
though A did not receive any debt-financed 
distributions.

Comparing examples 1 and 2, it becomes clear 
that the effect of the plain meaning FMV method 
is to trigger taxable gain to A in the amount of A’s 
debt relief, regardless of whether A receives any 
debt-financed distributions. This occurs because 
of the application of reg. section 1.1001-2(a)(4)(v), 
which adds A’s debt relief to her amount realized. 
But that result could ostensibly, at least for QOF 
partnerships, bring the wheels of commerce to a 
grinding halt because a QOF partnership would 
be unable to borrow funds without potentially 
triggering taxable gain to a QOF partner that is 
relieved of partnership debt when it sells its QOF 
partnership interest after satisfying the 10-year 
holding period requirement, even if the QOF 
partnership does not distribute any loan 
proceeds.

The result in Example 2 is an anomaly because 
it disregards sections 752(a) and 722. Typically, a 
partner applies sections 752(a) and 722 when the 
partner is allocated a share of partnership 
liabilities. But section 1400Z-2(c) applies when A 
is disposing of her interest in Q, which occurs 
after she was allocated her share of partnership 
liabilities. A plain reading of section 1400Z-2(c) 
would not indicate that sections 752(a) and 722 

14
Assume for simplicity that Q has no taxable income, gains, losses, 

deductions (including depreciation deductions), inventory items, or 
unrealized receivables from December 31, 2018, to December 31, 2028. 
Issues related to depreciation deductions, that may be sheltered by a 
partner’s share of partnership liabilities, and the associated recapture 
income (or its potential elimination by way of a section 743 adjustment) 
are beyond the scope of this article.

15
See section 1400Z-2(b)(2)(B)(i).

16
See sections 752(a) and 722; prop. reg. section 1.1400Z2(b)-1(g)(3)(i), 

84 F.R. at 18684. Assume that A and B share partnership liabilities 
equally.

17
See sections 752(b) and 733(1). Assume that these distributions do 

not trigger any disguised sales.
18

See prop. reg. section 1.1400Z2(b)-1(f)(10), 84 F.R. at 18683.
19

See reg. section 1.1001-2(a)(4)(v); see also Crane, 331 U.S. at 13-14; 
and Commissioner v. Tufts, 461 U.S. 300, 301 (1983). Assume for simplicity 
that the amount of the liability has not changed since the date Q 
borrowed the funds.

20
Assume A makes an election under section 1400Z-2(c).

21
Because it is assumed in Example 1 that Q has no depreciation 

deductions, inventory items, or unrealized receivables, the section 743 
adjustment under prop. reg. section 1.1400Z2(c)-(1)(b)(2)(i) should not 
reduce A’s taxable gain. The same analysis also applies in Example 2. It 
appears that the purpose of the section 743 adjustment is to eliminate 
any section 751 gain that would otherwise be triggered by A’s sale of her 
interest in Q and that would have caused A to potentially be taxed on 
ordinary income and capital loss. See preamble to REG-120186-18, 84 F.R. 
at 18662.
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still apply at the time of the 10-year basis step-up; 
indeed, section 1400Z-2(c) can be interpreted to 
mean that basis is capped at FMV.

The Reverse Crane-Tufts FMV Method

In this section, the reverse Crane-Tufts FMV 
method is examined using two examples. 
Example 3 analyzes the 10-year basis step-up 
under circumstances in which the QOF 
partnership distributes borrowed funds. Example 
4 analyzes the 10-year basis step-up in a case in 
which the QOF partnership borrows money but 
does not distribute any debt-financed proceeds. 
This section also compares the plain meaning 
FMV method and the reverse Crane-Tufts FMV 
method and considers potential policy 
implications arising from the latter.

Example 3: Assume the same facts as in 
Example 1, except that FMV means reverse Crane-
Tufts FMV. When A sells her interest in Q to C, A’s 
amount realized from the sale is the $1.5 million 
cash A receives from C for the FMV of A’s interest 
in Q plus $500,000 of debt relief. A’s basis would 
include the $1.5 million FMV of A’s interest in Q 
plus $500,000 of debt relief. A has no taxable gain 
on the sale of her interest in Q.

The addition of A’s debt relief to the FMV 
basis of A’s partnership interest is interesting 
because it is the opposite of what happened in 
Crane. In that case, Mrs. Crane acquired from her 
deceased husband real property that was subject 
to a liability. She included as her basis for 
depreciation purposes the value of the property, 
undiminished by any liabilities.22 However, when 
Crane later sold the property, subject to the 
liability, she argued that her amount realized on 
the sale should not include the debt subject to 
which the buyer took the property.23 The Supreme 
Court held that Crane’s amount realized must 
include the amount of the liability from which she 
was relieved.24 Crane left open the question 
whether the same rule would apply if the amount 
of nonrecourse debt exceeds the value of the 

transferred property.25 The Court in Tufts 
answered this question in the affirmative,26 and 
also held that:

A taxpayer must account for the proceeds 
of obligations he has received tax-free and 
has included in basis. Nothing in either 
section 1001(b) or in this Court’s prior 
decisions requires the Commissioner to 
permit a taxpayer to treat a sale of 
encumbered property asymmetrically, by 
including the proceeds of the nonrecourse 
obligation in basis but not accounting for 
the proceeds upon transfer of the 
property.27

Example 3 presents a situation that is the 
reverse of both Crane and Tufts. In Crane the logic 
was that because Crane had effectively received 
basis credit for depreciation purposes from the 
liability encumbering the property,28 she was 
required when she disposed of the property 
subject to the liability to include as part of her 
amount realized the amount of debt from which 
she was relieved. Similarly, in Tufts, the taxpayer 
was a partner in a partnership that had borrowed 
funds on a nonrecourse basis to construct 
property. Because the partner had included in the 
basis of his partnership interest his share of the 
partnership liabilities for purposes of deductions 
for depreciation and ordinary losses, he was 
required when he disposed of his partnership 
interest to include in his amount realized the 
amount of partnership liabilities from which he 
was relieved. In Example 3, however, the converse 
is true. Because A included the amount of 
partnership debt from which she was relieved as 
part of her amount realized, it follows that she 

22
This had the same effect as if Crane had taken as her basis the net 

value of the property and increased her basis by the amount of the debt. 
See infra note 28.

23
See Crane, 331 U.S. at 3.

24
See id. at 13-14.

25
See id. at 14, n.37.

26
Tufts, 461 U.S. 300 (“When a taxpayer sells or disposes of property 

encumbered by a nonrecourse obligation exceeding the fair market value 
of the property sold . . . the Commissioner may require him to include in 
the ‘amount realized’ the outstanding amount of the obligation; the fair 
market value of the property is irrelevant to this calculation.”) (internal 
citations omitted); see also section 7701(g).

27
Id. at 301.

28
See id. at 304-305 (“In computing her basis for the depreciation 

deductions, [Crane] included the full amount of the mortgage debt.”). 
Note that in Crane, the estate tax value of the property was exactly equal 
to the amount of the liability encumbering the property. Crane, 331 U.S. 
at 3. In other words, Crane effectively included in her basis for 
depreciation purposes the amount of debt encumbering the property.
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should include her debt relief in calculating her 
basis.

Under this approach, A receives total cash in 
the amount of $2 million, similar to examples 1 
and 2, but unlike those examples, she is not taxed 
even though she received $500,000 in debt-
financed distributions. The reverse Crane-Tufts 
FMV method appears to accomplish this by 
implicitly overriding reg. section 1.1001-2(a)(4)(v) 
as applied to QOF partnership interests held for at 
least 10 years because the addition of debt relief to 
basis for purposes of the 10-year basis step-up 
precisely offsets the addition of debt relief to the 
partner’s amount realized on the sale of the QOF 
partnership interest under reg. section 1.1001-
2(a)(4)(v). Singularly, this addition of debt relief to 
basis effectively applies sections 752(a) and 722 
twice: once when Q allocates $500,000 of liabilities 
to A and again when A sells her interest in Q.

Example 4: Assume the same facts as in 
Example 2, except that FMV means reverse Crane-
Tufts FMV. When A sells her interest in Q to C, A’s 
amount realized is the $2 million cash A receives 
from C for the FMV of A’s interest in Q plus 
$500,000 of debt relief. A’s basis would include the 
$2 million FMV of A’s interest in Q plus $500,000 
of debt relief. Here, because A includes her debt 
relief as part of her basis, she does not realize any 
gain on the sale of her partnership interest. This 
approach remedies the problem that arose in 
Example 2, whereby A was taxed on $500,000 
merely because she was allocated $500,000 of 
partnership liabilities from which she was later 
relieved when she sold her interest in Q to C.

The plain language of the proposed 
regulations under section 1400Z-2 seems to 
require that the 10-year basis step-up be 
calculated under the reverse Crane-Tufts FMV 
method, not the plain meaning FMV method. 
Although the proposed regulations confirm that 
debt-financed distributions generally do not 
trigger gain, provided the partner has sufficient 
basis in the partnership29 and there is no disguised 
sale,30 none of the examples specifically discusses 
how the 10-year basis step-up is calculated when 
a selling partner is relieved of partnership debt. 

And none of the proposed regulations specifically 
address the interaction of the 10-year basis step-
up with reg. section 1.1001-2(a)(4)(v) or confirm 
that sections 752(a) and 722 are applied twice. The 
reverse Crane-Tufts FMV method, however, raises 
a potential policy concern: whether allowing debt 
financed-distributions, which could exceed a 
QOF partner’s deferred gain, is consistent with 
the purpose of the QOZ program — to attract an 
influx of capital to, and spur economic 
development in, low-income, distressed 
communities.31

To qualify for the benefits of the QOZ 
program, the QOF partner’s interest in the QOF 
partnership must be an equity interest32 held for 
the requisite holding period.33 If a taxpayer invests 
the proceeds of her deferred gain in a QOF 
partnership that borrows and makes a debt-
financed distribution34 to her in the same amount 
as her original investment in the QOF 
partnership, it is, from her perspective, as if she 
had borrowed that sum of money from the lender 
and invested it in the QOF partnership instead of 
using proceeds from her capital gain transaction 
to make the investment.

Note that this result should not necessarily 
disqualify the taxpayer from the benefits of the 
QOZ program because, for example, if when she 
realized the capital gain, she also had borrowed 
money in the amount of the capital gain, she 
would have been permitted to use either the 
borrowed funds or the actual proceeds from the 
sale or exchange that resulted in the capital gain to 
invest in the QOF partnership. And even if the 
taxpayer had not borrowed those funds before 
making the investment in the QOF partnership, 
but later used her QOF partnership interest as 
collateral for a loan in the amount of the deferred 

29
See prop. reg. section 1.1400Z2(b)-1(f)(10)-(11), 84 F.R. at 18683.

30
See prop. reg. section 1.1400Z2(a)-(1)(b)(10)(ii)(A)(2), 84 F.R. at 

18674.

31
See preamble to REG-115420-18, 83 F.R. 54279, 54283 (Oct. 29, 2018) 

(citing Conf. Rep. at 537); and IRS, “Opportunity Zones Frequently 
Asked Questions.”

32
See prop. reg. section 1.1400Z2(a)-1(b)(3)(i), 83 F.R. 54279, 54290 

(Oct. 29, 2018) (“For purposes of section 1400Z-2, an eligible interest in a 
QOF is an equity interest issued by the QOF, including preferred stock or 
a partnership interest with special allocations. Thus, the term eligible 
interest excludes any debt instrument within the meaning of section 
1275(a)(1) and section 1.1275-1(d)” (emphasis in original).).

33
See supra notes 6-8 and accompanying text.

34
Assume that the distribution to the taxpayer is not a disguised sale.
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gain, she still should be eligible for the benefits of 
the QOZ program.35 Therefore, the debt-financed 
distribution appears not to raise significant policy 
considerations from the QOF partner’s 
perspective.

The effect of the debt-financed distribution on 
the QOF partnership, however, is different. The 
QOF partnership is in the same net cash position 
it would have been in had it not borrowed because 
it distributed the cash that it did borrow. 
Nevertheless, the result for the QOF partnership 
is that it has effectively replaced its equity with 
debt. This raises a potential policy concern 
regarding QOF partnerships because the reverse 
Crane-Tufts FMV method would encourage QOF 
partnerships to borrow and distribute the 
proceeds to partners. This seems somewhat at 
odds with the purpose of the QOZ program 
because it ostensibly would leave QOF 
partnerships, which are by definition located in 
low-income,36 economically distressed 
communities,37 carrying the burden of the 
indebtedness incurred to finance those 
distributions, thereby increasing the risk of 
financial distress within qualified Opportunity 
Zones.38

Conclusion

Under the current guidance, taxpayers seem 
to be confronted with a Hobson’s choice. On one 
hand, if a taxpayer accepts the plain meaning of 
FMV in section 1400Z-2(c), relief from partnership 
debt upon selling a QOF partnership interest held 
for at least 10 years would trigger taxable gain 
regardless of whether the partner had previously 
received any debt-financed distributions. On the 
other hand, if a taxpayer relies on the 
interpretation that prop. reg. section 1.1400Z2(c)-
(1)(b)(2)(i) provides that relief from partnership 
debt upon selling a QOF partnership interest held 
for at least 10 years would not trigger taxable gain 
even if the partner had previously received debt-
financed distributions, that position would be 

taken at the taxpayer’s own risk because the 
proposed regs cannot be relied on before they are 
finalized.

Treasury and the IRS should clarify what is 
meant by the words “including debt” in prop. reg. 
section 1.1400Z2(c)-(1)(b)(2)(i) and provide 
examples showing how the 10-year basis step-up 
is calculated when a selling partner is relieved of 
partnership debt upon disposing of its QOF 
partnership interest. The guidance also should 
explain specifically how the 10-year basis step-up 
interacts with section 752(a), section 722, and reg. 
section 1.1001-2(a)(4)(v). If Treasury in fact 
intends for the 10-year basis step-up to be 
calculated using the reverse Crane-Tufts FMV 
method, it may come at a cost. The reverse Crane-
Tufts FMV method would implicitly override reg. 
section 1.1001-2(a)(4)(v) as applied to QOF 
partnership interests held for at least 10 years and 
would encourage QOF partnerships to borrow 
money and distribute the proceeds. This could 
increase debt within qualified Opportunity Zones 
while siphoning money away from them — 
potentially exacerbating the plight of these 
economically distressed communities. 

35
See prop. reg. section 1.1400Z2(a)-(1)(b)(3)(ii), 83 F.R. at 54290.

36
See section 1400Z-1(a).

37
See IRS, supra note 31.

38
See preamble to REG-120186-18, 84 F.R. at 18671 (encouraging 

businesses located within qualified Opportunity Zones to take on extra 
debt increases the risk of financial distress, including bankruptcy).
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