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OPPORTUNITY ZONES: AN OVERLOOKED IMPETUS FOR MUNICIPAL CREDIT

ENHANCEMENT

TARGETING UNTAPPED OPPORTUNITY

A little-known incentive from 2017’s federal tax reform has received increased media and investor attention in recent months.
Opportunity Zones, created to attract private capital to areas that otherwise might not have been as economically viable, have the
potential to help revive neighborhoods and communities that commercial and residential development has long largely bypassed.
Although not part of the public finance market, investors in municipal bonds may still indirectly benefit, as increased private investment
has the potential to spark economic activity, attract businesses and residents, and bolster an issuer’s tax base and credit quality. Below
we discuss what qualifies as an Opportunity Zone, outline guidelines for investing, and highlight where we see the greatest potential

portfolio impact.

WHAT IS AN OPPORTUNITY ZONE?

Opportunity Zones were created by the 2017 Tax Cuts and Jobs
Act to promote private capital investment and economic growth
in distressed communities. According to an October 19, 2018
article in the Wall Street Journal, “the program has bipartisan
roots and Congress deliberately created an open-ended program
with few restrictions, with the idea of relying on market forces and
the new tax incentive to guide development.” Governors of all 50
states and five territories were tasked to identify communities
that would benefit from designation as an Opportunity Zone.

On June 14, 2018 the IRS released a list of qualified Opportunity
Zones, identified by their census tract number. The list
encompassed 8,700 tracts covering 12% of the U.S. land mass.
Concentration varies among states based on size and
socioeconomics. As examples, nearly all of Puerto Rico (861
tracts) was designated as an Opportunity Zone, whereas the
County of Los Angeles had 274 distinct qualifying tracts.

Opportunity Zones are in both rural and urban settings, and there
is at least one in each major city. Although rates of poverty and
unemployment are materially above average, the nomination
process also allowed for 5% of tracts to be non-Low-Income
Communities so long as the tract was adjacent or contiguous to a
Low-Income Community.

Notable Counties and the Number of Census Tracts Identified as
Opportunity Zones

State County OZ Census Tracts
California Los Angeles 274
Illinois Cook 181
New York Kings 125
Texas Harris (Houston) 105
Michigan Wayne (Detroit) 94
Arizona Maricopa 85
Pennsylvania  Philadelphia 81
Florida Miami-Dade 67

Source: U.S Department of the Treasury

Los Angeles Offers a Plethora of Opportunity Zones
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INVESTMENT GUIDELINES

To qualify for favorable tax treatment, an investment in an
Opportunity Zone must be made by a Qualified Opportunity Fund
in the form of purchase of property or an equity investment in a
business. The property must receive additional investment to
“substantially improve,” while a qualified business must have at
least 70% of its tangible property in the Opportunity Zone.

Any person or entity (corporation, REIT, trust, etc.) thatisa U.S.
taxpayer is eligible to make an investment in a Qualified
Opportunity Fund. However, per the U.S. Treasury and IRS, only

proceeds from the sale of an asset subject to capital gains are
permitted to be invested in these Funds.

The principal financial incentive for investors is that capital gains
taxes on Qualified Opportunity Fund investments can be deferred
for up to eight years (through December 31, 2026) and the basis
reduced by up to 15% if invested for more than seven years. In
addition, if the investment is maintained for up to 10 years, any
appreciation of the Qualified Opportunity Zone investment can
avoid capital gains taxes.
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POTENTIAL IMPACT ON MUNICIPAL ISSUERS

It is important to emphasize that Opportunity Zone investments are not municipal securities, and the success or failure of Opportunity
Zone Funds will likely take years to manifest. The IRS will not even begin reporting on these special purpose fund operations until 2022,
given the potentially long construction and investment timetables associated with major redevelopments.

However, the ability of municipal securities investors to “tag-along” with these investments is already present. As capital flows into
Opportunity Zones, we are actively looking for localities with the best prospects for new business development, upward pressure on
property values, and growth in population and wealth. Should this occur, tax-exempt investors could benefit from future credit quality
enhancement by owning the General Obligation bonds of the “parent” municipality in which targeted Opportunity Zones are located, be
they city, town, county, school district, or other issuers.

OUR SEARCH FOR VALUE

As always, careful credit selection is imperative. At Appleton, we Our outlook for Opportunity Zone development aligns well with a
are active, research-driven managers, characteristics that are of longstanding investment preference for large, well-established
considerable value in a $3.9 trillion municipal market featuring local governments. Weeding through Opportunity Zone tracts
more than 50,000 distinct issuers and approximately 1 million early in their evolution offers our research team an ability to
outstanding bond issues.! identify municipal issuers with overlooked future credit prospects,

thereby planting the seeds for potential attractive risk-adjusted
We believe the most attractive Opportunity Zone investments are returns.

likely to involve property rather than new business ventures and
favor urban centers with a greater ability to cluster investments.
Although these designated areas typically exhibit below average
incomes and elevated unemployment levels, many are located
within diverse and economically stable cities. We are less

optimistic about smaller, more rural markets. 1. Municipal Securities Rulemaking Board, based on year end 2017 data

A LOOK AT PUERTO RICcO

Nearly all of Puerto Rico was designated an Opportunity Zone, potentially bringing in more than $600 million in
new investment according to the Commonwealth’s Governor Ricardo Rossello.

However, many officials have cautioned that the ultimate economic benefit may be muted, and the Island has
previously been negatively impacted by unintended consequences of federally-created tax-incentive programs.
A prior corporate tax break lead to a boom in pharmaceutical manufacturing investment, only to see those
manufacturers begin to flee Puerto Rico after the incentive was phased out in 2006. Occurring only a few years
before the financial crisis, many point to that exodus as a catalyst in Puerto Rico’s long-running economic
contraction.

As Puerto Rico progresses through an extended debt restructuring and slow economic recovery, Opportunity
Zone investment may provide a stimulus, although we feel it will need to be complemented by additional
support from both private and governmental sources. Appleton Partners does not currently own Puerto Rico
securities within any of our client accounts.

*This commentary does not serve as an advertisement or recommendation to invest in Opportunity Zones. In addition, the tax implications
described are only hypothetical and questions regarding specific tax implications should be directed to a qualified tax expert.
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This commentary reflects the opinions of Appleton Partners based on information that we believe to be reliable. It is intended for informational purposes only, and not to suggest any specific performance or results, nor
should it be considered investment, financial, tax or other professional advice. It is not an offer or solicitation. Views regarding the economy, securities markets or other specialized areas, like all predictors of future
events, cannot be guaranteed to be accurate and may result in economic loss to the investor. While the Adviser believes the outside data sources cited to be credible, it has not independently verified the correctness of
any of their inputs or calculations and, therefore, does not warranty the accuracy of any third-party sources or information. Specific securities identified and described may or may not be held in portfolios managed by
the Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that investments in the securities identified and discussed were or will be
profitable. Any securities identified were selected for illustrative purposes only, as a vehicle for demonstrating investment analysis and decision making.



