
 

The Nonqualified Financial Property (NQFP) Conundrum 

As a follow-up to the highly regarded article on the Working Capital Safe Harbor (WCSH) written by tax 

attorney Joseph B. Darby III and financial guru Jill Homan and published in Opportunity Zone Magazine  

[Link: The “quiet” corrections that will reverberate loudly in the Opportunity Zone world - 

OpportunityZone.com ],  we have received a number of interested, concerned -- and sometimes 

alarmed – inquiries about the impact of these rules and the clearly narrower boundaries provided by the 

recent IRS guidance. 

One seemingly big issue is that cash invested by a start-up business into a WCSH pursuant to a written 

plan will automatically toll or “turn off” the 70% tangible property requirement but apparently does 

NOT turn off other tests that must be met by a Qualified Opportunity Zone Business (QOZB) including, 

notably, the requirement that Nonqualified Financial Property (NQFP) must be under 5% of the total 

assets of the QOZB and that NQFP only specifically excludes funds held in cash, cash equivalents, short-

term (18 months or less) loans or inventory receivables (as defined in Code Section 1221(a)(4)). 

The following is a paraphrase of an actual question received via email: 

 

“Our QOZB is making short-term loans for a period of 18 months or less, and the loans include a 

borrower that is an investment fund.  The Interest accrues at the greater of the short-term applicable 

federal rate or the increase in the value of the borrower’s aggregate investment portfolio as measured 

by changes between the first day and last day of each month.” 

Our concern with this arrangement is that it may not reflect either the spirit or the technical substance 

of the definition of NQFP for purposes of the Opportunity Zone Act.  First, the definition of NQFP is 

taken from the New Markets Credit and Code Section 1397C(e) and there is essentially no guidance on 

any aspect of NQFP beyond the mere wording of the statute.  However, it is clear both from informal 

discussions and more formal pronouncements on OZ tax incentives that the IRS views eligible NQFP 

investments narrowly and anticipates safe or super-safe investments into cash, cash equivalents or very 

short-term lending relationships.  Not only is the loan described above comparable to an equity 

investment on the “upside” but it also probably takes on equity-type risk:  If the equity fund crashes in a 

2008 type market, what are the risks that the loan will not be repaid?  Pretty substantially we would 

anticipate. 

The proposed arrangement described above has the characteristics of an “equity kicker” meaning a loan 

with equity-based upside, and our concern is that anything that deviates from pure “vanilla” is 

potentially dangerous – and this proposed lending arrangement on the “ice cream spectrum” is clearly 

closer to Spumoni than vanilla.   

The OZ tax incentives are usually so valuable that it may be appropriate for taxpayers to be very careful, 

especially in light of the new guidance.  The risks involved may not be worth the fleeting upside of a 

short-term lending relationship with equity characteristics.  Like conservative golf, the best advice in 

structuring OZ transactions and playing “OZ golf” may be to “put the driver away” and to “keep the ball 

in the fairway.”  In a worst-case scenario, the IRS could potentially disqualify the QOZB for failing to 
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meet the NQFP test, impose a penalty on the QOF for failure to be 90% invested in qualified assets, and 

completely wreck what could otherwise be a successful and remunerative OZ investment. 

 Our advice:  Keep your ball in the OZ fairway and then use your putter to close out a winning round. 

 

 

 


