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Key  takeways:  

•  The 2017 Tax Cuts and Jobs Act introduced the 
Qualified  Opportunity Zone  (QOZ)  program, designed to  
provide a tax incentive for private, long-term  
investment in economically distressed communities.  

•  To answer questions that many investors have about  the 
rules governing QOZs,  the Treasury released the first  set 
of  proposed regulations in October 2018.  

What this  may  mean for you:  

•  While the proposed regulations help to clarify many  
outstanding questions investors may want addressed  
before investing in a Qualified Opportunity Fund (QOF), 
the regulations are complex. We recommend that you  
talk to your legal, tax, and investment advisors before 
determining if these funds  are right for you.  

The 2017 Tax Cuts and Jobs Act introduced the Qualified Opportunity Zone program, designed to provide a tax  
incentive for private, long-term investment in economically distressed communities. In June 2018, approximately  
8,700 opportunity zones were certified in locations nationwide providing map boundaries for taxpayers to invest  
and defer their recently triggered capital gains. In  October 2018, the Treasury released the first  set of proposed  
regulations answering many  unanswered questions, providing investors a roadmap to investing in  a Qualified  
Opportunity Zone (“QOZ”).i  For more  information on Opportunity Zones,  see  “Qualified Opportunity  Zones:  
What Investors  Should Know.”  
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Opportunity Zone basics  
In order to achieve deferral  of recognition  of all or some of the gains from the sale of a capital asset, the taxpayer  
may make an investment of the capital gain portion of the proceeds, within 180 days of being recognized, into  a 
Qualified Opportunity Fund (“QOF”).  ii    A QOF is defined  as  an entity which is organized as a corporation  or  
partnership (no disregarded entities) and which  subsequently makes investments in QOZ property, which is  
defined as:iii  

1.  QOZ Stock  or QOZ Partnership interests:  stock in a corporation or a capital or profits interest in a 
partnership, both of which  must operate or invest in  other QOZ businesses located within a QOZ.iv  

2.  QOZ Business Property:   Property acquired by purchase after December 31, 2017, with its  original use in  
the QOZ or, if the property  is already  in the QOZ, then  the property is substantially improved upon by the  
QOF.  Substantially improved  means investing an amount equal to the acquisition cost of the property  over  
a 30 month period.v  

3.  90% Rule:  A QOF must  hold at least 90% of its assets which qualify as either QOZ Stock, QOZ  
Partnerships, or QOZ  Business property.vi  

A related term which gets used often in discussing this  subject is a QOZ Business.  This is simply a trade or  
business in which  substantially all of the tangible property owned  or leased by the  business is QOZ Business 
Property, as discussed above.vii  

Taxpayers are incentivized to invest capital gains in QOZ property or businesses in the following three ways:  

1.  Tax Deferral Through 2026:   A taxpayer may elect to defer tax on any capital gain  invested in a QOF  
within 180 days of realizing  the gain.viii  The capital gain is not recognized (i.e. subject  to tax) until the 
earlier of the QOF sale/liquidation date or December 31, 2026 (with any tax due with the filing of the 
2026 return in 2027).ix  

2.  Up to 15% Exclusion  of Deferred Gain:   The taxpayer receives a 10% step-up in tax  basis after holding the 
QOF investment for five years and an additional 5% step-up after seven years. In other words, when the 
deferred capital gain is recognized in 2026, the taxpayer may be subject to tax on as little as 85% of the 
deferred gain depending  on when the investment in the QOF was made and  how long the investment was  
held.x  

3.  No Tax  on Future Appreciation:   The taxpayer is subject to tax on the deferred capital gain in  2026 
(subject to the reduction  described above), but any appreciation on the QOF investment held for 10 years  
or more is not taxable.xi  

While the basics seem clear enough, until the proposed  regulations were revealed in October  2018, many  
questions remained.  A few of those questions include:  “Who is an eligible taxpayer?”; “What is an eligible gain?”  to 
the more nuanced “What is ’substantially all’ tangible property of a QOZ  Business?”; and “How does the investor  
retain cash to improve QOZ Property or operate a QOZ  Business without violating the 90% requirement?”  

 

What do the “proposed” Treasury regulations  mean?  
Though not final, a taxpayer may rely on the proposed  regulations so long as the taxpayer “applies the rules in their  
entirety and in a consistent manner.”xii  This is important because QOZ investments  are extremely time-
sensitive.xiii   By issuing proposed regulations and permitting taxpayers to rely on them, the Treasury is giving us  its  
first interpretation of the QOZ legislation and providing  taxpayers with  only a potential roadmap they need to take 
advantage of this program.    
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What gains are eligible?  
A simple question, but the answer was unclear in the original statute. The QOZ statute used both terms “gain” and  
“capital gain.”  xiv   The proposed regulations clarify that all capital gains, but only  capital  gains, realized prior to  
January 1, 2027 are eligible for deferral.xv  This means both short term and long term capital gains are available for  
deferral. The deferred gains retain the same character over the life of the investment in the QOF (i.e. until the 
earlier of 2026 or the sale date), so short term capital gains cannot become long term capital gains by deferral in a 
QOF.xvi   

It’s also important to  note that the gain cannot arise  from a sale or exchange with  a related person  –  meaning  
typical family members, but would also exclude transactions  between a trust and its grantor, a trust and a 
beneficiary, and related corporations  or transactions between an entity and a significant shareholder/owner  
(applying a 20% ownership test).xvii  

 

Who is an eligible taxpayer?  
Any taxpayer that recognizes a capital gain is eligible. For instance, individuals, C corporations, partnerships, real  
estate investment trusts (REITs), S corporations, and trusts and estates are all eligible to participate in QOZ’s.xviii   

 

When must the gain  be invested in the QOF?  
The taxpayer has 180 days from realizing a capital gain to invest in the QOF.xix  For most taxpayers, the capital gain  
is realized on the date the capital asset is sold.  However, the proposed regulations  clarify that the owner of a pass-
through entity does not realize the gain until the end of the entity’s taxable year.xx  This means that if any capital  
gain is not deferred by the entity within 180 days from the sale event, then an owner of the pass-through entity  
will have 180 days from the last day of the entity’s taxable year to defer the capital  gain. The entity and the 
individual may elect to defer all or a portion  of the gain  within  the respective time frames. This is a major  
clarification because an owner of a pass-through business may have as late as 180 days from December 31st  
regardless of when the entity realized the gain earlier that year.xxi  

 

How long can an investor hold the QOF investment?  
The QOZ statute did not require a termination date. Absent  guidance, many taxpayers thought  they could hold the 
investment for 30, 40, 50 years or more and all appreciation would avoid tax. The proposed regulations clarify that  
the tax free appreciation of  a QOF investment terminates in 2047. xxii  This still gives an investor several decades for  
the QOF investment with potential to appreciate tax free so long as  they meet the 10 year holding  period. xxiii  The  
QOZ program is designed to encourage long-term investment, so we feel that this  sets a reasonable time frame 
for an investor to realize the full benefits of the program. What we don’t  know is  how this termination date works.  
The Treasury is asking for comments on whether: 1) the investment must be sold in 2047, or; 2) the  investor  
should simply receive an income tax basis equal to the fair market value (presumably a “step-up” in basis), but  can  
continue to hold the investment.xxiv    

 

Do existing entities qualify for the QOZ program?   
It’s possible for existing entities to  qualify for the QOZ  program, but only in unique circumstances.xxv  Taxpayers  
with a business entity in a QOZ may utilize this business for their QOF or as a QOZ  Business so long as the business 
entity itself satisfies the QOZ requirements.   One requirement, however, is that the business property must  be  
acquired  by the entity  after  December 31, 2017.  In other words, existing assets in an existing entity will apparently  
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not qualify for QOZ treatment unless the entity can qualify as a QOF or QOZ business with newly acquired  
property and application  of  the 90% rule, discussed below.   

 

Does 90% investment, really mean 90%?  
A QOF must hold 90% of its assets in  QOZ stock, partnership interests, or business property.xxvi  We see that as a 
high threshold, especially when  running a business  or developing property. If a QOF were going  to renovate or  
construct real estate within a QOZ, it could take many  months, even years, to get  permits, finalize plans, obtain  
zoning changes, etc., and during that time cash held by  the QOF  to  start the project or meet the “substantial  
improvement” requirements would likely cause the QOF to fail the 90% test.  The proposed regulations address  
these concerns in a few different ways.  

1.  Working Capital Written Plan Safe Harbor:xxvii   A QOZ Business meets the 90% test if it holds cash as 
working capital and meets the following three requirements:    

a.  The QOZ business has a written working capital plan for the acquisition, construction and/or  
substantial improvement of tangible property within a QOZ over  no more than a 31 month period.  

b.  The plan must be reasonable and consistent with the ordinary start-up of a trade or business.  

c.  The working capital assets must actually be used in a manner substantially consistent with the 
written plan.  

It is worth noting that there’s currently  no requirement  to present or otherwise certify the plan on an on-going 
basis. It appears that the written plan must simply exist and may need to be produced if, for example, requested by  
the IRS.  

2.  The 90% Rule, unless it’s 70% Rule:xxviii   Do you remember the “substantially all” requirement?xxix  This is 
the requirement that a QOZ business must  have substantially all of its tangible property invested in a 
QOZ. Well, the regulations  clarify that  substantially all  means 70%. The result is that a QOF has a 90% QOZ  
business property investment requirement, but could simply meet this requirement by investing in a QOZ  
business that only has a 70% QOZ business property investment requirement. The regulations themselves 
admit this rule opens the door for  some gamesmanship, but seem to be ok with it.xxx  Although, guidance is 
requested on whether 70% is too much, too little, or just right for operating the QOZ.  

3.  The Substantial  Improvement Requirement:   Whether the QOF invests in a QOZ  business or directly in  
QOZ business property, the “substantial improvement” requirement comes into play where property is  
already being used in a QOZ. This property qualifies for  the 90% test (or 70% test), so long as it is  
substantially improved  over a 30 month  period. It appears that the new working capital test is being  
coordinated with the substantial improvement requirement as requiring a written  plan over the 31 month  
period.xxxi  However, it is not clear that the written  plan is required or even satisfies the substantial  
improvement requirement,  so additional clarity is needed.  

 

How does real estate  fit into all this?  
Investors looking to develop real estate in opportunity zones were likely the primary target of this  new program.  
New businesses, jobs, and growth in these communities seem to start with real estate. However, a plain reading of  
the new law begged the questions: 1)  Does land even qualify? and; 2) If I’m not tearing the building down and  
rebuilding, can I really meet  the substantial improvement requirement?  

These  points were so important and unclear that they could not be addressed in the proposed regulations alone.  
The IRS issued a Revenue  Ruling (Rev. Rul. 2018-29) to clarify its position on the issue.xxxii  
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The short answers are: 1) land qualifies for a QOF, and; 2)  only the value of the improvements at purchase are 
subject to the substantial improvement requirement.  xxxiii  

This means that a taxpayer could potentially purchase a property and allocate the purchase price between the land  
and improvements.  For example, a $1MM  investment might be allocated 50% ($500,000) to the land and 50%  
($500,000) for the improvements. The taxpayer must substantially improve the improvements by investing an  
additional $500,001 over the next 30 months, but is  not required to invest another $1MM as additional capital.    

In addition to this clarification, the Treasury is asking for comment on whether property already in a QOZ may at  
some point be deemed “not in use,” so a taxpayer could avoid the substantial improvement requirement  
altogether.  For instance, imagine a run-down apartment complex that has been vacant for years. Its value may  be 
high relative to what it needs in improvements to get it up and running. If it’s not  being used  now, shouldn’t any  
improvement and use count? We’ll keep an  eye on this issue.  

 

Leveraging the QOF investment   
Loans play a major role in any investment opportunity  and QOZ investors sought clarity on how loans will impact  
the QOZ investment. The proposed regulations address loans in two different ways:  

1.  Collateralizing a QOF Interest:  Investors may use their  QOF interest as a collateral for a loan without  
disqualification.xxxiv  

2.  Borrowing by the  QOF  or QOZ business:xxxv   Investors may borrow to acquire a QOZ  business or QOZ  
business property in the QOF and the amount borrowed is not  treated as a separate non-qualifying  
investment. We see this as  a "win" for investors as they have the option of using leverage as a  more  
favorable and valuable investment, thus ultimately increasing the non-taxable appreciation potential for  
QOF investors. For instance, a QOZ business with $1MM of qualifying gain investment could use that as  
20% down on a $5MM investment for QOZ business property or a QOZ business.  

 

Re-investing a previously deferred gain   
The regulations confirmed that a taxpayer can sell a QOF investment and re-invest  within 180 days without  
recognizing the gain.[i]  This  allows an investor to exit one QOF and invest in another. Also, if you do not reinvest  
the full QOF amount, then the portion of the proceeds  withdrawn are taxable. This  is an area where the proposed  
regulations get very detailed and examples are provided to help determine how much gain and what type of gain  
should be recognized.[ii]   

 

Don’t forget state taxes  
Lastly, let’s not forget state taxes. This is a  federal program and not all states conform to federal tax law. Though  
this could be a great opportunity to defer federal taxes, you may have to pay your state income taxes in the 
meantime. Be sure to check with your tax advisor to understand whether your state conforms to this new  
program.  

 

[i] Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(4), example 4 
[ii] Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(6), (7), and (8) with accompanying examples. 
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Qualified  Opportunity Zones  –  questions remain for taxpayers  
With significant capital gains, exploring  the advantages and disadvantages of an Opportunity Zone investment  
may be worthwhile. On the other hand, taxpayers  should know that  –  since the regulatory guidelines are not final  –  
some important questions  regarding opportunity zones still remain unclear.  A few of the considerations include:  

•  What measures will be put in place for operating Qualified Opportunity Zone Funds to insure that they  
continue to qualify while providing investment opportunities to unrelated parties  with significant capital 
gains?   

•  What will the impact of the  Opportunity Zone Fund legislation  be?  Who will benefit?  

 

Next Steps  
While the proposed  regulations help to clarify many outstanding questions investors may want addressed before 
investing in a QOF, the regulations are complex. We recommend that you talk to your legal, tax, and investment  
advisors  before determining if these funds are right  for you.  

 

Disclosures  
Wells Fargo Wealth Management, Wells Fargo Private Bank and Abbot Downing, a Wells Fargo business, provide products and services through Wells Fargo Bank, N.A. and its various  
affiliates and subsidiaries. Wells Fargo Bank, N.A. is a  bank affiliate of Wells Fargo & Company.   

Wells Fargo & Company and its affiliates do not provide tax or legal advice.  Please consult  your tax and legal advisors before taking any  action that may have tax or legal consequences  
and to determine how the general information presented in this Wealth Planning Update publication  may apply  to your own specific situation.  

Wells Fargo affiliates may be paid a referral fee in relation to clients referred to Wells Fargo Bank, N.A.   Wells  Fargo Bank, N.A. (the “Bank”)  offers various advisory and fiduciary products  
and services including discretionary portfolio management.   Financial Advisors of Wells Fargo Advisors may refer clients to the bank for an ongoing or one-time fee. The role of the 
Financial Advisor with respect to bank products and services  is limited to referral and relationship management services. The Bank is  responsible for the day-to-day management  of non-
brokerage accounts and for providing investment advice, investment management services and wealth management services to clients. The Financial Advisor does not provide  
investment advice or brokerage services to Bank accounts, but does offer, as applicable, brokerage services and investment advice to brokerage accounts held at Wells  Fargo Advisors.  
The views, opinions and portfolios may differ from our broker-dealer affiliates. Wells Fargo Advisors is a trade name used by  Wells Fargo Clearing Services, LLC and Wells Fargo Advisors  
Financial Network, LLC, Members SIPC,  separate registered broker-dealers and non-bank  affiliates of Wells Fargo & Company.  

The information and opinions in this report were prepared by Wells Fargo Wealth Management. Information and opinions have been obtained or derived from sources we consider  
reliable, but we cannot guarantee their accuracy or completeness. Opinions represent Wells Fargo Wealth Management’s opinion as of  the date of  this report and are for general  
information purposes only. Wells Fargo Wealth Management does not undertake to advise you of any change in its opinions or the information contained in this report. Wells Fargo & 
Company affiliates may issue reports or have opinions that are inconsistent with, and reach different conclusions from, this  report.  

This product may not be suitable for all investors.    

© 2019  Wells Fargo Bank, N.A. All rights reserved.  CAR-1019-05650    

 

i Reg. 115420-18; also at: https://www.irs.gov/newsroom/treasury-irs-issue-proposed-regulations-on-new-opportunity-zone-tax-
incentive 
ii Internal Revenue Code (IRC) §1400Z-2(a)(1)(A) 
iii IRC §1400Z-2(d)(2)(A) 
iv IRC §1400Z-2(d)(2)(B) and (C) 
v IRC §1400Z-2(d)(2)(D) 
vi IRC §1400Z-2(d)(1) 
vii IRC §1400Z-2(d)(3) 
viii IRC §1400Z-2(a)(1)(A) 
ix IRC §1400Z-2(b)(1) 
x IRC §1400Z-2(b)(2)(B) 
xi IRC §1400Z-2(c) 
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xii Reg. 115420-18; and https://www.irs.gov/newsroom/treasury-irs-issue-proposed-regulations-on-new-opportunity-zone-tax-
incentive (pages 29-30) 
xiii As related to the 180-day investment period following a taxpayer’s triggering of a capital gain, see IRC §1400Z-2(a)(1)(A); and for the 
deadline for a Qualified Opportunity Fund to have 90 percent of its assets invested in qualified Opportunity Zone Property on the last day of 
the first 6-month period of the taxable year of the fund and on the last day of the taxable year of the fund, see §1400Z-2(d). 
xiv Compare the title of the statute §1400Z-2: “Special Rules for Capital Gains Invested in Opportunity Zones” and the use of only the term 
“gain” omitting the word “capital” in the remainder of §1400Z-2. 
xv Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(2) 
xvi Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(5) 
xvii Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(2)(C) 
xviii Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(1) 
xix IRC §1400Z-2(d)(2)(A) 
xx Proposed Treasury Regulation §1.1400Z-2(a)-1(c)(2) 
xxi Proposed Treasury Regulation §1.1400Z-2(a)-1(b)(3)(ii) 
xxii Proposed Treasury Regulation §1.1400Z-2(c)-1(b) 
xxiii IRC §1400Z-2(c) 
xxiv Proposed Treasury Regulation, Commentary Section C, 2, d (Clarity regarding electing post-10-year gain exclusion if zone designation 
expires (pages 35-38)) 
xxv Proposed Treasury Regulation §1.1400Z-2(d)-1(a)(3) 
xxvi IRC §1400Z-2(d)(1) 
xxvii Proposed Treasury Regulation §1.1400Z-2(d)-1(d)(5)(iv) 
xxviii Proposed Treasury Regulation §1.1400Z-2(d)-1(d)(3) 
xxix IRC §1400Z-2(d)(2)(D)(i)(III) 
xxx Proposed Treasury Regulation, Commentary Section C, 2, f (Definition of substantially all) (pages 41-42)) 
xxxi Proposed Treasury Regulation §1.1400Z-2(d)-1(d)(5)(iv) 
xxxii Revenue Ruling 2018-29, also at: https://www.irs.gov/pub/irs-drop/rr-18-29.pdf 
xxxiii Revenue Ruling 2018-29 
xxxiv Proposed Treasury Regulation §1.1400Z-2(a)-1(c)(2)(ii) 
xxxv Proposed Treasury Regulation §1.1400Z-2(e)-1(a)(2) 
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