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Terms
As used herein, the term “Code” refers to the Internal Revenue Code
of 1986, as amended, and the term “Regulations” refers to the Treasury
Regulations promulgated thereunder.
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REMIC Qualification — Why Do We Care?
Thomas J. Biafore

Background: The securitization of commercial real estate loans through
the capital markets emerged as a means to encourage investment in pools
of real estate loans. That’s a good thing as the increased use of securitizations has provided loan originators with an expanded source of liquidity
for their loans which in turn has encouraged loan originators to make
loans. This increased willingness of loan originators to make loans results
in additional opportunities for and supply of capital at reduced costs to
potential borrowers. “Securitization” results from the repackaging and
pooling of loans that are placed in a trust and describes the creation of a
marketable investment “security” (the certificates that the securitization
trust issues to investors) from the less marketable assets (like the loans and
occasionally foreclosure property should a borrower default on its loan
and the securitization trust takes title to the underlying collateral) that the
trust holds.
The primary vehicle for the securitization of real estate loans is a real
estate mortgage investment conduit – a “REMIC.” One of the fundamental
restrictions on servicing loans held in a REMIC is that the servicer must
not take an action that results in the trust’s loss of REMIC status under the
federal tax laws. This restriction is contained in the pooling and servicing
agreements (“PSAs”) that govern particular securitizations. For example,
most PSAs contain provisions that prohibit the servicer from (i) modifying a performing loan in a manner that disqualifies the loan from being a
“qualified mortgage,” (ii) taking title to property that does not qualify as a
“permitted investment”, or (iii) engaging in activity that is detrimental to
the federal tax benefits the REMIC enjoys. While the language may differ
from securitization to securitization, the charge for the servicer remains
the same: the trust’s REMIC status must be preserved at all times.
The reason for the restriction is that, if properly formed, structured and
operated, the REMIC itself is generally not subject to federal income tax
on most types of income.1 Rather, the tax consequences of the REMIC’s
1

A common misconception is that a REMIC is a tax-exempt entity or is otherwise not subject to federal
income tax. As discussed in this article, an entity making an election to be treated as a REMIC enjoys a number
of federal income tax benefits. Such an entity is not a tax-exempt organization, however, as a properly structured
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transactions flow through to the holders of the REMIC’s one class of
residual interests much as they do to the partners in a partnership or the
members of a limited liability company. If REMIC tax status is preserved,
each regular interest issued by the REMIC is treated as debt of the REMIC
for tax purposes irrespective of whether that regular interest would be
treated as debt under general tax principles.2
Asset Test: An entity that elects REMIC status for federal tax purposes
must satisfy two tests: the “asset test” and the “interest test.” The REMIC
passes the asset test if, at all times, substantially all of the REMIC’s assets
are qualified mortgages or permitted investments. The asset test applies at all
times during the life of the REMIC except for the initial period, from the
REMIC’s startup day3 to the end of the third month following the startup
day, and the final period, starting at the time the REMIC adopts a plan of
liquidation until the REMIC is liquidated.
The qualified mortgage element of the asset test limits the REMIC to
acquiring and holding a fixed pool of mortgages. A REMIC’s activities
regarding permitted investments are limited to holding cash flow investments, qualified reserve assets and foreclosure property. Cash flow
investments allow the REMIC to receive income by investing the proceeds
that the REMIC receives on the REMIC’s other assets pending distribution
of these proceeds to certificateholders. Addressing the financial management of the REMIC, the provisions permitting qualified reserves enable
REMICs to have cash on hand to pay expenses. In connection with a
default, REMICs may hold, as foreclosure property, the real property and
incidental personal property related to the business conducted on the real
property that secured the borrower’s obligation under the terms of the
defaulted obligation. Beyond these limited holdings, the asset test restricts
the REMIC’s activities.
and fully compliant REMIC is subject to federal income tax on certain types of income. For example, See Tom
Biafore and Steve Edwards, “A Primer on Foreclosure Property, Net Income from Foreclosure Property, and
Rents from Real Property” in this Guide for a discussion of the tax consequence to a fully qualified REMIC that
generates “net income from foreclosure property.”
2

See the discussion of the interest test later in this article.

3

The “startup day” is a defined term in virtually all PSAs and is rarely the date provided for on the PSA’s cover
page. Rather, the startup day is generally defined as a specific date often 20-30 days after the date shown on the
PSA cover page.
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While the timing element of the asset test (“at all times” substantially all
of the REMIC’s assets must be qualified mortgages or permitted investments) may be clear, the quantity element (the “substantially all” portion
of this test) is open to interpretation. In reality, the scope of the “substantially all” requirement may be narrower than some might believe. The
Internal Revenue Code of 1986 (the “Code”) defines “substantially all” as
requiring all but a de minimis amount of the REMIC’s assets to be qualified mortgages or permitted investments. Under the Regulations this de
minimis amount is quantified as 1% of the aggregate tax basis of all of the
REMIC’s assets. If the aggregate tax basis of the unqualified assets is less
than 1% of the aggregate tax basis of all of the REMIC’s assets, then the de
minimis test is met and the REMIC’s tax status will be preserved. If, however, the REMIC holds unqualified assets in excess of this 1% safe harbor,
the REMIC’s tax-preferred status may be lost. See Tom Biafore, “Fear of the
Unknown — The Danger of Holding Unqualified Assets” in this Guide for
a detailed discussion of the application of the de minimis test of unqualified assets.
Interest Test: An additional requirement for an entity that elects REMIC
status is that the entity must limit the types of interests issued to certificateholders. This test, simultaneously applied with the asset test, requires
that all of the REMIC’s interests be either regular or residual and that there
be only one class of residual interests.
The interest test is another mechanism, like the asset test, for restricting
the activities of the REMIC. By limiting the REMIC’s interests to regular
and residual interests, the interest test provides clarity for tax treatment.
All of the REMIC’s interests must fall into one of these two categories, thus
simplifying the application of the tax consequences to these two types of
interests. The interest test prevents the REMIC from entering into transactions that would create interests that are neither regular nor residual
interests.
The Code defines a regular interest as any interest in a REMIC that
is issued on the startup day and designated as a “regular interest.” Less
specificity is given to the definition of a residual interest, which is an
interest issued on the startup day that is not a regular interest and that is
5

Servicer Survival Guide 2019
designated as a “residual interest.” Other than these definitions, the Code
is silent as to the meaning of an “interest” itself. The Regulations narrow
the scope by excluding from the classification of “interests” certain types
of claims including: payments for servicing, stripped interests, rights of
reimbursement arising from guarantees of REMIC assets or other credit
enhancement contracts, and rights to acquire mortgages or other REMIC
assets.
Importance of REMIC Status: REMICs are structured based on the premise that the REMIC itself will not be subject to tax on most types of income
that the REMIC receives from qualified mortgages and permitted investments. If the servicer takes an action that results in a loss of REMIC status,
the REMIC will be subject to tax on all types of income. The loss of REMIC
status can be potentially disastrous. Because the REMIC was structured
and priced based on the belief that the REMIC will generally not be subject
to tax, it is likely that a REMIC that is disqualified will lack sufficient funds
to pay REMIC-level taxes and make distributions to certificateholders at
levels that satisfy the certificateholders’ desire to earn a satisfactory return
on their investments in the REMIC.
A REMIC opinion is one tool to which a servicer may turn to confirm
that a contemplated servicing action will not subject the REMIC to tax.
The issue of when a REMIC opinion is required is a tricky one. In general
most pooling and servicing agreements (or “PSAs”) rarely require that
the servicer get a REMIC opinion before completing a servicing action.
Generally, under many PSA’s a REMIC opinion is required only when the
servicer is proposing to:
•

Hold real property following a foreclosure beyond the grace
period during which such property will qualify as foreclosure property; or

•

Liquidate a REMIC and distribute the REMIC’s assets as
part of the liquidation process.

In addition to these two situations (where a REMIC opinion is almost
always required) some PSAs require that the servicer obtain a REMIC
6

Kilpatrick Townsend & Stockton LLP
opinion for collateral substitutions, alterations, or releases (including
defeasances).
A separate issue of when is it prudent for the servicer to obtain a REMIC
opinion (as distinguished from when the PSA requires that the servicer
obtain a REMIC opinion) is a servicer-by-servicer determination. As the
issue of what is a REMIC concern is a legal (not credit) issue that should
to be examined by knowledgeable counsel—many servicers as a matter of
course will secure a REMIC opinion prior to taking almost any servicing
action, including loan assumptions, collateral releases and the like. While
the PSA may not require the opinion in all of these cases, many servicers
believe that the opinion is appropriate given the potential exposure to
which the REMIC would be subject should a servicing action disqualify
the REMIC. To further support a servicer’s decision to obtain a REMIC
opinion, where the transaction is being completed as an accommodation
to the borrower (for example in the case of a loan assumption or outparcel
release) many servicers are unwilling to subject the trust to any REMIC
exposure and take the position that if the borrower wants to complete the
transactions (that generally benefits the borrower) the borrower must bear
the burden of securing a REMIC opinion.
Caution: It has been suggested that because a REMIC is predominantly
capitalized with regular interests that are treated as debt for tax purposes,
the consequences of losing REMIC status are not material. The suggestion is that whether or not the REMIC is subject to REMIC-level tax, the
REMIC would be offsetting, from the REMIC’s gross income, the interest
that the REMIC pays to certificateholders that hold regular (debt) interests
in the REMIC. The REMIC’s gross income is generally the interest that the
REMIC receives on the loans that the REMIC holds and any income from
foreclosure property or permitted investments. Depending on the specifics of the REMIC’s capitalization structure, one might suggest that there
would be little if any REMIC-level income remaining (after paying interest
to regular interest holders) that would be subject to tax at the REMIC level
even if REMIC status is lost.
What is missing from this suggestion is that the REMIC’s regular interests are treated as debt for tax purposes and the REMIC is entitled to an
7
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interest expense deduction for the interest the REMIC pays to these certificateholders only by virtue of a special REMIC rule. If REMIC status
is lost, the REMIC would be required to reclassify these regular interests as debt or equity based on fundamental tax principles. If any of the
REMIC’s regular interests are reclassified as equity for tax purposes,4 the
consequences to the trust of losing its status as a REMIC will be disastrous.
Rather than deducting, as interest expense, payments made to holders of
regular interests that have been reclassified as equity in the REMIC, the
REMIC’s payment to certificateholders deemed to hold an equity interest
in the REMIC would first be subject to a REMIC-level tax.
Consider the following example: A trust that elects REMIC status holds
a single $100 loan that has a contract interest rate of 10% per year. As a
result, the trust generates $10 of income each year. The trust has two regular interest certificateholders: A senior A certificateholder which holds
a 40% interest in the REMIC and a subordinate B certificateholder that
holds a 60% interest in the REMIC but which is subordinate to and paid
after the A certificateholder and only if the A certificateholder is paid in
full. In a qualifying REMIC both the A and B certificates are considered
debt for federal tax purposes by virtue of a special REMIC rule. If, however, the REMIC is disqualified, only the A certificate is considered debt
for federal tax purposes under general tax principles. The B certificate, as
a result of its subordinate status, is in this example considered equity for
tax purposes.
In Year 1, if the trust maintains its status as a qualified REMIC, all $10 that
the trust receives as interest income on the loan that it holds will be available for distribution to the A and B certificateholders computed as follows:
Interest Income ($100 x 10%)

$10

Interest Deduction on Distributions to
Certificateholders of qualified REMIC
‒$4 to A certificateholder

($4)

4

The classification of an instrument as debt or equity requires a factual analysis that turns on the individual
circumstances of each scenario. Courts analyze various factors that can identify characteristic differences
between debt and equity including: 1. Was the instrument treated as debt or equity for accounting purposes? 2.
Was there an intention to create debt or equity? 3. Are the indicia related to the instrument common to debt or
equity?
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‒$6 to B certificateholder

($6)

Trust income

$0

Distributions from qualified REMIC
‒A certificateholder
‒B certificateholder

$4
$6

Conversely, if the trust is disqualified and is no longer treated as a REMIC,
the trust will not be entitled to a full interest deduction on any distributions to the B certificateholder as that certificate is, for purposes of this
example, treated as equity for tax purposes. As a result of the disqualification of the trust as a REMIC, the trust only has a total of $7.9 available for
distribution to the certificateholders computed as follows:
Interest Income ($100 x 10%)

$10

Interest Deduction on Distribution to
A Certificateholder (debt)
‒$4 to A certificateholder

($4)

Trust Taxable Income
REMIC Income Tax ($6 x 35%)
Cash available for distribution to B
Certificateholder after paying trust-level taxes

$6
($2.1)
$3.9

The example above illustrates that the benefit of REMIC status is not just
that a qualified REMIC itself is not subject to tax on typical sources of
income (interest from the loans that the REMIC holds, for example) but
also that a trust that is qualified as a REMIC can deduct all distributions to
regular certificateholders ($10 in the example above), while a trust that is
disqualified may only deduct as interest payments those distributions that
are made to certificateholders that are deemed to hold debt for federal tax
purposes. The resulting impact of the disqualification of the REMIC in the
example above is that the REMIC has less cash available for distribution to
certificateholders as a result of payment of income tax on the distributable
amount that was earmarked for the B certificateholder.
9
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Separate and apart from the trust-level tax consequences of REMIC
disqualification are the individual certificateholder tax consequences.
Regular certificateholders of a qualified REMIC are deemed to hold debt
for all federal income tax purposes irrespective of how the investor’s certificates may be classified for general tax purposes. See footnote 4 and
accompany text in this article for a discussion of the general rules relating
to debt/equity classification for tax purposes. Part of the rationale for the
investment in the REMIC in the first instance may well have been based
on the investor’s desire to hold a debt investment for United States tax
purposes. If the REMIC is disqualified and the investor’s debt investment
is reclassified as equity the investor) may become subject to a panoply of
tax and regulatory provisions (e.g., withholding on distributions under
Code Section 882, generating effectively connected income with the conduct of a United States trade or business and with that the tax implications
thereof) to which the investor never intended when making its intended
debt investment in the REMIC in the first instance.
Conclusion: The precise economic consequences of a trust’s loss of REMIC
status cannot be predicted. In the event that the trust loses its status as a
REMIC, the trust will become subject to REMIC-level tax on all types of
income and the REMIC will not be afforded an automatic deduction for
interest paid to holders of regular interests.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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Fear of the Unknown — The Danger of Holding
Unqualified Assets
Thomas J. Biafore

Background: A servicer may consider having a REMIC acquire property that is other than a qualified mortgage or a permitted investment as a
strategy intended to increase recovery from a defaulted loan or foreclosure
property.
In the case of a defaulted loan where the related borrower has filed bankruptcy, a servicer may consider, as a workout strategy, acquiring claims
held by other creditors in the borrower’s bankruptcy proceeding.1 In the
case where a REMIC has foreclosed on a property, a servicer may consider
acquiring adjacent property (perhaps for access or parking related to the
foreclosure property) so that the property on which the REMIC has foreclosed maintains or increases in value.
Despite the economic benefit of these arrangements, a servicer should
think hard before intentionally acquiring property that is neither a qualified mortgage nor a permitted investment. Such a practice is generally not
permitted under any pooling and servicing agreement (“PSA”) and what’s
more the consequences to the REMIC can be dire.
REMIC Qualification: As a general matter, for an entity to maintain its
status as a real estate mortgage investment conduit (a “REMIC”) under
the terms of the Code, “substantially all” of the REMIC’s assets must be
“qualified mortgages” or “permitted investments.” Claims of an unrelated
creditor in a borrower’s bankruptcy and adjacent real property that did not
secure the borrower’s obligation at the time the REMIC foreclosed on the
collateral are neither a “qualified mortgage” nor a “permitted investment.”
1

The practice of buying other creditors’ claims to control a debtor’s bankruptcy and avoid the undesirable
results of a potential cram down is a common strategy outside of CMBS. While in some circumstances it is possible for a REMIC to acquire the claims of another creditor (depending on the nature of the claim acquired and
scope of permitted advances detailed in the borrower’s loan documents), a servicer must take care in analyzing
whether a REMIC can acquire another creditor’s claims without disqualifying the REMIC. See Tom Biafore and
Rex Veal, “Property Protection Advancing in CMBS” in this Guide for a discussion of the issues related to a
servicer’s advance to acquire bankruptcy claims. Beyond the REMIC-tax qualification issues associated with a
REMIC’s purchase of another creditor’s claim, the REMIC’s acquisition of such claims presents possible PSA
issues related to permissible advances and appropriate reimbursements.
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Issue: Under what circumstances may a REMIC acquire property that is
neither a “qualified mortgage” nor a “permitted investment?”
Analysis: The short answer is never. Under the terms of the Code, “substantially all” (as opposed to “all”) of a REMIC’s assets must be qualified
for a REMIC to enjoy the federal tax benefits of REMIC status. The
Regulations attempt to provide color to this “substantially all” test by
providing a safe harbor that concludes that if 99% of the REMIC’s assets
(computed based on the REMIC’s tax basis in qualified and unqualified
assets) are permitted investments or qualified mortgages, the REMIC will
retain its status as a REMIC.
The fact that under the safe harbor 1% of the REMIC’s assets may be
comprised of other than qualified mortgages and permitted investments
cannot be relied on by a servicer as a planning tool. Even though a REMIC
initially holds nonqualified assets (such as claims of other creditors in a
borrower’s bankruptcy proceeding) that account for less than 1% of the
REMIC’s assets, the trust’s overall holdings diminish as loans pay off or as
the REMIC forecloses on and disposes of foreclosure property. The effect
of this reduction in the REMIC’s holdings could result in the nonqualified assets (initially representing less than 1% of the REMIC’s balance and
thereby falling within the safe harbor) representing more than 1% of the
REMIC’s balance in the future.
Similarly, a servicer cannot be comfortable taking any action that will
result in a REMIC holding nonqualified assets even if these assets make up
less than 1% of the REMIC’s total assets because other assets held by the
REMIC might later be discovered to be nonqualified. If the sum of all of
the nonqualified assets exceeds 1%, the REMIC will not fit within the safe
harbor provided for in the Regulations. For these reasons, servicers should
treat this 1% safe harbor for REMIC qualification not as a planning tool,
but rather a safety net of last resort. Said differently, given the cumulative
nature of the 1% safe harbor, a servicer can never tell if a REMIC satisfies the 1% limit when looking at one loan or REO property in isolation.
Rather, by looking at just one asset in isolation, a servicer can only confirm
that the REMIC fails the 1% safe harbor test. For this reason, a servicer
must resist the temptation to ask how it is that it can be certain that the
14
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REMIC passes (rather than fails) the 1% safe harbor test when looking at
just one asset as it is not possible to make that determination.
Beyond the problems caused by the cumulative nature of the “substantially
all” test and the 1% safe harbor described above, there are other more fundamental problems related to a REMIC’s knowingly holding property that
is neither a qualified mortgage nor a permitted investment.
As noted above, the 1% safe harbor provided for in the Regulations is not
absolute. While, under the Regulations, the Code’s “substantially all” test
will be satisfied if 99% of the REMIC assets are qualified, there is nothing in the Code that concludes that if only 95%, 90% or even 85% of the
REMIC’s assets are qualified, the Code’s “substantially all” test would not
be satisfied. At first impression, the fact that the Code’s “substantially all”
test for REMIC qualification is not limited by the 1% safe harbor provided
in the Regulations may make servicers more comfortable in their decision
to have the REMIC hold a small amount of nonqualified property. This
first impression is misleading.
Even if one assumes that the “substantially all” test for REMIC qualification extends beyond the 1% safe harbor contained in the Regulations,
having a REMIC take title to nonqualified property is a dangerous game.
By way of example, assume that a REMIC is discovered to hold nonqualified assets that total 7% of the REMIC’s total holdings. This could happen,
for example if the servicer inadvertently failed to get a qualified foreclosure property extension for foreclosure property. While this 7% is beyond
the 1% safe harbor provided for in the Regulations, if the nonqualified
asset was acquired by accident (such as in the case of the servicer’s inadvertently failing to apply for a foreclosure property extension), it may be
that the Internal Revenue Service would be willing to concede that the
“substantially all” test continues to be satisfied and REMIC status will be
preserved. The IRS may be less likely to look the other way if it finds that
the servicer knowingly acquired a number of nonqualified assets as a planning tool (e.g., nonqualifying bankruptcy claims, real property adjacent to
REO property) in addition to the nonqualified assets that already total an
amount in excess of the 1% of the REMIC’s assets.
15
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PSA Issues: In addition to the tax issues associated with the REMIC’s
acquisition of nonqualified property, the PSA that governs the related
securitization will limit the servicer’s efforts to acquire nonqualified
property.
PSAs contain several provisions that state that the servicer should not
acquire nonqualified assets. For example, typical PSAs provide that in connection with the acquisition of foreclosure property, the REMIC will not
acquire personal property (e.g., unrelated party bankruptcy claims) unless,
“(i) such personal property is incident to real property; or
(ii) the Special Servicer shall have obtained an Opinion of
Counsel … to the effect that the holding of such personal
property by the Trust Fund will not cause the imposition of
a tax on the Trust Fund under the REMIC Provisions.”
Similarly, with respect to modifications of loans, most PSAs provide something similar to the following:
“Neither the Master Servicer nor the Special Servicer shall
make or permit any modification, waiver or amendment
of any term of any Mortgage Loan that would (A) cause
the REMIC to fail to qualify as a REMIC under the Code
or result in the imposition of any tax on “prohibited transactions” or “contributions” after the Startup Day of any
such REMIC under the REMIC Provisions or (B) cause any
Mortgage Loan to cease to be a “qualified mortgage” within
the meaning of Section 860G(a)(3) of the Code.” (emphasis
added)
As a general catch-all, most PSAs contain provisions similar to the
following:
“The Trustee shall not knowingly or intentionally take any
action … that … could (i) adversely affect the status of
REMIC I, REMIC II or REMIC III as a REMIC or (ii) result
(subject to the following sentence) in the imposition of a
tax upon REMIC I, REMIC II or REMIC III (including but
16
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not limited to the tax on prohibited transactions as defined
in Section 860F(a)(2) of the Code and the tax on contributions to a REMIC set forth in Section 860G(d) of the Code)
(such event, an “Adverse REMIC Event”) unless the Trustee
receives an Opinion of Counsel . . . to the effect that the
contemplated action will not, with respect to any REMIC
created hereunder adversely affect such status or, unless
the Master Servicer, the Trustee, or the Special Servicer,
as applicable… determine that the monetary exposure to
REMIC I, REMIC II and REMIC III is not material and in
its or their sole discretion to indemnify, to the extent reasonably acceptable to the Trustee, the Trust Fund against
the imposition of such tax.” (emphasis added)
The thrust of each of these PSA provisions is that the servicer should not
intentionally take actions that could result in the imposition of tax against
or otherwise disqualify the REMIC.
While it is conceivable that under typical PSAs the servicer could, on the
related REMIC’s behalf, knowingly obtain nonqualifying property, the
servicer is required to obtain a legal opinion that the REMIC’s acquisition
of such property will not disqualify the REMIC or make a determination
that any monetary exposure to the REMIC is not material. Each of these
alternatives poses significant problems for the servicer.
With respect to the requirement that the servicer obtain a legal opinion,
any legal opinion will likely assume that the REMIC will not be disqualified as a result of the REMIC’s acquisition of nonqualified assets because
the total of all of the REMIC’s nonqualified assets is, and will always be,
less than 1% of all of the REMIC’s assets. In effect, an opinion of this
nature assumes the legal conclusion. This is the case because the drafter of
the opinion (like the servicer itself) has no way of knowing which of the
REMIC’s other assets are currently nonqualified and which of the REMIC’s
assets that are currently qualified might later become nonqualified. Any
opinion that assumes that the REMIC will only hold nonqualified assets in
an amount less than the 1% safe harbor is of limited efficacy.
17
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The PSA requirement that the REMIC’s acquisition of nonqualified assets
not cause material monetary exposure to the REMIC is also difficult for the
servicer to manage. Because the tax-preferred status of the entire REMIC
is at issue should the REMIC acquire nonqualified assets that result in
the REMIC failing the “substantially all” component of the asset test, it
is difficult to conceive how the servicer could reach a conclusion that the
REMIC’s acquisition of nonqualified assets would not subject the REMIC
to material monetary exposure. The servicer will never know which of the
REMIC’s assets are currently, or in the future will become, nonqualified.
See Tom Biafore “REMIC Qualifications -- Why Do We Care?” in this
Guide for a discussion of the tax consequences resulting from a loss of
REMIC status.
What's more, and apart from the servicer's inability to compute the
trust-level tax consequences of REMIC disqualification are the individual certificateholder tax consequences which are equally devastating yet
unquantifiable by the servicer. Regular certificateholders of a qualified
REMIC hold debt for all federal income tax purposes irrespective of how
that investor’s certificates may be classified for general tax purposes. It's
not unreasonable to assume that part of the reason for the investment in
the REMIC in the first instance was based on the investor’s desire to have
its investment treated as debt for tax purposes. If the REMIC is disqualified and the investor’s debt investment is reclassified as equity the investor
(particularly foreign investors) may become subject to an array of tax provisions (e.g., withholding on distributions under Code Section 882, having
effectively connected income within the conduct of a trade or business in
the United States and with that the tax implications thereof) to which the
investor never intended when making its investment in the REMIC in the
first instance.
Conclusion: Taking chances with a REMIC’s asset test for qualification is a
dangerous game. If the REMIC acquires even a very small (relative to the
REMIC’s overall holdings) amount of nonqualified property, the entire
REMIC could be disqualified. This risk is too much for a servicer to take.
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For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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Modern Day Alchemy — Modifying Qualified
Mortgages In REMICs
Thomas J. Biafore
Stephen A. Edwards

Background: If the typical lawyer is to be believed, not only does his or
her law firm have vast REMIC expertise but the law firm has a phalanx of
well-seasoned REMIC attorneys standing ready, willing, and able to assist
on any issue that crosses the servicer’s desk. To showcase the firm’s expertise in the REMIC arena, these practitioners unleash a lexicon of made
up terms like “substantial” or “material” modification (the correct term
of art is “significant” modification) and apply their own imaginary legal
standards (like the “imminent default” that serves as the basis for a loan
modification (the correct standard is “reasonably foreseeable” default))
in support of any servicing action. Saying you have REMIC expertise and
having it are not one and the same.
The first two articles of this guide detail the qualification of REMICs and
the benefits that REMICs provide to the securitization process. This article
goes a step further and demystifies REMIC servicing issues and identifies
the touchstones to which a servicer can look to steer clear of potential
peril when modifying a borrower’s loan. See Steve Edwards, Tom Biafore
and Jennifer O’Connor, “Time for a Change - Modifying Loans Held by
REMICs” in the 2016-17 Edition of the Servicer Survival Guide for a comprehensive and technical discussion of the applicable REMIC principles
that govern modifications of qualified mortgages.
Guiding Principles: As with most aspects of REMIC compliance, a general
concept or two provides the basis for the detailed REMIC rules found in
the Regulations. For example, when dealing with the continued qualification of REO (real estate owned) property as REMIC-qualified “foreclosure
property,” the technical rules found in the Regulations are based on the
simple concept that if the real property collateral was adequate security for the lender to originate the borrower’s loan in the first place, that
real property collateral must be good enough (without any expansion or
new construction) for the REMIC as “foreclosure property” following
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foreclosure. See Tom Biafore and Steve Edwards, “The Dos and Don’ts of
REO: Prohibitions on Trade or Business and New Construction” in this
Guide for a discussion of this general principle in the context of qualified
“foreclosure property.”
If a REMIC wants the tax benefits of REMIC status, the REMIC must
remain passive and hold only “qualified mortgages” or “permitted investments.” See Tom Biafore “REMIC Qualification – Why Do We Care?” in
this Guide for the discussion of the tax-preferred status that a REMIC
enjoys and the basis (the asset test) by which a REMIC maintains that
status. But how does a REMIC remain passive and retain the tax benefits
of REMIC status when a servicer modifies a borrower’s qualified mortgage? By its very nature, a loan modification is a two-party transaction
between the borrower and the REMIC (as the holder of the borrower’s
qualified mortgage) that requires both parties to agree to replace the existing loan with the loan as modified. There is nothing passive about a loan
modification.
Passive Enough For REMIC Status? The Way It Was: To understand
the requirement that REMICs be passive, it is necessary to review the
provisions of the Regulations governing REMIC qualification prior to
September 16, 2009 (the “Prior Regulations”). Under the Prior Regulations,
a REMIC was sufficiently passive to retain the tax benefits of REMIC status
only if a borrower’s modified loan was treated as the same loan for tax purposes as the borrower’s unmodified loan.
For these purposes, the servicer and its counsel would first look to the
technical provisions of Code Section 1001 and the Regulations promulgated thereunder (referred to as the “one thousand one regulations”)
and examine whether there had been a “significant” (not “substantial” or
“material”) modification of the borrower’s loan. The notion being that if
the borrower’s loan was modified in a “significant” manner the borrower’s
loan was considered a new loan for all tax purposes including REMIC
qualification. By creating this new loan, the REMIC was treated as trading
the borrower’s unmodified loan for the loan as modified, with the result
being that the REMIC’s activity was deemed not “passive” enough to allow
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the REMIC, absent the application of an applicable exception (discussed
below), to continue to enjoy the tax benefits of REMIC status.1
Changing the Collateral: Under the Prior Regulations, the range of loan
modifications that could result in the REMIC engaging in an impermissible trading of loans included modifying the loan’s rate, term, principal
balance, or collateral. While some changes to a borrower’s loan were more
likely than others to result in an impermissible trade (or “significant” modification) of the borrower’s loan, the most surprising for the servicer and
borrower were loan modifications related to changes to the collateral that
secured the borrower’s obligations under the terms of its nonrecourse
loan. In this instance and despite the fact that no loan payment term
(rate, unpaid principal balance (or UPB), accrual period, term) nor any
amount due the REMIC as the noteholder would change, the loan could
be considered “significantly” modified such that a deemed trade of loans
resulted simply because the borrower altered the real property collateral
that secured the borrower’s obligations under the terms of its loan.
Under the Regulations promulgated under Code Section 1001, if the borrower changes a “substantial amount” of any of the collateral (including
the real property collateral and other cash and cash equivalent collateral
(e.g., cash reserves, letters of credit and the like)) for a nonrecourse loan,
the borrower’s loan is deemed to be “significantly modified” and treated as
a new loan for tax purposes even if the loan’s payment terms (e.g., term,
interest rate, principal amount due) remained unchanged. Unfortunately,
with the need for borrowers to reposition their properties in order to take
advantage of market opportunities, this REMIC restriction on trading
loans caused frustration for borrowers. See Sally Ridenour, “Can We Build
It? Changing the Collateral” in this Guide for a discussion of the REMIC,
PSA and practical considerations involved with allowing a borrower to
alter the collateral for its loan.

1

Under the Code and Regulations, a REMIC’s trading of loans as a result of a significant modification has two
potentially disastrous consequences: First, as the borrower’s loan may cease to be a qualified mortgage, by virtue
of the deemed settlement of the borrower’s unmodified loan in exchange for the borrower’s modified loan,
resulting in the disqualification of the REMIC; Second, a significant modification of the borrower’s loan can
result in a “prohibited transaction,” the income from which is subject to a 100% tax.
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When determining if a borrower’s loan had been “significantly modified,”
servicers relied on the so-called 10% “rule” as the basis to analyze if, as
a result of a borrower’s request to change the collateral property (like a
release of outparcels, or a proposal to alter, demolish or build new improvements on the collateral), an impermissible trading of loans resulted. This
“rule” dictated that changes to the borrower’s overall collateral of less than
10% (on a cumulative basis and based on value) would not result in a “significant modification” (or deemed trade) of the borrower’s loan. The 10%
“rule” wasn’t a rule at all and did not appear in the Regulations but rather
emerged as a rule of convenience allowing the servicer to apply an objective test to a subjective standard (more than 10% of the collateral (based
on value) equaled a “substantial” amount of the collateral). In addition and
unlike under the current provisions of the Code and Regulations that govern REMIC compliance (discussed below) that are applied by looking only
to the borrower’s real property collateral, this 10% standard applied across
the board to all real and non-real property (e.g., cash reserves) collateral
types alike. See Tom Biafore, “Interests in Real Property—A New Tool For
Servicers” in this Guide for a discussion of what portion of the collateral
qualifies as “real property” for these purposes.
Unilateral Options: Prior to the Treasury’s enactment in late 2009 of
the Regulations that govern REMIC compliance (the “Final REMIC
Regulations”), a favored approach for borrowers to avoid REMIC concerns was to rely on loan documents that granted the borrower the express
right (without any consent or approval from the REMIC as the holder of
the borrower’s loan) to complete the requested transaction (e.g., outparcel
release, new construction to collateral property). The basis for relying on
the so-called “unilateral option” concept was the notion that if the borrower’s right to change the collateral was included in the borrower’s loan
documents, no “modification” (much less a “significant” modification) of
the loan was necessary to complete the transaction as the four corners of
borrower’s loan documents provided for the transaction.
Under the Prior Regulations and in cases where the loan documents provided the borrower with a right to the requested change to the collateral,
the REMIC analysis was simple: if the borrower’s right to release or alter
the collateral was unilateral and not dependent on the consent or approval
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of the REMIC, the borrower’s request for an outparcel release or other
collateral alteration would not result in a “modification” and no REMIC
concerns would arise. Although it was necessary for the servicer to review
the transaction to determine whether the borrower’s request was in fact
unilateral (often leading to questions about whether the lender could exercise discretion and whether the borrower met the specified conditions),
the REMIC analysis was straightforward. See Tom Biafore, “REMIC Issues
in CMBS 2.0/3.0/4.0 Things You Should Never Say (Or Do)” in this Guide
for a discussion of the use of the “unilateral option” rule under the Prior
Regulations and why these rules have limited efficacy under the current
Regulations.
The Original Four Exceptions: Fortunately, even under the Prior
Regulations and the application of the 10% “rule,” all hope was not lost
when a loan modification otherwise resulted in a “significant” modification of the borrower’s loan as there was a handful of exceptions to which
the servicer could turn. Based on these exceptions, a modified loan was
not considered “significantly” modified if the modification was the result
of:
(i)		 changes to a loan’s terms occasioned by default or a
reasonably foreseeable default;
(ii)		 assumptions of loans;
(iii) waivers of due-on-sale or due-on-encumbrance
clauses; and
(iv)		 conversions of interest rates pursuant to the terms of a
convertible mortgage.
Is Anyone Listening? Prior to September of 2009 when the current REMIC
provision (discussed below) went into effect, the prohibition on trading
loans as a result of “significant” modifications, the 10% “rule” and the four
exceptions noted above were all that servicers and borrowers had to work
with. In general, a servicer could not “significantly” modify a borrower’s
loan (absent the application of one of the original four exceptions) as the
REMIC would not be deemed passive enough to retain REMIC status.
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Under the Prior Regulations, “passive” for REMIC compliance meant that
the borrower’s modified loan was considered the same loan for tax purposes as the borrower’s unmodified loan.
While the original exceptions helped in some cases (most notably the
exception for “significant” modifications occasioned by the borrower’s
default or “reasonably foreseeable” (not “imminent”) default) servicers and
borrowers complained that these exceptions did not go far enough and
prevented servicers from entertaining reasonable borrower requests for
loan modifications and collateral alterations.
In late 2009 and in part due to the perceived hardship that the Prior
Regulations had caused borrowers over the preceding 20-plus years, the
REMIC rules were changed by the Final REMIC Regulations in part to
more easily accommodate borrower requests.
Effective September 15, 2009, no longer would a REMIC be considered
too active for REMIC status simply because the REMIC “significantly”
modified a borrower’s qualified mortgage. Rather, under the Final REMIC
Regulations, REMICs could “significantly” modify a borrower’s loan even
if, after the modification, the borrower’s modified loan was considered a
new loan for tax purposes but only if after the resulting “trade” of loans
(the borrower’s unmodified loan for the modified loan) the borrower’s
loan was “principally secured” by an “interest in real property.”
The Final REMIC Regulations represented a fundamental change to the
notion of what was “passive” enough activity for a REMIC to retain its
REMIC status. No longer was a REMIC required to hold the exact same
loan for tax purposes. Rather, under the Final REMIC Regulations so long
as a REMIC held a real estate loan (a loan “principally secured” by an
“interest in real property”) the REMIC would maintain its REMIC status.
Two New Exceptions Come With A Price: To achieve the desired result of
making the provisions of the Code and Regulations more friendly to borrower requests, the Final REMIC Regulations added the following two new
exceptions to the four original exceptions noted above that provided that:
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•

Modifications that release, substitute, add or alter a substantial amount of collateral for, a guarantee on, or other credit
enhancement for, the loan; and

•

Modifications that change the recourse or nonrecourse
nature of the loan

would not result in a “significant” modification of a borrower’s loan but
only if the borrower’s loan was “principally secured” by an “interest in real
property” (the “Principally Secured Test”) following the modification.
By adding two new exceptions together with the overriding requirement
that any modified loan satisfy the Principally Secured Test, the Treasury,
by issuing the Final REMIC Regulations, fundamentally altered the course
of the previous 20-plus years of REMIC compliance. Following the release
of the Final REMIC Regulations, the servicer’s focus shifted from an analysis under the Prior Regulations of whether the borrower’s loan had been
“significantly” modified (i.e., was the borrower’s loan the same loan for tax
purposes) to an analysis of whether, after the modification, the borrower’s
modified loan satisfied the Principally Secured Test.
The Principally Secured Test: For purposes of determining whether a
modified loan satisfies the Principally Secured Test, the Final REMIC
Regulations provide two tests:
•

The fair market value (the “FMV”) of just the real property
securing the borrower’s obligations under the terms of the
modified loan must be at least 80% of the loan’s issue price
(UPB) as of the date of the modification (the “80% Test”);2
OR

•

The FMV of the interest in real property that secures the
borrower’s obligations under the terms of the modified
loan must equal or exceed the FMV of the interest in real

2

Curiously, the Treasury in the wording of the Final REMIC Regulations adopted a “value-to-loan” or VTL
basis for satisfying the Principally Secured Test despite the fact that in the real estate industry generally (and
even the IRS elsewhere in its own releases (e.g., Rev. Proc. 2010-30) discussing the application of the Principally
Secured Test) has adopted a “loan-to-value” or LTV standard. Note that if a servicer applies the Principally
Secured Test using the more familiar LTV standard, the maximum allowable loan-to-value ratio for a loan to
meet the Principally Secured Test is 125%. The inverse of an 80% VTL is a 125% (not 120%) LTV.
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property that secures the obligation before the modification
(the “No Reduction in FMV Test”).
Only one (not both) of either the 80% Test or the No Reduction in FMV
Test must be met for the modified loan to satisfy the Principally Secured
Test. See Tom Biafore, “Interests in Real Property—A New Tool For
Servicers” in this Guide for a discussion of what qualifies as an “interest in
real property” for purposes of the Principally Secured Test.
Determining Fair Market Value: The FMV of an interest in real property
securing a borrower’s loan for purposes of the 80% Test can be based on
the servicer’s reasonable belief that the modified obligation satisfies the
80% Test, but the belief must be based on a current appraisal, an update to
the origination appraisal, the sales price of an interest in real property in
the case of a sale in which the buyer assumes the seller’s obligations under
the mortgage, or a catch-all of “some other commercially reasonable valuation method.” Similarly, the value of the interest in real property securing
the borrower’s obligations under terms of its loan for purposes of the No
Reduction in FMV Test must be based on a current appraisal, an original
(and updated) appraisal, or some other commercially reasonable valuation
method. For either the 80% Test or the No Reduction in FMV Test, the
servicer must not have reason to know that the test is not satisfied.3
Collateral Releases—Because of their laser-like focus on the real estate
collateral securing the borrower’s modified loan, the Final REMIC
Regulations created concern in the CMBS industry for a number of
transactions related to the real property collateral for the borrower’s loan
and with which servicers had long since been comfortable. Specifically,
3

Because of this additional requirement of proving up the value of all remaining real property collateral following a loan modification, it may, in some instances, be more convenient for the servicer to fall back on the old
10% “rule” (i.e., increases or decreases in the value of the collateral – whether real or personal property – of less
than 10% in the aggregate are not considered to be “substantial” and therefore not a “significant” modification
pursuant to Treas. Reg. § 1.1001-3(e)(4)(iv)(B)) in situations where no real property collateral is being released.
This could be the case where it could be difficult to establish that the modified loan continues to be “principally
secured by an interest in real property” following the modification (e.g., because the value of the real property
collateral has declined or because obtaining a valuation would be burdensome). Note, though, that a servicer’s
ability to rely on the 10% rule does not work in cases where the REMIC releases its lien on real property collateral. Rather, the servicer’s use of 10% “rule” to avoid applying the “principally secured” test is limited to situations where the borrower is proposing to alter (e.g., demolish) the loan collateral, not where the borrower is
requesting that the REMIC release its lien on any real property collateral.
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concern was raised by transactions that were effected pursuant to unilateral options but which released real property collateral for the borrower’s
loan, transactions that involved a release of such a small and otherwise
insubstantial amount of the real property collateral securing the borrower’s loan that no significant modification of the loan would result under
the general provisions of the 1001 Regulations, and real property collateral
releases that were occasioned by the borrower’s default as part of a structured liquidation of the real property collateral in an effort to maximize
recovery on the borrower’s defaulted loan.
The concern resulted from an update under the Final REMIC Regulations
to the so-called “lien release” rule. Under the Prior Regulations, it was
widely accepted that if a REMIC released its lien on real property securing
a borrower’s obligation under its loan, the loan might lose its status as a
“qualified mortgage” unless the release was pursuant to a defeasance or (in
the view of most practitioners) was of an insubstantial amount, was incident to the borrower’s reasonably foreseeable default, or was a release that
the REMIC was required to complete pursuant to a unilateral option in the
borrower’s loan documents.
Under the Final REMIC Regulations this result changed. No longer were
real property collateral releases that were insubstantial in magnitude, completed pursuant to a unilateral option in the borrower’s loan documents or
occasioned by the borrower’s default entitled to a free pass. Rather, under
the Final REMIC Regulations, these three types of real property releases
required that the borrower’s loan meet the Principally Secured Test (either
the 80% VTL Test or the No Reduction in FMV Test) following the release.
In all but the most unusual of cases, as real property collateral is being
released in each of these transaction, the No Reduction in FMV Test will
not be met (as there is less real property collateral remaining after the
release). Accordingly, under the Final REMIC Regulations servicers are
required to look only to the 80% Test for comfort that any real property
release (no matter how small) will meet the Principally Secured Test. With
respect to a single loan secured by one or two collateral properties, this
requirement that the remaining real property collateral meets the 80%
Test may not prove too burdensome. In other cases, however, where, for
example, the borrower’s obligations under the terms of its loan is secured
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by a portfolio of properties located in various locations, establishing that
the 80% Test will be met following the release of a small portion of the real
property collateral at just one location may prove daunting.
Did we go too far? Undoubtedly, the Final REMIC Regulations solved
some of the problems that servicers and borrowers wrestled with under the
Prior Regulations. In particular, possible REMIC concerns that arose as a
result of changes to the collateral property could now be avoided through
the application of the Principally Secured Test. Unfortunately, the Final
REMIC Regulations and their strict reliance on the Principally Secured
Test created their own new and vexing issues.
Under the Final REMIC Regulations, a REMIC could not, for example,
release its lien on real property collateral in situations where the value of
the remaining real property collateral had declined below levels that would
meet the 80% Test, even where the original loan documents gave the borrower a unilateral right to demand the release. Because there is no relief in
the Final REMIC Regulations from the Principally Secured Test in such
cases, a servicer could potentially be placed in an untenable position where
a borrower had a legal right to the release of a lien but doing so would
cause the loan to fail the Principally Secured Test.
Similarly, the Final REMIC Regulations contain no exception for lien
releases in connection with borrower defaults. As a result, a special servicer could not release part of the real estate collateral for a defaulted
loan in exchange for a partial pay down of the defaulted loan where the
loan would not meet the 80% Test after the release, even if the transaction
was in the best financial interests of the REMIC and part of an organized
effort to liquidate the collateral to maximize recovery on the borrower’s
defaulted loan.
Finally, the Final REMIC Regulations provided no exception for de minimis real property collateral releases requiring that the servicer establish
the value of the remaining real property collateral following the release to
confirm that the 80% Test was met even if as little as one square inch of the
real property collateral had been released.
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Dealing With The Problems—Rev. Proc. 2010-30: In response to industry
uproar about the potential problems under the Final REMIC Regulations
noted above (i.e., unilateral option releases, small and immaterial real
property releases and real property releases occasioned by the borrower’s
default in an effort by the REMIC to recover on the borrower’s defaulted
loan), the IRS took the unusual step of issuing Revenue Procedure 2010-30
(“Rev. Proc. 2010-30”), on August 17, 2010. Rev. Proc. 2010-30 establishes
safe harbors under which a REMIC can release real property from the lien
of a mortgage securing a qualified mortgage despite the fact that following
the release the Principally Secured Test will not be satisfied.
Rev. Proc. 2010-30 is an informal acknowledgement by the IRS that the
Final REMIC Regulations with their unwavering reliance on the real
property collateral securing a borrower’s modified loan were not without
shortcomings. Rev. Proc. 2010-30 does not change or overrule the Final
REMIC Regulations. Instead, Rev. Proc. 2010-30 protects REMICs from
enforcement of the terms of the Final REMIC Regulations by providing
that the IRS will not challenge the status of a loan as a “qualified mortgage”
if a lien on real property is released in a transaction that falls under Rev.
Proc. 2010-30 even if the REMIC could not otherwise meet the Principally
Secured Test.
First Up--Unilateral Options. The first hurdle tackled by Rev. Proc.
2010-30 related unilateral options (referred to in Rev. Proc. 2010-30 as
“grandfathered transactions”) in which the REMIC’s release of its lien
occurs by operation of the terms of the borrower’s loan documents
but only if those loan terms are in a document executed no later than
December 6, 2010.
The grandfathered transaction provisions of Rev. Proc. 2010-30 relieve the
hardship that resulted to borrowers that spent time and money negotiating unilateral option provisions in their loan documents prior to the Final
REMIC Regulations (September 15, 2009) only to have the rug pulled
out from under them when the Final REMIC Regulations were passed
with no exception to the Principally Secured Test for unilateral option
transactions.
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While the grandfathered transaction provisions of Rev. Proc. 2010-30 provide relief to the servicer and borrower from the Final REMIC Regulations’
general requirement that the Principally Secured Test (80% VTL) be met
following any real property releases, these provisions are not as all encompassing as one might hope. First, if the lien release is permitted only as a
result of an amendment (after December 6, 2010) to the borrower’s existing loan documents (as opposed to having been included in the original
loan documents), the transaction will not qualify as a grandfathered transaction. Given the strict drop-dead date of no later than December 6, 2010,
Rev. Proc. 2010-30’s grandfathered transaction provisions will apply to
fewer and fewer loans as time goes by and the number of loans containing unilateral option provisions that were in effect before December 6,
2010 diminishes. Second, if a loan that originally contained release provisions is modified after December 6, 2010, there is a question as to whether
the release provisions are entitled to the benefit of the “grandfathered
transaction” safe harbor, even if the original release provisions were not
themselves modified after that date. Third, the transaction must be unilateral. There must be no requirement of consent by the servicer, and any
conditions to the release must be based on objective standards. Remember,
however, that the borrower’s reliance on the grandfathered transaction safe
harbor is necessary only where the REMIC cannot meet the Principally
Secured Test (generally the 80% Test) following the real property release.
Given the drop dead date for a real property release to qualify as a grandfathered transaction (i.e., the loan documents containing the provisions
authorizing the real property release must to be in place by December 6,
2010) it is imperative for all loan documents put in effect after December 6,
2010 to contain a REMIC “savings” provision that provides that all future
real property collateral releases (even those that are negotiated in detail
between the lender and borrower and would otherwise qualify as a unilateral option) will only be completed if the servicer can otherwise confirm
REMIC compliance using the Principally Secured (80%) Test.4
4

Similar to the issues encountered with unilateral options under the Final REMIC Regulations are those
encountered with condemnations (i.e., involuntary takings or releases of real property collateral that occur
as a matter of law) when the principally secured (80% VTL) test is not met. In these cases, the REMIC can do
nothing to prevent the involuntary collateral "release." Some practitioners advanced the notion that in the case
of a condemnation that the servicer need not establish that the principally secured (80%) test is met following
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Qualified Pay-Down Transactions - A Release That’s Not A Release: The
second safe harbor in Rev. Proc. 2010-30 applies to “qualified pay-down
transactions” where the lien release is accompanied by the borrower’s
payment that reduces in the adjusted issue price (generally, the unpaid
principal balance or “UPB”) of the borrower’s loan. Like the safe harbor
exception for grandfathered transactions, the safe harbor for qualified paydown transactions is only necessary where the REMIC cannot meet the
Principally Secured Test (generally the 80% Test) following a real property
collateral release.
The qualified pay-down transaction safe harbor in Rev. Proc. 2010-30 is
an acknowledgement by the IRS that when the proceeds generated from
the released real property collateral (called the “qualified amount” in Rev.
Proc. 2010-30) are used to resize the borrower’s loan through a pay down
of the outstanding principal balance, there is no material erosion to the
real property collateral component of the borrower’s loan. Rather than
treating qualified pay-down transactions as a real property release, Rev.
Proc. 2010-30 adopts the notion that released real property collateral has
been put to its intended purpose—to pay down the borrower’s loan.5
The pay-down amount required by Rev. Proc. 2010-30 is based on one
of four calculation methods: (1) The net proceeds generated from the
released real property; (2) an amount based on a ratio of the fair market
value of the released real property determined as of the loan’s origination
to the overall real property collateral value as of the loan’s origination;
(3) the fair market value of the released real property; or (4) an amount
the release with a reference to the commentary of Rev. Proc 2010-30 that provides that “in the absence of a lien
release or certain other transactions that alter a legal right . . . the mortgage loan is not retested to determine” if
the principally secured (80% VTL) test is met. The notion that the principally secured (80%) test does not apply
in cases of an involuntary release like a condemnation finds no support, however, in the wording of Rev. Proc.
2010-30 which states that a “qualified amount” for a permitted loan paydown includes the “net proceeds . . . of a
condemnation award.” If the IRS does not consider a condemnation of real property collateral a “release” there
would be no need in Rev. Proc. 2010-30 to make rules for the use of the proceeds that a borrower receives from
the condemnation.
5

With the qualified pay-down transaction safe harbor, the IRS, in Rev. Proc. 2010-30, reaffirmed its approach
to collateral releases in the REMIC setting that the IRS adopted more than a decade prior in a private letter ruling from 1998. In PLR 9833015, the IRS held that a release of a REMIC’s lien on a parcel of real property collateral would not be treated as a true “release” of collateral so long as the loan-to-value ratio for the loan following
the release was not substantially dissimilar (as a result of the borrower’s pay down of its loan by the proceeds
the borrower generated from the sale of the released real property) to that which was in place prior to the real
property collateral release.
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necessary to maintain the loan’s loan-to-value ratio following the release of
the real property. See Steve Edwards, Tom Biafore and Jennifer O’Connor,
“Time for a Change - Modifying Loans Held by REMICs” in the 2016-17
Edition of the Servicer Survival Guide pgs. 43-47 for a technical discussion
of Rev. Proc. 2010-30’s qualified pay-down transaction requirements.
While Rev. Proc. 2010-30’s qualified pay-down transaction rules help a
special servicer that is liquidating part of the collateral for a defaulted
mortgage loan in situations where the loan otherwise fails the 80% Test,
the rules have less impact when dealing with performing loans. In the
performing loan setting, many PSAs prohibit the servicer from altering
the “amount or timing” of any payments due under the terms of the borrower’s loan. A qualified pay-down transaction (which results in a partial
prepayment of the borrower’s loan) reduces the loan’s outstanding principal amount in contravention of the express terms of many PSAs. More
recent vintage PSAs may make allowance for the servicer to use a qualifying pay down transaction for a performing loan to maintain REMIC
compliance but only as a last resort and require that the servicer seek to
maintain REMIC compliance by any other possible means (e.g., 80% Test,
grandfathered transaction rules) before resorting to the safe harbor for
qualified pay-down transactions.
Two Out Of Three Isn’t Bad– But What Of Insubstantial Releases? Of the
three problems encountered as a result of the Final REMIC Regulations’
reliance on the real property collateral securing a borrower’s modified loan
(i.e., (1) unilateral options, (2) defaulted loan releases, and (3) releases of
insubstantial real property collateral) the first two were addressed with
varying degrees of success by Rev. Proc. 2010-30’s grandfathered transaction and qualified pay-down transaction rules. Unfortunately, in what may
prove to be the most common of the release scenarios -- those related to
minor and otherwise insignificant real property releases (such as those
that accompany a deed in lieu of condemnation or a lot line and other
minor collateral adjustment)--no relief can be found in the Final REMIC
Regulations or Rev. Proc. 2010-30. As a result, servicers are forced to grapple with the Principally Secured Test for REMIC compliance (generally by
confirming that the 80% Test will be met following the release) every time
a borrower requests a release of real property collateral (no matter how
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small the parcel at issue) if the borrower’s request can’t fit under the grandfathered or qualified pay-down transaction safe harbors.6
Conclusion: REMICs must be passive to enjoy the tax benefits of REMIC
status. What “passive” means in this context has changed from a time
under the Prior Regulations when the servicer’s only concern was whether
a modified loan was the same loan for tax purposes as the borrower’s
unmodified loan (based often on an analysis of how and to what extent
the total (not just the real property) collateral for a borrower’s loan had
changed) to a time, beginning in September of 2009, when the servicer’s
primary consideration under the Final REMIC Regulations shifted to
whether the borrower’s loan was still a real estate loan (a loan that satisfied the Principally Secured (80% or No Reduction in FMV) Test) after the
modification.
Under the Prior Regulations, a servicer tackled many REMIC issues by
comparing the value of the overall collateral (not just real property collateral) prior to and after a proposed loan modification. To the extent the
collateral varied before and after the modification in a “substantial” way
(often tested against a 10% standard), the borrower’s loan was not considered the same loan for tax purposes and, absent the application of some
exception, might cease to be a “qualified mortgage.” Now, under the Final
REMIC Regulations, servicers care little about how the collateral changes
as a result of the proposed loan modification and generally only review
whether the borrower’s loan meets the Principally Secured Test after the
modification. Under the Final REMIC Regulations, it is no longer necessary for the servicer to concern itself with whether the collateral has
changed in a “substantial” way in order to ensure REMIC compliance.
6

Despite the fact that neither the Final REMIC Regulations nor Rev. Proc. 2010-30 provided any short cut
in applying the Principally Secured Test for de minimis real property collateral releases (such as those done in
lieu of condemnation), it may be possible for the servicer to avoid the Principally Secured Test in cases of de
mimimis releases by using a technical application of the “net sales proceeds” pay-down rules of Rev. Proc. 201030. In cases where all of the proceeds being offered to the borrower for the to-be-released parcel are used to pay
fees related to the transaction (e.g., legal, title, review) such that no proceeds remain, the servicer can take the
position that the “net sales proceeds” (within the meaning of Rev. Proc. 2010-30) equal $0. Under the provisions
of Rev. Proc. 2010-30, the borrower’s loan remains a “qualified mortgage” whenever the net sales proceeds the
borrower receives in exchange for a release parcel ($0 in the example described in the preceding sentence) are
used to pay down the loan’s principal. Remember, this novel approach to insuring REMIC compliance without
having the servicer resort to the Principally Secured Test works only in cases where no proceeds remain after
reducing the gross proceeds that the borrower receives by the costs associated with the transaction.
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REMIC Flowchart: The flowchart on the following pages (reproduced
from the 2016-2017 Edition of this Guide) illustrates the analysis that a servicer can undertake when reviewing REMIC compliance for any proposed
modification of a borrower’s loan under the Final REMIC Regulations.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 415 576 0300
TBiafore@KilpatrickTownsend.com
Stephen A. Edwards
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6278
f 404 541 3191
SEdwards@KilpatrickTownsend.com
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REMIC Issues In CMBS 2.0/3.0/4.0
Things You Should Never Say (Or Do)
Thomas J. Biafore

Background. After remaining unchanged for almost 25 years since their
introduction in 1986, the Treasury Regulations governing the operation
and qualification of REMICs changed substantially in the fall of 2009.1
Even though years have passed, many servicers and borrowers (and their
counsel) continue the old way of thinking when approaching borrower
requests. Old habits in the REMIC world are indeed hard to break.
This article identifies popular misconceptions to which servicers and
borrowers mistakenly turn—using concepts that are no longer (or are
less) relevant in the current environment and should be removed from
servicers’ thinking when reviewing the REMIC issues associated with a
borrower request.
1. “But the conditions for the borrower’s requested outparcel release are
hardwired into the loan documents.” True enough, perhaps,—but how
is that relevant from a REMIC perspective? Generally it is not, (subject
to one exception for “grandfathered transactions,” discussed below) as
the REMIC issues related to real property collateral releases now apply
whether or not the borrower’s request is provided for and governed by the
terms of the borrower’s loan documents.
Borrower requests that invoke this misconception typically relate to a
request for a release of the REMIC’s lien on an outparcel at the collateral
property. Borrowers often negotiate “hardwired,” objective conditions in
their loan documents (e.g., separate tax parcel, updated title, payment of
pre-established release price, etc.), based on the belief that if they can satisfy those conditions the release of the related outparcel will be automatic
and will not cause any REMIC issues.

1

The first three articles in the Servicer Survival Guide discuss the current state of the REMIC provisions. See
Tom Biafore, “REMIC Qualification – Why Do We Care?” Tom Biafore, “Fear of the Unknown – The Danger of
Holding Unqualified Assets,” Tom Biafore and Steve Edwards, “Modern Day Alchemy – Modifying Qualified
Mortgages In REMICs.”
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Prior to the enactment by the Treasury in late 2009 of the current REMIC
Regulations this approach generally worked and the REMIC analysis was
simple: if the borrower’s right to obtain the REMIC’s release of its lien on
the collateral property was unilateral and not dependent on the consent or
approval of the REMIC, the release would not result in a modification to
the loan documents and no REMIC concerns would arise. Although it was
necessary even under these prior rules for the servicer to review the transaction to determine whether the borrower’s request was in fact unilateral
(often leading to questions about whether and to what extent the lender
could exercise discretion and whether the borrower met the specified conditions), the REMIC analysis was straightforward. So ingrained was this
approach to analyzing these requests that, to this day, servicers and borrowers mistakenly continue to take this approach and assume that there
are no REMIC issues if the borrower’s outparcel release request is expressly
permitted in the loan documents.
The reason this misconception persists is the borrower’s or servicer’s failure to embrace the concept that, in most cases under the current REMIC
provisions, a loan will continue as “qualified mortgage” after a release
of real property collateral only if the loan is “principally secured” by an
“interest in real property” (generally by meeting an 80% or greater valueto-loan test (or, to invert the ratio, no greater than a 125% loan-to-value)
using only the real property collateral in the numerator of the fraction).
See Tom Biafore, “Interests in Real Property—A New Tool for Servicers”
in this Guide for a discussion of what is “real property” for purposes of
this test. This is true whether or not the release is hardwired into the documents and therefore whether or not the release results in a “significantly
modified” loan under general tax provisions (often referred to by industry
participants as the “1001 Regulations”).
The one exception to this rule is for “grandfathered transactions.” This
exception was a response to industry uproar following the release of the
new REMIC Regulations in 2009. One major concern at that time was
the perceived harsh result for borrowers that had spent time and money
negotiating specific and detailed release provisions in their respective loan
documents prior to the promulgation of the new REMIC Regulations.
Another was the concern that the REMIC would be put in a “damned if you
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do, damned if you don’t” situation (where the borrower had an unqualified right under its loan documents to obtain a release of an outparcel but
permitting the release would disqualify the REMIC if the remaining real
property collateral would not support the 80% test described above). As a
result of these concerns, the IRS, on August 17, 2010, did a limited aboutface with respect to hardwired loan provisions. See Steve Edwards, Tom
Biafore and Jennifer O’Connor, “Time for a Change – Modifying Loans
Held by REMICs” in the 2016-17 edition of the Servicer Survival Guide
for a detailed discussion of the “grandfathered transaction” exception and
its limitations. The “grandfathered transaction” exception is limited in its
application and applies only to loan terms that are in a contract that was
executed no later than December 6, 2010. As we get further from that date,
the exception for grandfathered transactions will be less frequently available, as the number of loans remaining outstanding that predate December
6, 2010 will dwindle over time.
So, where does this leave us with borrower requests for releases that are
hardwired into the borrower’s loan documents and why does the issue
still come up years after the Treasury promulgated the current REMIC
Regulations? Although a hardwired release provision will not override the
REMIC requirement that the borrower’s loan remain principally secured
by an interest in real property (80% VTL) after an outparcel release, some
borrowers nevertheless take comfort in including such provisions in their
loan documents because the release provisions establish the parameters
by which the servicer will review and approve the borrower’s request for a
real property collateral release provided the principally secured (80% VTL)
test can be satisfied. The hardwired conditions should not, however, be
interpreted as overriding this general REMIC requirement. In fact, all loan
documents containing a real property collateral release provision after late
2009 should include a “REMIC savings” condition stating that the release
will not be permitted unless the parties verify that the loan continues to
satisfy the principally secured (80% VTL) test following the release.2
2

Some practitioners suggest that with condemnations (i.e., releases of real property collateral that occur as a
matter of law) the principally secured (80% VTL) test need not be met. In these cases, the REMIC can do nothing to prevent the involuntary collateral “release.” Supporters of this notion incorrectly point to the commentary
of Rev. Proc 2010-30 which provides that “in the absence of a lien release or certain other transactions that alter
a legal right . . . the mortgage loan is not retested to determine” if the principally secured (80% VTL) test is met
following the release. This idea that the principally secured (80%) test does not apply in cases of an involuntary
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2. “The outparcel was given no value in the origination appraisal, so releasing it won’t affect the principally secured test.” As noted above, the relevant
REMIC inquiry when reviewing a borrower’s request for an outparcel
release is whether the loan remains principally secured by an interest in
real property — not whether the borrower’s loan documents contain conditions that permit the release. Nevertheless, when a borrower has gone
through the trouble of including in its loan documents all the conditions
necessary for a future collateral release, it is not uncommon for the parties
to the loan origination to exclude the release parcel’s value from the origination appraisal. After all, that to-be-released outparcel may not be around
for long, and under such circumstances, it is prudent from a credit standpoint to value the release parcel for purposes of the loan’s origination at $0.
But what does assigning $0 value at origination for the release parcel do
for the borrower? In short, nothing really. As we’ve seen, any release of
real property collateral (whether or not the release was hardwired into the
borrower’s loan documents) requires the servicer to be comfortable that
the loan remains principally secured by an interest in real property following the release. Borrowers may be tempted to suggest, though, that there
has not been a true release of real property collateral because the release
parcel was valued at $0 at origination. Borrowers should resist this temptation, however, because it does not help them with the REMIC analysis.
In all but the rarest of cases, the outparcel has value and, as evidence of
that, the borrower may be required to pay a pre-established release price.
In other cases, the borrower may be planning to sell the outparcel to a
national operator for a hefty seven-figure sum. No value in the release
parcel? Hardly.
The borrower may hope that assigning a $0 value at the time of the origination of the loan will automatically allow the servicer to conclude that the
principally secured test will be satisfied after the release, but that hope is
not justified. The only possible benefit of setting the release parcel’s value
at $0 in the origination appraisal is that, if and when the borrower attempts
release like a condemnation finds no support, however, in the wording of Rev. Proc. 2010-30 which states that
a “qualified amount” for a permitted loan paydown includes the “net proceeds . . . of a condemnation award.”
If the IRS does not consider a condemnation of real property collateral a “release” there would be no need in
Rev. Proc. 2010-30 to make rules for the use of the condemnation proceeds that a borrower receives from the
condemnation in order to meet the applicable REMIC test.
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to secure the REMIC’s release of its lien on the outparcel, there may be
a higher likelihood that there will be ample value in the remaining real
property collateral following the release to satisfy the principally secured
(80% VTL) test because there was more than enough value in that real
property collateral at the time of origination (excluding the release parcel)
to meet the test. Beyond that, the $0 value does nothing to circumvent the
REMIC analysis that the servicer must undertake any time a borrower
requests that the REMIC release its lien on any portion of the real property
collateral.
3. “We required the borrower to put all the proceeds from the release parcel
into a cash reserve so we can avoid any REMIC concerns.” With many borrower requests for real property collateral releases, servicers confuse the
credit issue with the REMIC issue. While it may make an abundance of
credit sense for the servicer to require that sale proceeds go into a reserve
to make up for the loss in real property collateral, such a maneuver does
nothing to resolve the REMIC issue.
As noted above, only the real property collateral matters for REMIC
qualification — not cash reserves, letters of credit, or any other credit
substitutes that are not interests in real property. If, following the release,
the loan is not principally secured by an interest in real property (which
requires a 80% VTL, taking into account only the real property collateral)
the loan will not be a qualified mortgage, irrespective of the substitute
credit the servicer negotiated for in exchange for agreeing to the release.
This misconception may come about because the servicer assumes that it
may include not only the remaining real property collateral following the
release but also any proceeds received in exchange for the released real
property collateral that have been placed in reserve when determining the
“value” or “V” in the servicer’s 80% VTL analysis.
Remember that for REMIC compliance, only the real property collateral
counts. While other non-real property credit enhancements (like requiring the borrower to place any sales proceeds earned through the sale of the
released parcel into a reserve) may be helpful when the servicer is making
its credit decision, these credit enhancements do nothing to assist with the
servicer’s REMIC analysis.
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4. “The special servicer is requiring that the assumptor post a debt service
reserve of $1 million —isn’t that a REMIC problem?” It is not uncommon
in connection with a borrower’s request to sell the collateral property and
have the borrower’s loan assumed by the buyer that the servicer and special
servicer require various credit enhancements to the loan. Debt service and
other property maintenance reserves, leasing reserves for tenant improvements and other obligations necessary to re-tenant the collateral property,
and even additional personal guarantees (sometimes with limited (e.g.,
10% of the loan’s balance) full recourse) are all mechanisms that have been
used over the years.
Prior to the release of the most recent REMIC Regulations, the REMIC
provisions imposed major limitations on the amount and extent of any
credit enhancements to the borrower’s loan. Under the prior REMIC rules,
a loan could not be (subject to some exceptions) “significantly modified”
without causing that loan to cease to be a qualified mortgage. Altering a
“substantial amount” of the collateral for a performing nonrecourse loan
(such as the addition of the credit enhancements we’ve just discussed)
could result in a significant modification. As a result of the interplay of
these rules, all credit enhancements needed to be limited in scope in
order to avoid a concern that there had been an alteration of a “substantial amount” of the collateral. After the release of the current REMIC
Regulations in 2009, adding credit enhancements is no longer an issue, as
the primary REMIC consideration is whether the borrower’s loan remains
principally secured by an interest in real property.
Under the current REMIC provisions there are two ways to satisfy the
principally secured test. As noted above, when dealing with real property collateral releases, the general approach to satisfying the “principally
secured” test is to conclude that the remaining real property collateral
supports an 80% value-to-loan ratio (or, stated differently, an LTV of no
greater than 125%), taking into account only the real property collateral
in the “value” or “V” portion of this ratio. For other types of modifications
that do not impact the real property collateral, an alternative approach
for the principally secured test is available: After the transaction there is
no less real property collateral securing the borrower’s obligation than
before the transaction. Based on this alternative approach, collateral
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enhancements that do not impact the real property collateral (like those
described above) will not cause the borrower’s obligation to fail the principally secured test. The same is true of reductions in collateral, provided
that the collateral is not an interest in real property. By way of an extreme
example, a $100,000.00 loan can now be credit enhanced with a $10 million letter of credit without any concern that an adverse REMIC event
will result. Not so under the old REMIC provisions, where such a credit
enhancement would have amounted to an alteration of a “substantial
amount” of collateral for the borrower’s loan, with the result that the loan
could cease to be a qualified mortgage.
Conclusion: Pre-2010 assumptions about REMIC principles persist in the
minds of many borrowers and servicers. Servicers and borrowers must
remember that, under the current REMIC provisions, REMIC issues are
generally now determined based on a review of the real property collateral
that secures the borrower’s obligation under the terms of the loan. With
REMIC issues it really is “location, location, location” (the real estate) that
matters.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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Interests in Real Property—A New Tool for Servicers
Thomas J. Biafore

Background: The requirement that a qualified mortgage be “principally
secured” by an “interest” in “real property” is not new. Since the inception
of the REMIC provisions, all loans held by a REMIC must be “principally
secured” by an “interest in real property” either at the time the loan is
originated or at the time the loan was contributed to the REMIC. Beyond
this initial determination of an obligation as a “qualified mortgage,” however, the “principally secured” test and the issue of what is “real property”
had, until recently, limited relevance when servicing a qualified mortgage.
As a result of the Treasury’s enactment of new Regulations in late 2009,
the concept of a loan being “principally secured” by an interest in “real
property” now plays a critical part in the day-to-day servicing of loans
held by a REMIC. Under the current Regulations, loans that have been
significantly modified following their contribution to a REMIC remain
as qualified mortgages so long as those loans are “principally secured”
by an interest in “real property.” See Tom Biafore and Steve Edwards,
“Modern Day Alchemy – Modifying Qualified Mortgages In REMICs” in
this Guide and Steve Edwards, Tom Biafore and Jennifer O’Connor, “Time
for a Change - Modifying Loans Held by REMICs” in the 2016-2017 edition of the Servicer Survival Guide for a detailed discussion of a servicer’s
use of the principally secured test in servicing loans following contribution to a REMIC. Despite the fact that the “principally secured” test now
plays a central role in a servicer’s activities, until May of 2014, when the
Treasury issued proposed regulations and followed in August 2016 with
final Regulations clarifying the definition of “real property”, there was little
direction from the relevant authorities to which the servicer could turn
when applying this test.
From the servicer’s perspective, determining what is “real property” is not
intuitive. In some cases, items reflected in an appraisal as “real property”
may not be considered “real property” for purposes of the “principally
secured” test even if these items are classified as real property for state
law purposes. In other cases, items akin to personal or intangible property may, depending on the facts and circumstances, be considered “real
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property” for these purposes. The key for the servicer is to determine with
its counsel what is considered an interest in “real property” in this context,
since relying on the servicer’s real estate and credit instincts may lead them
astray. This article outlines the critical concepts the servicer and its counsel
may review in making the determination of what constitutes an interest in
“real property” for purposes of applying the principally secured test.
Definition of “Real Property:” Treasury Regulation Section 1.860G-2(a)
(4) provides that the definition of “real property” for purposes of determining what constitutes a “qualified mortgage” is set out in Section
1.856-3(d) of the Regulation, which governs the treatment of real estate
investment trusts (“REITs”).
The Regulations define “real property” as “land or improvements thereon,
such as buildings or other inherently permanent structures thereon
(including items which are structural components of such buildings or
structures). In addition, the term ‘real property’ includes interests in real
property. “Land” for these purposes includes not only the dirt itself but
also water and air rights as well as natural products and deposits (such as
ores, minerals and gas) that are unsevered from the land. Local law definitions will not be controlling for purposes of determining the meaning
of the term ‘real property’ as used in section 856 [of the Code]” and the
Regulations thereunder.”
The Regulations specify that the term “real property” includes, for example, the wiring in a building, plumbing systems, central heating, or central
air-conditioning machinery, pipes or ducts, elevators or escalators installed
in the building, or other items which are structural components of a building or other permanent structure. “Real property” does not, however,
include assets accessory to the operation of a business, such as machinery, printing presses, transportation equipment which is not a structural
component of the building, office equipment, refrigerators, individual
air-conditioning units, grocery counters, furnishings of a motel, hotel, or
office building, even though such items may be termed fixtures under local
law. Compare the definition of “foreclosure property” to which a REMIC
can take title, which expressly includes at Regulation Section 1.856-6(b)(2)
personal property that is ancillary to the business conducted on any real
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property collateral. The fact that a REMIC can take title to certain types
of personal property in a foreclosure setting does not make this property “real property” for purposes of the principally secured test. See Tom
Biafore and Steve Edwards “The Dos and Don’ts of REO: Prohibitions on
Trade or Business and New Construction” in this guide for a discussion of
real and personal property that qualifies as “foreclosure property”.
The definition of an interest in “real property” generally excludes property
that is either (a) personal property or (b) intangible property that is not
“inextricably linked” to that real property. As discussed below, numerous
rulings by the IRS have interpreted this definition.
The IRS’s Take: The IRS has been careful in its rulings to distinguish
between real property and personal property. One of the most often cited
rulings in this area is Revenue Ruling 75-424, in which the IRS considered
what portion of a microwave transmission system consisted of real property. In reviewing the facts related to the transmission systems, the IRS
concluded that (a) the building, the heating and air conditioning system,
the transmitting and receiving towers, and the chain link fencing were real
property, and (b) the antennae, waveguides, transmitting, receiving, and
multiplex equipment, and the prewired modular racks were not, because
they were “assets accessory to the operation of a business.” The analysis
behind these conclusions focused on the phrase “inherently permanent
structures,” and concluded that “the antennae, waveguides, prewired
modular racks, or the transmitting, receiving, or multiplex equipment”
do not fall within that category and therefore cannot be considered “real
property.”
Other IRS rulings have addressed situations of whether the property
involved was an “inherently permanent structure.” The IRS has observed
that, “[a]lthough not conclusive, cases classifying property as either real
property or personal property for purposes of the investment tax credit
under former [Code Section 38] are instructive in determining whether
assets constitute real estate assets.”
One of the leading cases in this area, known as Whiteco Industries, Inc. v.
Commissioner, considered whether outdoor advertising signs constituted
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tangible personal property eligible for the investment tax credit. In a decision granting the investment tax credit, the court set forth the following
factors to be considered in determining whether property is real or personal property:
1) Is the property capable of being moved, and has it in fact
been moved?
2) Is the property designed or constructed to remain permanently in place?
3) Are there circumstances that tend to show the expected
or intended length of affixation?
4) How substantial a job is removal of the property and
how time-consuming is it?
5) How much damage will the property sustain upon its
removal?
6) What is the manner of affixation of the property to the
land?
Other property that the IRS has deemed to be “real property” for purposes
of Code Section 856 includes manufactured homes, rail facilities, a power
distribution system, a total energy system, oil gathering facilities, timberlands, and refrigerated warehouses. In analyzing these situations, the IRS
emphasized the physical connection between the facilities in question and
the real property. One justification for finding facilities in a warehouse to
be real property, for example, was that they were “permanently affixed and
functionally related to their associated warehouses. Moving all or part of
the systems would be extremely difficult and would likely affect the function of the warehouse.” The IRS has also been careful, however, to draw a
distinction between facilities that are real property and those that are not,
where there was “active machinery” used in an “active function” in connection with the production of a product (such as the machinery for the
production or generation of power).
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Intangible Property as Real Property: Similarly, from the IRS’s perspective, intangible property must be inextricably linked to the real property in
order to qualify as “real property.” For example, a membership interest in a
shopping center association formed for the sole purpose of promoting the
shopping center was found to be a real estate asset. The same analysis was
used by the IRS with respect to the following:
•

Condominium units, even though ownership of the units
embodies voting membership in the condominium’s council
of unit owners, noting that the voting rights are inseparable
from the ownership of the real property to which they relate.

•

A foreign country concession arrangement permitting a private partnership to redevelop, construct, finance, operate,
and maintain commercial real property (provided the payments were not based on profits and therefore more closely
analogous to lease payments).

•

Voting interests in real estate owners associations, because
they were appurtenant to the ownership of the parcels and
could not be separated from the ownership of the parcels.

•

Stock in a cooperative housing corporation, which entitled the stockholder, solely by reason of the ownership of
stock in the corporation, to occupy for dwelling purposes
a specified unit in the housing development pursuant to a
proprietary lease of that unit.

•

Cross-easements under which the owner of a shopping
center and store operators at the center, who own their
buildings and adjacent land that is used for walkways, sidewalks, roadways, and parking lots, grant to each other the
irrevocable right to use all common facilities on their site, to
permit unrestricted pedestrian and vehicular traffic.

Other rights, such as air rights, ski resort permits, and grazing rights have
also been found to be interests in real property, largely because they were
inextricably linked with the real property to which they related, rather
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than the business conducted on the property, and would have been transferable to a purchaser of the property (as opposed to the purchaser of a
business conducted on the property).
The distinction between intangible rights that are inextricably linked to
real property and those that are not was highlighted in a private letter ruling in which a REIT engaged an accounting firm to allocate and value the
tangible and intangible assets making up the purchase price of a company.
A portion of the assets consisted of widely-known resort hotels with significant reputations as travel destinations. The accounting firm’s report
allocated a portion of the purchase price to identifiable intangible assets,
which included trade names and brand names (the names under which the
resorts operated). Additionally, a portion was allocated to goodwill. The
report observed, “Certain intangible assets identified are closely related to
and associated with the real property of each subject resort. The subject
resorts are unique, single location resorts and are considered ‘one-of-akind’ in terms of their marketplace recognition… While the franchise
rights/brand could be extended to other locations, the fact is that the values associated with these intangible assets are tied to the real property for
which they are intrinsically linked.” The IRS noted that, in order to fall
within the definition of “real property” in Treasury Regulation Section
1.856-3(d), “any asset other than the physical real estate itself must be
inextricably tied or connected to the real estate.” The IRS believed that the
value of the real estate intangibles described above was primarily a result of
the underlying real estate and was “inextricably linked” thereto.
The Treasury’s Latest Attempt: In an effort to bring some structure to the
analysis, the U.S. Department of the Treasury, on May 9, 2014 issued proposed regulations to clarify when assets may qualify as “real property” for
these purposes. Final Regulations (the “Final Regulations”) adopting and
clarifying the Proposed Regulations were adopted on August 31, 2016. The
Final Regulations are not intended to change existing law in this area but
rather were advanced as “clarification” of the issue.
The Final Regulations provide an expanded list of safe harbor assets that
will automatically qualify as real property for these purposes as these assets
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are, if permanently affixed to land, deemed to be inherently permanent
structures. Assets falling into the safe harbor categories would include:
•

Transmission lines and telephone poles

•

Parking facilities

•

Bridges and tunnels

•

Pipelines

•

Offshore drilling platforms

•

Stationary docks and offshore drilling platforms

•

Fences

For assets that do not fall within these safe harbors, the test of whether
an asset is considered “real property” remains a facts and circumstances
test. In conducting this analysis, the Final Regulations provide that real
estate assets will include (1) land, (2) buildings, and (3) other inherently
permanent additions (or “OIPs”) to land or buildings. For these purposes
“land” includes water and air (rights) space super adjacent to land whether
or not the underlying land is also owned by the taxpayers. In addition, and
consistent with the IRS’s historic ruling position on the issue, the Final
Regulations state that intangible assets may, depending on the specific
nature of the intangible asset, be considered “real property.”
Despite the best efforts of the Treasury to provide some structure and
clarity to the issue of what is an interest in “real property,” unless an asset
falls within one of the new safe harbors in the Final Regulations, the servicer must focus on the traditional concerns related to whether the asset
in question is distinct from the real property, whether and how the asset is
affixed to the real property, what damage results from the removal of the
asset, and the time and expense of such a removal. In most cases, the Final
Regulations will not make the servicer’s job less taxing.
Conclusion: Determining what is an interest in “real property” is a critical function that servicers must perform. While many servicers believe
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that they have a good idea about what is an interest in “real property” for
these purposes, a review of the relevant authorities would likely contain a
surprise or two even for the most experienced real estate professionals. For
many typical property types, the analysis is not particularly difficult. Other
property types (particularly those linked to an active business component)
will present challenges. In all cases, in making a determination of what
amounts to “real property” for purposes of the principally secured test, one
should consult with experienced counsel.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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Assumptions and Transfers of Equity Interests —
REITs, Permitted Transfer Provisions, Qualified
Transferees, Change of Control, and Property
Management Issues
Mark A. Palmer

Introduction: In recent years, REITs have become a significant buyer of
real estate of all property classes, including retail, industrial, hospitality, multi-family, healthcare and senior living facilities, and, even more
recently, self-storage facilities. As a result, REITs are commonly involved as
parent entities of buyers and assuming borrowers in transfer and assumption transactions and of the transferees in transfers of equity interests, and
taxable REIT subsidiaries often provide property management services.1
In part because of the frequency with which certain REITs sell assets, transfer equity interests, and enter into mergers, parties controlled by REITs
in transfers and assumption transactions or transfers of equity interests
involving CMBS loans are typically very focused on the permitted transfer provisions of the relevant loan documents. Usually REITs do not find
the existing language to be adequately flexible and request modifications
in order to include new permitted transfers to allow for their anticipated
future transactions, which requested modifications often include provisions for permitted transfers to a qualified transferee and for the use of a
subsidiary as the property manager.
This article summarizes the permitted transfer and property management
provisions that are often requested by REITs and provides the related modification terms that are, in many cases, consented to by special servicers,
controlling class representatives, and, when applicable, rating agencies in
response to such requests. Additionally, this article describes specific concerns relating to REITs in connection with hospitality properties.
Although this article discusses permitted transfer modifications and
property management in general terms, such modifications and related
consents are, of course, very dependent on the facts of the applicable
1

This article is an update of a previous article in the 2015-2016 edition of the Servicer Survival Guide, a
Practical Guide to Servicing in CMBS (Mark A. Palmer, “Assumptions and Transfers of Equity Interests REITs, Permitted Transfer Provisions, and Change of Control”).
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transaction, including, among other factors, the ownership structure of
the buyer and assuming borrower in transfer and assumption transactions
or the transferee in transfers of equity interests, the existing permitted
transfer provisions of the loan documents, the remaining term of the
loan, whether a qualified subsidiary or other affiliated replacement property manager will be engaged in connection with the transaction, new or
replacement guarantors affiliated with the REIT (for example, the REIT’s
operating partnership), and the reputation and credit of the REIT. It is
critical to carefully consider and review, and discuss with legal counsel,
any request to modify permitted transfer provisions in the context of the
facts and circumstance of the particular transaction.
Existing Permitted Transfer Language Concerns and Typical REIT
Requests: Depending on the existing loan document terms, certain basic
permitted transfer modification requests by REITs are relatively common. The requests described below, however, may take different forms
and include a variety of other modification requests related to permitted
transfers tailored to the applicable REIT’s acquisition and disposition strategy, ownership and management structure, the property type, and other
considerations.
1. Transfers of Publicly Traded Stock and Other Equity Interests;
Mergers with Third Parties. (a) Many loan documents, especially
those based on older forms, include transfers of stock as permitted transfers so long as the stock is publicly traded (or so long as
the stock is listed and traded on a public stock exchange such as
the New York Stock Exchange or NASDAQ, which is more restrictive because “publicly traded” could include equity interests that
are traded over-the-counter, using broker dealers, or otherwise
without actually being listed on a public exchange) without further
condition. Such broad permitted transfer provisions, however, do
not take into account or provide for change of control restrictions
or other conditions that would be appropriate for a CMBS loan.
Existing permitted transfer provisions relating to stock that is
publicly traded (or listed and traded on a public stock exchange)
are also often sufficiently broad to allow mergers as a permitted
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transfer, including mergers in which the existing parent company
would not be the surviving entity, thereby resulting in a change of
control. More carefully drafted loan documents will exclude mergers or other transfers that are not in the ordinary course from such
permitted transfer provisions, but that is not always the case.
Although such broad terms, without condition, may have been
agreed to at the time of the origination of the loan and may have
been acceptable (although not usually recommended) for certain
entities, they are more problematic in connection with a REIT
structure. REITs are often more active in property transfers, transfers of equity interests and mergers, and restructurings than other
entities that are publicly traded (or listed and traded on a public stock exchange). Allowing such existing broad unconditional
permitted transfer provisions to remain in place following a transaction involving a REIT would permit transfers to occur that are
typically intended to be prohibited, all without any consent, any
underwriting of new controlling entities, any collection of fees, or
any satisfaction of other desired conditions.
As a result, we recommend that when involved in a transfer and
assumption or a transfer of equity interests involving a REIT, servicers should delete any such existing broad publicly traded (or
listed and traded on a public stock exchange) permitted transfer
provisions as a condition to lender consent.
(b) Because such existing publicly traded (or listed and traded on
a public stock exchange) permitted transfer provisions are often
overly broad and, unless made subject to change of control restrictions and other conditions, would permit REITs to engage in a
variety of transfers without obtaining lender consent, the payment
of assumption or transfer fees, or the satisfaction of underwriting
or other conditions, REITs will often push to retain any such provisions or, if not contained in the existing loan documents, to add
similarly broad permitted transfer provisions.
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(c) Additionally, REITs often request modifications that would
permit transfers of limited partnership interests in its operating
partnership. Similar issues relating to change of control and underwriting conditions arise with respect to such modifications, and,
as is the case with permitted transfer modifications relating to the
stock of the REIT itself, the modification terms must be carefully
considered and drafted to include appropriate conditions.
2. Transfers to and Mergers with Affiliates. Because of the propensity of
certain REITs to restructure entities and ownership interests, REITs will
often request modifications to permit transfers to or mergers with affiliated entities without being subject to conditions other than notice either
prior to the transaction or, in many cases, only after the fact. As noted in
the below examples, in connection with permitted transfer modifications,
we recommend including typical underwriting conditions, prohibitions on
any change of control (so that any permitted transfers or restructurings do
not result in another REIT controlling borrower or other restricted parties), payment of at least lender’s costs and expenses, if not assumption and
transfer fees, and other conditions as appropriate to the circumstances.
3. Change of Control. Requested modifications to permitted transfer
provisions often omit any restriction on change of control or, alternatively,
allow a change of control above a certain ownership level in the ownership
structure. For example, a REIT’s ownership structure may involve various levels of REIT subsidiaries, and proposed modifications may prohibit
certain changes of control but limit the relevant restrictions such that they
do not apply to any changes of control above one of such subsidiaries.
Such limitations may permit an actual change of control at the ultimate
parent level (i.e., above the limited subsidiary level) without requiring
consent, payment of assumption or transfer fees, or satisfaction of typical underwriting and other conditions. In connection with any requested
modifications that would allow a change of control at any level of ownership, the proposal must be carefully considered, including a focus on the
range of possible transfers and controlling parties that could be permitted.
4. Qualified Transferee Transfers. Additionally, REITs commonly
request modifications to permitted transfer provisions to allow even
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change-of-control transfers and mergers without consent, so long as the
controlling person after the consummation of the transfer satisfies certain
credit standards and minimum experience and ownership conditions,
complies with OFAC and other know-your-customer requirements, and
satisfies other conditions. For such a qualified transferee transaction, servicers often do not agree to waive assumption or transfer fees to the extent
such fees would be payable for such a transfer under the original loan document provisions.
5. Assumption and Transfer Fees. Regarding assumption and transfer
fees, REITs may be more likely than other buyers and assuming borrowers
or transferees to request a reduction or waiver of such fees, both in order
to reduce the costs of future transfers and, to some extent, to make the permitted transfer terms more attractive to a future purchaser or transferee.
Sample Permitted Transfer Modifications:
1. Transfers of Publicly Traded Stock and Other Equity Interests; Mergers
with Third Parties. (a) In response to requests to permit transfers of REIT
stock, servicers typically take an approach that is more restrictive than
the broad unconditional “publicly traded” language referenced above,
including conditions to restrict such permitted transfers (i) to shares listed
on the New York Stock Exchange or another nationally recognized stock
exchange, and (ii) to transfers that do not result in a change of control of
the REIT, the operating partnership, or the borrower. In this context, the
applicable definition of change of control is especially suited for a REIT
structure, as further discussed in paragraph C.3 of this article. Sample
terms are provided below.
the issuance sale, conveyance, transfer or other disposition
(each, a “REIT Share Transfer”) of any shares of common
stock (the “REIT Shares”) in __________, a _______ corporation (the “REIT”) so long as (A) at the time of the
REIT Share Transfer, the REIT Shares are listed on the New
York Stock Exchange or any other nationally recognized
stock exchange (any such stock exchange, a “Recognized
Stock Exchange”), and (B) the REIT Share Transfer does
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not result in or cause a Change of Control (as hereinafter
defined) of the REIT, the ________, L.P., a _____ limited
partnership (the “OP”) or Borrower;
(b) As to requested modifications that would permit
transfers of limited partnership interests in a REIT’s operating partnership, servicers often agree to modifications
to permit such transfers, with conditions similar to those
included in the transfer of shares provisions described in
the preceding subparagraph (a) (i.e., that the REIT’s shares
must be listed on the New York Stock Exchange or another
nationally recognized stock exchange and that the transfer must not result in a change of control of the REIT, the
operating partnership, or the borrower), as provided in the
below sample terms.
the issuance, sale, conveyance, transfer or other disposition (each an “OP Transfer”), of any limited partnership
interests (the “OP Interests “) in the OP so long as (A) at
the time of the OP Transfer, the REIT Shares are listed on a
Recognized Stock Exchange, and (B) the OP Transfer does
not result in or cause a Change of Control of the REIT, the
OP or Borrower;
2. Transfers to and Mergers with Affiliates. Modifications permitting a
REIT Share Transfer and an OP Transfer often also permit transfers to or
mergers with affiliated entities, so long as the listing and no change of control conditions are satisfied. Some REITs, as a result of their structure or
strategy, may request separate modifications specifically permitting such
transfers to or mergers with affiliated entities. Such modifications are often
consented to, depending on the particular facts and circumstances that
are applicable to the transaction, so long as the same basic conditions are
included (i.e., that the REIT’s shares must be listed on the New York Stock
Exchange or another nationally recognized stock exchange and that the
transfer must not result in a change of control of the REIT, the operating
partnership, or the borrower).
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3. Change of Control. As referenced above, the change of control definition applicable to the corresponding condition is more detailed than a
typical change of control definition. The definition is especially suited to
REITs, taking into account the practical aspects of “control” with respect to
such entities and their management and ownership structures, as provided
in the below sample terms.
For purposes of this Section, a “Change of Control” shall occur
when: (i) the REIT reduces its ownership interest in the OP below
51% or is no longer the sole general partner of the OP, (ii) the OP is
no longer the sole member/partner of Borrower, (iii) the REIT and
OP are no longer the guarantors/indemnitors of the Loan, (iv) one
Person or group of affiliated Persons acquires more than 49% of the
REIT Shares or the OP interests in one or a series of transactions,
(v) the individuals comprising the Board of Directors of the REIT,
as the same exists for the twelve (12) month period immediately
prior to the REIT Share Transfer, fail to represent a majority of
the Board of Directors of the REIT as of the date of completion of
the REIT Share Transfer and for a period of six (6) months following the REIT Share Transfer, (vi) if the REIT enters into a merger,
consolidation or other business combination, or a sale of all or substantially all of the REIT’s assets and/or ownership interests which
results in Borrower no longer being controlled by the REIT, or (vii)
there is any other change of the day-to-day management and operation of Borrower or the Property. For purposes of determining the
occurrence of (v) above, the following shall be expressly excluded:
any change in directors resulting from (w) the death or incapacity of any director and/or (x) the resignation or removal of any
director for reasons unrelated to a REIT Share Transfer, provided
any replacement director has been approved by a vote of at least
a majority (or such higher percentage as may be required by the
governing documents of the REIT) of the Board of Directors of the
REIT then in office.
In addition to the occurrence of any of the foregoing
events causing a “Change of Control,” the occurrence
of any of the foregoing events shall also constitute an
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Event of Default under Section ______ [insert Event
of Default Section which states that a violation of the
due on sale clause is an Event of Default] of the Security
Instrument or the Loan Agreement and a “Springing
Recourse Event” [use defined term from applicable loan
documents] under Section ___ [insert Section of Security
Instrument or the Loan Agreement causing springing
recourse liability to Borrower for the entire Debt caused
by a violation of the due on sale clause, if applicable] of
the Security Instrument or the Loan Agreement and
under Section ____ of the Guaranty (insert the Section
of Guaranty causing springing recourse liability to
Guarantor for the entire Debt caused by a violation of
the due on sale clause, if applicable].
4. Qualified Transferee Transfers. As previously referenced, modification requests often relate to allowing transfers with a change of control so
long as the controlling person after the consummation of the transfer is a
qualified transferee. Definitions related to such a qualified transferee are
provided below:
“Qualified Transferee” shall mean any of the following Persons:
(A) a real estate investment trust, pension plan, pension
fund, or pension advisory firm, provided that any of
the foregoing entities referred to in this clause (A) satisfies the Eligibility Requirements;
(B) a “qualified institutional buyer” within the meaning of Rule 144A under the Securities Act of 1933,
as amended, or an institutional “accredited investor” within the meaning of Regulation D under the
Securities Act of 1933, as amended, provided that any
of the foregoing entities referred to in this clause (B)
satisfies the Eligibility Requirements; or
(C) an investment fund, limited liability company, limited
partnership or general partnership where a Permitted
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Fund Manager or an entity that is otherwise a Qualified
Transferee under clauses (A) or (B) of this definition
acts as the general partner, managing member or fund
manager and at least 51% of all of the equity interests
and beneficial interests in such investment vehicle are
owned, directly or indirectly, by one or more entities
that are otherwise Qualified Transferees under clauses
(A) or (B) of this definition;
provided that, in all cases, (1) such Person has not been the subject of a voluntary or involuntary bankruptcy proceeding in the
previous seven (7) years, (2) such Person has not been, and is not
controlled by any Person which has ever been, convicted of a felony, and (3) such Person has never been, and is not Affiliated with
any Person which has been, indicted or convicted for a Patriot Act
offense, is not on any anti-terrorism list (including, without limitation, OFAC) and otherwise satisfies Lender’s then-customary
“know your customer” internal policies and procedures.
“Eligibility Requirements” means, with respect to any Person, that
such Person:
(1)

has (a) available cash (or cash equivalents), as determined
by Lender, of at least ____________________ Dollars
($________), (b) total assets (in name or under management)
of at least ____________________ Dollars ($________)
(except with respect to a pension advisory firm or similar fiduciary), and (c) tangible net worth or capital/statutory
surplus or shareholder’s equity, as applicable, of at least
____________________ Dollars ($________) (except with
respect to a pension advisory firm or similar fiduciary), in each
case excluding the Property, and

(2)

is regularly engaged in the business of owning and operating commercial properties, has not less than ______ years
of experience in the management of commercial properties,
and currently owns and operates not less than ________
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commercial properties containing an aggregate of not less than
____________________ (________) rentable square feet,
with such commercial properties, in each case, excluding the
Property and being comparable in size, scope, use, and value
to the Property and located in the same or similar geographic
area as the Property, and (iii) in the reasonable judgment of
Lender, is a reputable owner and operator of such commercial
properties.
5. Assumption and Transfer Fees. Assumption and transfer fees that
would be applicable to any of the new permitted transfers described in
the modification terms are very deal and lender specific, depending on a
number of factors, including, among other considerations, the credit of
the REIT that will be the parent company of the buyer and assuming borrower or the transferee, the ownership structure, whether an assumption
or transfer fee would be payable for similar transfers under the existing
provisions of the loan documents, and the remaining term of the loan.
In considering the fee issue, lenders may require a percentage fee (either
1%, 0.5%, or 0.25% of the original or then current outstanding principal
balance is common), a fixed amount fee, or waive the fee altogether and
require only payment of costs and expenses.
Property Management and Taxable REIT Subsidiaries: In order to qualify for taxation as a REIT, REITs are generally not permitted to provide
broad property management services directly to tenants. Such services are,
however, permitted to be provided by a taxable REIT subsidiary owned,
directly or indirectly, by a REIT (commonly referred to as a TRS), subject to certain restrictions (including, restrictions relating to operating or
managing a lodging facility or a healthcare facility). As a result, REITs will
often request approval of a TRS entity as the replacement property manager in connection with assumption transactions.
In considering such a request, typical factors should be taken into account,
including the experience of the employees who will be performing the
day-to-day property management services and functions, the supporting
systems in place for financial and other reporting customarily undertaken
by property management companies, and the segregation of accounts for
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the particular property from accounts related to other properties. Because
the TRS will be an affiliate of the property owner, if the loan is of a size
sufficient to require a non-consolidation opinion, the opinion would need
to include and cover the TRS. Additionally, we also recommend including
applicable terms in the assumption agreement confirming that the use of
the TRS for property management services will be structured in a manner that maintains the qualification of the REIT as a REIT for taxation
purposes.
Regarding documentation, the TRS and the property owner should be
required to enter into a customary and approved property management
agreement on acceptable terms, and the TRS and property owner should
also execute and deliver an Assignment of Management Agreement and
Subordination of Management Fees or similar agreement.
Concerns Relating to REIT Ownership of Hospitality Properties: Due
to tax concerns, REITs are typically restricted by their organizational
documents from receiving income other than “rents from real property.”
Because of the operating nature of hotels, an operating lease is often used
for hospitality properties owned by REITs or their subsidiaries in order to
satisfy IRS guidelines.
Under such a master operating lease, the REIT-owned SPE borrower
would lease the collateral to an operating lessee. With such a structure,
lenders should require that the operating lessee execute documents and
agree to provisions such as an subordination and optional termination
agreement with respect to the master operating lease, so that upon a foreclosure or deed in lieu a lender would not be required to recognize or
attorn to an affiliate of the borrower, and to require the operating lessee to
satisfy the basic SPE requirements set forth in the loan documents.
Conclusion: As REIT transactions have become more common, understanding the relevant ownership structures, requested flexibility in future
transfers, and related permitted transfer modifications have become more
important to servicers. Although there are some variations, different REITs
often ask for very similar concepts and modifications relating to permitted transfers. The sample terms provided in this article, or similar terms,
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are becoming typical “go to” provisions used in response to REIT requests,
although there are somewhat different provisions used for certain REITs
based on numerous past CMBS transactions with those REITs.
Additionally, although such sample terms, or similar terms, are relatively
typical, the provisions remain very dependent on the facts and circumstances of the applicable transaction, and it remains critical to consider and
review, and discuss with legal counsel, any request to modify permitted
transfer provisions in the context of the relevant facts and circumstances.
The sample terms provided in this article will not be appropriate for all
transactions, and there is no “one size fits all” solution when it comes to
permitted transfer modification requests.
For more information, contact:
Mark A. Palmer
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street NE
Atlanta, GA 30309
t 404 815-6105
MPalmer@KilpatrickTownsend.com
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Can We Build It? Changing the Collateral
Sally M. Ridenour

In today’s retail environment, with consumer preferences changing overnight, tenants come and go at an alarming rate. The can’t-miss hot product
of today can quickly become irrelevant and with its failure cause a seemingly invincible tenant to exit the collateral property, leaving a borrower
scrambling for a replacement. Against this backdrop, a servicer is confronted with a borrower’s request to reposition the collateral property
through physical alterations to the existing improvements. As is frequently
the case, the vacant 45,000 square foot grocery store or two-screen movie
theatre, which were state of the art when first on line, are now ill-suited for
a replacement tenant absent substantial alterations.
When dealing with the borrower’s desire to reposition the collateral property, the servicer must strike a balance between allowing the borrower
to change its property in the manner that allows the borrower to capture
potential market share and the noteholder’s need to police and protect
its collateral as well as preserve the tax status of the REMIC that holds
the borrower’s loan. It is not enough that the borrower’s proposed plans
(however well-intended) make good credit sense. The servicer must also
abide by the pooling and servicing agreement (the “PSA”) governing the
securitization that holds the borrower’s loan as well as the REMIC rules
that apply to the securitization’s tax status.1
A. Approval Requirements:
Loan Document Provisions. The borrower’s loan documents outline the
initial requirements for the noteholder’s consent to a borrower’s request
to change the structures at the collateral property. In all but the rarest of
cases, any “material” alteration to the collateral property will be prohibited
without the consent of the noteholder. In the loan documents, a “material”
1

The REMIC and PSA implications of changes to the collateral property while the borrower retains ownership
of such property are discussed in detail in this article. In the event that a REMIC forecloses on the collateral
property and converts that property to REO (referred to as “foreclosure property” for REMIC qualification
purposes), a more arduous set of REMIC restrictions apply to any proposed alterations to the foreclosure property. See Tom Biafore and Steve Edwards, “The Do’s and Don’ts of REO: Prohibitions on Trade or Business and
New Construction” in this Guide for a detailed discussion of the REMIC rules that restrict new construction
on REO Property even when the construction activity is undertaken pursuant to a pre-approved lease that
predated the borrower's default.
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alteration can be defined in different ways based on a number of factors
including the type of alteration, the anticipated cost or the effect of the
alteration on the operation of the collateral property. It is not uncommon
for loan documents to prohibit alterations to an existing building if the
alterations exceed a stated threshold amount for alteration costs or for
the affected space (e.g., 10,000 square feet). In some instances, the borrower’s loan documents will permit the borrower to complete previously
contemplated alterations provided that specified conditions are satisfied.
For example, alterations within a certain threshold amount may be authorized upon delivery of an approved guaranty and updated legal opinion.
If the borrower’s loan is structured with additional existing debt such as
a mezzanine loan or a subordinate note, the intercreditor or co-lender
agreement governing the relationship between the various noteholders
will confirm any approval requirements of these other lending parties.
As is often the case, the physical alteration to the collateral property is
just a part of a larger transaction. Incident to the proposed alteration,
there may be ancillary transactions requiring the noteholder’s review and
consent. Approval of related items, such as leases that will cover the to-beconstructed space, will be governed by the borrower’s loan documents,
which typically provide consent rights for the noteholder. If the borrower
is seeking additional financing to fund the construction, the noteholder
must examine any due on encumbrance provisions in the borrower’s loan
documents in accordance with the PSA.
REMIC Issues. In most cases, the borrower’s loan documents prevent the
borrower from altering the collateral property without the noteholder’s
consent. As a result, the borrower’s alteration of the collateral property is a
modification of the loan that the servicer must analyze under the REMIC
provisions. In order to comply with the applicable REMIC provisions, the
loan must remain a “qualified mortgage” following the borrower’s change
to the collateral property, which generally requires that the loan continue
to be “principally secured by an interest in real property.”
In order to satisfy the “principally secured” test, a loan must meet one of
two requirements. Either (i) the value of the real property securing the
loan is at least 80% of the outstanding principal balance of the loan (i.e.,
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LTV no greater than 125%) on the date the material alteration is completed
or (ii) the value of the real property after the completion of the material
alteration is equal to or greater than the value of the real property before
the material alteration. These tests take into account only the real property
collateral in determining “value.” The entire project is considered as one
event for purposes of this value test, including both the demolition of any
existing structures and the construction of the improvements. The servicer
must apply the value test projecting forward to the completion of the project without consideration of interim steps during the process.2 A change in
use at the collateral property that does not impact negatively the value will
satisfy the “principally secured” test and will not present a REMIC issue.
The value can be established by an appraisal (new or updated origination
appraisal) or other commercially reasonable method, such as a broker’s
opinion of value. In addition, as a further component to the analysis, the
servicer cannot have reason to know that the valuation determination
does not satisfy the “principally secured” test. For additional detail regarding this REMIC analysis, See Steve Edwards, Tom Biafore and Jennifer
O’Connor, “Time for a Change – Modifying Loans Held by REMICs” in
the 2016-17 edition of the Servicer Survival Guide.
Under the current REMIC provisions, the borrower’s expansion to the
existing improvements should not present a REMIC issue because the
expansion will, in all likelihood, increase the value of the real property collateral and one of the prongs of the “principally secured” test (no less real
property collateral after the collateral alteration than before) will be satisfied. However, because many changes to the collateral property require the
borrower to first demolish part of the existing structures to accommodate
the intended new improvements, it is possible, though unlikely, that the
value of the real property collateral will be negatively affected by the borrower’s request. As a general matter, though, the “principally secured” test
(no less real property collateral after the transaction than before) will be
2

As set forth in the commentary that accompanied the Treasury’s release of the current REMIC provisions at
Treas. Reg. Section 1.860G-2, “…with respect to alterations to real property collateral, the transaction causing
the alteration is looked at in its entirety in determining the value of the real property collateral. For example, if,
as part of an overall plan to make improvements to real property collateral that secures a mortgage loan, a borrower demolishes an existing building and constructs a new building on that real property, the fair market value
of the real property collateral is determined by taking into account both the demolition of the existing building
and the construction of the new building.”
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satisfied in most material alteration transactions, because it is not likely
that the borrower would alter the collateral property (or that the noteholder will approve a borrower’s request to alter the collateral property)
unless after the completion of the construction the value of the real property collateral will be increased.
Pooling and Servicing Agreement Requirements. In considering a material alteration and any related lease or change in use, the noteholder must
review the relevant PSA provisions to determine the approval requirements. As a general rule, under the terms of the PSA, the approval of the
special servicer (and, in many cases, the controlling class holder) will be
required. The servicer must also analyze approval requirements in the due
on encumbrance and the due on sale provisions of the PSA if there is a
related ground lease or a proposal to finance the cost of the improvements.
These provisions will also generally require the consent of the special
servicer (and often the controlling class holder) and, for loans exceeding
certain threshold levels, the rating agencies. Most PSAs contain provisions
similar to the following:
“The Master Servicer shall not modify, waive or amend the
terms of a Mortgage Loan without the prior written consent of the Special Servicer (it being understood that the
Master Servicer will promptly provide the Special Servicer
with notice of any request for such modification, waiver or
amendment, the Master Servicer’s written recommendation and analysis, and all information reasonably available
to the Master Servicer that may be reasonably requested
by the Special Servicer in order to grant or withhold such
consent).”
PSAs will also require that the servicer adhere to relevant provisions of the
Code in order to ensure that the noteholder retains its status as a REMIC.
See Tom Biafore, “REMIC Qualification – Why Do We Care?” in this
Guide for a discussion of the need for the servicer to preserve the REMIC’s
tax status at all times. The servicer may obtain an opinion of counsel confirming compliance with REMIC requirements. Standard PSA provisions
provide that the servicer may not permit a waiver or modification of any
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term of a mortgage loan that may cause the REMIC to be subject to any
tax or fail to qualify as a REMIC under the Code or cause any loan to cease
to be a “qualified mortgage” as required under Section 860G(a)(3) of the
Code. A sample provision is set forth below:
“To the extent consistent with this Agreement, the Master
Servicer or the Special Servicer may, consistent with the
Servicing Standards, agree to any waiver, modification or
amendment of a Mortgage Loan that is not in default or as
to which default is not reasonably foreseeable only if it provides the Trustee with an Opinion of Counsel to the effect
that the contemplated waiver, modification or amendment
will not cause the REMIC to fail to qualify as a REMIC for
purposes of the Code or the REMIC to be subject to any tax
under the REMIC Provisions.”
See Tom Biafore, “Fear of the Unknown - The Danger of Holding
Unqualified Assets” in this Guide for additional insights into the types of
servicing actions that could result in the imposition of tax on a REMIC.
Examples:
Leasehold Financing: A borrower may propose a ground lease structure
for a major alteration project in which the ground lease tenant is primarily
responsible for the completion and costs of construction for the project,
with the construction costs financed by the tenant and secured by a lien on
tenant’s leasehold interest. The servicer must review the financing proposal
and the rights of the parties, particularly upon any default of the ground
lease tenant. Among the items to consider, because the lender providing
the financing may become the tenant or replace the tenant at the property
in the event of a default by the ground lease tenant, the servicer must confirm that any proposed lender is a qualified institution and that the lender
can only transfer its interest to a qualified transferee. The servicer should
prevent the operation of the collateral property by a tenant with unacceptable credit in the event of any transfer of the ground lease interest by the
lender.
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Shopping Center Expansion: The borrower of a performing loan requests
the noteholder’s consent to reconfigure the existing profile of its shopping
center by demolishing a building, relocating certain tenants from that
building to other space in the shopping center, and adding a new anchor
tenant in a newly constructed building. In reviewing this proposal, the
servicer must consider the following:
Loan Document Provisions: The servicer must review the loan documents to determine the requirements for the noteholder’s consent to the
proposed project for the following issues:
1) Alteration: What are the material alteration requirements for the noteholder’s consent and is there a threshold
amount for permitted changes to the improvements at the
shopping center? Are there any other conditions to the noteholder’s consent?
2) Leases: What are the lease approval requirements for
the new anchor tenant lease? What are the lease approval
requirements for the amendments to the relocated tenant
leases? If the proposed new lease is a ground lease, the due
on encumbrance provisions as well as the due on sale provisions will prohibit the ground lease without the noteholder’s
consent.
3) Financing: If the borrower is proposing new third-party
financing to fund the construction, the SPE (or “single purpose entity”)provisions in the borrower’s loan documents
as well as the due on encumbrance provisions will prohibit the additional debt absent the noteholder’s consent. If
leasehold financing by the tenant for the construction cost
is requested, the due on encumbrance provisions will prohibit the financing. In each case, the noteholder’s consent
to a waiver or modification of these prohibitions in the loan
documents is required.
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REMIC Issues: The noteholder’s approval relating to the proposed changes
to the shopping center requires that all applicable REMIC requirements be
satisfied.
1) Alteration: The borrower’s construction of the new
building at the shopping center together with any related
demolition should cause no REMIC issues provided the
proposed alteration does not negatively impact the value
of the collateral property. In order to comply with current
REMIC provisions, the noteholder will confirm that the
loan remains “principally secured” by an interest in real
property.
2) Leases: No REMIC issues presented.
3) Financing: No REMIC issues presented.
PSA Issues: The servicer must also review the PSA to determine the
approval requirements for noteholder’s consent for each of the following
issues:
1) Alteration: Assuming that the proposed change to the
shopping center requires the noteholder’s consent under the
loan documents, the servicer must review the provisions
relating to the authority of the master servicer and special
servicer to provide consent (typically in Article 3 of the
PSA) and to confirm which servicer is authorized to handle
the transaction. The PSA provisions generally will require
the consent of the special servicer (and often the controlling
class holder) and, for certain specified loans (usually including very large loans), the rating agencies.
2) Leases: The servicer must also review the provisions
relating to the authority of the master servicer and special
servicer to provide consents related to leases, which typically
will require the approval of the special servicer (and often
the controlling class holder), and to confirm which servicer
is authorized to handle the transaction. If the proposed new
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lease is a ground lease, an analysis of the approval requirements in the due on encumbrance and the due on sale
provisions of the PSA will be required. For approval of the
ground lease, the consent of the special servicer (and the
controlling class holder) and, for certain specified loans, the
rating agencies, will generally be required.
3) Financing: Any financing proposal will require the servicer to
analyze the approval requirements in the due on encumbrance
provisions of the PSA. These provisions typically require the consent of the special servicer (and the controlling class holder) and,
for certain specified loans usually including very large loans, the
rating agencies.
This shopping center example relates to an analysis for a performing loan
serviced by the master servicer. For a loan that is serviced by the special
servicer, the analysis will include the applicable PSA provisions relating to
the authority of the special servicer, which generally allow consent under
specified conditions to the alteration and the related consents with respect
to leases and financing proposals.
B. Approval Conditions
Once the servicer is satisfied that the proposed construction project is
permitted, there are a number of business-related considerations related
to requirements for approval.
An important initial inquiry relates to the funding of the construction
costs. The servicer’s detailed review of all proposed costs of demolition and
construction and related liability of the borrower is required, with careful
analysis of provisions in any proposed lease to determine the extent of the
borrower’s obligations. If the borrower is responsible for any portion of
the costs, protections for the noteholder are required from the borrower to
ensure that the project is completed as planned and on time. Typically, the
servicer requires the borrower to establish a construction reserve escrow
account with the noteholder or to provide a letter of credit in an amount
satisfactory to the noteholder with funds available to the noteholder in the
event of a failure to perform the construction and complete the project. A
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guaranty of the costs of completion is also an alternative for security for
completion of the project and payment of any costs and damages.
In the event that the tenant is funding the construction costs, the tenant’s
source of funds and any proposed financing should be confirmed. If a
ground lease is proposed for the collateral property, the financing documents with the tenant’s noteholder must be approved in accordance with
PSA requirements and a subordination, non-disturbance and attornment
agreement among all parties will be required by the noteholder to govern
the rights of the parties with respect to the ground lease and the related
construction.
In addition to approval of any proposed lease and financing in connection
with the project, the following items are noted for the servicer’s consideration as possible conditions to consent:
1) final construction specifications and plans approved by borrower
and appropriate governmental authorities prior to construction;
2) periodic inspection rights for noteholder;
3) evidence that current easements, agreements, covenants or
restrictions relating to the property are not affected;
4) evidence of satisfactory construction related insurance;
5) ALTA as-built survey showing completed structure;
6) appraisal of property upon completion (if the servicer wants to
confirm value);
7) title endorsement to loan policy evidencing no mechanics’ liens
or other additional liens upon completion and satisfaction of other
title issues such as access and zoning; and
8) final lien waivers from all contractors and materialmen involved
in the construction work.
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C. Conclusion
A borrower’s request to change the existing improvements at the collateral
property requires the servicer to analyze several issues. In many instances
the borrower’s request will be approved, but only after the servicer considers additional conditions designed to protect the noteholder, including
conditions related to the costs to be incurred and possible damage to the
existing collateral property. While any new development at the collateral
property is expected to improve the property and its value, the servicer’s
ability to authorize proposed changes to the collateral property is strictly
regulated for a loan held by a REMIC.
For more information, contact:
Sally M. Ridenour
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 745 2449
f 404 541 3389
SRidenour@KilpatrickTownsend.com
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The Future of C-PACE Capital and Solar Energy is
Bright: Construction and Renovation Projects
Mark Palmer

Introduction. As competition continues to increase for commercial real
estate capital, including with respect to “green” construction projects
focused on energy efficiency and reduced operating costs, Commercial
Property Assessed Clean Energy (C-PACE) capital is becoming an increasingly popular and preferred component of the capital stack. C-PACE
presents both opportunities and challenges for borrowers, C-PACE capital
providers, mortgage lenders, and mortgage loan servicers.
Although significant savings and better property operating performance
may be achieved by installing the energy efficient facilities that may be
funded or reimbursed with C-PACE capital, the requirement that mortgage liens be subordinated to the C-PACE assessment and the benefits
and mitigants of using C-PACE capital must be carefully considered by
mortgage lenders. C PACE capital is increasingly being included as a
larger component of the capital stack for new construction projects (in
addition to the ongoing use of C-PACE in typically smaller renovation
projects relating to existing structures), which makes negotiations between
mortgage lenders and C-PACE capital providers at loan origination more
common and more important (for context, approximately 3% of all
C-PACE projects in 2017 were new construction, and, by value, funding
for those projects amounted to $77 million, accounting for 31% of total
C-PACE volume).
This article focuses on the benefits, risks, and potential mitigants (including intercreditor considerations) related to the interplay between mortgage
loans and C-PACE capital, as well as post-origination loan servicing issues
arising out of C-PACE, including CMBS (Commercial Mortgage-backed
Securities) issues. As among borrowers, C-PACE capital providers, and
mortgage lenders and servicers, early and effective communication and,
in many cases, education, is critical in order to address mortgage lender
concerns, questions, and perceptions of risk. Addressing issues at the front
end of a project, including the early participation by the C-PACE capital
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provider, and maintaining flexibility, including with respect to discussing
requirements for an intercreditor or similar agreement and other conditions, will enhance the likelihood of eventual agreement upon preferred
funding for a proposed project.
C-PACE: What is it? C-PACE has been established by statute in a majority
of the states as a tool to provide access to capital for commercial real estate
projects for clean energy and energy-generating and energy-efficient facilities, such as solar panels, tankless water heaters, insulation improvements,
windows, roofs, electric vehicle charging stations, and heating and air conditioning systems, and, for new construction projects, a broad range of
building components and features related to energy generation and efficiency. C-PACE capital is secured by a voluntary assessment lien on the
related real property, which is billed and collected as part of the property
tax assessment and, like a property tax lien, a C-PACE lien is superior in
priority to mortgage liens.
C-PACE interest rates are typically less than market rates offered in the traditional commercial lending market, in part as a result of the superior lien
on the real property. Importantly, C-PACE capital cannot be accelerated
upon a default, and any collection action or foreclosure of the lien is limited to the amount of the periodic payment or payments that are past due.
In many jurisdictions, the conditions to C-PACE include preparation of a
projection of savings in energy costs in order to determine a savings-toinvestment ratio (SIR) anticipated to be realized as a result of the energy
generation or improved efficiency of the facilities to be installed and a
demonstration of net savings to the property owner. Annual savings
are typically greater with C PACE capital than the savings that could be
achieved using conventional financing because of the lower interest rates
and extended terms available through C-PACE capital programs. The
net-savings calculations are, however, determined based on assumptions
related to the long-term future cost of energy, and, especially in the current
volatile energy market, the validity of such assumptions must be carefully
considered.
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Additionally, because C-PACE capital is established at the state level,
enabling legislation can vary from state to state, and C-PACE capital providers, mortgage lenders, loan servicers, and their respective legal counsel
should review the applicable statute, related materials, and any applicable
litigation.
Mortgage Lender Consent; Mortgage Subordination. As discussed above,
assessment liens securing C-PACE capital are given the same priority as
property tax liens and are, therefore, superior in priority to the liens securing mortgage loans.
For C-PACE capital investment in a project after mortgage loan origination (instead of as part of the origination capital stack), C-PACE and the
related facilities to be installed nearly always require the consent of the
mortgage lender under customary loan document provisions. For CMBS
mortgage loans, C-PACE may also require rating agency no-downgrade
confirmations. Recent forms of customary mortgage loan documents
typically expressly define and prohibit C-PACE without the prior written
consent of the mortgage lender.
Additionally, C-PACE often requires the consent of mortgage lenders
under the applicable statutory framework and C-PACE documentation,
including acknowledgment and consent to the subordination of the mortgage lien to the C-PACE assessment.
Mortgage Lender Underwriting and Mitigants; Intercreditor Agreements.
(i) C-PACE as Part of Origination Capital Stack; Intercreditor Agreement.
In most cases, an intercreditor or similar agreement between the mortgage lender and the C-PACE capital provider would be appropriate (and,
depending on the capital stack, such an agreement may include other
parties, as well) in order to mitigate certain risks to the C-PACE capital
provider and the mortgage lender and address other issues in connection
with a construction project that may not be adequately addressed in other
documents (including typical C-PACE documents required by applicable
law).
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Such an agreement would most often be similar to customary forms used
in non-C-PACE projects involving two or more capital providers but with
certain deletions (for issues unlikely to arise as a result of the nature of
C-PACE) and additions (to address issues that are likely to be more specific
to C-PACE). Among other issues, such an agreement would be expected
to include terms and provisions relating to: (i) acknowledgment of the
superior priority of the C-PACE lien and repayment obligations; (ii) the
order, timing, and amounts of disbursements of the C-PACE and mortgage loan proceeds and related conditions; (iii) requirements to deliver
notices of borrower defaults; (iv) cure rights as to borrower defaults; (v)
restrictions on modifications of the underlying documents; (vi) any cash
management arrangements that may be provided under the mortgage
loan; (vii) rights of each party in the event of a borrower bankruptcy; and
(viii) use and allocation of insurance proceeds in the event of a casualty
and of any condemnation awards.
Be aware that condemnation issues, in particular, may be challenging to
resolve. In many jurisdictions, eminent domain statutes typically require
property tax assessments that are then due and payable and the amounts
owed to any lienholder be paid out of any award, to the extent the award
is sufficient. C-PACE, however, is not typically specifically addressed in
eminent domain statutes, and because a condemning authority that is
familiar with property tax assessments and liens may not be as familiar
with C-PACE, such authority may perceive the C-PACE lien as securing only the then payable C-PACE installment, the award may be used to
pay such installment but not be applied by the condemning authority in
payment of the entire outstanding C-PACE capital amount. As a result,
including in the intercreditor or similar agreement terms relating to the
allocation of any condemnation award between the C-PACE capital provider and the mortgage lender may be an important C-PACE protective
measure in jurisdictions in which the applicable law is not clear.
(ii) Post-origination Requests for C-PACE. In connection with the underwriting for a borrower request for a mortgage lender or servicer to consent
to C-PACE as a post-origination capital investment matter, in addition to
typical diligence relating to an additional encumbrance, new indebtedness, and alterations, additional information that will be required relating
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to C-PACE includes the following: the state enabling legislation; the SIR;
background and resume for the proposed C-PACE capital provider and of
the consultant that will determine and provide the SIR; and the proposed
C-PACE documentation.
As a note concerning discussions with mortgage lenders, effective communication and, in many cases education, is critical. Borrowers often
correctly emphasize that C-PACE capital cannot be accelerated such that
collection efforts and foreclosures are limited to the periodic payment or
payments that are past due. While that does have some mitigating effect
on the risks of C-PACE and its superior lien, borrowers should also make
clear that such inability to accelerate with respect to C-PACE does not
mean that a foreclosing mortgage lender will only be liable for the periodic payments that may be past due under C-PACE; borrowers should
be up front with the mortgage lender in explaining that any mortgage
loan foreclosure will be subject to the continuing C-PACE superior lien
and the obligation to pay any remaining portion of the C-PACE capital
funds. Based on comments from several mortgage lenders and servicers,
especially in CMBS, the manner in which the non-acceleration aspect of
C-PACE capital is sometimes described, while technically correct, can over
emphasize the non-acceleration and be interpreted by those not involved
with C-PACE capital on a regular basis as suggesting that, upon a mortgage loan foreclosure, only the past due C-PACE capital payments are due
and payable, which is not the case and may result in frustration on the
mortgage lender side.
•

CMBS servicers and rating agencies have historically been
reluctant to consent to and provide no-downgrade confirmations for C-PACE. In certain limited situations, however,
largely driven by the underlying credit and performance
of the property, C-PACE requests may be considered with
appropriate credit enhancements and other conditions,
which may include the following, among others:

•

New or adjusted reserves for deposit of C-PACE payments,
often including an advance deposit and retention in the
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reserve of an amount equal to an annual payment due in
connection with the C-PACE capital;
•

A reserve in the full amount of the C-PACE capital loan is
sometimes requested, but borrowers would typically elect
not to undertake the C-PACE capital project and related
improvements if such a large reserve were to be required;
and

•

A guaranty from a borrower affiliate to cover any gap
between the projected net savings to be achieved by the
C-PACE project and the actual savings realized.

Considerations Related to Foreclosure and REO. In considering borrower
requests for C-PACE capital, mortgage lenders also take into account
the effects of C-PACE on foreclosure and taking of the property as REO.
Proponents of C PACE capital generally take the position that the related
improvements funded on favorable terms with an interest rate of less than
conventional financing market rates will be perceived as a benefit and add
value because of the net savings in energy costs. The counter argument,
however, is that potential buyers of REO may not accept the projections
of continued savings as being reliable in a rapidly changing and fluctuating energy market and will focus instead on higher assessments related to
competing properties. As more C-PACE capital projects proceed, such
effects will become more certain, but at this stage it remains an open matter. Nonetheless, borrowers should be aware of the issues and be prepared
to address lender concerns.
Conclusion. As the use of on-site facilities for energy-generation and
energy-savings increases, property owners are increasingly exploring C-PACE as a favorable means of funding the costs of such facilities,
whether at origination for new construction projects or post-closing for
renovation work. Although there are potential benefits in the nature of
anticipated reductions in operating costs, the required mortgage lien
subordination and other risks will be carefully considered by mortgage
lenders and servicers.
96

Kilpatrick Townsend & Stockton LLP
With suitable mitigants and, if applicable, credit enhancements, C-PACE
and the related improvements are increasingly perceived as appropriate for
certain projects. Early and effective communication and, in many cases
education, is critical, as is maintaining flexibility in addressing and resolving issues that may arise in connection with each project.
For more information, contact:
Mark A. Palmer
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street NE
Atlanta, GA 30309
t 404 815-6105
MPalmer@KilpatrickTownsend.com
Dallas
2001 Ross Avenue
Suite 4400
Dallas, TX 75201
office 214 922 7104
cell 404 731 1034

97

98

Prepayments and Payoffs – What You Can and
Cannot Do

99

100

Prepayments and Payoffs – What You Can and
Cannot Do
Thomas J. Biafore
Stephen A. Edwards

Introduction: Investors in commercial mortgage backed securities don’t
want returns on investment early or late. An investor wants those returns
when they were scheduled. To that end, in most fixed-rate securitizations
the applicable pooling and servicing agreement (the “PSA”) prohibits the
servicer from accepting a prepayment of a performing loan or from waiving any lockout period, defeasance requirement, or prepayment and yield
maintenance charges associated with a requested prepayment, unless narrowly drawn circumstances (such as a borrower’s default or reasonably
foreseeable default) exist.
REMIC Issues: Even if in the unlikely event that the servicer has determined that a payoff of a particular loan in advance of maturity is permitted
under the specific terms of the PSA and that such a payoff would be in the
best interests of the certificateholders, the servicer would be prohibited
from accepting a borrower’s prepayment if doing so would disqualify the
REMIC or otherwise subject the REMIC to tax. See Tom Biafore, “REMIC
Qualification - Why Do We Care?” in this Guide for a discussion of the
consequences of the loss of REMIC status. Whether the servicer can accept
the borrower’s prepayment under the REMIC rules depends on whether
the prepayment results in the REMIC holding property that is neither a
“qualified mortgage” nor a “permitted investment” under the Code.
In general, a borrower’s prepayment of a loan will not result in the REMIC
holding assets that do not fall into one of these categories. Even if the
servicer waives a prepayment penalty or a lockout period in connection
with the prepayment, after the borrower prepays a qualified mortgage,
the REMIC holds the payoff proceeds in the form of cash; the REMIC no
longer holds a qualified mortgage related to the paid off loan, but the cash
received is a “permitted investment.” Code Section 860G(a)(5) states that
a “permitted investment” includes any “cash flow investment.” A “cash
flow investment,” according to Regulation Section 1.860G-2(g)(1), is an
“investment of payments received on qualified mortgages....” Furthermore,
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Regulation Section 1.860G-2(g)(l)(ii) states that “payments received on
qualified mortgages” include “payments of interest and principal on
qualified mortgages, including prepayments of principal.” The effect of
accepting the prepayment is to exchange one permitted asset - the qualified mortgage - for another - the proceeds, which will be treated as a
permitted investment.
Prohibited Transactions: If a borrower’s prepayment resulted in a “prohibited transaction” within the meaning of Code Section 860F(a)(2)(A), the
REMIC would be subject to tax irrespective of whether the prepayment
resulted in the REMIC holding assets that were other than “qualified mortgages” or “permitted investments.” A “prohibited transaction” includes the
“disposition of any qualified mortgage,” so to the extent that the borrower’s
prepayment is considered the REMIC’s “disposition” of the borrower’s
obligation, the REMIC would have engaged in a prohibited transaction
that would be subject to tax. The legislative history to the REMIC provisions implies that this will not be the result and states that payment by the
borrower on a debt instrument is not considered a “disposition” of that
debt instrument for purposes of the prohibited transactions tax, whether
or not the loan is performing. See Conf. Rep. No. 841, 99th Cong. 2d Sess.
at 11-231 n. 11 (1986), 1986-4 C.B. 231.
Attempted Payoffs Prior To Open Period: The above discussion makes it
clear there are not likely to be adverse REMIC consequences where the
borrower prepays its loan and the REMIC applies the prepayment to discharge the loan, even if the REMIC does so prior to the expiration of the
lockout period and waives any yield maintenance or prepayment penalties.
It is less clear what the consequences are if the borrower and the REMIC
intend that the prepayment amounts will be held for an extended period
before being distributed to certificateholders.
Borrowers sometimes suggest that they should be allowed to pay off a loan
prior to maturity in an amount necessary to make each required future
principal and interest payment prior to the loan’s maturity as well as the
final balloon payment once the loan terms allow the borrower to pay off
the loan. The expectation is that the REMIC will hold that prepayment
amount and apply it to debt service payments, including the final payment
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at maturity, as those payments come due but the real property collateral
will be released from the lender’s lien at the time the REMIC receives the
borrower’s prepayment. A borrower making this request is in effect asking
to “defease” its loan, not with government securities but rather cash.1 See
Tom Biafore and Steve Edwards, “The Defeasance Almanac” in this Guide
for a detailed discussion of the technical requirements for a REMICqualified defeasance.
From the borrower’s perspective, this request makes sense, because the
REMIC receives exactly what it would have if the borrower had not paid
off the loan prior to the loan’s maturity. After all, the borrower is offering
to pay all interest that would otherwise be due through the open prepayment date. Unfortunately, depending on the specific circumstances and the
timing of the borrower’s proposed prepayment, this situation gives rise to
REMIC and PSA issues that the servicer must review in detail.
The issues – both from a PSA and REMIC perspective – arise when the
borrower does not have a right to prepay the loan and accepting a prepayment results in the servicer straddling a distribution date under the
PSA (i.e., the payment is received prior to a distribution date, but under
the original loan terms the REMIC would not have received that payment until some future date that is associated with a different monthly
distribution date). When the borrower’s prepayment straddles that critical
date, the servicer must either: (1) violate the PSA by distributing all of the
proceeds (including the balloon payment that the borrower has tendered
but that is not yet due under the loan documents, along with any excess
interest that the borrower paid to carry the loan to the open prepayment
period) to the certificateholders on the first monthly distribution date after
1

Borrowers that are told it is not possible for a REMIC to accept the borrower’s payment in advance of the due
date and release the REMIC's lien on the real property collateral at the time the borrower tenders its advance
payments occasionally counter with what is known as the “safari” example. In this hypothetical, a borrower
notes that it is common knowledge that a REMIC would always accept a borrower’s advance payment of an
upcoming loan payment if the borrower knew its principals would be out of the pocket (e.g., on a safari) and
thereby unable to make the required monthly payment when due. What the borrower fails to grasp in this
situation is that is not the servicer’s holding of the borrower’s payment in advance of the due date that causes
any concerns but rather it is the release the REMIC’s lien on real property collateral at the time the payment is
received and prior to the final payoff of the loan that is not permitted. The servicer can always make arrangements to hold payments in advance of their due date without causing any REMIC concerns but the servicer can
not generally arrange for the release of the REMIC’s lien prior to the loan’s final payoff even if the servicer is
holding the cash payments necessary to make each remaining payment required under the loan’s terms.
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receipt, and in so doing alter the timing of payments on a performing loan
(which the servicer may not do under virtually all PSAs); or (2) violate the
REMIC provision and hold the amounts paid by the borrower to carry the
loan to the open prepayment period past the first monthly distribution
date under the PSA, which is a defeasance using only cash - something
that is not allowed under the REMIC provisions.
A borrower in this situation may argue that the REMIC is not technically
holding the loan (as the case of a defeasance) after receipt of the tendered
payoff proceeds, but rather the REMIC is holding the payoff proceeds for
application in accordance with the loan’s original terms. This suggestion is
not compelling - there is no meaningful distinction between a “payoff ”
with payments necessary to carry the loan to maturity in accordance with
the loan’s original payment terms and a defeasance with cash.
As noted above, with a true payoff (where all proceeds, including excess
interest and the advance payment of the balloon principal amount, must
be swept out to certificateholders under the PSA on the distribution date
following receipt), no REMIC problem results, because the payoff amounts
are “proceeds on the qualified mortgage” – one of the permitted investments (a “cash flow investment”) that a REMIC can hold. “Cash flow
investments” must, however, be swept to certificateholders on the regularly
scheduled date for distribution – not over time when these amounts would
have been due if the borrower’s loan remained in place and the borrower
paid the loan in accordance with the loan’s terms.
If the servicer elects to hold the excess cash proceeds (the excess interest and the balloon payment) past the first date for monthly distribution
under the PSA and until the loan’s maturity date despite releasing the
REMIC’s lien on the related real property collateral, there are two ways of
characterizing the transaction, both of which cause REMIC problems:
•

First, the REMIC continues to hold the loan (because the
servicer is not treating the proceeds received from the borrower like a true payoff) and has allowed the borrower to
defease its loan with cash—something a REMIC cannot do;
or
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•

Second, the REMIC is holding the payoff proceeds beyond
the regularly scheduled date for distribution to certificateholders, which would prevent these payoff proceeds from
being treated as a cash flow investment.

If the servicer avoids the REMIC issues noted above by passing all of the
borrower’s prepayment receipts (including excess interest and the balloon payment) to certificateholders on the first monthly distribution date
after the borrower makes these payments but before these proceeds would
be due and payable under the loan’s original terms, the servicer violates
the PSA by accepting a prepayment on a performing loan that alters the
amount or timing (in this case, the timing) of the payments due on the
loan. There are two possible workarounds to this problem both of which
are far from ideal:
•

First, the parties may close the transaction in escrow and
not release the REMIC’s lien on any real property collateral
until the open prepayment date, at which time the servicer
may take a full payoff. This solution requires coordination
with the borrower and any new lender (or buyer) coming
into the transaction; or

•

Second, the parties may complete a formal defeasance with
one large government security that converts to the necessary
cash shortly after the defeasance closes. This alternative will
involve additional cost and expense, but provides no meaningful issues from a REMIC or PSA perspective

Payoff Mechanics —Assignment vs. Payoff: It’s not uncommon for a borrower intending to pay off its loan to request that the REMIC assign the
related note and mortgage to the lender that is providing replacement
financing. The borrower’s motivation for this request is usually the potential savings of transaction expenses, such as mortgage recording taxes that
would be incurred if the note were paid off, the mortgage released, and
a new lien created by the new lender. This is a common practice in New
York (where the mortgage recording tax can be as high as 2.8% for loans
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with a principal balance of over $500,000) and, to a lesser extent, Florida,
Minnesota, and other states.
As noted above, virtually all PSAs contain provisions prohibiting servicers
from engaging in any “prohibited transactions” for tax purposes, which
would include “dispositions” of mortgages. The difficulty for the servicer
is that the mechanics of a note and mortgage assignment incident to the
borrower’s payoff look surprisingly similar to what we would see in loan
disposition.
REMIC Restrictions: The statutory restrictions on prohibited transactions
that limit the REMIC’s ability to dispose of qualified mortgages, like the
general limitations on REMIC activities, derive from the fundamental
policy that REMICs should not actively trade in trust assets and should
limit their activities subject to carefully delineated exceptions to the collection of income from REMIC assets. Fortunately, although there is no
express exception in Code Section 860F(a)(2)(A) for dispositions of loans
incident to the borrower’s payoff of the obligation, the drafters of the statute recognized that in certain circumstances mortgage assignments that
are essentially loan repayments are another means of collecting revenue
from mortgage assets and should not result in a prohibited transaction. See
Conf. Rep. No. 841, 99th Cong., 2d Sess at II-231 n. 11 (1986), 1986-4 (Vol.
4) C.B. 231 (payment by obligor on debt instrument is not considered “disposition” of that instrument for purposes of prohibited transaction tax).
A REMIC’s assignment of a note and mortgage incident to the borrower’s
payoff will not result in a prohibited transaction, provided that the transaction is treated for other tax purposes as a payoff of the loan.
The critical issue for servicers to consider is whether an assignment of a
note and mortgage incident to the borrower’s payoff amounts to a “payment by the obligor” of the obligation rather than a “disposition” of the
borrower’s obligation by the REMIC.
As a general rule, note and mortgage assignments should be considered
loan payoffs and should not result in any adverse consequences to the
REMIC if some of the following conditions are present:
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•

The borrower has the right under the terms of the existing
note to its requested payoff (whether or not there is a premium/penalty amount) at the time in question;

•

The borrower has, independent of the REMIC and servicer,
negotiated with the new lender the terms of any replacement financing;

•

The proceeds from any assignment equal those that would
have been realized from any note payoff rather than some
negotiated fair market price for the note;2 and

•

Following the assignment, the new lender modifies the
terms of the note to reflect the terms of the refinancing.

From a federal tax standpoint, the relevance of materially new terms
for the replacement lender’s loan is that a new debt is being created that
extinguishes the existing debt. Although not an absolute requirement,
the creation of a new debt instrument as a result of the replacement
lender’s modification of the assigned loan is a helpful fact that provides
independent confirmation that the assignment of the note and mortgage
constitutes a payoff rather than an impermissible sale of the borrower’s
loan.
Although the IRS has yet to adopt a formal position on the subject, it
has approved mortgage assignments of this sort in several private letter
rulings. In these rulings, the IRS relied on the presence of additional factors, unrelated to federal income tax considerations, which point toward
characterization of transactions as payoffs rather than as loan sales. One
such factor the IRS acknowledged is the borrower’s desire to avoid New
York state mortgage recording tax. In principle, there is no reason to limit
REMIC assignments of loans to New York or other states that impose
similar taxes. Even so, a borrower will be well advised to establish the
non-federal tax savings or benefits that could be realized by using an
assignment rather than a true payoff.
2

It is industry practice for servicers to charge a processing fee to assign the borrower’s existing loan documents
incident to the borrower’s payoff of its loan. A servicer charging a customary fee in these cases will not result
in the assignment of a borrower’s loan being treated as a disposition of the borrower’s loan for purposes of the
prohibited transaction rules.
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Conclusion: There should be no adverse REMIC tax consequences
resulting from the borrower’s prepayment of its loan even if the borrower’s payoff request is accomplished by the REMIC’s assignment of the
borrower’s loan and mortgage to a new lender. While the REMIC tax consequences of a borrower’s payoff are straightforward, the applicable PSA is
often the limiting factor in determining whether, when, and under what
circumstances, the REMIC can accept the borrower’s prepayment. Before
a servicer accepts a prepayment or payoff of a loan held by the trust, the
servicer must conduct a thorough review of the applicable REMIC provisions and PSA.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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Property Protection Advancing in CMBS
Thomas J. Biafore
Rex R. Veal

No issue impacts the critical areas of CMBS servicing more than a servicer’s decision to advance funds for property protection items. In order to
undertake any action, a servicer must determine that the proposed action:
(1) does not have negative REMIC consequences; (2) does not violate the
terms of the Pooling and Servicing Agreement (“PSA”); and (3) makes
sense from a credit perspective.
Some items beyond the typical advances for taxes and insurance for which
a servicer may consider making property protection advances include:
•

Advancing funds to a borrower to pay tenant improvement
and leasing commissions (“TILCs”) necessary to retenant a
collateral property;

•

Purchasing the claims of unrelated creditors in a borrower’s
bankruptcy in order to control the reorganization effort; or

•

Paying a mezzanine lender to cooperate with the servicer’s
workout plan.

In each case, before advancing any funds, the servicer must consider the
REMIC and PSA permissibility and the credit advisability of the proposed
advance.
REMIC Issues:
1. No New Loans. Under the asset test for REMIC qualification, a REMIC
can hold “qualified mortgages” and “permitted investments.” See Tom
Biafore, “REMIC Qualification — Why Do We Care?” and “Fear of the
Unknown: The Danger of Holding Unqualified Assets” in this Guide for
a discussion of the significance of the asset test for REMIC qualification.
A “qualified mortgage” has both a quality component (i.e., the obligation
must be “principally secured” by an interest in “real property” (VTL of 80%
or higher / LTV no greater than 125%) at the time the loan is contributed
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to the REMIC or otherwise modified taking into account only the real
property collateral when computing the value) and a timing component
(i.e., the obligation must be held in the REMIC as of the end of the third
month following the REMIC’s startup day).
The timing requirement for a qualified mortgage may affect a servicer’s
ability to recover an advance against a borrower because an advance that
is not specifically provided for in the borrower’s loan documents may be
considered a new loan that was not held in the REMIC at the time the
REMIC was formed. Typical advances for taxes or insurance and other
property protection items are authorized in the borrower’s loan documents and present no meaningful REMIC issues if the servicer advances
for these items and recovers the advanced amounts at the note rate from
the borrower.
Other advances (for TILCs to retenant the property or for working capital for the borrower’s or its affiliate’s operations, for example) may not be
authorized in the borrower’s loan documents and may resemble a new
loan to the borrower rather than an advance under the borrower’s existing
financing. It might be suggested that, because the advanced amount will
be passed through the REMIC and back to the servicer in its individual
capacity as the advancing party, any new “loan” that may have arisen as
a result of a property protection advance is to the borrower from the servicer as the advancing party, not from the REMIC as the holder of the
borrower’s loan.
As support for this position, it is the servicer as the advancing party
that benefits from the borrower’s repaying of the advance plus interest
at the advance rate and might bear some credit risk should the advance
not be repaid from the borrower, the collateral or the general assets of
the trust. (See the discussion below on “Advancing Limitations” in this
article related to advancing issues that arise when the REMIC’s assets as
a source for recovering property protection advances are reduced over
time.) What’s more, it is the servicer that determines whether an advance
will be recoverable under the terms of the PSA. A counterargument to this
characterization of the advance as a loan to the borrower from the servicer,
however, is that the benefit of any positive interest rate spread between
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what is paid to the servicer as the advancing party (repayment of advanced
amount plus interest on the advance at the lower advance rate) and what
is recovered from the borrower (repayment of the advanced amount plus
interest on the advance at the higher contract or default rate) inures to
the benefit of the REMIC and its certificateholders. Similarly, the REMIC
bears the detriment of any negative interest rate spread. It is possible to
characterize this interest-rate spread as a form of hedge that the REMIC
entered in connection with the formation of the trust, but there are difficult REMIC issues that must be resolved before the servicer makes any
advances not authorized in the borrower’s loan documents but that the
servicer intends to include in the balance due from the borrower.
In addition to the REMIC issues associated with the possible creation of
a new loan to the borrower that results from the recovery of an advanced
amount from the borrower, whether the advance can be recovered from
the borrower will weigh in the servicer’s decision to make the advance
in the first instance. Having loan documents in place that contemplate
recovering the advanced amount from the borrower (as in the typical
case of advances for taxes and insurance) can help the servicer make this
determination.
2. Advances as a Credit Enhancement. The Code’s REMIC provisions do not
indicate how an advance is treated under the asset test for REMIC qualification. Should an advance be considered as part of one of the REMIC’s
“qualified mortgages,” as a separate “permitted investment” held by the
REMIC, or as some other asset or contract right that is outside of the
REMIC and exclusively between the servicer as the advancing party and
the borrower? The Regulations clarify this ambiguity and provide that a
servicer’s advance for property protection items is treated for REMIC qualification purposes as part of the qualified mortgage to which the advance
relates.
Curiously, the Regulations sanction as permitted advances only those
“expenses” incurred to protect the REMIC’s “security interest” in the collateral property rather than the collateral property itself. Without question,
a servicer’s advance to perfect or otherwise correct a faulty mortgage filing fit the definition of a permissible advance, but what about a servicer’s
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proposed advance to fix a hole in the roof of the collateral property? Under
a technical reading of the Regulations, such an advance is not necessary to protect the REMIC’s “security interest” in the collateral property,
but rather is essential to protect the property itself. Commentators and
practitioners have noted that a strict reading of the Regulations limiting
permissible protective advances to those outlays necessary to protect the
REMIC’s “security interest” in the collateral property makes no sense. If
such a limited reading of a permitted advance were accepted, a REMIC
may not, under the Regulations, potentially make an advance for REO
property (i.e., property that the REMIC owns outright as a result of foreclosure or deed in lieu of foreclosure), because with such property the
REMIC has no “security interest” to protect but rather, enjoys an ownership interest. Perhaps, advances for the benefit of REO property could
be characterized not as a credit enhancement to a qualified mortgage (as
the qualified mortgage no longer exists following foreclosure) but rather
as an investment in one of the REMIC’s permitted investments (qualified “foreclosure property”). In this regard, an advance for the benefit of
the REMIC-owned foreclosure property seems more like a loan from the
servicer to the REMIC for the benefit of the REMIC-owned foreclosure
property. Whatever the rationale, all PSAs sanction the use of the REMIC’s
advancing mechanism to protect and operate REO property despite the
fact that no qualified mortgage related to that REO property exists following foreclosure.
Another curiosity in the regulatory description of a permitted advance
relates to the fact that an “advance” includes “expenses” necessary to
preserve the REMIC’s security interest in the collateral property. Query
whether outlays in the nature of capital items, which if made by the borrower (or the REMIC in the case where the REMIC holds the property as
REO property) would not be “expensed” in the current year, can be treated
as a permitted advance? While the wording in the Regulations is less than
precise, practitioners are comfortable treating an outlay necessary to protect the collateral securing a borrower’s qualified mortgage as a permissible
advance even where the property has been converted to REO property or
such an outlay would not ordinarily be “expensed” by a taxpayer in the
year incurred.
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PSA Concerns:
1. Advancing for the Mortgaged Property. PSAs distinguish between the
servicer’s advance for the benefit of REO property (i.e., property owned
by the REMIC) and an advance for the benefit of the mortgaged property (i.e., property owned by the borrower, but serving as collateral for the
REMIC’s qualified mortgage).
Typically, a PSA will authorize a servicer to advance for the benefit of
the “Mortgaged Property” only to “maintain, preserve and protect” the
borrower-owned property. With REO property, however, the PSA will
provide that the servicer can advance to “maintain, preserve, protect and
operate” the related REMIC-owned REO property. The PSA distinction
between REO property and mortgaged property – which authorizes servicer advances to “operate” REO property but does not authorize similar
advances with respect to the mortgaged property – may represent a meaningful limitation on the servicer’s ability to advance or could simply be an
acknowledgment that in the case of the “Mortgaged Property” the borrower, rather than the REMIC, owns and operates the related property so
that there would be no expectation that the servicer would ever be advancing to “operate” the borrower-owned collateral property.
This distinction is illustrated by examining a servicer’s proposed advance
for TILCs to retenant a property. In the case of TILCs, the servicer’s
advance to retenant REO property (rather than the mortgaged property)
would present no PSA issues, as the PSA specifically authorizes advances
to “operate” the REO property. But, compare an advance for TILCs related
to the borrower-owned mortgaged property. In this case, the PSA does not
specifically authorize the servicer to advance to “operate” the mortgaged
property; rather, advances for the benefit of the mortgaged property are
limited to those outlays necessary to “manage, preserve or protect” the
related borrower-owned mortgaged property. When faced with a borrower’s request for an advance to “operate” the borrower-owned mortgaged
property, the servicer might consider avoiding any potential PSA issues by
allowing the borrower to access other reserve funds. In this way, the servicer can avoid the potential issue that the advance for TILCs and similar
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operational items for the benefit of the mortgaged property was not authorized under the PSA.
2. Recovering Advances. Generally, servicer advances are recovered from
the proceeds of the related qualified mortgage or, following a foreclosure,
the disposition of REO property. Advances made with respect to a loan
should be recoverable from the borrower and the advanced amounts may,
depending on the circumstances, be added to the loan balance under the
terms of the borrower’s loan documents.
As between the REMIC as noteholder and the borrower, the advances,
as additions to the loan balance, carry an interest rate equal to the contract (or default) rate on the loan. The interest rate payable to the servicer
for making an advance generally will be provided for in the PSA at a
lower rate – normally the “Prime Rate.” Depending upon the circumstances, the advances may be recovered from the borrower by billing the
borrower for the advanced amounts and collecting the advances in due
course. More often, however, repayment by the borrower (rather than
from the liquidation of the loan or REO property) will be delayed until
the eventual refinancing or final satisfaction of the loan. If the delay is
due to the terms of a workout, the advances may be considered “Workout
Delayed Reimbursement Amounts” or “WODRAs” (a concept that generally appears in PSAs for transactions after 2001) with the result that the
servicer may be reimbursed from principal collections on the loan pool
as a whole rather than waiting for the advances to be repaid from the borrower under the terms of the borrower’s restructured loan. Assuming the
advances are not the result of a workout and the servicer otherwise elects
not to pursue remedies against the borrower, the advances may remain
outstanding until the loan is paid off, at which point the borrower may be
required to repay the advances along with all other amounts due under the
loan documents in order to have the REMIC release its lien on the mortgaged property.
Servicers should note that, notwithstanding the interest rate that a servicer
receives on advances under the PSA, the borrower is liable for interest
on the advances at the loan’s contract rate or possibly at the default rate.
Moreover, if the delay in the collection of these amounts is extended, the
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servicer should send a reservation of rights letter asserting the trust’s right
to collect the advanced amount and monthly billing statements should
include the advanced amounts. Finally, the payment application provisions in most PSAs provide that the liquidation proceeds will be applied
to repay advances and interest on those advances before any application of
proceeds to the interest and principal due on the loan.
3. Advancing Limitations. Before making an advance, a servicer must
determine that the advance will be recoverable from the proceeds of the
loan (i.e., the total outstanding amount of all advances on the loan (P&I
advances) and servicing (property protection) advances) will be less than
the expected recovery from the loan or REO). For example, if REO property has proven more difficult to dispose of and more expensive to operate,
a servicer may face a situation where the total of all advances for the asset
approaches the property’s value and the recovery of any future advances to
benefit that REO property is in doubt. Under these circumstances, a servicer may determine that a future advance would be “nonrecoverable” and
will not make additional advances. Many PSAs contain a mechanism for
paying critical property protection expenses such as taxes and insurance
even when the likelihood of recovering these amounts from the loan or
related REO property is remote. In the example above, the servicer would
not make advances for P&I or for basic property expenses in the event that
the advance was deemed non-recoverable, but may make an advance to
avert a disaster for the trust if the property were uninsured and burned to
the ground. The servicer will be authorized by most PSAs to advance for
these critical expenses, even if the advances are nonrecoverable. In these
situations, the PSA will require that the critical expenses be paid from the
collection account for the entire pool as additional trust fund expenses.
Generally, master servicers make recoverability determinations, but with
respect to specially serviced loans and REO property, most PSAs permit
the master servicer to rely on the special servicer’s determination of recoverability. The master servicer can almost always determine on its own that
an advance would be nonrecoverable, even if the special servicer determines that the proposed advance would be recoverable (i.e., the special
servicer cannot force the master servicer to make an advance the master
servicer believes would be nonrecoverable). On the other hand, the special
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servicer may determine that future advances would be nonrecoverable
and instruct the master servicer to stop advancing, even if the master servicer believes such an advance would be recoverable. In the case where the
special servicer notifies the master servicer that future advances are nonrecoverable, other than critical expenses discussed above, the master servicer
may not make any additional advances and generally the master servicer
will be instructed in the PSA to pay those critical expenses (e.g., taxes and
insurance) from the collection account rather than advance them.
Because a servicer’s advance is secured only by the assets of the trust,
before making an advance servicers must consider whether there will be
trust collections sufficient to pay any nonrecoverable advances that may
result. As the trust’s assets dwindle over time and the potential sources
for repayment of additional advances become scarcer, this issue becomes
critical. Many PSAs permit a servicer to consider overall trust assets in
making recoverability determinations, and this practice among servicers is
common whether or not the PSA addresses the issue. Given that servicer
advancing is only intended to provide liquidity to the REMIC and does not
serve as an overall credit enhancement, the servicer’s consideration of the
overall trust assets in the nonrecoverability determination seems appropriate. Servicers should always consult the applicable PSA to determine
the specific mechanism and limitations with respect to nonrecoverability
determinations before making any advance.
Examples: The concepts discussed above related to permissible advances,
recoverability, REMIC qualification and PSA authorization apply in a
straightforward manner in many of the typical advancing situations (e.g.,
taxes and insurance, direct property protection outlays). In the current
environment, however, many contemplated advances are far from typical.
This section discusses the issues a servicer must confront when considering whether to advance to pay off a mezzanine lender that is threatening
to scuttle the servicer’s workout efforts or to acquire the claims of an unrelated creditor in order to control a debtor’s bankruptcy proceeding. In each
of these cases, the desirability of the advance from a credit perspective may
be apparent, but the servicer must carefully consider any potential advance
in light of the REMIC requirements and the PSA’s advancing limitations.
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1. Paying Mezzanine Lenders. With many loans, particularly large financings, a servicer may be forced to deal with not just the borrower, but also
a subordinate noteholder or holder of mezzanine debt secured by a pledge
of indirect ownership interests of the borrower. It is not uncommon that
the mezzanine lender will threaten to unravel a servicer’s proposed plan
with respect to a defaulted loan and the servicer may want to pay the mezzanine lender some fraction of its debt to cooperate. Whether the servicer’s
payment to the mezzanine lender is permitted under the PSA and to what
extent the servicer can charge back and recover from the borrower any
advanced amounts used to pay off the mezzanine lender are issues that the
servicer must consider.
Under the PSA, the servicer’s advance to pay the mezzanine lender is
technically an advance for the benefit of the borrower-owned mortgaged
property rather than REMIC-owned REO property. As noted above, most
PSAs authorize the servicer to advance only to “manage, preserve and
protect” that mortgaged property. It is difficult to see how a payment to
mezzanine lender would fall under this standard.
While the servicer may argue that a payment to a mezzanine lender is similar to a payment to a competing party holding a lien against the mortgaged
property (e.g., tax or materialmen’s lien) and thus necessary to preserve the
mortgaged property, this argument is not particularly compelling when
one considers that the mezzanine lender holds only an indirect interest in
the mortgaged property through the pledged interests of the borrower’s
owner. What’s more, the mezzanine lender’s interest can be foreclosed out
should the servicer elect to take title to the collateral property for the benefit of the REMIC. Alternatively, the servicer may suggest that the payment
to the mezzanine lender is not an advance with respect to the mortgaged
property, but instead is a necessary step to restructure the loan or acquire
title in the collateral property. In this regard, the payment is arguably similar to paying recording fees or other expenses necessary to realize on the
collateral property. Neither argument is beyond challenge, and a servicer
should review the PSA carefully and consult with REMIC counsel when
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deciding to advance sums to pay a mezzanine lender to cooperate in the
special servicer’s restructuring efforts.1
2. Buying Claims in Bankruptcy. A servicer may be tempted to acquire the
claims of an unrelated trade creditor in a borrower’s bankruptcy in order
to control the proceeding and avoid the undesirable consequences of a
potential cram-down. While this strategy is common outside of the CMBS
world, a REMIC’s acquisition of another creditor’s bankruptcy claim raises
potential issues.
The acquired claims may be viewed as a new trust asset that is neither a
qualified mortgage nor a permitted investment. As noted above, when
advanced amounts can be added to the balance due from the borrower
under the borrower’s loan documents, no material REMIC tax issues
should result. In the case of a claim acquired in the borrower’s bankruptcy, however, any such claim cannot, as a result of the bankruptcy, be
added to the balance due from the borrower and is necessarily treated in
the bankruptcy proceeding as an asset that is separate and distinct from
the REMIC’s primary claim related to the qualified mortgage the REMIC
holds.
Depending on the nature of the claim, practitioners believe that the
REMIC’s acquisition of a bankruptcy claim may be permissible, despite
the fact that for bankruptcy purposes the acquired claim cannot be added
to the noteholder’s primary claim against the borrower and would represent a separate claim against the borrower. If a servicer’s advance for the
amounts represented by the acquired claims would be permissible were
the borrower not in bankruptcy, there should be no REMIC problems
associated with the acquisition of the bankruptcy claims as the means by
1

Special servicers may consider buying a mezzanine loan as a means to acquire the underlying collateral and
convert the qualified mortgage to “foreclosure property.” While such an approach outside of the REMIC setting may make an abundance of credit sense, within the typical REMIC structure, acquiring a mezzanine loan
can result in the REMIC holding an asset that is neither a qualified mortgage nor a permitted investment. The
REMIC’s acquiring all the equity in the borrower is an appropriate means to convert a qualified mortgage to
foreclosure property, since at the time the REMIC owns all the equity in the borrower the REMIC is deemed
to own the underlying collateral property as foreclosure property. This is the not the case, however, should the
REMIC acquire a mezzanine loan, as the rights of the mezzanine loanholder still must be exercised (through a
UCC foreclosure) to reach the real property collateral. What’s more, should the borrower bring the mezzanine
loan current and in effect prevent the REMIC from obtaining control over the underlying real property collateral or file bankruptcy to prevent the REMIC from exercising remedies, there is no colorable argument to
suggest that the REMIC holds qualified foreclosure property as the REMIC simply holds the mezzanine loan.
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which these claims are satisfied. There should be no REMIC tax distinction between a direct advance to pay the creditor if the borrower were
not in bankruptcy (e.g., a tradesman with a materialman’s lien against the
mortgaged property) and the indirect acquisition of these claims in the
borrower’s bankruptcy. A servicer must exercise caution, however, when
considering purchasing the claims of any other creditor in a borrower’s
bankruptcy proceeding.
Conclusion: The concepts related to a servicer’s advancing funds for many
property protection items are straightforward. In practice, however, technical issues related to the nature of the advance and the means by which
the advance will be recovered make advancing issues difficult. Servicers
must take care to determine the REMIC and PSA permissibility and the
consequences of any contemplated advances.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
TBiafore@KilpatrickTownsend.com
Rex R. Veal
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6240
RVeal@KilpatrickTownsend.com
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The Defeasance Almanac
Thomas J. Biafore
Stephen A. Edwards1

What is Defeasance? Few terms are more misunderstood in the commercial mortgaged-backed securities (“CMBS”) industry than “defeasance.”
A defeasance is nothing more than the substitution of the real property
collateral that secures a borrower’s obligation under the terms of a loan.
Despite popular misconceptions, defeasance is not a prepayment of a loan,
nor is it the amount of or the calculation method used to compute prepayment premiums in the event that a borrower prepays its loan.
In the CMBS industry, defeasance is the process by which real property
collateral securing a borrower’s obligation under the terms of a loan is
replaced by “government securities” (as defined in Section 2(a)(16) of the
Investment Company Act of 1940). The original loan continues to be held
by the CMBS trust, with each required future payment (monthly interest
and balloon payment at maturity) being made at the original due date.
From the CMBS trust’s perspective, the borrower’s defeased loan has not
been prepaid.2 The portfolio of government securities that replaces the real
property collateral is modeled so that the income stream from those securities replicates the remaining payments due under the terms of the loan.
The loan obligation is not cancelled when a defeasance occurs. Instead, the
note and loan remain in full force and effect through the maturity date,
with the loan payments being paid out of the income generated by the
government securities.
A defeasance facilitates the borrower’s sale of its property (the real property
collateral) to a third-party purchaser or allows the borrower to refinance
the loan currently encumbering the real property collateral. In either case,
the borrower will direct the loan servicer, on behalf of the CMBS trust, to
1

The authors thank Greg Lazerus and Chip Howes for their assistance in preparing this article.

2

Some have suggested that the fact that the substituted government securities are not held by the noteholder/
CMBS trust but rather by an intermediary on behalf of a new unaffiliated successor borrower ensures that the
CMBS trust is not deemed to be in receipt of a payoff amount (in the form of the substituted government securities) at the time of the borrower’s defeasance. For a party to be in constructive receipt of a payment it must be
available to the intended payee (the Noteholder in this case) without limitation or restriction. Query whether
anybody would ever suggest that a defeasance deposit held with the Noteholder on behalf of the defeasing borrower is not subject to limitation and restriction on the Noteholder’s use and access of such amounts.
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release (or “defease”) its lien on the real property collateral upon the pledge
of the government securities. The loan is then secured solely by the government securities (together with an initial cash deposit) and the income
generated as interest earnings on the government securities or cash proceeds as the government securities mature. Following the defeasance, the
opportunity for a borrower default is, for all practical purposes, reduced to
zero, as the lender holds government securities in an amount sufficient to
make all remaining payments required under the borrower’s loan.
Why Defeasance?
Yield Protection: Defeasance eliminates prepayment risk associated with
fixed rate loans by providing a mechanism under which the borrower can
obtain a release of the lien of the mortgage securing the loan to accommodate the borrower’s sale or refinance of the collateral without prepaying
the existing loan. In the CMBS industry, certificateholders holding securities want a predictable cash flow. Prepayments, whether voluntary or
involuntary, create a disruption to this cash flow. This is a particular concern for interest-only certificateholders who invest in the right to receive
distributions from interest borrowers pay on their loans and do not want
loans prepaid because a prepayment cuts off the payment of interest on the
prepaid loan.
Without a prohibition on prepayment, CMBS investors would hold
the interest rate risk associated with securitized loans. If interest rates
increased, rational borrowers would sit tight and continue to perform on
their loans (which loans would carry an interest rate below current market conditions). In contrast, if interest rates decreased, rational borrowers
would, if their loan documents allowed them to, pay off their loans in
order to take advantage of the lower interest rate environment in the market. The result for the CMBS investors would be that, when interest rates
decreased (and the investors’ higher yielding certificates became more
valuable), they would be more likely to have their investment redeemed as
a result of prepayment, forcing the investors to find another, presumably
lower-yielding investment for their funds.
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To mitigate these concerns, most CMBS loans prohibit a borrower from
prepaying its loan prior to the expiration of a specified “lockout” period.
In a typical CMBS loan, this lockout period extends until the last 30 to
90 days of the loan term. Defeasance is a means to balance the effect of a
loan’s lockout provisions against the borrower’s need to obtain a release of
the CMBS trust’s lien on the related real property collateral.
Restraint on Alienation: A loan’s defeasance mechanism avoids a restraint
on alienation of the borrower’s property (the real property collateral). The
law prefers to allow borrowers to sell or otherwise put their property to its
best use. If a borrower’s property serves as collateral for a loan that cannot be repaid under any circumstances until 10 years in the future, the
borrower’s property is out of commission (for future development, sale,
refinancing, etc.) for those 10 years. By requiring the noteholder to release
its lien on the borrower’s collateral, a defeasance allows that property to
be transferred or developed despite the fact that, from the noteholder’s
perspective, the borrower’s loan remains outstanding until the promised
maturity date.
The IRS has specifically referenced the policy goal that the defeasance
process plays in avoiding restraints on alienation related to a borrower’s
real property.3 Under one fact pattern, the borrower’s loan documents
contained no defeasance provision and the borrower could not repay its
loan under any circumstance until a maturity date that was years in the
future. As a result of this structure of the borrower’s loan documents, the
borrower could not sell or develop the real property collateral until the
borrower paid off the loan at maturity. The borrower requested that it
be allowed to defease this loan despite the fact that the borrower had no
right under the loan documents to do so and despite the fact that, as we
discuss below, the borrower’s loan documents must “allow for” the borrower’s defeasance in order for the defeasance to be REMIC-qualified. In
ruling that the borrower would be permitted to defease its loan under this
fact pattern, the IRS was persuaded by the fact that, under the applicable
state law, the borrower would be entitled to obtain a release of the lender’s
3

See PLR 200321015 where the authors of this article successfully advanced a private letter ruling request to
the IRS allowing a borrower to defease its loan despite the fact that the borrower’s loan documents contained
no defeasance provision. Note, however, that PLR 200321015 is limited to the specific facts of that matter and
should not be read as allowing loan documents to be modified so that a borrower can complete a defeasance.
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lien on the loan collateral if the borrower provided the lender with the
benefit of its bargain. Because the defeasance would provide the lender
with the exact payment stream due under the terms of the borrower’s loan
and otherwise provide the lender with the benefit of its bargain when the
lender initially made the loan, the IRS concluded that the loan documents
“allowed for” the borrower’s defeasance. To conclude otherwise and to
prevent the borrower from defeasing its loan would preclude the borrower
from selling or otherwise developing its property until the borrower paid
off its loan at maturity and would be a burdensome restraint on alienation
of the borrower’s property that should be avoided.
Technical Requirements for Defeasance – Treasury Regulation Section
1.860G-2(A)(8)(ii). Securitized loans are often held in real estate mortgage investment conduits (“REMICs”) that are governed by the provisions
of the Code and Regulations. A REMIC generally retains a tax-preferred
status only if the REMIC holds “qualified mortgages” and “permitted
investments.” Qualified mortgages held by REMICs where there has been
(i) a substitution of a “substantial amount” of collateral; or (ii) a release of
“any” (even an insubstantial amount) of the real property collateral will
not, under many circumstances, be considered qualified mortgages if following the transaction the loan is no longer “principally secured” by an
“interest in real property.” See Steve Edwards, Tom Biafore and Jennifer
O’Connor, “Time for a Change - Modifying Loans Held by REMICs” in
the 2016-17 edition of the Servicer Survival Guide for a discussion of the
“qualified mortgage” rules.
Given the foregoing REMIC requirement related to “qualified mortgages,”
how can the 100% substitution of collateral (from real estate to government securities) that results from a defeasance be permitted under the
REMIC Regulations applicable to qualified mortgages?
Under Treasury Regulation Section 1.860G-2(a)(8)(ii), a release of the
REMIC’s lien on real property collateral will not cause the related loan to
cease being a qualified mortgage even though, following the defeasance,
the borrower’s obligations under the terms of its loan will not be secured
by any interest in real property, provided the defeasance satisfies four
conditions:
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•

The borrower’s loan documents “allow for” “such”
defeasance.

•

The borrower pledges substitute collateral consisting “solely”
of government securities.

•

The defeasance does not occur within the period ending two
years after the REMIC’s startup day.

•

The defeasance facilitates the sale of the related real property collateral or some other customary commercial
transaction and is not part of an arrangement designed to
collateralize the REMIC with obligations that are not real
estate mortgages.

Because of the disastrous REMIC tax consequences that may result from
causing a loan held by the REMIC not to be a “qualified mortgage,” care
must be taken to ensure that a collateral substitution incident to a defeasance satisfies each of these four conditions. See Tom Biafore, “REMIC
Qualification—Why Do We Care” in this Guide for a discussion of the
consequences to a REMIC should REMIC status be lost.
Loan Documents “Allow for” Defeasance: To complete a defeasance, the
borrower’s loan documents must contain provisions “allowing” the borrower to defease its loan. If a borrower’s loan documents do not provide
the borrower with an express right to defease the loan in the manner and
at the time the borrower is proposing, the servicer may not (depending
on how the loan document defeasance requirements vary from the actual
defeasance that is being considered) allow the borrower to defease the loan
without causing the related loan to cease being a “qualified mortgage.”4
Precisely what “allowed for” means in this context is not clear from the
applicable source material. One would think that the “allowed for” requirement is more expansive than a requirement that the borrower have an
4

Note that other CMBS investment vehicles, such as a grantor trust for purposes of Subpart E of Part 1 of
Subchapter J of the Code, including Treasury Regulations Section 301.7701-4(c)(2) (a “Grantor Trust”), may
have other standards for defeasances than the “allowed for” test discussed herein. A Grantor Trust, for example,
could permit a defeasance only if the borrower exercises a unilateral option in its loan documents and the
defeasance transaction, taking into account any modified or waived provisions, would not result in a significant
modification resulting in a deemed exchange under Section 1.1001-3 of the Regulations.
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unqualified and absolute right to complete the defeasance. After all, if the
borrower must have an unconditional right to complete the defeasance in
its loan documents in order to satisfy the “allowed for” test, there would be
no need for any other conditions under the Regulations for the borrower
to complete a defeasance (like the “government securities” and “two year”
conditions noted below).
As a general rule, when evaluating whether a borrower’s proposed defeasance is “allowed for” in the borrower’s loan documents, if the borrower
cannot satisfy a condition contained in the borrower’s loan documents
under any circumstances, a defeasance in spite of that condition in the borrower’s loan documents is not “allowed for.” For example, if the borrower’s
loan documents do not allow the borrower to complete a defeasance until
the expiration of a period ending four years following the loan’s origination, any defeasance before the fourth year following the loan’s origination
is not “allowed for” and cannot be permitted.
Conversely, if the conditions in the borrower’s loan documents could be
satisfied but the borrower is asking that the defeasance be completed in a
different manner that does not result in a significant modification of the
borrower’s loan, the borrower’s defeasance (under the modified conditions) should be considered “allowed for.” This would be the case if, for
example, the borrower’s loan documents require that the defeasance be
completed with U.S. Treasuries but the borrower would prefer to use more
economical agency paper (e.g., Fannies/Freddies). The borrower could
complete the defeasance by pledging the U.S. Treasuries. As a substitution
of U.S. Treasuries (the defeasance collateral required under the borrower’s
loan documents) with agency paper would not be a “significant modification” of the borrower’s loan (as discussed in more detail below under the
heading, “Allowing Agency Paper for Defeasance Collateral”), the borrower’s pledging of agency paper to complete the defeasance would be
“allowed for” despite the fact that the borrower’s loan documents specify
only U.S. Treasuries as acceptable defeasance collateral.5
5

In PLR 200648023 the borrower’s loan documents required that the borrower complete its defeasance by
pledging government securities that matured prior to but as close as possible to each successive monthly payment due under the borrower’s loan. While these securities were available and could in fact be delivered by the
borrower they would be uneconomical for the borrower to provide as compared to other more widely available
securities that did not mature as close to the required payment date as the borrower’s loan documents required.
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It is not possible to modify the borrower’s loan documents to “allow for” a
defeasance that is not currently “allowed for” in the borrower’s loan documents, as the parties would be doing in two steps (modifying the loan
documents to “allow for” a defeasance that is not allowed for and then
defeasing the loan) that which they cannot do directly.
Government Securities: Government securities are defined, for purposes
of the defeasance rules, as “any securities issued or guaranteed as to principal or interest by the United States, or by a person controlled or supervised
by and acting as an instrumentality of the Government of the United States
pursuant to the authority granted by the Congress of the United States.”
Included within this definition are U.S. Treasury bonds and bonds issued
by government agencies, such as Fannie Mae and Freddie Mac.
It is implicit in the requirement that the substitute collateral consist
“solely” of government securities that a portion of the substitute collateral
can be an initial cash deposit or cash proceeds of pledged government
securities as these securities mature, provided such cash is held in amounts
no greater than, and for periods no longer than, reasonably necessary in
order to provide for payments of scheduled amounts coming due on the
borrower’s loan. Allowing a portion of the defeasance collateral to take
the form of cash (whether from an initial deposit necessary to make an
upcoming payment or as pledged government securities mature) is essential to the defeasance process, as it would be impractical for a REMIC to
distribute undivided interests in government securities to individual certificateholders of the REMIC.6

In this case, the IRS ruled that the borrower’s delivery of securities that matured up to 12 months prior to any
required payment date would not violate the “allowed for” test and would not cause the borrower’s defeasance
to fail to qualify under Treas. Regulations Section 1.860G-2(A)(8)( ii) despite the fact that the borrower’s loan
documents required that the borrower deliver securities that matured as close as possible to the payment date.
6

In PLR 200648023 the IRS implicitly addressed both the “allowed for” and “solely government securities”
requirement for a REMIC-qualified defeasance. With respect to the “solely government securities” requirement,
the IRS ruled that despite the fact that a borrower’s loan documents required that the borrower provide government securities maturing as close as possible to each required payment date, the IRS indicated that a defeasance
completed with securities that matured up to 12 months prior to a required payment day would not result in
the defeasance failing the “solely government securities” requirement for a REMIC-qualified defeasance. In this
case, the borrower’s defeased loan could be secured by cash from maturing government securities for up to 12
months without concern of violating the “solely government securities” requirement.
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While the definition of “government securities” is somewhat broad, a
borrower’s loan documents may further refine the nature of acceptable
defeasance collateral. It is not uncommon to see loan documents define
permitted defeasance collateral as “direct obligations” or “obligations
backed by the full faith and credit of the U.S. Government.” The cost associated with the borrower’s defeasance can be impacted dramatically by the
type of defeasance collateral the borrower is required to pledge to complete the defeasance. When evaluating the scope of permitted defeasance
collateral in a borrower’s loan documents, the general guidelines are:
•

Freddies/Fannies/FHLBs (Agency Paper) are “government
securities” but are not backed by the “full faith and credit of
the U.S. Government” and are not “direct obligations.” If a
borrower’s loan documents specify that the permitted defeasance collateral merely be “government securities,” then the
borrower is free to pledge agency paper as defeasance collateral. Agency paper is generally less costly to the borrower
and, as a result, borrowers prefer to pledge agency paper as
defeasance collateral where permitted under the terms of
the borrower’s loan documents.7

•

REFCO (Resolution Funding Corporation) Interest-Only
Strips are backed by the “full faith and credit of the U.S.
Government,” but are not “direct obligations.” If a borrower’s loan documents specify that the permitted defeasance
collateral need not be a “direct obligation of the U.S.
Government,” but must be backed by the “full faith and
credit of the U.S. Government,” then REFCOs would be permissible defeasance collateral.

•

U.S. Treasuries are “direct obligations” and “backed by the
full faith and credit” of the U.S. Government and will always
be acceptable defeasance collateral. Because U.S. Treasuries
are considered the most creditworthy of all government

7

Servicers typically require that the agency paper allowed be the types permitted by the rating agencies rating
the certificates of the REMIC.
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securities they are priced at a premium and generally make
a borrower’s defeasance more costly.
Two Years After the REMIC’s Startup Day: The REMIC’s “startup day” is
generally the date on which the REMIC first issues certificates. As noted
above, a REMIC retains its tax-preferred status only if the REMIC holds
qualified mortgages and permitted investments. A loan that is defeased
prior to the date which is two years following the REMIC’s startup day
cannot under any circumstances be a “qualified mortgage” that the REMIC
can hold. The “startup day” will be specified in the pooling and servicing
agreement (“PSA”) that governs the securitization that holds the borrower’s loan. Before processing any defeasance, the servicer must confirm
the startup day in the PSA. Note that the startup day is seldom the date
marked on the cover page of the PSA but rather is generally a date some
20-30 days after the date of the PSA.
Customary Commercial Transaction: In addition to permitting a defeasance incident to the sale of real property collateral, the Regulations
permit a defeasance in connection with any other “customary commercial transaction.” The transaction that most often falls into this category
is a borrower’s refinance of the loan that currently encumbers the real
property collateral. It is not clear what type of transaction would not be a
“customary commercial transaction,” but the statement in the same sentence of the Regulations that the transaction should “not [be] part of an
arrangement to collateralize a REMIC offering with obligations that are
not real estate mortgages” suggests that deliberately structuring a CMBS
pool so that it would be primarily secured by government securities would
not be a “customary commercial transaction.” Why or how such a deliberate restructuring of a CMBS pool would occur is anyone’s guess.
Defeasance Documentation and Closing Mechanics
Defeasance Documents:
A typical defeasance involves the following core documents:
•

Defeasance Pledge and Security Agreement: This agreement
replaces the mortgage as the instrument granting the lender
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the security for the loan. Pursuant to this agreement, the
borrower grants the lender a security interest in the government securities that will replace the real property collateral
to secure the payment and performance of all amounts payable under the defeased loan.
•

Defeasance Account Agreement: This agreement governs
the responsibilities of the securities intermediary to hold
the pledged government securities in a pledged collateral
account and to apply the income stream from the securities
each month to the monthly payments and the final payment
due at maturity.

•

Defeasance Assignment, Assumption and Release
Agreement: This agreement evidences: (1) the assignment
by the borrower of its rights to the government securities
constituting the defeasance collateral to a newly formed special purpose entity (the “successor borrower” described in
the following section); (2) the assumption by the successor
borrower of the borrower’s rights and obligations under the
defeasance documents; and (3) the release of the borrower
from liability under the loan documents and the defeasance
documents, except for certain “bad boy” carve-out items.

•

Certificate of Borrower: Pursuant to the certificate, the borrower confirms that all of the conditions for the defeasance
set forth in the loan documents have been met.

•

Modification, Waiver and Consent: Pursuant to the waiver
and consent, the lender waives any technical requirements
that are not satisfied in connection with the defeasance
(e.g., failure to give the required advance notice, failure
to defease on a scheduled payment date, failure to collect
interest through the actual defeasance date). In addition,
this agreement may document modifications to the defeasance requirements to the loan documents which have
been approved by the servicer, on behalf of the CMBS
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trust (as discussed in more detail below under the heading, “Variations of Defeasance Transactions”). The
Modification, Waiver and Consent may be incorporated
into the Defeasance Assignment, Assumption and Release
Agreement instead of being a stand alone document.
Successor Borrower: To protect the government securities that will constitute the new collateral for the loan from the claims of creditors or liens
relating to trailing liabilities of the borrower, the rating agencies require,
and it is standard in the CMBS market for, an unaffiliated newly formed
(or previously formed to own pledged defeasance collateral for an entire
CMBS trust) successor borrowing entity to assume each defeased loan
simultaneously with the closing of the defeasance. Forming a successor
borrower to be the obligor under the terms of the loan following a defeasance is not a requirement under the REMIC provisions but rather has
grown out of a general industry preference to disassociate the original
borrower from its loan and the defeasance collateral that will make payments due on that loan following the defeasance. In addition, the use of a
successor borrower to own the pledged defeasance collateral ensures that
the CMBS trust is not deemed to hold the payoff amount such that the
CMBS trust must treat the defeased loan as fully satisfied at the time of the
defeasance.
Verification of Cash Flows: A standard requirement for all defeasances is
that an accounting firm that has been approved by the rating agencies and
that satisfies the requirements of the loan documents issue a verification
report confirming mathematically that the securities are sufficient to cover
all remaining payments due under the loan. The accountants will review
the amortization schedule provided by the servicer and the securities portfolio and issue a report confirming that the securities are adequate to cover
the remaining payments due on the defeased loan.
Closing Mechanics: Historically, defeasance closings have been a three-day
process. A typical three-day closing involves the following:
•

Day One: The securities are purchased, lender’s counsel
finalizes the closing instruction letter (including all final
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defeasance costs), and sends the mortgage release to the title
company/escrow agent.
•

Day Two: The borrower’s refinance or sale transaction is
closed, and funds are deposited into escrow.

•

Day Three: The securities are delivered to the securities
intermediary and paid for via a wire from the title company/
escrow agent to the intermediary. Thereafter, lender’s counsel authorizes recordation of the mortgage release and all
remaining disbursements.

The current trend in the industry, however, is a two-day closing process.
In this process, Day One and Day Two are combined, with the purchase of
securities and funding of the sale or refinance each occurring on Day One.
Day Two (described above as Day Three) is the defeasance closing date.
Variations of Defeasance Transactions Borrowers may request that the
servicer, on behalf of the CMBS trust, alter the requirements provided for
in the loan documents for a defeasance. Typical borrower requests include:
•

Allowing agency paper for defeasance collateral rather than
obligations backed by the full faith and credit of the United
States government;

•

Defeasing with cash instead of government securities;

•

Tendering cash for a short period of time prior to the open
prepayment date in lieu of a formal defeasance;

•

Reducing the amount of defeasance collateral specified in
the loan documents in connection with a partial defeasance;

•

Assigning the original note and mortgage to a new lender (a
so-called “New York Style” defeasance);

•

Defeasing through the open prepayment date instead of the
maturity date;
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•

Unwinding cross collateralization provisions between a
defeased loan and an undefeased real estate loan also held
by the REMIC;

•

Defeasing prior to the time provided for in the borrower’s
loan documents; and

•

Selling the financing rather than defeasing with a loan
assumption and collateral swap.

Each of these borrower requests are discussed below.
Agency Paper for Defeasance Collateral: In order for a defeasance to satisfy the requirements for a REMIC-qualified defeasance provided for in
Treasury Regulation 1.860G-2(a)(8), the defeasance collateral must consist
“solely” of government securities. While agency paper (e.g., bonds issued
by government agencies, such as Fannie Mae and Freddie Mac) is considered a government security for these purposes, a separate issue arises when
the loan documents require that the defeasance collateral consist only of
U.S. Treasury obligations (rather than agency paper). Servicers’ counsel are
generally comfortable, under what is commonly referred to under the 1001
Regulations as the “fungible collateral” rule, that no adverse REMIC event
will result from allowing the borrower the use of agency paper despite the
fact that the borrower’s loan documents require that the borrower pledge
U.S. Treasury obligations. Note, however, that the servicer must be comfortable that the modification of the loan documents to allow the borrower
to pledge agency paper to complete the defeasance, despite loan document
requirements for direct obligations, is in line with prudent loan servicing.
Defeasing with Cash: Borrowers occasionally wonder why they must go
through the formal defeasance process rather than just pledging cash with
the servicer in an amount necessary to make the borrower’s remaining
loan payments. From the borrower’s perspective either alternative (a formal defeasance or a pledging of cash necessary to make all future loan
payments) gets the lender to the same place. Unfortunately for borrowers,
defeasing with cash, while theoretically attractive, is not possible. One
of the requirements for a formal REMIC-qualified defeasance is that the
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substitute collateral be “government securities,” and cash is not considered
a “government security.”
Defeasing with Cash Prior to the Open Prepayment Period: A variation
on the request to defease with cash is a borrower’s suggestion that it be
allowed to “prepay” its loan prior to the open prepayment period, but with
enough interest to carry the loan up to the open prepayment period. Most
often, this request comes within a month or two of the open prepayment
period, where the borrower has lined up its sale or refinancing and would
like to close immediately before rates change but is hoping to avoid the
cost associated with defeasing a loan for a short one- to two-month period.
From the borrower’s perspective, this request is logical, as the REMIC
would receive exactly what it would have if the borrower had not paid off
the loan prior to the open prepayment period. After all, the borrower is
offering to pay all interest that would otherwise be due through the open
prepayment date. Why would the servicer object? Unfortunately, depending on the specific circumstances, this situation can give rise to REMIC
and PSA issues that the servicer must examine in detail.
The issues – both from a PSA and REMIC perspective – arise when the
borrower does not have a right to prepay the loan and accepting a prepayment results in a straddling of distribution dates under the PSA (i.e., the
cash is received prior to a distribution date but, under the original terms
of the loan documents, it would not be paid to the certificateholders until
a subsequent distribution date). When the cash payment straddles the
distribution date under the PSA, the REMIC is forced to either: (1) violate
the PSA by distributing all of the proceeds (including the balloon payment that is not yet due under the loan documents and any excess interest
that the borrower paid to carry the loan to the open prepayment period)
to the certificateholders on the first distribution date after receipt, and in
so doing alter the timing of payments on a performing loan; or (2) violate
the REMIC provision and hold the excess interest and balloon payment
that the borrower paid to carry the loan to the open prepayment period
past the first distribution date under the PSA, which would effectively
be a defeasance using only cash – something we have already seen is not
allowed.
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A borrower in this situation may argue that the REMIC is not technically
holding the loan (because the REMIC’s lien on the borrower’s collateral
property has been released, as in a defeasance) after receipt of the payoff,
but rather is simply holding the payoff proceeds for application in accordance with the loan’s terms. In effect, the borrower’s argument is that the
REMIC is just taking a payoff but holding proceeds to make payments
in accordance with the note’s terms as if the loan remained outstanding.
This suggestion is not compelling. There is no meaningful distinction
between a “payoff ” with payments necessary to carry the loan to maturity
in accordance with the loan’s original payment terms and an impermissible
defeasance with cash.
With a true payoff (where all proceeds, including excess interest and the
advance payment of the balloon principal amount, must be swept out
to certificateholders under the PSA on the distribution date following
receipt), no REMIC problem results, as the payoff amount is considered
“proceeds on the qualified mortgage” and as such qualify as a “cash flow
investment” (which the REMIC can hold). In order to be a cash flow
investment, however, the proceeds must be swept to certificateholders on
the regularly scheduled date for distribution – not over time when these
amounts would have been due if the borrower’s loan remained in place and
the borrower made its loan payments in accordance with those terms.
If the servicer holds the excess cash proceeds (excess interest and the balloon payment) past the date for distribution under the PSA and until the
loan’s maturity date despite releasing the REMIC’s lien on the related real
property collateral, there are two possible ways of characterizing the transaction, both of which cause REMIC problems:
•

First, the servicer continues to hold the loan (as the servicer
is not treating the proceeds received from the borrower
like a true payoff) and has allowed the borrower to defease
impermissibly with cash; or

•

Second, the servicer is holding the payoff proceeds
beyond the regularly scheduled date for distribution to
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certificateholders such that these payoff proceeds cannot be
a cash flow investment.
If the servicer avoids the REMIC issues noted above by passing all of the
prepayment receipts (including excess interest and the balloon payment)
to certificateholders on the first distribution date after these payments
were received but before they would have been distributed under the original loan terms, the servicer will violate the terms of the applicable PSA
by accepting a prepayment on a performing loan that altered the amount
or timing (in this case, the timing) of the payments due on the loan. The
prohibition on altering the amount or timing of payments due generally
applies only to performing loans under the typical PSA. There are two possible workarounds to this problem:
•

Close the transaction in escrow and do not release the
REMIC’s lien on any real property collateral until the open
prepayment date, at which time the servicer may take a
full payoff. This solution requires coordination with the
borrower and any new lender (or buyer) coming into the
transaction; or

•

Do a formal defeasance with one large government security that converts to the necessary cash shortly after the
defeasance closes. This alternative will involve additional
cost and expense, but works from both a REMIC and PSA
perspective.8

Amount of Defeasance Collateral in a Partial Defeasance: With partial
defeasances, the borrower may be required to pledge an amount of the
defeasance collateral equal to 125% or 115% of the allocated loan amount
attributable to the portion of the loan being defeased. This provides a substitute equity cushion (in the form of the additional defeasance collateral)
to compensate for the excess value that is lost when the REMIC releases its
lien on that portion of the real estate that previously secured the defeased
loan.
8

See PLR 200648023 where IRS authorized the use of government securities that matured 12 months prior to
the scheduled payment date.
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An issue arises from a borrower’s perspective when the loan is being fully
defeased after a series of partial defeasances. From the borrower’s perspective, it would be illogical to require the borrower to pledge securities
in an amount equal to 125% of the allocated loan amount attributable to
the final portion of the loan. Under these circumstances, where the loan
will now be completely defeased, there is no longer a need for the “equity
cushion” in the defeasance collateral. Fortunately, the servicer is on solid
ground in accommodating the borrower’s request in this instance, as the
IRS has reviewed this situation and concluded that the servicer’s agreeing to take defeasance collateral equal to 100% (rather than 125% of the
remaining parcel’s allocated loan amount as required under the borrower’s
loan documents) of the loan balance does not cause an adverse REMIC
event.9
Assigning the Original Note (“New York Style”): Borrowers in some states
prefer to refinance loans secured by real property by assigning the existing loan to a new lender and immediately thereafter amending the terms
of the loan to reflect the terms of their new financing. The reason for this
is usually that the state in question imposes high taxes or fees (e.g., mortgage recording tax, documentary stamp tax) in connection with new loans
but lower or no taxes or fees in connection with assignments of loans. In
connection with a defeasance, this can be accomplished by providing the
CMBS trust with a new defeasance promissory note, together with the
assignment of the existing note from the CMBS trust to the new lender.
Servicers are comfortable that doing so does not result in the creation of
a new obligation held by the REMIC that would cause adverse REMIC
consequences. The IRS has signed off on the creation of a new defeasance
note in these cases and has concluded that such a structure will not result
in the REMIC holding a new loan that is something other than a qualified mortgage. This structure has also been approved for New York state
tax purposes by the Commissioner of Taxation and Finance of the state of
New York in Advisory Opinion TSB-A-00(1)R dated February 25, 2000.
Defeasing Through the Open Prepayment Date: Loan documents may
require that the borrower pledge defeasance collateral in an amount necessary to make all debt service payments on the loan through the maturity
9

See PLR 9801047
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date, despite the fact that the borrower has a right to prepay the loan without penalty prior to (e.g., 30, 60, or 90 days) the loan’s maturity date and
despite the fact that this limited right of prepayment continues even after
the loan has been defeased. In this situation, the borrower may request
that the servicer accept defeasance collateral necessary to service the loan
only through the date on which the borrower is permitted to prepay the
loan. From a borrower’s perspective, this request makes perfect sense, and
the servicer will not cause any adverse REMIC consequences in agreeing
to it. Nevertheless, some servicers have been concerned that this practice runs afoul of the PSA’s general prohibition on altering the amount or
timing of payments due on performing loans. The argument, from the servicer’s perspective, is that by accepting defeasance collateral only through
the open prepayment date rather than the loan’s stated maturity date, the
servicer is in effect ensuring that loan will be paid off prior to the stated
maturity date. The counterargument is that the borrower continues to
enjoy an unqualified right to pay the loan off on the open prepayment date
following the defeasance so any concern that the loan has been “modified”
as a result of the borrower’s pledging of defeasance collateral only through
the open prepayment date rather than the loan’s maturity is misplaced.
Servicers differ in where they come out on this question.
Partial Defeasances and Cross Collateralization: Partial defeasances and
defeasances involving cross-collateralized loans present a number of credit
and REMIC issues. This is particularly the case with cross-collateralized
loans when ownership of one or more of the collateral properties (but not
all of them) changes hands and the servicer is asked to break the crosscollateralization between the to-be-defeased and undefeased loans making
up the cross-collateralized group.
With respect to partial defeasance or defeasances of loans that are crosscollateralized, prior to the defeasance of part of the collateral or of one
of the cross-collateralized loans, credit support for the entire loan or
cross-collateralized loan group is found both in the primary collateral
directly securing the borrower’s obligation under the terms of the loan
(or portion of the loan) that is to be defeased (the “primary collateral”)
and in the excess value contained in the property securing the remaining
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undefeased loan(s) (the “secondary collateral”), which property is not
directly impacted by the defeasance.
With a full defeasance or when all of the loans in a group of cross-collateralized loans are defeased simultaneously, there is no need to preserve any
of the existing value as each of the loans making up the cross-collateralized
group (or, in the case of a full defeasance, 100% of the loan balance) is
completely and fully secured by the defeasance collateral. As a result, it
does not matter whether the cross-collateralization feature stays in place
following a defeasance. Not so, however, if only one of a group of crosscollateralized loans is being defeased or when a loan is partially defeased.
In those cases, the defeasance may, depending on the mechanics of the
transaction, reduce the loan-to-value ratio of the defeased loan to 1:1, and
there is no residual value that would otherwise provide credit support for
the remaining undefeased loans. For this reason, some loan documents
do not allow a borrower to defease just one of a cross-collateralized loan
group.
Loan documents do not always adequately address the mechanics and
credit considerations for a borrower’s request to defease only one loan in
a group of cross-collateralized loans. Similarly, many partial defeasance
provisions in loan documents are woefully inadequate. Servicers must take
care in examining in detail the transaction and the borrower’s loan documents in these situations to avoid allowing a transaction to go forward that
materially erodes the credit supporting the loan(s).
The defeasance of just one of a group of cross-collateralized loans impacts
three distinct collateral releases, each of which must be examined carefully
by the servicer for REMIC, PSA, and credit compliance. With respect to
the defeased loan in the class-collateralized group (or a loan that is subject
to a partial defeasance), the three collateral releases are:
1. The release of the primary (real property) collateral
from the defeased loan (which real property collateral is
being replaced with government securities as part of the
defeasance);
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2. The release of the secondary (real property) collateral
for the defeased loan (the excess value in the primary collateral for the undefeased loans, which excess secured the
defeased loan) (which release comes about by breaking the
cross between the defeased and undefeased loans); and
3. The release of the real property collateral (including any
excess value it would otherwise provide as credit support
to the cross-collateralized loan group) that secured the
defeased loan (which is primary collateral for the defeased
loan) from the remaining loans (which is secondary collateral for the remaining loan) (which release comes about
by breaking the cross between the remaining undefeased
loans and the defeased loan).
Servicers must proceed with caution when processing any defeasance
where part but not all of the related real property collateral will be replaced
by government securities. This is particularly the case when the borrower’s
loan documents lack detailed provisions about how and when such defeasances may be effected.
Defeasing During Lockout: A borrower must defease a loan after the
period ending two years after the REMIC’s startup day. It is not possible to
complete a defeasance prior to the expiration of this two-year period.
The two-year lockout period found in the Regulations was based on a
desire by the drafters of the REMIC provisions to ensure that, at least for
a minimum period at the beginning of a REMIC’s life, the REMIC will
hold real estate loans rather than obligations collateralized only by nonreal estate assets. By imposing a minimum two-year lockout period, the
Treasury intended to prevent the situation where real estate loans were
put in a REMIC with the sole intention of immediately substituting out
the real property collateral securing those loans with government securities. The tax advantages enjoyed by REMICs are useful but likely not as
useful as the Treasury feared when imposing this strict two-year lockout
requirement in the Regulations, so the concern that motivated this restriction may not have been warranted. Nevertheless, borrowers and lenders
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must comply with the restriction and wait until at least two years after the
startup day of the REMIC before defeasing a loan.
Given the requirement that a defeasance occur after the expiration of
this two-year lockout period, problems arise when a borrower’s loan
documents allow the borrower to defease its loan at a time prior to the
expiration of this two-year period. This unfortunate occurrence results
when the borrower’s loan documents provide a specific date after which
the borrower can defease its loan (e.g., “three years following the date of
this loan”) but owing to delays in securitizing the borrower’s loan, the twoyear lockout period has not yet expired.
In these cases, it has been suggested that the loan originator create, at
the time of securitization of the borrower’s loan, a “mini” or single-loan
REMIC that holds only the borrower’s loan. The loan originator could
then make a retroactive REMIC election for this single-loan REMIC dating back to the time that the borrower’s loan was originated. By doing so,
the two-year lockout period for the single-loan REMIC arguably starts at
the time the borrower’s loan was originated (and the “mini” REMIC retroactively created) and the technical REMIC requirement that a loan not
be defeased before the expiration of the two-year lockout period can be
satisfied. In these cases, the larger (parent) REMIC does not hold the borrower’s loan directly but rather holds the regular interest certificate (which,
under the Regulations, is considered as a “qualified mortgage”) issued
by the single-loan REMIC and contributed by the loan originator to the
larger (parent) REMIC. While this resolution is not without issue (such as
whether a REMIC that makes a retroactive REMIC election can be treated
as retroactively issuing certificates to create a startup day to start the two
year clock running for the mini REMIC, there is at least a technical argument that a defeasance after the expiration of the two-year lockout period
of the single-loan REMIC can be completed. See Tom Biafore “REMIC
Qualification--Why Do We Care?” in this Guide for a detailed discussion
of the asset and interest test for REMIC qualification.
Conversely, when the loan documents provide an even longer lockout
period during which the borrower may not defease the loan there is nothing that can be done to complete the defeasance prior to the expiration
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of the period provided for in the borrowers loan documents even if the
two-year lockout period in the Regulations has expired. By way of example, many loan documents provide that the borrower cannot defease a
loan prior to the period ending after the “later of ” (1) the period ending
two years after the REMIC’s startup day (the time period provided in the
Regulations), or (2) four years after the loan’s origination date. In situations such as this, a defeasance after the expiration of the two-year REMIC
limitation but prior to the expiration of the four-year limitation provided
for in the loan documents, is not “allowed for” (the first requirement for
a qualified defeasance noted above). The issue of whether a borrower can
defease its loan prior to a loan document lockout period (e.g., “defeasance
permitted after four years from date of origination”) but after the two-year
lockout period mandated in the Regulations has been considered by the
IRS in a private letter ruling request. When presented with the issue of
whether the borrower can complete a defeasance after the expiration of
the REMIC-required two-year lockout period but before the expiration of
a longer (four year) period provided for in the borrower’s loan documents,
the IRS refused to rule on the issue. As a result, no servicer in the current environment, is comfortable allowing a defeasance to occur after the
expiration of the two-year lockout period (the timing requirement in the
Regulations) but before the expiration of a longer lockout period specified
in a borrower’s loan document.
Finally, if a borrower’s loan documents do not provide the borrower with
an express right to defease the loan, the servicer cannot generally allow
the borrower to defease the loan without causing the related loan to cease
being a qualified mortgage.10
10

But see PLR 200321015 discussed above in “Restraints on Alienation”, where the authors of this article were
successful in applying to the IRS for a private letter ruling allowing a borrower to defease its loan despite the
fact that the borrower’s loan documents were silent as to any defeasance rights. PLR 200321015 is limited to
the specific facts of that matter and should not be read as allowing loan documents to be modified so that a
borrower can complete a defeasance. As an alternative to a formal defeasance, a borrower confronted with loan
documents that do not allow the borrower to defease its loan may effect a collateral substitution that resembles a
defeasance but which relies not on the express provisions of Treas. Reg. 1.860G-(a)(8) but rather on the “principally secured” test for a REMIC-qualified mortgage. As noted in Footnote 9 below, so long as a borrower’s loan
is “principally secured” by an “interest in real property” following a collateral substitution, it matters not that the
borrower has also substituted in additional collateral (in the form of government securities) that will generate
the cash necessary to make each of the borrower’s remaining loan payments. By way of example, a borrower has
a $10 million loan that is secured by a property valued at $50. Owing to oversight at origination, the borrower’s
loan cannot be defeased. In an effort to access the $40 million of equity in the collateral property, the borrower
can offer alternative real property collateral valued at least $8 million (80% of the loan’s UPB) together with a
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Off Instrument Defeasances: One problem that many borrowers have
encountered when marketing properties for sale is that potential buyers
(often real estate fund buyers) would be interested in buying their properties but are not able to assume the entire amount of the existing debt
(typically due to leverage limitations). As a result of updates to the REMIC
provisions in September of 2009, so long as the REMIC is not releasing
its lien on any real property collateral, the REMIC is free to modify how
the related nonrecourse loan is secured. This opens up the possibility of
entering into a so-called “off-instrument” defeasance to accommodate a
potential buyer facing these constraints.
Consider the following:
•

$100 million loan secured by a property that a buyer is willing to pay $140 million for, but that buyer can only assume
$90 million worth of debt.

•

Noteholder splits the $100 million loan into (1) a $90 million loan that is secured directly by the real estate and
assumed by the fund buyer (in line with it leverage limitations), and (2) a $10 million loan secured by cash/cash
equivalent (note that this loan does not have to be secured
by government securities because there is no release of
any real property collateral and no formal defeasance) and
assumed by a newly formed special purpose entity.

•

The $10 million loan is cross-collateralized with the $90
million real estate loan, as the REMIC cannot hold a loan
that is not real estate secured after the modification (except
in the case of a formal defeasance, which is not the case in
this situation).

portfolio of defeasance collateral that will service the $10 million loan until maturity. In this case, the borrower
has effected a transaction that resembles a defeasance (as there is a portfolio of government securities in place
to generate cash to make each of the borrower’s remaining loan payments) but which relies not on the specific
defeasance requirements of Treas. Reg. Section 1.860G-2(a)(8) for REMIC compliance but rather on the “principally secured” requirement for a REMIC-qualified mortgage. See Tom Biafore and Steve Edwards, “Modern
Day Alchemy—Modifying Qualified Mortgages in REMICs” in this Guide for a discussion of the “principally
secured” test in the context of real property collateral substitutions.
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•

As a result of this structure, the REMIC still holds the $100
million loan ($90 million of which is directly secured by
the same real estate collateral ($140 million FMV) and $10
million of which is cash/cash equivalent secured and cross
collateralized with the real estate collateral).

This transaction is attractive to both borrowers and lenders. From the
borrower’s perspective, the transaction has the potential to increase the
potential pool of buyers for a property. From the lender’s perspective, the
transaction reduces the lender’s real estate exposure on the loan, while
maintaining its lien on the same real property collateral that secured the
obligations under the loan prior to the transaction.11
Loan Assumption and Collateral Swap: It didn’t take long following the
Treasury’s passing of the current REMIC provisions in 2009 for creative
thinkers to design new products to use in lieu of defeasances with the goal
of accomplishing for the borrower the same results as a defeasance but with
less cost and administrative burden. A quick survey of one’s junk e-mail
reveals several unsolicited offers from third-party companies boasting of
the collection of potential borrowers they represent that are ready, willing
and able to assume a borrower’s exiting loan in a manner that will replicate
the results of a defeasance for the borrower. In effect, the sales pitch goes,
a borrower that is considering defeasing its loan can get the same result as
a defeasance (owning property free and clear with its loan obligations fully
satisfied) by working with a third party to assume the borrower’s loan and
replace the borrower’s collateral with other real property owned by the
assuming party. The benefits to the borrower are apparent-the borrower is
11

As a result of the changes to the REMIC provisions in 2009, it is now possible for a borrower to substitute
cash or government securities for part of the real property collateral securing the borrower’s obligation under
the terms of a qualified mortgage in a transaction that resembles a partial defeasance so long as after the transaction, the loan remains principally secured by an interest in real property. See Steve Edwards, Tom Biafore and
Jennifer O’Connor, “Time for a Change - Modifying Loans Held by REMICs” in the 2016-17 edition of the
Servicer Survival Guide for a discussion of the “principally secured” test in collateral substitutions. In effect, the
“principally secured” test for determining if an obligation is a “qualified mortgage” has done away with the need
to satisfy the formal requirements for a partial defeasance discussed in this article (e.g., transaction occurs 2
years after startup day, substitute collateral consists of “solely government securities”, documents “allow for” the
partial defeasance) so long as the loan continues to meet the 80% value-to-loan requirement for a “principally
secured” obligation following the release of any real property collateral. See Tom Biafore “To defease or not to
defease... Partial defeasance and the principally secured test,” in this Guide for a discussion of the principally
(80%) secured test in lieu of supplying the formal requirements of the Regulation Section 1.8606-2 (a)(8) for a
partial defeasance.
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no longer obligated on the terms of its loan (which has been assumed) and
the borrower now holds its property free and clear from the REMIC’s lien
(which property has been replaced by the assuming party’s real property).
All of this can be accomplished without the borrower having to go through
a formal defeasance.
While such transactions are now possible under the Regulations, one
should not look for transactions like this to put the defeasance industry
on the endangered species list. First, the transaction requires the servicer
to consent to a 100% real property collateral substitution (i.e., the existing
loan collateral for the new collateral that the assumptor will pledge)-a
transaction that while permitted under the current REMIC provisions is
not a transaction for which servicers have shown any appetite. Second,
the assuming party that is getting the benefits of the borrower’s existing
financing through the loan assumption needs to be comfortable with the
loan terms (e.g., contract rate, balance, remaining term) such that the
transaction makes economic sense. It seems unlikely that an assuming
borrower will take on a borrower’s over-market loan with a short 2-3 year
remaining term. That said, if the economics to the departing borrower as
well as the assuming borrower make sense, the possibility to use the loan
assumption with collateral swap in lieu of a formal defeasance remain. Just
don’t expect to see many of these transactions anytime soon.
Conclusion: A defeasance is a collateral substitution. While a myriad of
technical issues can add a level of complexity to the defeasance process, the
transaction itself, if properly completed, can provide a benefit to both the
borrower and the REMIC that holds the borrower’s defeased loan.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
TBiafore@KilpatrickTownsend.com
149

Servicer Survival Guide 2019
Chip Howes
Kilpatrick Townsend & Stockton LLP
214 North Tryon Street, Suite 2400
Charlotte, NC 28202-2381
t 704 338 5113
CHowes@KilpatrickTownsend.com

Greg Lazerus
Kilpatrick Townsend & Stockton LLP
Two Embarcadero Center, Suite 1900
San Francisco, CA 94111
t 415 273 4807
GLazerus@KilpatrickTownsend.com
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To Defease or not to Defease-Partial Defeasance and
the Principally Secured Test
Thomas J. Biafore

Background: Defeasance is generally a good thing from a credit perspective. As noted the preceding chapter of this Guide, defeasance is straight
forward in theory: the borrower replaces the real property collateral for
its loan with a laddered portfolio of government securities the earnings
on which and the proceeds at maturity are structured to generate the cash
necessary to make the borrower’s remaining loan payments. See Tom
Biafore and Steve Edwards, “The Defeasance Almanac” in this Guide for a
discussion of benefits of a full defeasance.
A full defeasance where the borrower replaces all the real property collateral with government securities is a positive credit development for
the noteholder. A fully defeased loan is secured by cash equivalents and
separated from the credit concern that the original real property collateral
might decrease in value or financial performance such that that collateral
can no longer generate the cash necessary to service the borrower’s loan.
The credit risk associated with a loan secured by real property does not
exist with a fully defeased loan that is secured by government securities.
Unfortunately, and despite the credit desirability of a defeasance, if a
REMIC completes a defeasance in a manner that does not satisfy the technical requirements outlined in Section 1.860G-2(a)(8) of the Regulations,
the borrower’s loan ceases to be a “qualified mortgage” and the REMIC’s
tax-preferred status may be lost. See Tom Biafore, “REMIC QualificationWhy do we care? in this Guide for a discussion of the consequences to
a REMIC that is disqualified. The necessity, therefore, for the servicer
to make certain the borrower meets the technical requirements in the
Regulations necessary to defease its loan cannot be overstated.
Partial Defeasance—Why the concern? With full defeasances, where the
borrower replaces 100% of the real property collateral with government
securities necessary to make the borrower’s remaining loan payments,
the technical defeasance rules are well established and there are few surprises. With a full defeasance either the borrower meets the requirements
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to defease its loan or it does not. Not so, however, with partial defeasances
where following the partial defeasance the borrower’s loan will be secured
in part by the pledged government securities (that replaced part of the real
property that the borrower removed from the loan collateral through the
partial defeasance) and part by the remaining real property collateral.
Unlike a full defeasance, a partial defeasance may not be regarded as a
good thing from a credit perspective. Because of the hybrid nature of the
collateral following a partial defeasance where the loan collateral is part
real estate and part government securities, the borrower’s loan remains
subject to real estate risk. What’s more, given that the borrower elected
to replace part of the real property collateral with government securities through the partial defeasance in the first instance, it is likely that the
replacement of real property collateral with the government securities
through the partial defeasance was not a fair trade for the noteholder.
Rather it is more likely that the real property the borrower removed from
the collateral though the partial defeasance was more valuable than the
government securities that the borrower provided in exchange for that real
property. Why else would the borrower elect to go through the cost and
headaches associated with a partial defeasance if the arrangement wasn’t
to the borrower’s advantage?
Cherry picking: To address negative credit implications of a borrower
removing more valuable real property collateral and replacing it with less
valuable government securities through a partial defeasance in a practice
commonly known as “cherry picking,” well intended originators often
include in loan documents all manner of credit enhancements and other
mechanisms designed to prevent partial defeasances unless the borrower
demonstrates that the overall credit to the loan will not be harmed. While
these provisions were designed to preserve the credit for the loan, many of
these provisions have proved arithmetically impossible for the borrower to
satisfy and otherwise unworkable in practice.
Chief among the techniques employed by loan originators to preserve the
credit associated with the borrower’s loan following a partial defeasance
includes a requirement that the borrower defease an amount greater than
the amount of the loan attributable to the portion of the real property
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collateral being defeased. By way of example, if a portion of the loan
attributable to the to-be-defeased parcel is $100 (sometimes referred to
as the “allocated loan amount” or “ALA”), the borrower must, under some
loan documents, pledge 110% or 115% of this $100 ALA in replacement
government securities. The idea underlying this mechanism is that the
borrower must defease more than the allocated loan amount related to the
defeased parcel to make up for the excess value in the real property that
is being removed from the loan collateral through the partial defeasance.
Far more problematic for a borrower, however, than these arithmetic
mechanisms related to how much the borrower must tender when completing a partial defeasance (e.g., 110 or 115% of ALA) are provisions in
the borrower’s loan documents requiring that the borrower’s loan maintain a loan-to-value (“LTV”) or debt service coverage or other ratio
following the partial defeasance. In these instances, if the release of the
real property from the collateral through the partial defeasance results in
a loan with a higher LTV when compared to the LTV of the loan immediately preceding such release, the borrower cannot complete the partial
defeasance. This is the case as one of the technical requirements for a borrower to complete any defeasance is that the borrower’s loan documents
“allow for” the defeasance. If the borrower cannot meet and LTV or other
similar test contained in the borrower’s loan documents following a partial defeasance there is no way for the borrower to complete the partial
defeasance in accordance with the provisions of the Regulations. See Tom
Biafore and Steve Edwards, “The Defeasance Almanac” in this Guide for
a comprehensive discussion of the applicable REMIC principles that govern REMIC-qualified defeasances and including the “allowed for” test.
As a result of loan originators’ efforts to prevent possible cherry picking
through a partial defeasance many borrowers were left frustrated having
taken the time and effort to negotiate detailed partial defeasance provisions in their loan documents only to be told that they could not meet the
technical conditions necessary to complete the partial defeasance.
What’s a borrower to do? Not much. Prior to 2009 when the REMIC provisions changed to their current form, there was nothing a borrower could
do to complete a partial defeasance if the borrower could not satisfy the
specific provision in the borrower’s loan documents like an LTV or DSCR
155

Servicer Survival Guide 2019
condition. Under the pre-2009 REMIC provisions, if the REMIC released
in lien on any real property collateral other than through a REMICqualified defeasance the borrower’s loan ceased to be a REMIC qualified
mortgage.
The tricks of the trade: Fortunately for borrowers and servicers that
wanted to allow a borrower to defease part of its loan even though the
borrower could not meet the technical conditions in the borrower’s loan
documents help was on the way in an unlikely place. An unforeseen consequence to the changes in the REMIC provisions in 2009 was the ability of a
borrower to undertake collateral swaps resembling partial defeasances that
did not otherwise meet the technical requirements of Section 1.860G-2(a)
(8) of the Regulations.
In September of 2009, in an effort to make the provisions of the Code
and Regulations friendlier to borrower requests, the Regulations applicable to REMICs (the “Final REMIC Regulations”) where changed to
allow borrowers to alter the makeup of the collateral for a borrower’s loan
provided the borrower’s loan maintained the requisite level of real property collateral following the change. Under the Final REMIC Regulations
modifications of a borrower’s loan that amounts to a “substitution” of a
substantial amount of collateral for the borrower’s loan do not result in
the borrower’s loan ceasing to be a REMIC qualified mortgage if the borrower’s loan is “principally secured” by an “interest in real property” (the
“Principally Secured Test”) following the substitution. See Tom Biafore,
“Modern Day Alchemy—Modifying Qualified Mortgages in REMICs”
in this Guide for a discussion of the changes to the REMIC provisions
brought about by the Final REMIC Regulations.
As a result of this change to the REMIC provisions it is now possible for a
borrower to substitute government securities for part of the real property
collateral that secured the borrower’s obligations under the terms of its
loan so long as the loan meets the “Principally Secured Test” even if the
collateral substitution (e.g., the government securities for part of the real
property collateral) does not meet the requirements in the Regulations
for a REMIC-qualified defeasance. See Tom Biafore and Steve Edwards,
“The Defeasance Almanac” in this Guide for a discussion of the technical
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defeasance requirements under Regulation Section 1.860G-2(a)(8). The
use of these “in-kind” or “off instrument” defeasances (which are nothing
more than collateral substitutions) in situations where a borrower cannot
meet the technical requirements for a partial defeasance or cannot comply
with the partial defeasance provisions in the borrower’s loan documents is
a welcome relief to a number of borrowers left frustrated by the prospect of
not being able to defease their loans despite having the foresight to include
partial defeasance provisions in their loan documents at the time the loan
was originated.
The Principally Secured Test: For purposes of determining whether a loan
satisfies the Principally Secured Test following a collateral substitution
resembling a partial defeasance, the Final REMIC Regulations provide two
alternative tests:
• The fair market value (the “FMV”) of just the real property securing the borrower’s obligations under the terms of
the modified loan must be at least 80% of the loan’s issue
price as of the date of the modification (the “80% Test”);
OR
• The FMV of the interest in real property that secures
the borrower’s obligations under the terms of the loan after
the modification must equal or exceed the FMV of the
interest in real property that secures the obligation before
the modification (the “No Reduction in FMV Test”).
Only one (not both) of either the 80% Test or the No Reduction in FMV
Test must be met for the modified loan to satisfy the Principally Secured
Test. When the borrower substitutes government securities for part of the
real property collateral in a transaction resembling a partial defeasance,
the borrower will not satisfy the No Reduction in FMV Test as there is less
real property collateral following the substitution. As a result, a borrower
hoping to avail itself of the provisions of the Final REMIC Regulations to
complete a collateral substitution resembling a partial defeasance must
rely on the fact that the remaining real property collateral when compared
to the balance of the entire loan meets the 80% Test. See Tom Biafore,
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“Modern Day Alchemy—Modifying Qualified Mortgages in REMICs” in
this Guide for a discussion of the evidence on which the servicer can rely
for determining if the 80% Test will be satisfied.
Example: A borrower’s loan has a principal balance (“UPB”) of $100. The
loan collateral is comprised of one large parcel (allocated loan amount (or
“ALA”)) of $80 and valued currently at $90) and one small parcel (ALA
of $20 and currently valued at $60). The LTV ratio for the loan therefore
equals .6667 ($100 UPB/$150 collateral value).
The borrower would like to defease the small parcel so that the borrower
can further develop this parcel by constructing additional buildings at the
site. Unfortunately, the borrower’s loan documents specify that the borrower cannot defease the small parcel if after the transaction, the LTV ratio
(currently .6667) for the remaining real estate portion of the loan would
increase.
The borrower’s loan documents state that in order to defease the small
parcel the borrower must pledge government securities equal to 120% of
the ALA related to the smaller parcel (or $24 (120% x $20)). If the borrower completes a partial defeasance by defeasing the small parcel at 120%
of ALA, the LTV for the remaining portion of the loan secured by the
remaining real property collateral (the larger parcel) would increase. The
LTV for just the real estate portion of the loan following a potential partial defeasance of the small parcel would equal .84444 ($76 of UPB ($100
original UPB minus the $24 of UPB related to the partial defeasance of the
smaller parcel) secured by remaining real property collateral for the loan
($90). As the LTV for the loan (excluding the defeased portion related to
the small parcel) following the partial defeasance would equal .8444 and
would be greater than the current LTV for the loan (.6667) the borrower
cannot defease the small parcel under the terms of the borrower’s loan
documents.
Prior to the Final REMIC Regulations, there would be no way for the borrower to remove the small parcel from the REMIC’s lien. Now, under the
Final REMIC Regulations, the borrower can tender government securities in exchange for a release of the REMIC’s lien on the small parcel in a
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transaction resembling a partial defeasance. Under our example, following the release and pledge of securities (and considering only the value of
the remaining real property collateral), the VTL ratio for the borrower’s
loan is still greater than 80% ($90 of real property collateral (real property only)/$100 UBP of the Loan). As the loan will meet the Principally
Secured Test (the 80% Test) following this collateral substitution, the
REMIC’s release of its lien on the small parcel even though the borrower is
unable to complete a formal defeasance in accordance with the borrower’s
loan documents will not result in the borrower’s loan being other than a
REMIC qualified mortgage.
There are a few technical and mechanical aspects to completing a collateral
substitution in a transaction resembling a partial defeasance. For example,
the defeased portion of the loan must remain secured by the remaining
real property collateral as a REMIC cannot hold a loan that is not secured
by real property unless the loan became unsecured from the real property
collateral through a formal defeasance under the Regulations.
Conclusion: The servicer must take care to ensure that the technical formalities necessary to maintain REMIC compliance are followed if the
servicer allows a borrower to complete a collateral substitution structured
to replicate a partial defeasance. While there are opportunities under
the Final REMIC Regulations for a borrower to obtain a release of the
REMIC’s lien on real property collateral in transactions that do not qualify
as a formal defeasance, the facts must line up so that following the substitution, the borrower’s loan continues to meet the Principally Secured Test.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street NE, Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
TBiafore@KilpatrickTownsend.com
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Chip Howes
Kilpatrick Townsend & Stockton LLP
214 North Tryon Street, Suite 2400
Charlotte, NC 28202-2381
t 704 338 5113
CHowes@KilpatrickTownsend.com
Greg Lazerus
Kilpatrick Townsend & Stockton LLP
Two Embarcadero Center, Suite 1900
San Francisco, CA 94111
t 415 273 4807
GLazerus@KilpatrickTownsend.com
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Foreclosure Property Extensions — When, What and
Where to File?
Thomas J. Biafore

Background: Ensuring the continued qualification of REO (Real Estate
Owned) property as REMIC-qualified “foreclosure property” is one of the
special servicer’s express duties under virtually all pooling and servicing
agreements (“PSAs”). Only REO property that qualifies as “foreclosure
property” is counted as a “permitted investment” when applying the asset
test for REMIC qualification. As a REMIC can generally only hold “qualified mortgages” and “permitted investments” (one of which is “foreclosure
property”), a REMIC’s tax-preferred status may be lost should the REMIC
hold property that is neither a qualified mortgage nor a permitted investment. See Tom Biafore, “REMIC Qualification — Why Do We Care?” and
“Fear of the Unknown: The Danger of Holding Unqualified Assets” in
this Guide for a discussion of the significance of the asset test for REMIC
qualification.
REO property ceases to be “foreclosure property” on the “last day of the
third tax year” following the tax year in which the REMIC took title (by
foreclosure, deed in lieu of foreclosure, or otherwise). A REMIC may apply
to the IRS to receive one, and only one, three-year extension. Given the
limitation on the time period for holding foreclosure property (called the
“grace period”), special servicers should always apply for an extension
before October 31 of the year in which the current foreclosure property
grace period expires. If the REMIC holds REO property after the expiration of the applicable grace period, the REO property will no longer be
REMIC-qualified foreclosure property and the REMIC’s tax-favored status
may be lost.
As the Regulations limit the grace period with a calendar year test (i.e.,
REO property ceases to be “foreclosure property” on the “last day of the
third tax year” following the year of foreclosure (deed in lieu) irrespective
of the month during the year in which the REMIC took title to the REO
property) a special servicer may want to reschedule a December foreclosure until the following calendar year in order to delay the starting the
grace period for the related REO property. In these cases, the practical
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effect of the special servicer’s short delay in completing a December foreclosure is that the grace period for the related REO property is extended
by up to an additional 12 months. By way of example, a special servicer
that forecloses on a property on behalf of a REMIC on December 28, 2019
must dispose of the related REO property by December 31, 2022 (unless
the REMIC receives a three year extension (through December 31, 2025)).
Conversely, if the special servicer in this example waits one additional
week (and until the next calendar year) and forecloses on the property
on January 2, 2020, the REMIC can hold the REO property through
December 31, 2023 (through December 31, 2026 if the REMIC receives
extension). In this example the REMIC’s short one week delay in completing the foreclosure (deed in lieu) until the next calendar year affords the
REMIC an additional 51 weeks on the grace period for the related REO
property.
While this planning tool may seem obvious a word for caution is order.
The Regulations at Section 1.856-6(c)(1)(2) provide that if a REMIC delays
a foreclosure or deed in lieu until a subsequent taxable year “and the primary purposes of the delay” is to push the start of the grace period into
the next calendar year, the IRS may not respect the delay and may start
grace period as of the time the special servicer initially intended to complete the foreclosure. For these purposes, the Regulations provide that a
REMIC will not have improperly delayed the acquisition of REO property
“if there is a legitimate business reason for the delay (such as an attempt
to avoid foreclosure by further negotiation).” As a result of this warning
in the Regulations, a special servicer considering delaying a November
or December foreclosure until the start of the next calendar year should
document the business reasons (e.g., need to complete updated environmental, survey, and lease review, need for final investment committee
approval etc.) for the delay.
Timing: The good news is that the REMIC will automatically receive a
three-year extension of the grace period provided the REMIC can demonstrate a good faith effort to dispose of the foreclosure property during the
current grace period and the REMIC files its properly completed extension request at least 60 days prior to the expiration of the current grace
period. For example, for foreclosures that took place in 2016, the grace
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period expires on December 31, 2019. The grace period will be extended
through December 31, 2022, so long as a properly completed extension
request is filed before October 31, 2019. While the automatic extension rule under the Regulations is worded in absolute terms (“Automatic
Extension. If a … trust files a request for an extension … more than 60
days before the expiration of the grace period, the grace period shall be
considered … extended”), the rule is provisional in nature and goes on
to state that the automatic extension will continue only until the end of
the 30th day after the date on which the IRS notifies the REMIC that
the extension request is not granted. As one might expect, given that a
requirement in the Regulations (discussed below) for extending the grace
period is that the REMIC demonstrate a good faith effort to dispose of the
REO property during the initial three-year grace period, any REO property that is still around at the end of the third taxable year following the
foreclosure (and despite the REMIC’s good faith effort to dispose of such
property) is a strong candidate for a grace period extension. To that end,
we know of no cases where the IRS has denied a properly and timely filed
extension request that articulates the REMIC’s good faith efforts to dispose of the foreclosure property during the initial three year grace period.
Nonetheless, that possibility remains under the Regulations.
Starting the Clock: In many cases, the date on which the REMIC takes
title to REO property is clear. In a typical deed in lieu of foreclosure or
an uncontested foreclosure, the benefits and burdens of ownership of the
related REO property shift to the REMIC and the REMIC is deemed to be
the owner of that REO property for all tax purposes, including for determining the starting date for the grace period for foreclosure property. In
other cases, however, the issue of when the grace period begins may be in
doubt. For example, it has been suggested that if there is a right of redemption that expires in a tax year after the foreclosure, the foreclosure property
grace period should not begin until the year in which the borrower’s right
of redemption expires.1 In other cases a borrower may contest the REMIC’s
foreclosure for several months or even years, making it difficult if not
1

For 1099 reporting for example, a 1099-A should not be issued in the year of foreclosure but rather in the year
in which the borrower’s right of redemption expires. See Tom Biafore, “Workouts, Cancellation of Indebtedness
and IRS Reporting Requirements: What Borrower’s and Special Servicers Need to Know” in this Guide for a
discussion of a servicer’s 1099 reporting obligations.
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impossible for the REMIC to dispose of the REO property following the
foreclosure. In both of these situations, the IRS has informally taken a hard
-line approach in concluding that the grace period begins at the time of
foreclosure, irrespective of whether the borrower enjoys a right of redemption that expires in a subsequent tax year or the borrower actively contests
the REMIC’s foreclosure in litigation that lasts for a number of years. As a
result, the special servicer is advised to take the most conservative position
and treat REO property as acquired by the REMIC in the year in which the
foreclosure occurs, even if the borrower enjoys a right of redemption that
expires in a subsequent year or the borrower actively contests the foreclosure over a number of years following the foreclosure.
Late Filings: What if the extension request is not filed at least 60 days
prior to the expiration of the grace period? In that case, the grace period
is not automatically extended and an extension of the grace period will be
granted only if the REMIC establishes to the satisfaction of the “District
Director” that there was “reasonable cause” for failure to file the extension request within the prescribed time and the extension request is filed
within such time as the “District Director” considers reasonable. There is
no indication from the Regulations as to what is a “reasonable cause” for
the REMIC’s failure to file its extension request before October 31.
What’s more, the position of “District Director” has been eliminated.
Accordingly, there is confusion both as to where to file the delinquent
extension request and who makes the determination that the REMIC had
“reasonable cause” for missing the October 31 deadline. Unlike the case of
the automatic extension for timely filed extension requests, however, there
have been several instances where a special servicer’s request for an extension made after the October 31 deadline was denied by the IRS for lack of
a “reasonable cause.” By leaving the decision to extend the grace period to
a “reasonable cause” standard, the special servicer is taking a chance that
can easily be avoided by making certain that all extensions requests are
filed before October 31.2
2

One example of a successful appeal to the “reasonable cause” standard was a case where the IRS held that,
where the employee tasked with filing the extension request prior to the filing deadline departed without
informing the parties that the application was not filed, there was a “reasonable cause” for the delinquent filing.
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Where to File: The IRS has formally announced that any grace period
extension request should now be filed with the Internal Revenue Service,
1973 North Rulon White Boulevard, Mail Stop 6552, Ogden, Utah 84404.
This is a change from what the IRS had previously advised on an informal
basis. It is important to note that the special servicer must submit all filings
by certified U.S. Mail, not by Federal Express, UPS, or another commercial
carrier.
Information Included: All grace period extension applications should
include the following information:
•

The name, address, and taxpayer identification number of
the REMIC;

•

The date the REO property was acquired;

•

A statement of whether previous extensions have been
requested;3

•

A statement as to why the grace period should be extended;
and

•

A description of the efforts to dispose of the REO property
prior to the expiration of the current grace period.

While the requirements in the Regulations noted above are straightforward, additional comments are warranted:
Because the special servicer must demonstrate why the grace period
should be extended and what efforts have been made to dispose of the
REO property during the current grace period, an extension request filed
early (say well before October of the relevant year) is susceptible to challenge by the IRS for failing to demonstrate that the special servicer made
a continuous good faith effort to dispose of the REO property during the
current grace period. Where the application is filed early, it is not uncommon for the IRS to request additional information regarding the efforts
3

This requirement (which is a holdover from a prior period that ended in 1997 when multiple one-year extensions were available to the REMIC following an initial two-year grace period) makes no sense under the current
Regulations as one and only one extension is available to the REMIC.
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the special servicer will make to dispose of the REO property following
the early filing of the request and the before expiration of the current grace
period.
In addition, the IRS has not been receptive to the notion that the grace
period for a particular REO property should be extended because the special servicer’s investment committee or a class of certificateholders believes
that a higher price for the REO property may be obtained in the future. It
is one thing if the REMIC has received few or no meaningful offers for the
REO property after an extensive marketing effort but quite another if the
trust has received numerous offers for the REO property but has declined
them in hope of getting a higher price. In the first instance, the IRS will
likely be satisfied that there is an appropriate need to extend the grace
period; in the second instance, that result is much more in doubt. While
the Regulations make it clear that the REMIC is not under an obligation to
“fire sale” REO property in a given period, the Regulations do not provide
any indication that a desire to hold out for a higher price for REO property is an appropriate reason for extending the grace period. Accordingly,
the focus of the extension request must be why the special servicer “can’t”
sell the REO property NOT why the special servicer “won’t” sell the REO
property. The special servicer should, therefore keep discussions related
to “increasing value” or otherwise establishing an economic justification
for holding the REO property longer than the current grace period to a
minimum. In this regard, the extension request should not be used as a
sales brochure to demonstrate the sterling efforts that the special servicer
put forth in preparing the REO property for sale. Rather, the focus must
remain on why it has been difficult for the trust to locate a willing buyer
for the REO property.
Finally, while the Regulations limit the specific information that a special servicer must include in an extension request to the five points noted
above, in practice the IRS has sometimes required that a REMIC include
its most recently filed tax return as well as statements related to the nature
and operation of the foreclosure property. 4 Please consult with your
4

The Regulations provide a catchall that requires the REMIC to furnish any additional information requested
by the district director. Treas. Reg. Section 1.856-6(g)(4). Of course the position of district director no longer
exists making it somewhat difficult to abide by such a request.
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REMIC counsel for a complete listing of information that the IRS has been
requesting when processing grace period extensions, as the process and
protocols may change from year to year.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street, Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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Workouts, Cancellation of Indebtedness and IRS
Reporting Requirements: What Borrowers and
Special Servicers Need to Know
Thomas J. Biafore

Background: Borrowers and special servicers seldom appreciate the tax
consequences of a workout or foreclosure. These consequences can upset
a negotiated workout or friendly foreclosure at the eleventh hour when
the borrower realizes it may have a substantial tax liability to the IRS even
though the borrower’s liability to the lender has been resolved. IRS reporting requirements, together with the applicable provisions of the relevant
pooling and servicing agreement (“PSA”), require servicers1 to report to
borrowers and the IRS transactions that generate cancellation of indebtedness (“COD”) or gain on sale income. This article examines the tax
consequences of typical settlements of defaulted loans.2
Reporting Requirements: Under the Internal Revenue Code of 1986 (the
“Code”), an entity that lends money in connection with its trade or business and in full or partial satisfaction of a loan takes title to collateral
property or discharges at least $600 of indebtedness during the calendar year is required to file an information return, commonly known as
a Form 1099. A Form 1099-A‒Acquisition or Abandonment of Secured
Property, must be filed where, in full or partial satisfaction of the debt,
the lender acquires an interest in the property that secures the borrower’s
obligations under the terms of a defaulted loan. The lender reports on
the Form 1099-A the principal balance of the loan outstanding and, in
some cases, the fair market value (“FMV”) of the collateral acquired. As
discussed below and despite the name on the Form 1099-A (“Acquisition
or Abandonment of Secured Property”), a lender is required to file a Form
1099-A in many cases when the lender does not ever take title to the collateral property (e.g., in connection with a short sale). A lender files a
different form, Form 1099-C‒Cancellation of Debt, when all or a portion
1

For purposes of this article, we have referred generally to the servicer’s reporting obligation. Under many
PSAs the master servicer retains all 1099 reporting obligations despite the fact that the special servicer’s actions
resulted in the need to file the 1099.
2

In 2015, CREFC, with the help of the author of this article, released its 1099 Tax Reporting Best Practices
guide, which references a number of the issues discussed in this article. CREFC subsequently updated its Tax
Reporting Best Practices in December 2016.
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of a borrower’s debt is forgiven. When the lender accepts a discounted
payoff of a defaulted loan, the borrower experiences a discharge of indebtedness that requires the special servicer to file a Form 1099-C. The amount
reported is the amount of debt canceled or forgiven.
Basic Settlements: After a special servicer determines that a transaction
results in a settlement or discharge of the loan, the special servicer must
determine whether the transaction resulted in income for the borrower.
Special servicers typically face four common resolutions when dealing
with a nonrecourse loan:
Loan Sales: The lender may elect to sell the loan to a third party
as a final resolution strategy. See Mark Palmer, “CMBS Defaulted
Loan Sales Update — No Reps, No Warranties, No Recourse”
in this Guide for a discussion on the mechanics applicable to a
REMIC’s sale of a defaulted loan. Though the REMIC had disposed
of the loan, the obligations of the borrower continue and there is
no settlement of the loan or COD income at the time the REMIC
sells the loan. As a result, the servicer would not issue either a
Form 1099-A or -C absent some unusual circumstances (e.g., sale
of loan to a party affiliated with the borrower).
Assumptions: The borrower may transfer the collateral to a thirdparty buyer that assumes the defaulted loan (either in accordance
with the loan’s original terms or as a result of a negotiated modification to alter those terms once the buyer assumes the loan).
Though there has been a sale of the underlying collateral and the
buyer/assumptor under the terms of the loan is the new obligor,
the noteholder/REMIC continues to hold the loan. In this transaction, as to the buyer/assumptor there is no settlement of the loan
or COD income and the servicer would file neither a Form 1099-A
nor -C at the time of the assumption (irrespective of whether the
loan was written down for the benefit of the buyer at the time of
the assumption). The original borrower may have gain or loss
on the sale of the collateral that can be reported by the dispersing title or escrow company on a Form 1099-S or, to the extent
that a portion of the loan was forgiven to accommodate the buyer/
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assumptor’s purchase of the collateral, the servicer can issue the
original borrower a Form 1099-A. See the discussion below in this
article related to the tax consequences to a borrower in a short or
receiver sale of the collateral property.
Foreclosures/Deeds in Lieu: The borrower may transfer the collateral to the lender by deed in lieu of foreclosure or as part of a
formal foreclosure. Here, if the debt is nonrecourse, the debt will
be canceled by the foreclosure, but the borrower realizes no COD
income, irrespective of the value of the collateral at the time of
foreclosure. With nonrecourse lending, the borrower is obligated
to repay the loan according to the loan’s terms or by transferring
the collateral to the lender (or its designee) in satisfaction of the
debt. When the collateral is transferred to the lender as part of a
foreclosure or deed in lieu of foreclosure or the lender elects to
allow the property to be sold to a competing bidder on the courthouse steps during a foreclosure proceeding, the loan has been
satisfied in accordance with the loan’s terms and no COD income
results. The foreclosure is treated as if the borrower sold the collateral to a third party for the full amount of the debt (even if greater
than the property’s value) and used proceeds from this “sale” to pay
the lender the full amount of the nonrecourse debt. In a foreclosure
or deed in lieu of foreclosure of a nonrecourse loan, the servicer
files a Form 1099-A with the borrower and the IRS. Similarly,
should the lender elect to let the property go to a competing bidder
on the courthouse steps at foreclosure in satisfaction of the borrower’s nonrecourse debt, the servicer should file a Form 1099-A
despite the fact that the lender technically never takes title to the
collateral property.3
3

A foreclosure or deed in lieu of the property securing a nonrecourse loan is reported by the defaulting borrower for all tax purposes as a sale (1099-A) transaction. As a result, forward thinking borrowers may request
that the special servicer participate in a 1031 like-kind exchange transaction in connection with this “sale.”
Unlike in the typical sale, where the buyer tenders cash proceeds to the seller and the 1031 like-kind exchange
requirements are more established, in a foreclosure or deed in lieu, there are no proceeds passing from the
“buyer” (lender) to the seller (defaulting borrower) as a result of this “sale” (just the deemed proceeds in the
amount of the nonrecourse debt). In this setting, therefore, the mechanics necessary to complete a 1031 likekind exchange are less clear cut. Special servicers that are considering accommodating a borrower’s request for a
1031 like-kind exchange transaction in connection with a foreclosure or deed in lieu should coordinate with the
borrower and its accountants to make certain that the special servicer understands the mechanics and requirements that the borrower is requesting to complete its 1031 like-kind exchange.
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DPOs: The borrower may agree in a discounted payoff (or “DPO”)
to pay the lender cash or property other than the collateral and,
in return, the debt is canceled and the lien on the collateral is
released. The DPO generates COD income that the borrower must
recognize unless an exception applies. For DPOs, the servicer files
a Form 1099-C with the borrower and the IRS.
PSA Requirements: The servicer must comply with the PSA when reporting income from the settlement of a loan. A typical PSA provision relating
to this requirement reads as follows:
“The Special Servicer shall report to the Internal Revenue
Service and the related Mortgagor, in the manner required
by applicable law, the information required to be reported
regarding any Mortgage Property which is abandoned or
foreclosed, information returns with respect to the receipt
of mortgage interests received in a trade or business and
the information returns relating to cancellation of indebtedness income with respect to any Mortgage Property
required by Sections 6050J, 6050H and 6050P, respectively,
of the Code. Such reports shall be in form and substance
sufficient to meet the reporting requirements imposed by
Sections 6050J, 6050H, and 6050P of the Code. The Special
Servicer shall deliver a copy of any such report upon
request to the Trustee.”
The form required by applicable law, either a Form 1099-A or 1099-C, will
differ depending on the circumstances of the settlement of the defaulted
loan.4
The instructions for Form 1099-C provide that, until the IRS issues further
guidance, no penalty will apply as a result of the servicer’s failure to file
4

The instructions for Form 1099-A are basic and provide no guidance for anything other than the simplest
foreclosure situations. For example, the instructions provide no direction on how and if the servicer should file
a Form 1099-A at the time that part, but not all, of the collateral is acquired by the REMIC, as would be the case
where the borrower’s obligation under the terms of a defaulted loan was secured by several properties located
in different jurisdictions. While it is not stated in the instructions for the Form 1099-A, a servicer should file a
Form 1099-A in each year that part of the collateral is acquired by the REMIC and should allocate and report
(based on bid price, fair market value or other) a portion of the outstanding indebtedness to the property
acquired.
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Form 1099-C for a canceled debt held by a REMIC. While the IRS may not
levy a penalty against a REMIC for failing to file a Form 1099-C, servicers
must file these information returns for proper PSA compliance.
When to Report? If a borrower retains a right of redemption after a foreclosure sale under state law, the Form 1099-A reporting requirement does
not arise until this redemption right expires.5 If the borrower wants to realize a gain or loss from the foreclosure prior to the expiration of the right
of redemption, the borrower may waive this right. In contrast, a borrower
realizes a discharge of indebtedness in the year when the debt is legally
forgiven or becomes unenforceable (for example, as a result of the statute
of limitations).6
What Amount to Report? A borrower does not realize income from the
forgiveness of an obligation the payment of which would have entitled
the borrower to an offsetting deduction. As an acknowledgement of this
concept, the instructions for the Form 1099A state that only the balance
of the outstanding debt (the "unpaid principal on the original debt") at the
time of foreclosure should be reflected in Box 2 without including accrued
but unpaid interest or foreclosure or other deductible costs. Similarly with
respect to the amount of the debt forgiven, the instructions for the Form
1099C state that the amount of the stated principal of the debt discharged
should be reflected in Box 2 without including any forgiven or canceled
interest.
Borrower Concerns: Depending on its particular tax position, a borrower
may have a strong preference as to whether a workout results in COD
(1099-C) or gain on sale (1099-A) income. As a result, borrowers may
5

Compare the requirements for applying for an extension of the three-year grace period for foreclosure property described in Tom Biafore, “Foreclosure Property Extensions - When, What and Where to File” in this
Guide.
6

With basic defaulted loan resolutions (e.g., foreclosure, deed-in-lieu, etc.) the timing of the servicer’s 1099
filing obligation is not at issue. Not so, however, with some of the more exotic loan restructurings that became
commonplace during the last economic downturn. See Steve Edwards, “Is There Hope for A/B Notes?” for a
detailed discussion of the A/B note structure and the servicer’s 1099 reporting obligations. With A/B notes and
similar structures - where part of the borrower’s obligation is converted to a contingent obligation that may
not be repaid (depending on the outcome of future events) - the servicer would typically issue the original borrower a 1099-C at the time of the restructuring. As a result, with such a structure the borrower may experience
a cancellation of part of its obligation when the loan is restructured, not when the future events that determine
when and to what extent the borrower will make payment on the contingent B Note unfold.
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attempt to recharacterize the nature of a workout to accomplish their tax
goals. In general, gain on sale income cannot be excluded from the borrower’s income but may be taxed at reduced (capital gain) rates. COD
income is taxed at the borrower’s regular tax rate but may, depending on
the circumstances, be excluded from the borrower’s income. Borrowers
must understand that the economics of a workout will control the borrower’s tax consequences, not the form of the transaction or the label that
the borrower and the special servicer put on the transaction. For example:
Short Sales: As we have seen, when nonrecourse debt is canceled incident to a short sale of the collateral to a third party, the
borrower has gain on sale (1099-A) rather than COD (1099-C)
income, despite the fact that the lender does not ever take title to
the collateral property before the property passes to the purchaser.
In the leading case on the issue, known as Briarpark, a borrower
owned property that was subject to a $25 million nonrecourse
debt. The borrower’s tax basis in the property was $11 million,
meaning that the borrower would have taxable gain on sale of $14
million (the difference between the amount of the debt and the
borrower’s tax basis in the collateral) if the lender foreclosed the
collateral (as the borrower would be treated as having sold the
property to a third party for $25 million, the amount of nonrecourse debt encumbering the collateral). This gain could not be
excluded from the borrower’s gross income. In Briarpark the borrower sold the property to a third party in a short sale and paid the
proceeds to the lender in full satisfaction of the debt. The borrower
took the position that the short sale generated COD income that
could be excluded from the borrower’s income (based on the borrower’s circumstances and an applicable exception in the Code for
COD income). As support for this position, the borrower argued
that the short sale was separate from the debt cancellation because
the sale involved a purchaser other than the borrower and the loan
was not assumed by the purchaser.
The Briarpark court disagreed and held that there was only one
transaction and the lender’s cancellation of the debt in exchange
for the sales proceeds from the short sale was evidence that the
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transaction was like a foreclosure with the borrower realizing gain
on sale (1099-A) rather than COD income (1099-C). The court
did not rule out the possibility of a borrower having COD income
where a prior write-down of the nonrecourse debt occurs and the
collateral is subsequently transferred to a third party. The court
did, however, indicate that a borrower seeking COD income in
these types of transactions must establish that a lender’s prior
write-down of the debt was separate from the subsequent disposition of the collateral in the short sale.7
Query whether the borrower in the Briarpark case could have
obtained the desired COD income had the borrower negotiated
a DPO with the lender based on the anticipated proceeds that the
short sale buyer was willing to pay, with the intention that the borrower would immediately sell the property to the short sale buyer
after the DPO? Provided the two transactions (the DPO between
the original borrower and the lender and subsequent sale of the
collateral by the original borrower to the short sale buyer following the DPO) are not dependent on each other (that is, that the
DPO is final whether or not the borrower is successful in selling
the property to the short sale buyer) the borrower should be able to
take the position that the transaction generated COD income for
the borrower.
7

Some commentators have incorrectly suggested that Treas. Reg. § 1.1274-5(b)(1) supports the notion that, if
the buyer of the collateral property in a short sale transaction assumes even $1 of the original borrower’s debt,
the original borrower can treat any income realized on the write down of the debt from its face amount in the
hands of the original borrower to $1 in the hands of the buyer as COD (1099-C) rather than gain on sale income
(1099-A). Treas. Reg. § 1.1274-5(b)(1) provides generally that, if a debt instrument is modified (reduced) in
connection with a sale, the modification is treated as a separate transaction that is deemed to take place before
the sale of the property and is only between the original borrower and the lender. Treas. Reg. § 1.1274-5(b)
(1) should be read as nothing more than a regulatory acknowledgement of the general tax principle that the
buyer of property subject to assumed debt does not experience the tax consequences of the modification to the
assumed debt done solely to facilitate the sale of the property to the buyer. Rather, the tax consequences of the
write down of the debt remain with the seller/original borrower. To suggest that Treas. Reg. § 1.1274-5(b)(1) can
be used by a defaulting borrower to convert gain on sale (1099-A) to COD income (1099-C) in what is in effect
the original borrower’s surrender of the collateral property to the lender’s designee in satisfaction of the original
borrower’s debt is an overly broad reading of the Regulation that is inconsistent with general tax principles and
not supported by the decisional law that has considered the issue. The obvious question to proponents of this
use of Treas. Reg. § 1.1274-5(b) (1) is, how can a transaction that is merely deemed to take place between the
original borrower and the lender in anticipation of the loan assumption create COD income (1099-C) for the
original borrower when an actual writedown of the loan between the original borrower and lender in anticipation of (and prior to) transfer of the collateral property and assumption of the loan creates gain on sale income
(1099A) for the original borrower?
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Write-down of Debt Prior to Sale: A borrower seeking COD
income rather than gain on sale income may offer some form of
consideration to the lender to induce the lender to write down the
debt prior to (but in anticipation of) a foreclosure or deed in lieu
of foreclosure. In this situation, too, the economics of the transaction will control: the write-down of the debt in anticipation of the
borrower’s transfer of the collateral to the lender in complete satisfaction of the debt will be disregarded and the borrower should
recognize gain on sale from the transaction despite the fact that the
lender technically wrote down the debt prior to the foreclosure.
Conversion of Debt to Recourse: A borrower may ask the lender to
convert the loan to recourse debt before foreclosure, even though
both the lender and the borrower know that the lender has no
intention to pursue the deficiency created by this new “recourse”
obligation. In a foreclosure of a recourse debt, the defaulting borrower has gain on sale income (1099-A) equal to the difference
between the fair market value of the collateral and the borrower’s
tax basis in the collateral and COD income (1099-C) equal to the
deficiency to the extent forgiven. The conversion of the loan from
nonrecourse to recourse will not be respected for tax purposes and
the taxpayer will have gain on sale for the entire difference between
the borrower’s basis and the amount of the debt. Remember, no
borrower would agree to have a defaulted nonrecourse loan convert to a recourse obligation before foreclosure absent a preexisting
agreement from the lender not to pursue the borrower on the
deficiency.
DPOs by Loan Sale: Another common borrower request involves
an effort to convert a negotiated DPO (which would generate COD
income for the borrower) to a loan sale to a party friendly with
the borrower. Unlike a DPO, a loan sale in these circumstances
would, if respected as a true sale, generate no taxable consequences
to the borrower, as the full amount of the loan remains outstanding
after the sale. These sales are often arranged by the borrower at the
eleventh hour after a DPO has been thoroughly negotiated but the
borrower finally realizes that it faces a large tax bill related to COD
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income if the DPO goes forward. In this case too, the economics
of the transaction should control and the special servicer should
examine this “sale” very carefully before agreeing to issue the borrower something other than a Form 1099-C in connection with the
transaction. Aside from the fact that the special servicer can only
sell a loan pursuant to the express terms of the PSA, the fact that
the transaction was initially structured and negotiated as a DPO
and the fact that the sales price received was not a price established
on the open market as a fair value for the loan, but rather represented the previously negotiated DPO amount, should be warning
signs to the special servicer.8
Transfer to Lender’s Designee/Receiver Sales: A REMIC cannot
provide financing to the purchaser of REO property on which the
REMIC has foreclosed. As a result, a popular transaction in a distressed environment has been to use a receiver to market and sell
the collateral property subject to the existing nonrecourse debt but
with the modified terms (including a principal write down).
Despite the form of the transaction (i.e., a direct transfer from the
current borrower to the buyer where the REMIC never accepts
title of the collateral property) the transaction will be treated, for
tax purposes, like a short sale in which the borrower transferred
the collateral property to the REMIC (generating gain on sale for
the original borrower equal to the difference between the amount
realized from the transaction (generally the unpaid principal balance of the loan) and the borrower’s basis in the property) and the
REMIC subsequently transferred the collateral property to the
buyer subject to the terms of the modified debt.
It has been suggested in the context of a receivership transfer and
loan assumption that because the original loan will be modified
8

In an effort to combat a borrower’s effort to avoid COD income on a discounted payoff through the use of a
related-party loan “sale,” Code Section 108 states that for purposes of determining a borrower’s COD income on
the settlement of a loan the “acquisition of outstanding debt by a person [related to] the debtor shall be treated
as the acquisition of such indebtedness by the debtor.” While the wording of this provision of Code Section 108
is a tad clumsy, the thrust of the provision is clear--a borrower cannot avoid COD income on a discounted payoff by structuring the transaction as a sale of the loan to a party “related” to (within the meaning of Code Section
108) the borrower.
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and reduced as to the buyer of the property and because the
collateral property was never transferred directly to the lender
in satisfaction of the original borrower’s debt, the receivership
transfer must somehow create COD income for either the
original borrower or the assuming borrower depending on when
the assumed loan is written down. This suggestion is incorrect.
Rather than creating COD income, the tax consequences of the
receivership sale are controlled by the economics of the sale and
the transaction is classified as a transfer by the original borrower to
the REMIC/lender’s designee (the short sale buyer) in satisfaction
of the original borrower’s obligation (creating gain on sale income
(1099-A) for the original borrower) and an assumption of the loan
on modified terms by the buyer with no tax consequences for the
buyer at that time. No COD income is realized as a result of the
receiver sale and loan assumption.9
Basis and Amount Realized: The borrower’s tax consequences of a workout are affected by the borrower’s tax basis in the collateral, the “amount
realized” by the borrower in connection the workout, and the structure of
the workout.
As noted above, a foreclosure or deed in lieu of foreclosure related to a
nonrecourse loan is classified for tax purposes as if the borrower sold the
collateral to a third party. This transaction creates gain on sale income
for the borrower equal to the difference between the “amount realized”
on the transaction and the borrower’s tax basis in the collateral. For these
purposes, the “amount realized” includes the full amount of the nonrecourse debt to which the collateral is subject at the time of the foreclosure.
Similarly, the borrower’s tax basis in the collateral includes the amount of
the acquisition indebtedness (including the nonrecourse debt) to which
the collateral is subject.
Consider the following example: A borrower has a basis of $10 in the
collateral, consisting of $2 of cash equity contributed by the borrower
to acquire the collateral and $8 of nonrecourse debt that encumbers the
9

See footnote 7 above regarding the proper application of Treas. Reg. § 1.1274-5(b)(1) in the context of a
receiver sale.
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collateral. If the lender forgives $2 of the nonrecourse debt in connection
with a workout of the loan in year 1, the borrower has $2 of COD income
at that time (which may be excluded from the borrower’s income in certain
circumstances). If the borrower then sells the collateral in year 2 for $9, the
borrower has a $1 loss on the sale transaction ($9 realized on the transaction less borrower’s $10 basis in collateral). Combining this $1 loss on the
sales transaction with the $2 of prior gain related to the COD income from
year 1, the borrower has realized a net gain of $1. These tax results are consistent with the economics of the transaction — the borrower contributed
$2 of cash to acquire the collateral and received $3 on the sale of the collateral, based on $9 realized on the sale less $6 used to pay off the outstanding
debt at the time of the sale (as the debt was written down by $2 (from $8 to
$6) as part of the workout in year 1) for a net plus of $1.
If, instead, the lender forecloses on the collateral in year 2, the borrower
has a $4 loss on the sale (1099-A) equal to the difference between the $6
amount realized on the foreclosure (the amount of the nonrecourse debt to
which the property is subject at the time of foreclosure) and the borrower’s
tax basis in the collateral of $10 ($2 of cash contributed to purchase the
property plus $8 of acquisition indebtedness). Taking this $4 loss on the
foreclosure transaction with the $2 of COD income that the borrower realized when the lender wrote down the loan by $2 in year 1, the foreclosure
generates a net $2 loss for the borrower. These tax results are consistent
with the economics of the foreclosure as the borrower contributed $2
of cash to acquire the collateral and the borrower has lost this entire $2
investment as a result of the foreclosure.
Guarantor Reporting: A guarantor of a loan is not a borrower for purposes Form 1099-A and -C reporting. A servicer will not, therefore, issue
a Form 1099 to a guarantor when a loan is settled against the borrower
even if the special servicer establishes a deficiency but elects to abandon
any effort to recover that deficiency from the guarantor. Aside from the
fact that the Form 1099 Instructions are clear that a Form 1099 should not
be issued to a guarantor, as a fundamental tax matter a guarantor realizes
no income when a special servicer abandons any attempt to recover any
of the deficiency from a guarantor. As a general matter, a taxpayer does
not realize income from the forgiveness of an obligation the payment of
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which would have entitled the taxpayer to an offsetting deduction in the
first instance. In the case of a guarantor making a payment on a borrower’s
deficiency claim, the guarantor would be entitled to a bad debt or other
deduction for the amount paid in satisfaction of the borrower’s deficiency,
because the borrower is without any assets and otherwise insolvent at the
time the guarantor makes this payment. Under these facts, the special
servicer’s abandonment of the effort to pursue the guarantor for the deficiency does not result in any COD income to the guarantor as a matter of
fundamental tax principles.
Conclusion: The tax consequences of workouts and foreclosures are complicated and sometimes counterintuitive. A foreclosure or deed in lieu
of foreclosure that satisfies a nonrecourse loan (whereby the borrower
returns the collateral to the lender) is treated, for tax purposes, as if the
borrower sold the collateral in a transaction for the full amount of the
debt. The borrower has gain on sale income equal to (i) the amount of debt
to which the collateral was subject, minus (ii) the borrower’s tax basis in
that collateral. The fair market value of the collateral is irrelevant in computing the tax gain. The borrower cannot exclude this gain on sale from
its income, and the servicer must report the transaction to the IRS and the
borrower on a Form 1099-A.
A DPO or other settlement of a nonrecourse loan in which the borrower
retains ownership of the collateral and all or some portion of the related
debt is forgiven generates COD income for the borrower equal to the
excess of the existing debt over the amount the borrower pays to settle that
debt. COD income may be excluded from the borrower’s income depending on the borrower’s solvency, whether the borrower is in bankruptcy,
and other circumstances specific to the borrower. The servicer must report
a transaction that generates COD income to the IRS and the borrower on a
Form 1099-C, without regard to whether an exclusion applies.
Special servicers must understand these basic concepts if they are to negotiate effectively with borrowers and maximize recovery on defaulted loans.
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Is There Hope for A/B Notes?
Stephen A. Edwards

Background: Consider a common situation in a stressed real estate market: A collateral property once worth more than the amount of the loan
that financed it is now worth only 60 to 70 percent of the unpaid balance
of that loan. The borrower is trying to make the project work, but the cash
flow from the property after paying operating expenses isn’t enough to
pay for debt service, required reserves, and necessary maintenance and
improvements. The borrower’s sponsors are reluctant to invest new funds.
The servicer, on the other hand, wants to avoid the expense and delay
of foreclosing on the property, operating the property prior to sale, and
attempting to sell the property in a depressed market.
A structure to which both the servicer and the borrower sometimes turn
in this situation is one in which the trust forgives or defers a portion of
the interest or principal on the loan in exchange for an agreement by the
borrower to make an additional investment in the project. This is often
documented by bifurcating the existing note into two notes: an “A Note”
that has a fixed interest rate and maturity date and a principal amount
approximately equal to the current fair market value of the collateral and a
“B Note” that may not bear interest and is payable, if at all, at the maturity
of the loan or upon an intervening capital event, such as a sale or refinancing. The B Note is payable only from hoped-for increases in value of the
collateral and so is sometimes referred to as a “hope” note. (Hence the title
of this article). The B Note is often subordinated to the obligation to repay
the new capital contribution made by the borrower’s sponsors in connection with the modification of the loan. This solution can be appealing
to the trust not only because it avoids the costs of acquiring and operating foreclosure property, but because the borrower will have made an
investment that gives it an additional incentive to improve the value of the
property.
REMIC Issues: Although these structures – as well as other structures
involving contingent payments – have potential advantages for both the
trust and the borrower, they also raise concerns about whether the modification of the loan will cause the trust to no longer qualify as a REMIC
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under Section 860D of the Internal Revenue Code of 1986 (the “Code”).
To understand why, we must first review some basic rules. Code Section
860D(a)(4) provides that “substantially all” of a REMIC’s assets must consist of “qualified mortgages” and “permitted investments.” Code Section
860G(a)(3)(A) defines “qualified mortgage” to mean “any obligation . . .
which is principally secured by an interest in real property and which . . . is
transferred to the REMIC on the startup day” (or, in certain circumstances,
within three months of the startup day). For the current discussion, the
important components of this definition are, first, the modified loan must
be an “obligation,” second, the modified loan must be “principally secured
by an interest in real property,” and, third, the modified loan must be
“transferred to the REMIC on the startup day.”
1. Does the trust continue to hold an “obligation”? The question of
whether the trust continues to hold an “obligation” following a modification that provides the trust with a contingent return on the B Note is
related to an issue that has long vexed tax lawyers: Where is the dividing
line in deciding whether an investment is “debt” or “equity” for general tax
purposes. The reason this question is so difficult is that, while it is easy to
characterize instruments at each end of the spectrum – a traditional promissory note is “debt” and a share of common stock is “equity” – instruments
in the middle often have aspects of both debt and equity and are therefore
difficult to place squarely in either category. Obligations that are designated as notes but include a contingent component may be particularly
difficult to classify. In the current context, for example, it could be argued
that the REMIC is holding a partnership or joint venture interest with the
borrower (by virtue of holding the contingent component (i.e., the B Note)
of the modified debt).
The term “obligation” is not defined in the REMIC rules and is not
explicitly limited to obligations that come within the definition of a
“debt instrument” for purposes of other sections of the Code (for example, Section 1275(a)(1)).1 The REMIC provisions defining a “qualified
mortgage” support this, by requiring that the value of the real property
1

The U.S. Supreme Court has observed, for example, “[A]lthough an indebtedness is an obligation, an obligation is not necessarily an ‘indebtedness’ within the meaning of [that term].” Deputy v. DuPont, 308 U.S. 488
(1940).
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collateral be only 80% of the principal amount of the obligation secured by
the mortgage. For certain other tax purposes, nonrecourse loans secured
by property with a fair market value less than the amount of the loan are
arguably not entirely “debt” (due to the speculative nature of full repayment derived from collateral that is valued at less than the loan amount).
The fact that a qualified mortgage could be only 80% secured by real property therefore supports the conclusion that an “obligation” for REMIC
purposes need not be “indebtedness” for all tax purposes.
Moreover, other provisions of the REMIC rules permit structures that
might not be considered “debt” for purposes of other Sections of the Code.2
For example, Treasury Regulation Section 1.860G-2(a)(7) specifically permits qualified mortgages to be instruments that provide for contingent
principal payments, provided the non-contingent payments at least equal
the instrument’s issue price.3 Still, this provision has its own ambiguities,
including the questions of how and when “issue price” is calculated in a
modification of a mortgage note and how far beyond the specific provisions one may go before an instrument is no longer an “obligation.”4
2

The presence of contingent interest can, under other circumstances, result in an obligation being treated as an
equity interest in a joint venture. See Farley Realty Corp. v. Comm’r, 279 F.2d 701 (2d Cir. 1960); Rev. Rul. 83-51,
1983 C.B. 48; Rev. Rul. 76-413, 1976-2 C.B. 213.
3

“Thus, for example, an instrument that was issued for $100x and that provides for noncontingent principal
payments of $100x, interest payments at a fixed rate, and contingent payments based on a percentage of the
mortgagor’s gross receipts, is an obligation.” Treas. Reg §1.860G-2(a)(7). The reference to “noncontingent
principal payments” suggests that at least a portion of the obligation must be debt for federal tax purposes, and
the use of “that instrument” when referring to the contingent payments suggests that the contingent payments
must be provided for in the same instrument as the one that provides for the noncontingent payments, which
suggests in turn that the trust should not be able to dispose of the contingent portion of the modified obligation
separately from the noncontingent portion.
4

Using the principal amount of the noncontingent obligation (i.e., the A Note) as the issue price of the modified instrument is supported by other provisions of the Code and Regulations. Code Section 108(E)(10)(a)
provides that the amount of COD income from the issuance of debt instrument in satisfaction of indebtedness
is equal to the difference between the issue prices of the original indebtedness and the substitute indebtedness.
Treas. Reg. § 1.1274-2(g) provides that, “if a debt instrument subject to section 1274 provides for one or more
contingent payments, the issue price of the debt instrument is the lesser of the instrument’s noncontingent
principal payments and the sum of the present values of the noncontingent payments ….” Under Treas. Reg. §
1.1001-1(g)(ii), where a debt instrument subject to Code Section 1.1275-4(c) (i.e., a contingent payment debt
instrument issued in exchange for non-publicly traded property) is issued in exchange for property, the amount
realized attributable to the debt instrument is the issue price of the debt instrument as determined under Treas.
Reg. § 1.274-2(g), increased by the fair market value of the contingent payments payable on the debt instrument.
This argument is also supported by Prop. Treas. Reg. § 1.385-5 (withdrawn), if the principal payable in all events
is greater than the contingent principal.
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In determining whether an A/B Note structure produces something other
than an “obligation” that can be held by a REMIC, the participants must
therefore consider many tax issues on both sides of the argument, most of
which are too technical to discuss here. It would be very odd, though, if
those issues led to the conclusion that this structure changes the loan into
something other than a qualified mortgage, when a less desirable (and
arguably more contingent) result could be obtained merely by having the
trust forebear in enforcing its rights or foreclosing on the collateral property. By its very nature, a nonrecourse loan is fully contingent to the extent
the value of the collateral has declined below the outstanding balance of
the loan, which is the position the trust was in before bifurcating the loan
into an A Note and a B Note. The servicer would not bifurcate the loan
unless it concluded that, by doing so, it was increasing the trust’s likelihood
of recovery and effectively reducing the contingency.
A more practical, but related, issue often comes up in structuring bifurcations: When is so much of the borrower’s obligation based on future
developments that the obligation as a whole must be considered to be a
joint venture and therefore not eligible to be held by a REMIC? As with
other aspects of the analysis of bifurcations, there is no clear answer, but it
seems reasonable to conclude that the line should be drawn at 50% of the
overall obligation. If more than half of borrower’s potential obligation after
the modification is contingent, there is a legitimate concern that the contingent elements of the obligation predominate and that the obligation as
a whole must be treated as contingent, which would make it an ineligible
investment for a REMIC.
2. Is the obligation “principally secured by an interest in real property”?
The second component of the definition of a “qualified mortgage” – that
the obligation be “principally secured by an interest in real property” –
raises a similar issue. If a separate instrument is created that is paid solely
from an interest in the net revenues of the business conducted on the real
property securing the primary obligation, it is possible that the instrument
will no longer be considered to be “principally secured by an interest in
real property.” The best response to this concern seems to be that, in a hope
note bifurcation, the security for the B Note is not the net revenues of the
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business, it is the potential appreciation in the value of the interest in real
property.
3. Was the obligation “transferred to the REMIC on the startup day”?
The final component of the definition of a “qualified mortgage” – that it be
“transferred to the REMIC on the startup day” – raises an issue that should
be familiar to most asset managers: Will the modification of the loan result
in a deemed disposition of the original obligation and a replacement of the
obligation with the modified loan? Regulations under Section 1001 of the
Code set forth standards for determining whether a debt obligation has
been significantly modified.5 If the answer is yes, the existing obligation is
treated as having been disposed of and the significantly modified obligation is treated as having been acquired in replacement.6
The Regulations provide that “if an obligation is significantly modified …
then the modified obligation is treated as one that was newly issued in
exchange for the unmodified obligation that it replaced.”7 If the bifurcation of the existing loan constitutes a “significant modification” of the loan,
therefore, the loan may be deemed to have been acquired after the REMIC’s
startup day and may not be a qualified mortgage. See Steve Edwards, Tom
Biafore and Jennifer O’Connor, “Time for a Change — Modifying Loans
Held by REMICs” in the 2016-17 edition of the Servicer Survival Guide for
a detailed discussion of what forms of modification of mortgage loans will
result in a “significant modification.”
A related concern is whether there has been a “contribution” of the modified obligation to the trust. Section 860G(d) imposes a tax of 100% on any
amount contributed to a REMIC after its startup day, so a determination
5

Treas. Reg. § 1.1001-3.

6

Treas. Reg. § 1.1001-3(f)(7) requires, in general, that “the determination of whether an instrument resulting
from an alteration or modification of a debt instrument will be recharacterized as an instrument or property
right that is not debt for Federal income tax purposes shall take into account all factors relevant to such a determination.” This suggests that, if there is a significant modification, the parties must also analyze the new instrument to determine whether it is debt using general tax principles. Treas. Reg. § 1.1001-3(f)(7)(ii)(A) provides
that “any deterioration in the financial condition of the obligor between the issue date of the debt instrument
and the date of the alteration or modification (as it relates to the obligor’s ability to repay the debt instrument) is
not taken into account.” It seems reasonable to apply this in the context of a nonrecourse obligation by assuming
that the financial condition of the obligor as of the issue date is the value of the collateral on that date and that a
decline in the value of the collateral during the intervening period is not taken into account.
7

Treas. Reg. §1.860G-2(b)(1) (emphasis added).
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that the existing obligation had been exchanged for the modified, bifurcated obligation would (and that the modified obligation had therefore
been “contributed” to the trust) would have very negative consequences.
In transactions in which the servicer is agreeing to the sort of modifications being discussed here, it will almost certainly have done so because it
believes that there has been a default or that a default is “reasonably foreseeable.” In such circumstances, Section 1.860G-2(b)(3) of the Treasury
Regulations provides an exception for loans held by REMICs to the general rule in Code Section 1001:
“[C]hanges in the terms of an obligation are not significant modifications regardless of whether they would be
significant modifications [under Code Section 1001] if the
changes in the terms of the obligations [are] occasioned by
default or a reasonably foreseeable default.”
This exception is very helpful, but it applies only for purposes of Code
Section 860G, not Code Section 1001, so there will presumably have
been a deemed exchange for general tax purposes, even if not for REMIC
purposes. This leaves a number of important questions unanswered. For
example, the exception in Treasury Regulation Section 1.860G-2(b)(3)
does not tell us whether the modified “qualified mortgage” must still be an
“obligation.” It also does not tell us what the “issue price” of the modified
obligation will be, which makes it difficult to determine how to apply the
provision of the Treasury Regulations quoted above that permits obligations with contingent payments.8
8

The question of how to determine the issue price for the new A/B Note structure also creates issues related to
whether the original borrower realizes cancellation of indebtedness income at the time the A/B Note structure
is created. If the original borrower is not the obligor under the terms of the A/B Note structure, there is no
cancellation of indebtedness income to the original borrower, though that borrower may realize gain on sale
income as a result of the transfer of the property to a new obligor. See Tom Biafore, “Workouts, Cancellation of
Indebtedness and IRS Reporting Requirements: What Borrowers and Special Servicers Need to Know” in this
Guide for a discussion of borrower tax consequences of working out a loan. If the original borrower remains
the obligor, however, the tax consequences may differ. The servicer typically issues a Form 1099C at the time all
or part of a debt is extinguished. When a loan is modified in an A/B Note bifurcation to change the borrower’s
unconditional obligation to repay the entire loan to a partially contingent obligation, under the terms of which
the borrower repays the entire amount of loan only upon the satisfaction of some future condition (e.g., sale
or refinance of the collateral property at maturity), the borrower’s potential obligation under the contingent
portion of the debt (i.e., the B Note) may be disregarded when determining the borrower’s overall repayment
obligation. As a result, with the typical A/B Note structure, the borrower can experience a cancellation of part of
its obligation (and COD income) at the time the loan is restructured. If the borrower does pay a portion of the
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Structuring Issues: Because there are few clear answers in this area, servicers must be very cautious in modifying loans in a manner that results
in contingent payments to the trust. Fact patterns that raise difficult issues
include,
•

A and B notes that are transferable separately or assumable
separately, where payments on one note are certain and easily determinable and payments on the other are contingent
and uncertain,

•

a sale of the collateral, subject to a written-down A Note,
followed by negotiation of a bifurcation,

•

creation of a new obligation in which the aggregate potential
principal or debt service payments exceed those due on the
original mortgage note,

•

a B Note that matures after the A Note, and

•

modified obligations in which the contingent note is larger
than the fixed note.

Pooling and Servicing Agreement Issues: Apart from the REMIC tax issues
associated with an A/B Note restructuring, servicers should be aware of
potential issues under pooling and servicing agreements related to principal and interest advances associated with the B Note. Provided the A/B
Note is structured properly, there should be no “scheduled payment” on
the B Note during the time that the B Note is outstanding and under the
applicable pooling and servicing agreement no obligation for the servicer
to make any advance on the B Note.
In structuring workouts, special servicers are generally charged with taking actions that provide for, in the special servicer’s reasonable judgement,
contingent obligation at maturity, the amount of COD income that the servicer reported to the borrower on the
Form 1099C at the time the loan was converted to the A/B Note would be overstated (because the Form 1099C
was issued to the borrower at that time based on the assumption that the borrower would not make any payments on the contingent B Note). In that event, the borrower may take an ordinary deduction for the payments
made at that time. The reporting and COD issues related to contingent debt obligations are extremely technical.
Servicers must consult with their counsel before issuing (or agreeing to issue) any Form 1099C related to a loan
that has been restructured into an A/B Note.
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the greatest net present value recovery for the trust with respect to the loan.
The A/B restructuring of the loan may the best alternative for producing
that result. In legacy (pre-2009) securitizations such workouts have been
criticized for falsely keeping the current controlling class in control since
the B Note is not recognized as a realized loss until the loan is liquidated.
Only the portion of the loan actually written down in the restructuring is
recognized as a realized loss at the time the workout is closed.
In CMBS 2.0/3.0/4.0 appraisal reductions, not just realized losses, impact
the determination of which class of certificates is the controlling class.
While this might initially be perceived as correcting any control determination issue created by an A/B Note restructuring, most pooling and
servicing agreement appraisal reduction provisions did not address the
issue such that after an A/B Note restructure, the appraisal reduction
amount for the loan could be reduced or eliminated notwithstanding that
there was no change in the value of the collateral supporting the loan and
the A Note generally represents at least the full current value of the real
property collateral, if not more.
To address this issue, almost all issuers have revised their pooling and
servicing agreements beginning the middle of 2016 to include provisions
specifically covering A/B Note restructures. These provisions provide for
a calculation of “collateral deficiency” in place of the appraisal reduction
calculations for loans subject to a A/B Note restructure. In these newer
transactions, the aggregate collateral deficiency amounts are added to the
aggregate appraisal reduction amounts. This sum is generally referred to
as the “cumulative appraisal reduction amount” which in turn is added
to realized losses incurred to determine which class of certificates is the
controlling class or if a control termination event or consultation termination event has occurred. The special servicer is generally the party charged
with making this new calculation with respect to loans serviced under the
applicable pooling and servicing agreement. With respect to loans that are
part of a structured loan serviced under another pooling and servicing
agreement, the master servicer may have some limited duties related to
monitoring the calculations made by special servicer for the lead securitization and reporting the cumulative appraisal reductions.
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Certificateholder Issues: A servicer may consider agreeing to an A/B Note
structure because a valuation of the collateral property is difficult and the
servicer believes that there is a need to resize the defaulted loan so that the
loan can be supported by the collateral, but the servicer does not want to
provide the borrower with the potential windfall associated with a writedown of a portion of the defaulted loan. As noted above, in deciding on
an A/B Note structure, servicers should consider whether the B Note has
at least some potential for recovery. A failure to do so may affect the relative positions of different classes of certificateholders. At least in legacy
(pre-2009) securitizations, senior certificateholders might suggest that the
B Note is just a mechanism to avoid a write down of certificates to keep
the controlling class of the trust in place. As is generally the case with an
appraisal reduction event or foreclosure on collateral property, at the time
of the A/B Note restructuring there is no final forgiveness or other liquidation event with respect to the amount due and owing on the B Note and
there should be no requirement to write down the balance of any certificates at that time.
The A/B Note structure can be a legitimate tool to avoid foreclosure, obtain
a better recovery and avoid any windfall to the borrower. Servicers must,
however, review the applicable pooling and servicing agreement in making
a determination of the impact, if any, that the A/B Note restructuring may
have on certificateholders, including the potential effect on the controlling
class or directing certificateholder.
Conclusion: The lesson for servicers in this analysis is to be creative but
careful when considering an A/B Note structure. This is an area in which
there are many traps for the unwary.
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For more information, contact:
Stephen A. Edwards
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6278
f 404 541 3191
SEdwards@KilpatrickTownsend.com
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Discounted Payoffs and Clawback Provisions—
Threading the Needle
Eric J. Berardi
Rex R. Veal

Background: Accepting a borrower’s discounted payoff (a “DPO”) of a
defaulted loan is a common strategy for special servicers. There are many
reasons why a special servicer would accept a DPO rather than negotiate a loan modification with the borrower or foreclose on the collateral
that secures the borrower’s obligation under the terms of its loan. Perhaps
the collateral is in a market that is experiencing decreasing property values due to factors outside of the borrower’s control (e.g., the closure of a
nearby military base, the local headquarters of a major company relocating
to another state, etc.). Maybe the configuration of the collateral is unlikely
to attract new leasing activity or interest from prospective purchasers in
the future (e.g., a retail center that has no street visibility, is in an active
flood zone or has an unusual mixed-use office component). Or perhaps
the borrower has owned the collateral for some time and has become so
emotionally attached that the borrower is willing to offer a DPO amount
in excess of the value the special servicer believes the collateral is worth.
When a special servicer accepts a DPO, there may be a lingering concern
in the back of the special servicer’s mind – what if, after accepting the DPO
in full satisfaction of the loan, the borrower immediately turns around and
signs a major lease that substantially increases the value of the property or
even worse, promptly sells the property to a buyer at a price that is much
higher than the DPO amount? How does a special servicer protect the
noteholder against the risk that while negotiating the DPO the borrower is
withholding material information that will enable the borrower to collect
a quick windfall after the DPO is accepted and the loan is satisfied? Enter
the concept of the DPO “clawback.”
The DPO Clawback – REMIC considerations: The clawback concept is
simple – if, within a defined time period after the lender accepts the DPO,
the borrower executes an agreement that increases the value of the property or collects proceeds from a sale of the property in excess of the DPO
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amount, the borrower must remit to the noteholder either the excess proceeds (if the borrower has sold or refinanced the collateral) or an amount
equal to the excess of the collateral’s increased value and the DPO amount
(if the borrower undertook a transaction that was not disclosed to the
noteholder at the time of the DPO (e.g., entered a new long term lease)
which increased the value of the collateral). The clawback concept, while
simple in theory, can be difficult to document and enforce especially as the
clawback provision relates to compliance with the applicable provisions of
the Code and Regulations.
The Strict Liability Clawback: Some special servicers have instructed
counsel to craft clawback provisions in a manner that resembles a strict
liability provision. For example, if the noteholder accepts a DPO amount
of $15 million and there is a subsequent event that causes the property to
be worth $20 million within 12 months after the DPO, the borrower must
pay the $5 million of excess proceeds to the REMIC regardless of what the
basis is for the value appreciation. Easy enough, and what’s more there
is no need for the special servicer to establish if or when (before or after
the DPO) the borrower learned of the pending offer or transaction that
increased the property’s value.
Unfortunately for special servicers that are fond of the arithmetic and
ironclad certainty of a strict liability-like clawback provisions, what makes
perfect sense from a credit perspective is unworkable from a REMIC
compliance perspective. When the special servicer structures a clawback
provision in this manner, even when taking the most charitable view
of such provisions, a strict liability-like clawback provision resembles a
retained equity interest or appreciation right in the collateral property following the settlement of the borrower’s loan through the DPO. Why else
would a former lender following a DPO be entitled to some portion of
the equity generated from the property after the settlement of loan if the
lender didn’t have an equity interest in the property? As noted elsewhere
in this Guide, substantially all of a REMIC’s assets must be “qualified mortgages” or “permitted investments. Except for foreclosure property (which
is considered a “permitted investment”), a REMIC cannot hold an equity
interest in property. By structuring the clawback provision to a strict liability standard, there is a very real concern that the REMIC is holding an
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asset (i.e., the retained equity or appreciation right) after the settlement of
the loan through the DPO that is neither a qualified mortgage nor a permitted investment. See Tom Biafore, “REMIC Qualification — Why Do We
Care?” and “Fear of the Unknown — The Danger of Holding Unqualified
Assets,” in this Guide for a detailed analysis of the consequences of a
REMIC holding unqualified assets.
Recovery from a Guarantee vs. The Collateral Property: To address this
potential REMIC concern, the special servicer should structure any clawback provision in a manner that ties to the existing loan documents (and
the recourse guaranty) as a liquidated damages provision. In other words,
if there is a sale or disposition by the borrower within the clawback period,
the borrower and guarantor should acknowledge that the sale was the
result of the borrower’s failure to disclose all relevant information at the
time of the DPO and that the additional clawback amounts are due and
owing as liquidated damages for such breach. There is a big difference
from a REMIC compliance perspective between a recovery on an existing
guarantee (even after the settlement of the borrower’s loan obligation) and
a recovery from the former collateral property after the settlement of the
borrower’s loan obligations. A recovery from a guarantor (even after the
settlement of the loan through the DPO) is considered a payment on an
existing credit enhancement arrangement and is treated like a payment on
a qualified mortgage. A recovery from the former collateral property simply because that property increased in value is neither a qualified mortgage
nor a permitted investment.
To make clawback provisions seem more like payments on the now settled
(through the DPO) qualified mortgages rather than a payment from a
retained equity interest in the collateral property, some special servicers
have structured their clawback provisions with a cap on the REMIC’s
recovery to the total amount of the indebtedness that was due and owing
under the loan documents at the time of the DPO. In these cases, the special servicer incorrectly believes that if the REMIC cannot collect more
than what was owed under the loan documents. The logic is that the
REMIC must not have an equity interest in the collateral property following the DPO as a true equity interest would allow the REMIC to accept all
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the excess proceeds and even those amounts in excess of amount that was
due and owing from the borrower at the time of the DPO.
While this notion that some recoveries must be limited to the amount of
the borrower’s debt is correct in other REMIC compliance contexts (e.g.,
an A/B loan modification (i.e., if the REMIC is receiving a payment on
a “qualified mortgage” the REMIC can only collect the amounts due on
the qualified mortgage)), this limitation on recovery is misplaced when
analyzing the clawback/liquidated damages concepts where the REMIC is
not getting paid on a “qualified mortgage” but is instead recovering from
a guarantor for breaching a representation and warranty (i.e., the recovery
is not a direct payment on a qualified mortgage (which was previously
satisfied by the DPO) but rather resulted from the pursuit of a guarantor/
credit enhancement). The REMIC should not therefore limit its claim to
the amount the borrower owes under its loan in the instance of a clawback
violation absent express language to the contrary in the DPO agreement.
See Stephen A. Edwards, Thomas J. Biafore and Jennifer O’Connor, “Time
for a Change — Modifying Loans Held by REMICs” in the 2016-17 Edition
of this Guide for additional analysis on a REMIC’s ability to pursue guarantors for recourse violations on CMBS loans following the settlement of
such loans.
Drafting Pointers: In light of the concerns noted above the special servicer and its counsel should consider the following when preparing any
DPO agreement:
1. Require the borrower and guarantor to represent and warrant
that the borrower has provided all recent terms sheets for lease
extensions, new leases, and prospective sales to the REMIC
(note that the term “recent” should be specifically defined - i.e.,
all term sheets received during the [12 month] period immediately preceding the DPO).
2. Require the borrower and guarantor to represent and warrant
that the financial condition of the borrower and guarantor
and the value of the collateral securing the loan are such that
there is no alternative strategy that the borrower and guarantor
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can offer that will bring a higher recovery on the loan to the
REMIC and acknowledge that the REMIC is relying on the
representation is setting the DPO amount.
3. Specify the timeframe after the REMIC accepts the DPO
that the REMIC can pursue a clawback claim on account of
a breach of the DPO agreement by the borrower or guarantor
(the “Clawback Period”).
4. Require the borrower and guarantor to deliver signed certifications to the REMIC during the Clawback Period stating
that the representations and warranties given by the borrower
and guarantor in the DPO agreement remain true and correct.
The special servicer should periodically check the online real
estate records (if available) during the Clawback Period to confirm that a no new deed has been recorded indicating that the
borrower has sold the property or that no new memorandum
of lease has been recorded indicating that the borrower has
signed a new lease.
5. Require the borrower and guarantor to acknowledge that any
sales, transfers, conveyances or leasing of the property during the Clawback Period were a result of a material breach
of the representations and warranties contained in the DPO
agreement.
6. Amend the recourse guaranty to make the guarantor liable for
any losses suffered by the REMIC because of a breach of the
DPO agreement representations, warranties and covenants that
occur during the Clawback Period.
Tax consequences of a DPO. Beyond the REMIC compliance issues
noted above in structuring a clawback provision, the special servicer
must remember that a DPO generates COD income that the borrower
must recognize unless an exception applies. The special servicer must file
a Form 1099-C with the borrower and the IRS as a result of a DPO. See
Tom Biafore, “Workouts, Cancellation of Indebtedness and IRS Reporting
Requirements: What Borrowers and Special Servicers Need to Know” in
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this Guide for a detailed discussion of the tax consequences for a borrower
for various DPO structures. Often a borrower will be oblivious to the fact
that even after the borrower negotiates a settlement of the its loan with
the lender through a DPO the borrower’s substantial (and unrelated) tax
liability to the IRS remains and cannot be negotiated away with the lender
though a DPO. A DPO may settle the borrower’s obligations to its lender
but a DPO does nothing to address the borrower’s tax liability to the IRS.
To avoid any eleventh-hour surprises, special servicers should notify the
borrower up front of the tax consequences of a DPO and recommend that
the borrower consider these consequences before investing the time and
effort into negotiating a DPO.
PSA considerations. The REMIC has its own administrative issues to
address when pursuing a DPO clawback claim. For example, will the
master servicer make the necessary advances available to pay for the
enforcement costs associated with pursuing a clawback claim (legal fees,
expert fees, court costs etc.) given that the special servicer has liquidated
the loan through the DPO? Or has the number of assets in the REMIC
dwindled down to the point where making such advances could reasonably be determined under the pooling and servicing agreement to be
insufficient should the advances turn out to be nonrecoverable? If there is
any question about the availability of advances for enforcement costs, the
special servicer may hold back a portion of the DPO amount as a reserve
to cover the potential litigation costs in pursuing the potential clawback
claim. If there is a successful recovery on the clawback claim, such proceeds would constitute “liquidation proceeds” under most pooling and
servicing agreements and would run through the waterfall under the PSA.
Conclusion: Carefully drafted DPO agreements can protect REMICs and
special servicers against the risk that a borrower is requesting a DPO in
an effort to pull one over on and deceive the noteholder by getting the
noteholder to accept an amount in settlement of the borrower’s loan that is
less than the value of the collateral property. Unfortunately, as is often the
case when expanding the obligations of a CMBS borrower and guarantor,
care must be taken when negotiating clawback provisions to avoid running
afoul of the Regulations. What makes perfectly good sense from a credit
perspective (i.e., protecting the lender from and ill intended borrower
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through a cleverly drafted and ironclad clawback provision) can result in
much bigger headaches for the lender if the servicer ignores the provisions
in the Code and Regulations applicable to REMIC qualification.

For more information, contact:
Eric J. Berardi
Kilpatrick Townsend & Stockton LLP
Atlanta Office:
Suite 2800
1100 Peachtree Street
Atlanta, GA 30309-4528
t 404 815 6640
c 917 239 9732
f 404 541 3289
New York Office:
The Grace Building
1114 Avenue of the Americas
New York, NY 10036-7703
t 212 775 8714
c 917 239 9732
f 212 775 8804
EBerardi@KilpatrickTownsend.com
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An Ounce of Prevention - Pre-foreclosure Planning
Merri McCoy
Bob Stupar

Background: Things don’t always go as planned. From the outset there is
always hope that the borrower will perform its obligations, from the initial
funding of the borrower’s loan to the eventual pay-off without interruption, default, or missed payments. While lenders prefer to avoid a path in a
loan’s lifecycle that detours through the land of remedies, that’s where the
lender finds itself when things turn south for a distressed borrower.
Despite contrary misconceptions often advanced by disgruntled borrowers, foreclosure is not the happy ending to which the real estate mortgage
investment conduit (“REMIC”) that holds the borrower’s defaulted loan
and its special servicer aspire. Yet, that is where the special servicer can
end up: racing to the finish line to maximize recovery by foreclosing on
and taking ownership of the property securing the borrower’s loan obligations (called “REO” (real estate owned) property following foreclosure)
and liquidating that property to eke out whatever recovery is possible.
In CMBS servicing, in addition to obtaining the appraisal and the environmental reports required by the underlying Pooling and Servicing
Agreement (“PSA”), any time the special servicer spends prior to foreclosure analyzing the impact not only title and post-foreclosure ownership
but also the operation of the soon-to-be acquired property is well spent.
Once the REMIC becomes the proud owner of the dirt and improvements
that previously secured the borrower’s loan obligations, the REMIC may
lose some of the benefits, flexibility, and bargaining leverage it enjoyed
prior to foreclosure.
In the absence of statutory provisions that benefit a REMIC as a foreclosing lender1 or contractual agreements with other parties having an interest
in the REO property that survive foreclosure, such as tenants under valid

1

In some states, for example, a lender who acquires title at foreclosure is not required to return the security
deposits it did not receive.
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SNDAs,2 a REMIC is going to take title to REO property subject to valid
matters of record that have priority over the lien securing the REMIC’s
loan, with any ambiguities as to what “valid matters” means falling largely
to subjective interpretation of applicable law. With even more potential to
create a headache for the special servicer after foreclosure, the provisions
of the Code and Regulations governing the tax qualification of the REMIC
that holds the borrower’s defaulted loan, and will, following foreclosure,
own title to the REO property, draw clear lines as to what a special servicer can and cannot do with REO property. As the special servicer’s hands
may be tied in terms of what it can do to reposition a property following
foreclosure, the need for the special servicer to anticipate issues before
foreclosure and, where possible, take remedial action before taking title
to the property securing the loan, cannot be understated. See Tom Biafore
and Steve Edwards, “The Dos and Don’ts of REO: Prohibitions on Trade
or Business and New Construction” in this Guide for a detailed discussion
of the limitations the special servicer faces when managing “foreclosure
property.”
To further complicate matters, with many special servicers, one group
of asset managers may handle the foreclosure aspects of the defaulted
loan and, once successful, hand off the acquired REO property to another
group to manage, lease, operate, and eventually dispose of that property.
Practically speaking, it may be months or years from foreclosure to the
time the REO property is sold. If there is a significant lapse between foreclosure and the subsequent sale of the REO property, the REMIC may not
be able to terminate an undesirable junior lease or other encumbrance on
any number of bases, including the argument that, over time, the special
servicer by its actions on behalf of the REMIC ratified the very encumbrance that it is now trying to avoid. Moreover, the opportunity to lease
or take an easement in the adjacent parcel which was not part of the original property securing the loan in order to obtain critical access to much
needed parking may be gone forever with the drop of the foreclosure gavel.
2

A subordination, non-disturbance and attornment agreement (“SNDA”) outlines the rights and obligations of
a tenant under an existing lease and the lender who is stepping into the borrower’s shoes as landlord under that
lease following foreclosure.
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This article bridges the information gap between pre- and post-foreclosure
asset management by highlighting common problems that affect assets
headed into foreclosure. The hope is that special servicer asset managers
who handle the foreclosure and conversion of the property from loan collateral to REO will engage their REO servicing counterparts long before
the foreclosure in an effort to steer clear of potential peril that may arise
after foreclosure.
Tools for the Job: Most special servicers consider the due diligence items
noted below as part of their pre-foreclosure preparation. These items can
provide a wealth of information. Unfortunately, foreclosure counsel and
other parties involved in the foreclosure process frequently review them
independently, in isolation, and without the involvement of the foreclosing
asset manager.
Updated Title Report, Abstractor’s Certificate, or Title Commitment.
An updated title search for the property is an essential pre-foreclosure
planning tool and the state in which the property is located, as well as the
timing and the cost, will dictate whether the special servicer resorts to a
title commitment, a title report, or an abstractor’s certificate. Each of these
items is not always available to the special servicer and each carry different pricing and timing considerations. These reports also vary in detail.
Differences aside, each report will disclose the matters of record that affect
title and answer one or more of the following questions:
•

Does the borrower still own the property securing the loan?

•

Is the borrower paying property taxes?

•

Are there other lienholders out there?

In addition to answering these baseline questions, time spent by the special
servicer reviewing the following items prior to foreclosure is well spent:
1) What to do with encumbrances? If the title report reveals
new encumbrances on the property securing the loan, were they
consented to by the REMIC? If not, the special servicer’s immediate response need not be indignation at the borrower’s breach
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of the loan documents’ no-encumbrance provisions (that can be
saved for later…). Instead, the special servicer should first determine, with advice from counsel, if the offending encumbrances
add value to the property (e.g., a reciprocal easement agreement
that provides at least as much benefit to the property securing the
loan as any associated burdens). If there are any new matters of
record that the special servicer would like to keep in place postforeclosure, even if not consented to by the REMIC, can the special
servicer subordinate the lien of the mortgage to them in order to
keep these items in place following foreclosure? On the flip-side, if
any newly discovered encumbrances do not benefit the property,
what can the special servicer do about it through the foreclosure
process? The special servicer should be alert to existing or new
encumbrances that may impair or adversely impact the value or
operation of the property securing the loan, including:
•

shared amenities with adjacent properties (e.g.,
parking, laundry, or recreational facilities); and

•

easements for ingress/egress or covenants, conditions and restrictions.

While these title items may have been examined at loan origination, the facts on the ground and the character of the property
securing the loan may have changed dramatically since that time.
The time for the special servicer to advance the REMIC’s interest
with respect to these issues is prior to, not after, the foreclosure.
2) What about leases? Leases (or the lack thereof ) may be
a cause for the property’s decline and the borrower’s inability to
perform its loan obligations. Leases are critical to the operation
and value of the property securing the borrower’s loan obligation.
Leaving aside residential leases affecting multi-family properties,
which rarely present significant issues, commercial leases are likely
to have standard subordination of lease to mortgage provisions
that are accompanied by the tenant’s agreement to attorn, or look
to and acknowledge, the REMIC as the successor landlord but
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only if the REMIC agrees not to terminate or disturb the tenant’s
possession at foreclosure. For these purposes, a negotiated SNDA
between tenant, borrower, and originating lender, or the REMIC
if the lease was entered into after securitization, will often appear
with retail and office properties, particularly with larger tenants
and for leases with longer terms.
Lenders and tenants seek SNDAs for different reasons. Lenders
want to preserve the leases’ income stream following foreclosure but at the same time limit any liability to the tenants for any
pre-foreclosure acts of the borrower/prior landlord and protect
themselves with notice and cure rights in the event the borrower
defaults on its obligations to the tenants under the leases. Tenants,
on the other hand, seek to preserve the benefit of their original
bargain and limit a lender’s potential “cherry-picking” of the lease
provisions that work to the lender’s advantage. Regardless of the
tug of war that goes into negotiating an SNDA, having SNDAs in
place for all desirable leases going into foreclosure is a good thing
as it allows the REMIC to establish quickly its rights and obligations to the tenants.
The more difficult question for the special servicer is what to do
with leases that do not have SNDAs in place. A valuable lease may
be junior to the REMIC’s mortgage and, as a result, may not survive foreclosure. In that instance, if the REMIC does nothing other
than take title to the property subject to all validly existing matters
superior to the lien of the mortgage, will the desirable junior lease
be terminated at foreclosure or will the special servicer need to
take some affirmative action to preserve that lease?
In some states and under some leases, the REMIC may have room
to maneuver and unilaterally subordinate its mortgage to junior
leases before foreclosure in order to preserve those leases following foreclosure. Unfortunately, leases are not typically recorded,
so unrecorded leases will not appear in the special servicer’s title
search. As a result, leases (however desirable) may not be on foreclosing counsel’s radar at the time of foreclosure. Also, counsel
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conducting the foreclosure are not normally asked to review leases
as part of the pre-foreclosure due diligence. An unintended consequence of a hasty foreclosure, therefore, may be an unanticipated
notice from a tenant under a junior lease informing the REMIC
that its lease obligations are no more as the tenant’s lease was extinguished by the foreclosure. Equally as frustrating are circumstances
where the REMIC wants to terminate an undesirable junior lease
through foreclosure but because the message was not communicated to the REO asset management side of the special servicer,
rents continued to be accepted from the tenant post-foreclosure,
thus effectively ratifying the undesirable lease. In both of these scenarios, pre-foreclosure coordination between the special servicer
asset manager, his or her REO counterpart, and foreclosure counsel is essential to establish a plan to deal with leases.3
3) Federal Tax Liens. Federal tax liens are said to “relate back”
to the date the tax due from the defaulting borrower was first
assessed, attaching to all of the borrower/taxpayer’s property and
including after-acquired property the borrower obtains following
the creation of the tax lien. This, and the fact that a federal tax lien
springs into existence by operation of law and without the consent
of the borrower, is the reason the federal tax lien is described as a
“secret” lien. While there is an element of secrecy to the mechanism by which the federal tax lien comes to life, the lien itself is
not valid against any purchaser of or holder of a security interest
in the borrower’s property until notice of the tax lien has been filed.
It is the proper filing of the notice of tax lien, not the existence of
the lien itself as to the borrower, that gives the federal tax lien its
3

As discussed elsewhere in this Guide, leases that contemplate new construction on the collateral property
may present difficult issues for the special servicer should the REMIC elect to go to title on the related collateral.
In the event that a REMIC forecloses on the collateral property and converts that property to REO (referred to
as “foreclosure property” for REMIC qualification purposes), a more arduous set of REMIC restrictions apply
to any proposed construction activity on the foreclosure property. As a result, the special servicer must have
an understanding of what construction activities are contemplated by existing leases and whether that activity
may proceed in the event that the collateral property is converted to foreclosure property. See Tom Biafore and
Steve Edwards, “The Do’s and Don’ts of REO: Prohibitions on Trade or Business and New Construction” in this
Guide for a detailed discussion of the REMIC rules that restrict new construction on REO Property even when
the construction activity is undertaken pursuant to a pre-approved lease that predated the borrower’s default.
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bite against third-party lenders and other holders of interests in the
borrower’s property.
As is the case with any perfected security interests, a tax lien gives
the IRS an interest in the borrower’s property, which interest can
be looked to satisfy the borrower’s tax debts. Nothing unusual
there. The federal tax lien can, however, also unseat a lender holding a perfected security interest in the borrower’s after-acquired
property and can prime a perfected security interest in property
that secures a lender’s future advance to a borrower. In this regard,
the filing of the notice of federal tax lien puts a stranglehold on any
struggling borrower and forces the borrower to come in from the
cold and deal with the consequences of its missed tax payments.
While the creation of the tax lien and the means of giving notice
are governed by federal law, state law governs the process for where
and how the notice of tax lien must be filed and indexed to establish priority. This process varies from state to state. As a result,
the special servicer must search the appropriate public records
where the property securing the borrower’s loan obligations is
located, to the extent not already covered by the title update, so
the special servicer can give the mandatory notice to the IRS of the
REMIC’s pending foreclosure sale if a federal tax lien has attached
to the property following the creation of the REMIC’s mortgage
lien. Depending on whether the foreclosure proceeding is judicial or non-judicial, and whether the tax lien has priority over the
REMIC’s mortgage lien, failure of the REMIC to give the IRS the
required notice of a foreclosure sale can impact whether the IRS’s
lien is discharged.
While a detailed discussion of the intricacies of federal tax liens
is beyond the scope of this article, special servicers should always
keep in mind the following:
•

A federal tax lien may exist as to the borrower
whether or not notice of the lien has been filed;
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•

As to other lenders’ interests in the borrower’s property to which the federal tax lien has attached, it is
the proper filing of the notice of the tax lien, not the
existence of the lien itself, that is the determining
factor of the relative priority of a REMIC’s interest in
the borrower’s property; and

•

As the federal tax lien can unseat a previously perfected security interest in the borrower’s property,
the special servicer must exercise caution when
dealing with and negotiating around a previously
filed federal tax lien.

Survey. Some may not consider survey review an essential part of preforeclosure due diligence. After all, the physical location of improvements
and location of other items affecting the property securing the borrower’s
loan obligation (e.g., easements, roads, access points, etc.) "are what they
are” (as the saying goes) and, in most cases, not much can be done about it.
What’s more, as a survey review was, in theory, completed when the loan
was originated, presumably any issues identified at that time were built
into the loan structure.
On the other hand, a survey review combined with title search results (not
just the results of the title search but title documents themselves) may
reveal issues that, though difficult to correct pre-foreclosure, are impossible
to correct after the foreclosure. As discussed below, in the CMBS setting,
the provisions of the Code and Regulations governing REMIC qualification and the qualification of REO property as “foreclosure property” are in
many respects less forgiving than those that apply pre-foreclosure to the
borrower-owned mortgaged (or collateral) property. The special servicer’s
review of the survey prior to foreclosure may highlight physical limitations
(e.g., access, parking, etc.) of the soon-to-be acquired property and provide
an opportunity to address these limitations.
REMIC Issues—The Elephant in the Room: The physical and operational
aspects of the property securing the loan should become apparent after the
special servicer completes the pre-foreclosure due diligence. But what of
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potential REMIC issues? Unfortunately, the special servicer’s REMIC analysis is not usually a part of the foreclosure process. Beyond determining
that the property securing the loan can qualify as “foreclosure property”
should the special servicer be successful in acquiring the property on
behalf of the REMIC, the special servicer generally does not concern itself
during the pre-foreclosure due diligence with the intricacies of the REMIC
limitations that impact the operation and eventual disposition of the property once the REMIC becomes its proud owner.
The foreclosure process is a matter of state law and is governed by the terms
of the loan documents and applicable law. What’s more, the provisions
of the Code and Regulations governing the qualification of the property
securing the loan as “foreclosure property” following the REMIC’s acquisition of such property make it clear that a REMIC can acquire “foreclosure
property” in any means necessary (e.g., formal foreclosure, deed-in-lieu,
acquisition of the ownership interests of the borrower entity, etc.).4 These
factors conspire to lull the special servicer into a false sense of security
believing that nothing can possibility go wrong from a REMIC perspective
with a foreclosure. Sadly, for the special servicer that is not considering
post-foreclosure operational issues impacting the property during the preforeclosure due diligence, a lot can and does go wrong.
The provisions of the Code and the Regulations provide generally that
prior to foreclosure, a REMIC can only hold the borrower’s loan as a “qualified mortgage.” Following foreclosure, the REMIC must hold any acquired
property that previously secured the borrower’s loan as “foreclosure property.” See Tom Biafore “REMIC Qualification—Why Do We Care?” in this
4

As a result of the Code’s limited guidance on how collateral owned by the borrower converts to “foreclosure
property” in the hands of the REMIC (i.e., “foreclosure property” is defined simply as the real property that
the REMIC acquires “in connection with the default or imminent default of a qualified mortgage held by the
REMIC”), there is no apparent limit to the means by which the REMIC can “acquire” foreclosure property.
Rather, the Code’s only definitional limitation of “foreclosure property” relates to one fact-- that the REMIC
acquired the foreclosure property as a result of the borrower’s “default or imminent default.” It is possible,
therefore, for a REMIC to take title to foreclosure property indirectly by acquiring all the equity of a borrower
entity (rather than the collateral property itself through formal foreclosure or a deed in lieu) provided the borrower entity will be treated as a disregarded entity (e.g., a single member LLC) for tax purposes and the REMIC’s
acquisition of the equity was a result of the borrower’s “default or imminent default.” See Tom Biafore and Steve
Edwards “The Dos and Don’ts of REO” in this Guide for a discussion of the qualification and operation of
“foreclosure property” and including the ability of a REMIC to acquire “foreclosure property” indirectly by
acquiring the equity of a defaulting borrower.
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Guide for a discussion of the need for the servicer to preserve REMIC
status at all times. On balance, the provisions of the Code and Regulations
are much more lenient with respect to activity that impacts a “qualified
mortgage” prior to foreclosure, such as alterations (e.g., new construction, collateral additions) to the borrower-owned collateral property that
secures the loan than with activity impacting “foreclosure property” following the REMIC’s acquisition of such property.
Prior to foreclosure, a borrower’s changes to the physical characteristics
of the collateral is often tested using a standard of whether the activity
in question (e.g., adding real property interests as collateral for the loan,
engaging in construction on the property) adversely affects the value of
the real property securing the loan. If not, the activity should not cause
the related loan to cease to qualify as a “qualified mortgage” under the
so-called “principally secured” test. See Tom Biafore and Steve Edwards
“Modern Day Alchemy —Modifying Qualified Mortgages” in REMIC’s” in
this Guide for a detailed discussion of the “principally secured” test.
Unfortunately, this same activity undertaken when the REMIC has taken
ownership of the property through a foreclosure is tested under the Code
and Regulations using much more stringent and less forgiving standards.
For example, real property collateral that could have been acquired by the
borrower prior to foreclosure may not be acquired by the REMIC after
foreclosure. When a REMIC holds a qualified mortgage that has not been
reduced to foreclosure property, real property added as “collateral” to a
borrower’s loan prior to foreclosure is tested under the permissive “principally secured” standard. After foreclosure, however, this standard is not
available to the special servicer to ensure REMIC compliance and, as a
result, it is not possible to add any real property to the foreclosure property
after foreclosure. In these situations the special servicer should, where possible, have the REMIC obtain the sought after real property in two steps
(adding the real property as loan collateral property prior to foreclosure
and then completing the foreclosure), as acquiring such property directly
following foreclosure is not, absent some highly unusual circumstances,
permitted.5
5

The special servicer’s primary concern with adding real property collateral prior to, but in anticipation of,
foreclosure to circumvent the requirement that all “real property” the REMIC acquires must be acquired by
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The application of the Code and Regulation’s “foreclosure property” provisions to the example above leaves an opening for special servicers to do
pre-foreclosure that which they will not be permitted to do after foreclosure. Other commonplace situations include:
1) Access. The pre-foreclosure title and survey review
reveals that the real property securing the loan is contiguous with another parcel owned by the borrower’s affiliate but
which is not a part of the loan’s existing collateral. Customers
to the real property securing the loan use that other parcel as
a way of access to a public right-of-way but there is no written easement in place permitting such use. Special servicer
anticipates that after the foreclosure, the borrower’s affiliate
may be less inclined to allow that cross-access to continue.
A similar scenario exists even if both parcels are part of the
property securing the loan but the special servicer anticipates
it may sell them separately post-foreclosure thus creating
rights over the sold parcel for the benefit of the parcel the
REMIC will retain. In either case and depending on the facts
and circumstances, putting in place the needed access easement post-foreclosure may not be permitted under the Code
and Regulations.
2) Parking. The pre-foreclosure review of the zoning reports, title, and survey reveals that the real property
securing the loan suffers from a parking deficiency. At the
same time, the special servicer knows that the owner of a
foreclosure (or deed in lieu) is the so-called “Improper Knowledge” test. In some cases, if the special servicer
can effect a change to the real property collateral prior to (but in anticipation of) foreclosure that is deemed to
result in a “significant modification” of the borrower’s loan, the borrower’s loan will be considered to be a “new”
loan for all tax purposes. As this “new” loan (i.e., the borrower’s loan as modified with additional real property
collateral) was acquired by the REMIC at the time the borrower’s loan is in default, or default and foreclosure
were anticipated, the REMIC may be deemed to have “Improper Knowledge” with respect to the collateral property such that none of the collateral property (the original real property collateral together with the parcel that
was added to the collateral in anticipation of foreclosure) can be considered “foreclosure property.” While there
may be planning opportunities prior to foreclosure for the special servicer to reconfigure the to-be-acquired
property, the special servicer and its counsel must exercise caution to insure that all of the Regulation’s technical
rules related to qualified “foreclosure property” are followed. See Tom Biafore and Steve Edwards, “The Dos and
Don’ts of REO” Prohibitions on Trade or Business and New Construction” in this Guide for a discussion of the
new construction limitations on REO property following foreclosure.
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contiguous parcel, which is not a part of the property securing the loan, is marketing its parcel for sale or lease and
the adjoining parcel has obvious potential to provide the
needed parking for the real property securing the loan. After
the foreclosure, the applicable provisions of the Code and
Regulations will prohibit the servicer from purchasing or
leasing that adjoining parcel even for the valid economic reason of providing the needed parking for the tenants at the
REO property.
3) Construction. During pre-foreclosure communication with the borrower, the special servicer learned that an
important tenant at the real property securing the loan will
require that an additional improvement is constructed on
such property in order to accommodate the tenant’s business needs. The tenant’s lease does not currently contemplate
the construction of improvements but the tenant is willing
to complete the improvements itself in exchange for future
reduction in monthly rent. Once again, the heightened
application of the Code and Regulations to post-foreclosure
activities with the “foreclosure property” (specifically the
prohibition of a REMIC allowing construction to take place
on the property post-foreclosure) will prohibit the construction regardless of the incontrovertible economic need for the
new improvements at the property. In cases such as these
the special servicer should consider delaying the foreclosure
until the tenant has completed the construction of the new
improvement. See Tom Biafore and Steve Edwards, “The Dos
and Don’ts of REO: Prohibitions on Trade or Business and
New Construction” in this Guide for a discussion of the limitations on new construction on foreclosure property.
In each of these situations, it is essential that the special servicer anticipate
and address the danger before foreclosure. In addition, to the extent that
the borrower’s cooperation may be required to resolve the issue, the special
servicer must determine the best way to persuade the borrower to cooperate. Either way, the special servicer’s window of opportunity to act, and
222

Kilpatrick Townsend & Stockton LLP
also its leverage to encourage the borrower to cooperate, is greater before
foreclosure while there is still hope for resolution. Following foreclosure,
that hope may be lost for good.
Practically speaking, a special servicer may be able to motivate the borrower to assist in pre-foreclosure matters through various forbearance
structures, including (where necessary and appropriate) waving any
borrower principals’ liability under the loan guaranties in exchange for
borrower’s pre-foreclosure cooperation in addressing the identified issues
with the property. While these types of pre-foreclosure maneuverings may
be best suited for larger loans where the needed investment of time and
resources will be more justified, the special servicer should always undertake a cursory review of these matters prior to foreclosure.
Conclusion: The facts and circumstances related to a defaulted loan and
the timing within which the special servicer can accomplish a foreclosure
may affect the special servicer’s ability to conduct a comprehensive preforeclosure review of the to-be-acquired property. While good foreclosure
counsel will help steer the special servicer through the planning process,
understanding the issues and potential pitfalls and taking a bit of time
before foreclosure to ask the right questions will be invaluable and will serve
the special servicer well in its efforts to maximize recovery and minimize
headaches.
For more information, contact:
Merri H. McCoy
Kilpatrick Townsend & Stockton LLP
2001 Ross Avenue Suite 4400
Dallas, TX 75201
t 214 922 7113
MHMccoy@KilpatrickTownsend.com

223

Servicer Survival Guide 2019
Bob Stupar
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6430
BStupar@KilpatrickTownsend.com
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The Dos and Don’ts of REO: Prohibitions on Trade
or Business and New Construction
Thomas J. Biafore
Stephen A. Edwards

Background: A REMIC that forecloses on real property might appear to
have an advantage over other real estate owners when operating, leasing,
and ultimately disposing of that property (referred to as “REO property”
once acquired by the REMIC). Unlike a typical developer, a REMIC generally pays no federal income tax on many types of income the REMIC earns
from those activities. See Tom Biafore, “REMIC Qualification— Why
Do We Care?” and “Fear Of The Unknown — The Danger Of Holding
Unqualified Assets” in this Guide for a discussion of the significance of
REMIC status. Much of the REMIC’S perceived advantage is eliminated,
however, by technical rules that restrict the REMIC’s operation and disposition of REO property.
Tax rules require a REMIC to be passive. Once a REMIC acquires REO
property, though, it must inevitably take an active (or owner’s) role in the
management, operation, and disposition of that property. The foreclosure
property rules in the Code and Regulations strike a balance between these
two considerations.
“Foreclosure Property”—The Basics: A REMIC only holds “qualified mortgages” or “permitted investments.” One type of “permitted
investment” is “foreclosure property”—a statutory and regulatory
acknowledgement that from time to time a borrower may default on its
obligations under the terms of a qualified mortgage and the REMIC may
end up taking title to, operating, and ultimately disposing of that property.
Code Section 860G(a)(8) defines “foreclosure property” as property “(A)
which would be foreclosure property ... if acquired by a real estate investment trust, and (B) which is acquired in connection with the default or
imminent default of a qualified mortgage held by the REMIC.” (Emphasis
added.) Code Section 856(e) defines “foreclosure property” for purposes
of real estate investment trusts (REITs) and limits it to “real property
(including interests in real property)” and qualifying personal property
(described in detail below).
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“Default and Imminent Default.” The requirement in Code Section
860G(a)(8)(B) that REO property be “acquired in connection with the
default or imminent default of a qualified mortgage held by the REMIC”
is an important limitation sometimes overlooked by special servicers. In
this regard, the foreclosure property rules take the approach that if the
real property was good enough to serve as collateral for the borrower’s
loan prior to foreclosure, the real property (as is) must be good enough
on its own (and without adding additional real property) as foreclosure
property for the REMIC following foreclosure. Although some personal
property related to the business conducted on the REO property can be
acquired after the default,1 real property that the REMIC acquires after
foreclosure will never qualify as foreclosure property and may not be held
by the REMIC.2 This prohibition can create difficult interpretive issues in
connection with non-traditional real property interests. See Tom Biafore,
“Interests in Real Property – A New Tool for Servicers” in this Guide for a
detailed discussion of what amounts to “real property” for these purposes.
To avoid this prohibition, special servicers sometimes propose adding
real property collateral (e.g., adjacent property owned by an affiliate of
the borrower) prior to but in anticipation of foreclosure. As is often the
case, a workaround so obvious and easy to effect is not without peril.
While this strategy addresses the technical issue that the newly-added real
property did not otherwise secure the borrower’s obligation at the time
of foreclosure, the borrower’s assignment of new real property collateral
prior to foreclosure may implicate the Improper Knowledge test, which
1

Personal property may be acquired after the real property has been acquired through foreclosure if it is
“incident” to the real property, even if the personal property was not subject to the mortgagee’s lien or even if
the personal property was not in existence at the time of foreclosure. Treas. Reg. §1.856-6(b)(2). Personal property will be considered “incident” to a particular item of real property if the personal property is used in a trade
or business conducted on the real property or the use of the personal property “is otherwise an ordinary and
necessary corollary of the use to which the real property is put.” The Regulations give as examples in the case of
a hotel such items as “furniture, appliances, linens, china, food, etc.”
2

Proposals to acquire real property after a foreclosure frequently come up where additional interests in real
property are needed to operate the foreclosure property (e.g., for parking or other ancillary activities) but where
those interests were not part of the security for the borrower’s loan at the time for foreclosure. Similarly, when
the foreclosure property is comprised of a ground lease the special servicer may consider extending the ground
lease’s term to make the ground lease more appealing to a potential buyer. While the relative desirability to a
potential buyer of a ground lease with a 30 rather three year remaining term cannot be debated, the extended
ground lease cannot be (absent some highly unusual circumstance) considered foreclosure property that the
REMIC can hold. As a result, the special servicer must resist the temptation to extend the ground lease’s term in
these situations.
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excludes property from the definition of “foreclosure property” if the loan
it secures was made or acquired by the REMIC with the intent to foreclose
or when the REMIC knew or had reason to know that default would occur
(“Improper Knowledge”). The obvious counter argument is that the loan
was acquired by the REMIC long before the new real property is being
added, but this overlooks another principle discussed elsewhere in the
Guide (See Steve Edwards, Tom Biafore and Jennifer O’Connor, “Time
for a Change - Modifying Loans Held by REMICs” in the 2016-17 edition
of the Servicer Survival Guide for a detailed discussion of what forms of
modification of mortgage loans will result in an exchange of the existing
loan for a new loan.) If a “substantial amount” of collateral is added to
the security for the Loan, the existing loan will be treated as having been
exchanged for a new loan. The strategy of adding new real estate collateral
to secure a loan before default will therefore work only if the new collateral
is not a “substantial amount.” If the newly-added real property collateral
amounts to a substantial amount of the overall collateral, arguably none
of the collateral will qualify as “foreclosure property” as a result of the
Improper Knowledge test.3
The requirement that a REMIC not acquire an interest in real property
other than as a result of the borrower’s “default” or “imminent default”
cannot be read too broadly. Rather, this rule must be read in conjunction
with the other foreclosure property rules (discussed below (e.g., exception
to “new construction” on foreclosure property for preparation of tenant
space; the completion of construction activity that the borrower started
prior to defaulting on its loan etc.)). If the rule that a REMIC can only
acquire real property interests as a result of the borrower’s loan default was
absolute, the rule would make it impossible for the REMIC to enter a new
3

But see the example in Treas. Reg. §1.860G-2(b)(7)((iv), which illustrates the application of the “principally
secured” test to a loan where the borrower substituted 100% of the real property collateral at a time when then
the borrower’s default was “reasonably foreseeable.” While the example in the Regulations focused on the application of the “principally secured” test, it seems odd that the example would be included in the Regulations
if the result of the collateral substitution in the face of the borrower’s “reasonably foreseeable” default would
violate the Improper Knowledge test. Perhaps the distinguishing factor is that, in the example, the collateral
substitution was intended to reduce the risk of default and work out the loan and was not completed in anticipation of foreclosure. When discussing the Improper Knowledge test, the Regulations under Code Section 856
provide that a trust will not have Improper Knowledge with respect to property on which the trust subsequently
forecloses if the trust, in an attempt to avoid default or foreclosure, modified the borrower’s loan or advanced
additional funds to the borrower prior to foreclosure but during a time when the borrower was in default. Treas.
Reg. §1.856-6(b)(3).
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lease at the foreclosure property following foreclosure as the lease itself is
a new interest in real property that the REMIC would not acquire through
foreclosure (i.e., as a result of the borrower’s default) but rather as an outgrowth of the REMIC’s normal leasing activity of the property following
foreclosure. Of course we know it is not the case that a REMIC’s lease of
foreclosure property results in an impermissible new interest of real property for the REMIC if for no other reason than the Regulations governing
the classification of “foreclosure property” contain numerous provisions
outlining the scope of the REMIC’s permissible leasing activity. If the lease
itself was not something that the REMIC could agree to these leasing provisions would have no consequence whatsoever.
With new leases of foreclosure property, we believe the better read of
the rules is that rather than creating a new interest in real property, the
lease simply encumbers the existing real property interest. In this regard,
so long as the new lease does not create for the REMIC a new or greater
interest in real property than what the REMIC acquired at the time of
foreclosure the new lease should present no REMIC concerns. (See also the
discussion below on “Impermissible New Construction” in this article. As
the new construction would create new interests in real property it would
seem unlikely that the Code and Regulations would outline precisely when
new construction on foreclosure property is permitted if any such activity would result in a newly constructed interest in real property that the
REMIC could not hold in the first instance (as it was not acquired by the
REMIC as a result of the borrower’s “default or imminent default” but
rather as a result of the REMIC’s construction activity)).
Foreclosure, Deed in Lieu and Receivership. The Regulations provide
leeway in how a REMIC can acquire REO property. The REMIC is not
required to conduct a formal foreclosure proceeding. It may acquire the
REO property by any means, including bidding on the property at foreclosure or otherwise reducing the property to ownership or possession by
agreement (i.e., a deed in lieu) or process of law, after there was a default
(or imminent default) on the indebtedness secured by the property. 4
Foreclosure property is treated as having been acquired by the REMIC
4

The fact that the property also secures indebtedness owed to other creditors will not make the property
ineligible to be foreclosure property.
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on the date on which the REMIC acquires ownership of the property for
Federal income tax purposes irrespective of any redemption period that
the defaulting borrower may enjoy as a matter of state law.
As a result of the Code’s limited guidance on how collateral owned by the
borrower converts to “foreclosure property” in the hands of the REMIC
(i.e., “foreclosure property” is defined simply as the real property that the
REMIC acquires “in connection with the default of imminent default of a
qualified mortgage held by the REMIC”) there is no apparent limit to the
means or methods by which the REMIC can “acquire” foreclosure property. Rather, the Code focuses its sole definitional limitation of “foreclosure
property” to one fact-- that the REMIC acquired the foreclosure property
as a result of the borrower’s “default or imminent default.” It is possible,
therefore, for a REMIC to take title to foreclosure property indirectly by
acquiring all the equity of a borrower entity (rather than the collateral
property itself through formal foreclosure or a deed in lieu) provided the
borrower entity is a “disregarded entity” (e.g., a single member LLC) for
tax purposes and the REMIC's acquisition of the equity was a result of the
borrower's “default or imminent default.”
Depending on elections made by the borrower and the number of members, the IRS will treat the borrower as a corporation, partnership, or as
part of the owner's tax return (a “disregarded entity”). Under these rules,
an LLC with one member is treated as the same as its owner for all income
tax purposes unless that LLC makes the necessary filing (a Form 8832)
and elects to be treated as a corporation. As a result of the application of
these so-called “disregarded entity” rules, a REMIC that acquires all of
the membership interest in a borrower LLC will be deemed to acquire
the property owned by that LLC directly. The permissive means by which
the Code allows for borrower-owned collateral to convert to “foreclosure
property” is limited in its application and should not be read as allowing
the REMIC to acquire equity in other entities that are not disregarded
entities or acquire equity or other assets as a planning tool rather than as
a result of borrower's default or imminent default. See for example Tom
Biafore and Rex Veal “Property Protection Advancing in CMBS” in this
guide for a discussion of the potential hazards to a REMIC acquiring a
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mezzanine loan as a planning tool to gain leverage over the borrower in a
workout situation.
A REMIC does not acquire ownership of foreclosure property in a typical receivership situation, where the REMIC does not receive any profit
or sustain any loss with respect to the property except as a creditor of
the mortgagor while the receiver remains in place. In contrast, a REMIC
can be considered an owner of REO property if, for example, legal title
is acquired upon foreclosure in the name of a nominee for the exclusive
benefit of the REMIC, which is the equitable owner of the REO property.
The fact that, under local law, the borrower has a right of redemption after
foreclosure is also not relevant in determining whether the REMIC has
acquired ownership of the REO property.5 A special servicer should be
aware that these rules impact the timing of filings for foreclosure property
extensions. See Tom Biafore, “Foreclosure Property Extensions – When,
What and Where to File” in this Guide for a discussion of the extension
rules.
Passive vs. Active -- The Grace Period: Another rule balancing the requirement that a REMIC be passive against the need for the REMIC to operate
the REO property is the holding period rule for foreclosure property. The
REMIC rules allow the REMIC to hold REO property for only a limited
period - through the end of the third taxable year following the year in
which the REMIC acquired the related property, although the REMIC may
apply for and receive one additional three-year extension of this holding
period. By providing a limited period during which the REMIC may hold
REO property, the REMIC rules necessarily limit the REMIC’s activity
with respect to foreclosure property. Unlike other property owners, which
may hold that property as long as they desire, a REMIC must dispose of
foreclosure property by the end of the related grace period irrespective
of the potential market for the property at that time. See Tom Biafore,
“Foreclosure Property Extensions – When, What and Where to File?”
in this Guide for a discussion of the foreclosure property holding period
rules.

5

Treas. Reg. §1.856-6(b)(1).
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Using REO in a Trade or Business: Even if REO property qualifies as
“foreclosure property,” income generated by the REO property is subject
to the 100% tax on prohibited transactions6 if the REMIC generates active
income from the REO property as a result of “(i) the REMIC’s use of the
REO property in a trade or business (except through an independent contractor).” The prohibition against using foreclosure property in a trade or
business is an additional limitation on the REMIC’s activities with REO
property.7
In many instances, the nature of prohibited trade or business activity for
a REMIC will be obvious — a REMIC cannot operate a business such as a
hotel, assisted living facility, golf course or restaurant other than through
an independent contractor. In other cases, the trade or business limitation can sneak up on the special servicer. A REMIC could find itself
engaged in a trade or business if it actively develops and otherwise holds
any REO property for sale to customers through multiple sales of parts
of a single REO property. By way of example, a REMIC that forecloses
on an apartment building and offers the entire building for sale as part of
the REMIC’s liquidation strategy will not, absent more, be engaged in a
trade or business with respect to the apartment building. If, however, the
REMIC elects to convert that same apartment building to condominiums,
markets individual condominium units for sale to the eventual inhabitants of the units and holds itself out as the developer of the condominium
project, the REMIC will be deemed to be holding the REO property for
sale to customers in the ordinary course of its business of developing the
condominium project. In this latter case, the apartment building will cease
to be REMIC-qualified foreclosure property for purposes of the prohibited
transaction rules.
Assessing whether a REMIC is engaged in a trade or business in connection with multiple sales of REO property is a facts-and-circumstances test
under which there are no bright-line rules. For example, as we have seen,
6

Code Section 860F(a)(2)(B).

7

The limitation in the REMIC rules that provides that only real property that secured the borrower’s obligation
at the time of foreclosure may be acquired by the REMIC is another form of restriction on a REMIC’s ability to
carry on a trade or business. By so limiting the real property that a REMIC can acquire, the REMIC rules ensure
that the REMIC is not a dealer or active developer of real property that is taking ownership of property that
never secured the borrower’s obligation under the terms of its loan.
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multiple sales of properties can point to trade or business, but there is no
requirement in the Code or the Regulations that a REMIC sell all of its
REO property in a single transaction to a single purchaser. From a practical perspective, where the REMIC foreclosed on a portfolio of properties
located in a number of different areas, it may be unlikely that one buyer
would be willing or able to purchase all of the properties.
Outside of the REMIC context, the courts have focused on the taxpayer’s motivation for owning a particular piece of real property in deciding
whether the taxpayer is a dealer (and therefore engaged in a trade or business). Because that is a factual question, the courts have developed sets
of factors to apply in the analysis. The following list set forth in U.S. v.
Winthrop is one frequently cited example of such a list:
1. The nature and purpose of the acquisition of the property
and the duration of the ownership;
2. The extent and nature of the taxpayer’s efforts to sell the
property;
3. The number, extent, continuity and substantiality of the
sales;
4. The extent of subdividing, developing and improving the
property that was done to increase sales;
5. The use of a business office and advertising for the sale of
the property;
6. The character and degree of supervision or control exercised
by the taxpayer over any representative selling the property;
and
7. The time and effort the taxpayer actually devotes to the sale
of the property.
Other factors to consider when assessing whether a REMIC is engaged in
a trade or business as a result of multiple sales of REO property include:
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•

Reason for Multiple Sales: If the REMIC is proposing to subdivide REO property for multiple sales, the
special servicer must assess whether there is a logical
reason why different buyers would be interested in different aspects of the REO property. For example, if the
REO property is half retail and half office, the fact that
one purchaser may be interested only in the retail portion while a different purchaser may be interested only
in the office portion should not result in the REMIC
being deemed to engage in a trade or business as a result
of conducting two separate sales of the REO property to
accommodate the fact that the REO property serves two
specific needs (i.e., retail and office).

•

Purchasing Party: Where the purchasing party is uniquely
suited to acquire some but not all of the REO property, it
is less likely the REMIC will be deemed to be engaged in
a trade or business with respect to the REO property. This
would be the case where, for example, an existing (nonborrower) tenant at the REO property (e.g., an operator
of a movie theatre, bowling alley, etc.) wants to purchase
the space that it currently occupies but not the entire REO
property.

•

Number of Sales and Preparatory Work: The more sales a
REMIC has with respect to a single parcel of REO property,
the more likely the REMIC will be considered engaged in
a trade or business with that REO property. Similarly, the
more preparatory work in which the REMIC must engage
to accommodate multiple sales for a single parcel of REO
property (signage, tax parcel, site plan, access, utilities, etc.),
the more likely the REMIC will be deemed to be in the trade
or business of developing the REO property.

•

Marketing and Appearance: In order to be engaged in
a trade or business, the REMIC must be engaged in an
activity on a regular basis rather than intermittently or
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sporadically. To the extent that the REMIC: (a) holds itself
out as a developer of the REO property, (b) is willing and
able to subdivide the existing REO property to accommodate multiple potential buyers, and (c) otherwise gives the
outward appearance as a party that is actively developing
the REO property rather than simply trying to realize on
the security for a defaulted mortgage loan, the more likely
the REMIC will be deemed to be in a trade or business with
respect to the disposition of the REO property.
Impermissible New Construction: As with the trade or business prohibition, a REMIC is subject to a 100% prohibited transaction tax on the
income generated by the REO property as a result of, the REMIC’s construction activities on the REO property unless,
(a) the construction consists of the completion of a building8 where more than 10 percent of the construction of
such building was completed before the related loan default
became imminent, and
(b) any construction more than 90 days after such property
was acquired by the REMIC is performed by an independent contractor from whom the REMIC does not derive or
receive any income.9
Under this rule, a REMIC may not engage in or permit any construction on REO property unless the construction is completing construction
that was underway at the time of default (and, here too, the construction
must be done by an independent contractor). Renovation of a building,
including remodeling the building to reconfigure its layout, is considered
“construction.” On the other hand, “construction” does not include:

8

The term “building” for these purposes generally refers to the building as planned by the borrower at the
time of default. Treas. Reg. § 1.856-6(e)(5).
9

Treas. Reg. § 1.856-6(c). These rules apply only to the REMIC once it has succeeded to the borrower’s ownership in the property and has converted loan collateral to foreclosure property. A borrower under the terms of
a qualified mortgage held by a REMIC is not subject to the trade or business or new construction prohibitions
discussed in this article.
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“(i) the repair or maintenance of a building or other
improvement (such as the replacement of worn or obsolete furniture and appliances) to offset normal wear and tear
or obsolescence, and the restoration of property required
because of damage from fire, storm, vandalism or other
casualty,
(ii) the preparation of leased space for a new tenant that
does not substantially extend the useful life of the building or other improvement or significantly increase its value,
even though, in the case of commercial space, this preparation includes adapting the property to the conduct of a
different business, or
(iii) certain deferred maintenance that the defaulting party
failed to perform.”10
Where the borrower had completed at least 10% of the construction of
a building or improvement when the borrower’s default became imminent, the REMIC can make modifications to the plans for the building or
improvement that increase the direct cost of construction only if –
“(i) The modifications are required by a federal, state, or
local agency, or
(ii) Where the building or improvement, as modified,
was more than 10 percent complete when default became
imminent, the modifications are alterations that are either
required by a prospective lessee or purchaser as a condition of leasing or buying the property or are necessary for
the property to be used for the purpose planned at the time
default became imminent.”11
How this provision can benefit REMICs after taking title to REO property is illustrated by a private letter ruling (PLR 201623007) obtained by
this firm. The ruling addressed a situation in which the subject property
10

Treas. Reg. § 1.856-6(e)(5).

11

Emphasis added. Treas. Reg. § 1.856-6(e)(3).
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was out of compliance with state and local environmental laws as a result
of deficiencies in its wastewater treatment facilities. The borrower developed plans to remediate those deficiencies. Owing to financial difficulties,
however, the borrower spent only a little more than 10% of the budgeted
costs of remediation before default on its loan became imminent. Almost
immediately after foreclosure, the REMIC was informed that the proposed
remediation was inadequate, that the cost of remediation would be dramatically larger, and that the waste water treatment facilities would have
to be moved to another location on the property. After prolonged negotiations, the IRS was convinced that the post-foreclosure remediation project
was the same construction project as the one that had commenced before
foreclosure and that the increase in costs was a result of modifications
required by a state or local agency. It was essential to the IRS’s thinking
that the project was for the same purpose and that at least 10% of the preforeclosure budgeted costs had been incurred.
Aside from the provisions of the Regulations outlined above, there has
been limited guidance to taxpayers on the question of what constitutes “construction,” leaving many difficult questions of interpretation.
For example, how far can the concept of “obsolescence” be pushed? The
relevant provision of the Treasury Regulations refers to “repair or maintenance” to “offset obsolescence.” Does this also mean that components
of a building can be replaced? It would be difficult to imagine that only
repairs would be permitted, since something that is obsolete usually cannot be made current merely by repairing or maintaining it. On the other
hand, “repair or maintenance” typically refers, at least for income tax purposes, to expenditures that are not capital in nature -- a factor on which
the IRS has been particularly focused when considering private letter ruling requests on the issue of impermissible “construction.”
Another question is whether “obsolescence” extends to economic obsolescence (e.g., can a component be replaced merely because it is less
economical than what a reasonable owner would install today). Again, it
seems likely that replacement of a component that is economically obsolete should be permitted, since most items that become obsolete do so
primarily because of changes in technology or practices that are intended
to make operations more economically efficient. Still, would this extend to
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a situation in which, although a component is still perfectly operational, it
is not what a prudent operator would install in a new facility?
The exception for the preparation of leased space for a new tenant also
raises difficult interpretive issues. Does “leased space” refer only to the
existing building or can the REMIC make structural alterations, including alterations that change the footprint of the building? The prohibition
against “substantially [extending]the useful life of the building or other
improvement or significantly [increasing] its value” suggests that nonstructural alterations can be made, because non-structural alterations are
less likely to extend the useful life or increase the value of the building or
improvement.
The prohibition against “substantially [extending] the useful life of the
building or other improvement or significantly [increasing] its value” also
raises the issue of which useful life or value must one use in making that
determination. A building that was constructed for a single retail tenant
has very little value to any other tenant and will typically need to be substantially renovated (or, in some cases, demolished and reconstructed)
in order to make it usable by another tenant. If the original tenant has
departed (because of a bankruptcy or other default or simply because
the original lease expired and the tenant moved to another location), the
building arguably has no value or useful life whatsoever unless a new tenant can be identified. Does that mean that the REMIC is prohibited from
making any modifications to the building in order to attract a new tenant?
Also, what is “substantial” and what is “significant” in this context is left
open to interpretation.
The “foreclosure property” definition was added to Code Section 856 in
1974 (a period of distress in the real estate industry) and the accompanying legislative history indicated that Congress was adding the exception
for foreclosure property because, without it, a lender that had acquired
REO property “may have to take action which is not economically sensible
to remain qualified.”12 This suggests that the rules for foreclosure property
should not force a REMIC to take (or fail to take) actions that would not be
“economically sensible.” It would not be economically sensible for a special
12

Senate Report 93-1357 at 12.
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servicer to allow a single-tenant building to remain vacant merely because
of a concern that modifying the building in anticipation of a new tenant would significantly increase the building’s value and violate this rule.
Precisely because the value of the REO property will increase should a new
tenant lease be secured is the reason the REMIC is attempting to sign up
the new lease in the first place.
Similarly, it is sometimes difficult for the special servicer to determine
whether an expenditure is really for a new tenant. Hotel properties are
often subject to property improvement plans (PIPs) in order to retain the
flag of a hotel. The PIP technically represents the requirements of the franchisor, not the tenant. Moreover, a PIP may include improvements that
are difficult to fit within the distinction between preparing space for a new
tenant and a complete renovation of an existing facility. Nevertheless, it
would again seem odd that the prohibition on construction would require
the REMIC to leave the property vacant and without its longtime franchise
brand because the brand-mandated PIP was not implemented and the
hotel franchisor would not renew the franchise.
The provisions of the Regulations permitting modifications required by a
federal, state, or local agency or by a prospective purchaser or lessee are
also ambiguous, because they are placed in the portion of the Regulations
dealing with how to calculate whether 10 percent of the construction of
the building was completed before the related loan default became imminent, rather than as part of the exception to the definition of “construction”
(along with the exceptions for repair or maintenance, preparation of leased
space, and deferred maintenance). This ambiguity is compounded by the
fact that both sections have provisions that deal with the preparation of a
building or improvement for a prospective tenant. We think the best reading of these provisions is that modifications required by a federal, state,
or local agency will not be treated as construction and that preparation of
a building or improvement for an identified tenant or purchaser should
also not be treated as construction unless the “preparation” is essentially
a renovation of the building or improvement to improve its marketability.
There are indications, however, that the IRS does not share this view.
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Finally, the Treasury Regulations impose the prohibited transactions tax
if “any construction takes place on the property.” This raises the issue of
whether the REMIC can permit a tenant to engage in construction on the
REO property. If the tenant is allowed to undertake the construction under
a lease that was in existence prior to the time that the borrower’s loan
default became imminent, it seems unreasonable to require the REMIC to
interfere or object, although a literal reading of the Regulations suggests
that the construction activity would not be allowed. This line would blur
even where the tenant has such a right, if the tenant is given a credit on its
rent for the cost of construction, which could be interpreted as the REMIC
indirectly paying for the construction and essentially using the tenant as
its agent. In the end, whether or not a tenant has a pre-existing legal right
to undertake construction under the tenant's lease, the Regulations technically impose the same restrictions on construction by the tenant as would
apply to the REMIC.
These scenarios highlight the high wire act in which the servicer must
engage when approving leases that contemplate construction activity
not otherwise covered under one of the existing exceptions for tenant
improvements, repair and maintenance or the completion of construction
that was at least 10% complete. On the one hand, if the borrower continues to perform its obligations until maturity no REMIC concerns arise
irrespective of the extent of construction activity required under the lease
as the issues only arise should the REMIC take title to the collateral property. On the other, should the borrower default, an open issues exists as to
whether the servicer can step in and complete the construction or allow
the tenant to go forward with the buildout contemplated in the tenant’s
approved lease. As servicers cannot exercise prophetic insight at the time
the lease is reviewed the situation may prove unworkable. The servicer
needs to approve the lease (including the proposed construction activity) to avoid losing the tenant and to prevent the financial fortunes of the
collateral from declining. Conversely, if the borrower defaults on its loan
obligations, the previously approved construction activity may not be permissible should the REMIC take title to the collateral property. Damned if
you do—damned if you don’t but what’s a servicer to do?
241

Servicer Survival Guide 2019
The servicer’s approval of a lease that has new construction obligations
presents no concerns pre-foreclosure. Rather, it is only in the event of a
subsequent loan default when the servicer is anticipating foreclosing on
the collateral property where the servicer will encounter these REMIC
issues. If the servicer determines that the tenant’s construction activity
cannot be completed post-foreclosure as the activity was not at least 10%
complete prior to the time the borrower’s loan default was imminent, the
REMIC will either avoid going to title on the collateral property (and will
have to seek to recover on the default loan through a loan sale) or will
attempt, if possible, to sell the portion of the collateral property on which
the construction activity is taking place to the tenant/end user.
Conclusion: A fundamental tension exists in the REMIC provisions that
govern foreclosure property. While the rules strike a balance between the
general requirements that a REMIC be passive in its activities with the
need for the REMIC to take an active (or owner’s) role in the management,
operation and disposition of that property, nowhere is this tension more
apparent than in the application of the trade or business and new construction prohibitions.
For more information, contact:
Thomas J. Biafore
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CMBS 2.0 (or is it 3.0/4.0?)
What does it really mean to me?
Rex R. Veal

What is CMBS 2.0?: CMBS 2.0 is the common nickname given to commercial mortgage-backed securities transactions that closed in the first
year or two after the financial crisis that began in 2008. CMBS 3.0 is now
sometimes used to refer to more recent transactions. Some commentators refer to CMBS 4.0 with respect to transactions after the effective date
of the risk retention rules. In reality, while many concepts have become
fairly uniform, as was the case before the financial crisis, differences still
exist among issuers. The label CMBS 2.0 also describes overall trends in
the CMBS market in underwriting standards, credit guidelines, and loan
documents, as well as the evolution of CMBS transactional documents
such as the pooling and servicing agreement and the mortgage loan purchase agreement. The post-crisis political environment and legislative and
regulatory responses to the financial crisis drive some of these changes.
Other changes are driven by investor demand. A number of these changes
do not have a significant impact on servicers and are not addressed in this
article. This article discusses changes that have occurred in recent CMBS
transactions that will affect day-to-day servicing operations and activities.
Pooling and Servicing Agreement Forms: For a number of years, there
have been two primary forms of pooling and servicing agreements. The
most common form placed the primary servicing provisions in Article
III. The other form generally divided servicing for performing loans and
specially serviced loans into two articles, usually Article VIII and Article
IX respectively. Post financial crisis the latter form has seen almost no use.
Significant efforts through the Commercial Real Estate Finance Council
(“CREFC”) have been made to standardize the servicing provisions of
pooling and servicing agreements. The current version of this standardized
language including recent efforts relative to communications with ratings
agencies can be found on CREFC’s website. These efforts have been driven
largely by servicers and their counsel. To date there has not been wholesale
adoption of the provisions and servicer’s counsel continued efforts on a
deal by deal basis. Servicers have grown comfortable with the standard
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forms, with typical variations from issuer to issuer generally remaining
fairly constant from a servicer’s perspective. There is always the temptation
to assume what the pooling and servicing agreement for a given issuer says
with respect to a particular issue without consulting the document. While
making such assumptions is never a good practice and is always subject to
risk, this is particularly the case with recent pooling and servicing agreements, which may vary significantly from pre-crisis forms. Additionally,
forms for the same issuer may vary in significant ways depending upon the
identity of the B-piece Buyer, e.g., the definition of “major decisions” or the
inclusion of defined “special servicer decisions.”
Rating Agency Contact/ Rating Agency Confirmations: Part of the fallout from the financial crisis was a distrust of the rating agencies and their
perceived lack of independence. Revisions to Rule 17g-5 promulgated
by the Securities and Exchange Commission (“SEC”) under the Credit
Agency Reform Act of 2006 are one of the results of that fallout. Under
the new requirements, direct contact by servicers with rating agencies
is limited. All communications generally must go through a passwordprotected internet website maintained by a party designated in the pooling
and servicing agreement. Pooling and servicing agreements now contain
express provisions addressing this process. A CREFC task force produced
standardized language and a descriptive matrix which can be found on
the CRFEC website. All rating agencies will have access to the website
for each transaction, whether or not they rate the specific transaction.
This is thought to encourage unsolicited ratings by agencies not originally involved in the transaction and to provide some protection against
pressure from arrangers with respect to rating agency actions, particularly initial ratings and subordination levels. While there are various
other aspects of Rule 17g-5, the restriction on rating agency contact and
the protocol for processing requests to rating agencies have the primary
impact on servicers. Servicers must have procedures to ensure compliance with the restrictions in the pooling and servicing agreements. Any
contact not in writing must be transcribed and placed on the applicable
website. Accordingly, even if some verbal contact might be permitted,
the safest course of action will be to require servicing personnel to communicate with the rating agencies only in writing and to provide those
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writings simultaneously to the party designated in the pooling and servicing agreement for 17g-5 compliance. These restrictions are not applicable
to transactions that closed before these new regulations were promulgated.
Nor do they apply to communications related to the rating of servicers as
opposed to transactions.
Another perceived problem with the rating agencies was a reluctance
to address loan-specific issues after the financial crisis, even though a
pooling and servicing agreement might require the servicer to obtain a
rating agency confirmation before approving a borrower request (e.g., the
assumption of a large loan). In response, pooling and servicing agreements
in some transactions provide a mechanism for dealing with the lack of
a rating agency response to such a request. These mechanisms vary, but
generally they require the servicer to ask for the confirmation twice and,
if there is no response, for many types of requests, the servicer can deem
the request for confirmation granted or the requirement waived. In the
Freddie Mac Series K transactions, loan-specific rating agency confirmation requirements have been removed. In fact, a number of the Series K
transactions are not rated. Each pooling and servicing agreement will have
its own specific language, and servicers should follow the requirements
closely.
Repurchase Claims: One of the requirements under the Dodd-Frank Wall
Street Reform and Consumer Protection Act (“Dodd-Frank”) was that
the SEC prescribe regulations that would require a securitizer to disclose
fulfilled and unfulfilled repurchase requests. As a result, Rule 15Ga-1 was
promulgated and pooling and servicing agreements were revised to provide a protocol for tracking repurchase requests and whether such requests
were denied, fulfilled or withdrawn. Servicers making a repurchase claim
on behalf of the trust or having knowledge of such a request by another
party are required to provide notice and details regarding the repurchase
request to the party in the manner designated in the pooling and servicing
agreement.
Reg ABII Brings Change to the Repurchase Process: Detailing all of the
changes for post-Reg AB II transactions related to repurchase claims
could require a separate article. The following is a summary of what are
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typically very detailed and lengthy procedures. The provisions may vary
from issuer to issuer and the servicer should carefully examine the specific
provisions of the PSA involved.
In post-Reg AB II transactions a new party has been added to the PSA,
the “Asset Representations Reviewer.” The Asset Representations Reviewer
comes into the picture when a threshold with respect to delinquency is
reached with respect to the Mortgage Loans contributed by a specific
mortgage loan seller. This “Asset Review Trigger” is established based on
historic norms for the specific issuer. The PSA will also spell out the “Tests”
to be conducted to determine whether or not there are defects or breaches
with respect to the delinquent Mortgage Loans of the mortgage loan seller.
Additionally, mortgage loan sellers are now generally required to provide
via a secure website diligence files consisting of the Mortgage Loan documents and other specified documents and underwriting materials so that
these documents will be available to the Asset Representations Reviewer
if needed.
If an Asset Review Trigger occurs, the trustee or the certificate administrator is required to provide notice to the Asset Representations Reviewer,
the other parties to this PSA, the directing certificateholder and the certificateholders. The notice is generally posted on the trustee or certificate
administrator’s website. The notice typically includes a statement describing the events that caused the Asset Review Trigger to occur such as: “As of
the [Date of Distribution], the following Mortgage Loans identified below
are 60 or more days delinquent and an Asset Review Trigger as defined in
the Pooling and Servicing Agreement has occurred.” To the extent additional delinquencies occur after the initial notice, the notice is required to
be updated.
If certificateholders evidencing a specified percentage of the voting rights,
often as little as 5%, deliver a written direction requesting a vote to require
an asset review, then the trustee or certificate administrator is required to
give written notice to the Asset Representations Reviewer and to all certificateholders and to conduct a solicitation of votes to authorize an asset
review. If within the time period designated in the PSA there is an affirmative vote by the required percentage of certificateholders to authorize
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an asset review, the trustee or certificate administrator provides written
notice to all parties to the PSA and generally also to the underwriters,
the mortgage loan sellers, the directing certificateholder and the other
certificateholders.
If there is to be a review, the custodian, the master servicer and the special servicer will provide the Asset Representations Reviewer with the
documents and files designated in the PSA. If the Asset Representations
Reviewer determines that the materials provided are insufficient to
complete a test and the missing documentation is not delivered by the
applicable mortgage loan seller, the master servicer or the special servicer within the specified time period after receipt of the written request
from the Asset Representations Reviewer, then the Asset Representations
Reviewer generally will list the missing documents in its preliminary
report setting forth the preliminary results of the tests and the reasons
why the missing documents are necessary to complete a test. The absence
of any required documents may be deemed to be a failure of a test. The
Asset Representations Reviewer is usually required to provide its preliminary report to the master servicer or the special servicer and to the related
mortgage loan seller no later than 60 days after the date on which access
to the diligence files was provided. If the preliminary report indicates a
failure or deemed failure of a test, the related mortgage loan seller typically
has 90 days to remedy or refute the failure. After the end of this period, the
Asset Representations Reviewer will complete its report with respect to
each delinquent Mortgage Loan and deliver its findings and conclusions
as to whether or not it has determined there is any evidence of a failure of
any test. Generally the Asset Representations Reviewer does not determine
whether any test failure constitutes a material breach or material defect or
whether the trust should enforce any rights it may have against the applicable mortgage loan seller. This is generally the responsibility of the master
servicer or the special servicer.
Within a specified time after receipt of an asset review report, the master
servicer or the special servicer will determine whether there exists a material breach or material defect with respect to one or more Mortgage Loans
and, if so, enforce the trust’s rights with respect to the defect or breach.
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Under these new mechanics, certificateholders too may institute the
pursuit of repurchase claims. In the event a certificateholder delivers a
written request to the depositor, the master servicer, the special servicer,
the trustee, the certificate administrator or the operating advisor that a
Mortgage Loan should be repurchased due to a material breach or material
defect setting forth the basis for the allegation, the party receiving the certificateholder’s request is required to forward the request to the mortgage
loan seller and each party to PSA.
If the certificateholder’s assertions are not resolved within a specified
period of time, the “enforcing servicer” is required to send a notice to the
certificateholder who made the initial request indicating the enforcing
servicer’s intended course of action with respect to the repurchase request.
The notice is also delivered to all of the other certificateholders and is
required to include a request to certificateholders to indicate their agreement with or dissent from the proposed course of action. The enforcing
servicer will be designated in the PSA. In some PSAs, the special servicer
is the enforcing servicer even on performing loans.
If the servicer’s intended course of action does not involve pursuing further action to exercise rights against the applicable mortgage loan seller
with respect to the repurchase request, the requesting certificateholder,
or any other certificateholder, may exercise a right to refer the matter
to mediation (including nonbinding arbitration) or arbitration. If the
enforcing servicing does intend to pursue the matter but the requesting
certificateholder disagrees with the proposed approach, the certificateholder may exercise a right to refer the repurchase request to mediation or
arbitration. If a certificateholder does not provide either of these notices,
then the enforcing servicer will be the sole party obligated and entitled
to determine a course of action, including but not limited to, enforcing
the trust’s rights against the related mortgage loan seller, subject to any
consent or consultation rights of the directing certificateholder. The PSA
will spell out the required qualifications of any mediator or arbitrator. If
arbitration is selected, the right to sue in court typically will be forfeited.
New Case Law Impacts The Statute of Limitations: Prior to 2016 most
industry participants assumed that the critical time for measuring the
250

Kilpatrick Townsend & Stockton LLP
statute of limitations for a repurchase claim was the point at which a
defect or breach was discovered or should have been discovered. PSAs
almost always are governed by New York law. Recent decisions by New
York courts have indicated that the statute of limitations with respect to
a repurchase claim is six years from the date when the representation is
made, not six years from the discovery of the breach or defect. While there
might be arguments to the contrary, attempts to assert them so far have
been unsuccessful and the conservative and prudent approach is to assume
that a repurchase claim must be made within six years after the closing of
a securitization transaction even if the existence of a breach or defect was
discovered well after such date.
Risk Retention: In the wake of the financial crisis Dodd-Frank became law
and among the requirements established was the requirement that sponsors of asset-backed securities retain at least five percent of a securitization
as measured by fair value (as opposed to face value of certificates issued).
Requiring this risk retention is perceived as a way to improve the quality of the loans going into securitizations. The implementing regulations
permit CMBS transactions to satisfy this requirement through a third
party B-piece buyer. The risk retention rules became effective December
24, 2016. The final rule has a fair amount of ambiguity and perceived gaps.
While relatively conservative views of the rule have been established,
more creative ideas of what will comply with the rule remains unclear.
Additionally different issuers are taking different approaches. Some may
use a vertical strip and retain the risk themselves while others will use
a horizontal strip to lay off the risk to a b-piece investor. Still others are
combining the two approaches in transactions referred to as “L” structures.
The topic or risk retention could warrant a separate article but is primarily
a concern for sponsors and investors. The following is a brief summary of
the CMBS related provisions:
The final rules were adopted in October 2014 but not finally implemented
until the end of 2014. The effective date was two years later at the end of
2016. The third-party B-piece buyer alternative for CMBS risk retention
allows up to two third-party purchasers but, if there are two, they must
holds their portions pari passu. As a condition to using the third party
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B-piece buyer structure, an operating advisor must be appointed and,
among other things, have the power to recommend removal of the special
servicer. Any such recommendation may be taken by a majority vote of all
holders voting on the matter–with a maximum quorum requirement of
20% of the outstanding certificate balance. The CMBS sponsor using this
model remains legally responsible for ongoing compliance by the B-piece
buyer. Sponsors will monitor compliance using quarterly certifications
from the b-piece buyer along with inspection and audit rights.
The B-piece must be held for at least five years. After five years the B-piece
may be transferred provided the transferee satisfies certain conditions,
including the requirements that the subsequent third-party purchaser
acquire its interest in cash and conduct an independent review of the securitized assets prior to purchase. The B-piece buyer is prohibited from being
affiliated with any other party to the securitization transaction other than
investors, the special servicer or originators that collectively contribute less
than 10% of the unpaid balance of the securitized loans. The B-piece may
not be directly hedged nor financed on a non-recourse basis.
Prior to the initial sale, the sponsor will be required to disclose to potential
investors (and, upon request, the SEC and the appropriate federal banking agency) the name and form of organization of each B-piece buyer, a
description of the B-piece buyer’s experience in investing in CMBS and any
other information regarding the B-piece buyer that is material to investors
in light of the circumstances of the particular securitization transaction. In
addition, the sponsor will be required to disclose the purchase price paid
by each B-piece buyer for the first-loss position, the material terms of such
position and the fair value of the position the sponsor would have retained
if the sponsor had retained the risk itself.
Operating Advisors: While it may not be readily apparent how risk retention is implicated by such requirements, the risk retention rule requires
an operating advisor independent of the controlling class and special servicer to review certain transactions or to monitor servicer performance.
The duties of an operating advisor may vary depending upon whether
the special servicer is related to the controlling class holder, the specific
approval rights given to the controlling class, and whether the subordinate
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certificates have lost control rights. They will also vary depending upon
whether a vertical or horizontal structure is used.
The operating advisor’s role initially varied considerably in CMBS 2.0
transactions but, in more recent pre-risk retention transactions, the pooling and servicing agreements generally provide that the role is very limited
until the certificate classes which are “control eligible” have lost control
rights. Control eligible classes are generally the subordinate classes that
make up the typical B-piece (i.e. the classes rated BB+ or lower). A typical
protocol would have the operating advisor’s role initially limited to reviewing the standard CREFC reports issued by the trust along with final Asset
Status Reports – the initial report produced by the special servicer setting
forth the asset status and initial strategy. This would continue until the designated control-eligible certificates no longer have control rights. Once the
control eligible classes lose control, the operating advisor’s role becomes
much more active. (See discussion below regarding control rights.) Postretention transactions provide for Operating Advisor involvement in
“Major Decisions.” Regardless of the specific terms of the pooling and
servicing agreement, the operating advisor is another party with whom
the servicer will interact and provide information and, depending on the
specific transaction, from whom the servicer will need to seek consent or
consultation. Additionally, in CMBS 2.0, operating advisors will generally
conduct annual platform reviews of special servicer performance, usually
after the control eligible classes no longer have control rights.
Control Rights: In CMBS 1.0, the controlling class was generally the most
subordinate class of certificates that had an outstanding certificate balance
of at least 25% of that class’s initial certificate balance. Certificate balance
was only reduced by realized losses and, theoretically, if losses were significant enough, the control eventually could shift all the way up to the
most senior class. As losses mounted during the financial crisis, in some
instances control passed to classes of certificates that were more widely
held and responsiveness from these new controlling classes was spotty.
Additionally, senior certificateholders raised concerns about perceived
delays in liquidations and the use of more complex workouts that, in their
opinion, delayed recognition of inevitable losses. As a result, CMBS 2.0
transactions generally use a different control-rights protocol.
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In most post-crisis transactions, only control-eligible classes have control
rights and control now shifts based upon appraisal reductions (i.e., a class
loses its control rights once its certificate balance is reduced, not only by
realized losses but also by appraisal reductions, to less than 25% of its initial certificate balance). In a typical transaction, once a class loses control,
it will retain consultation rights until actual realized losses reduce its certificate balance below 25% of its initial certificate balance. Once the most
senior of the control eligible classes no longer has control rights, the operating advisor typically must also be consulted on any matter which would
have required controlling class consent and the operating advisor begins
active monitoring of the special servicer’s performance, including producing an annual report on that performance. After all control eligible classes
have lost their consultation rights, the operating advisor may assume the
role of the controlling class in approving various transactions, although
in most transactions the operating advisor only continues to consult on a
non-binding basis as well as continuing to report on the special servicer’s
performance.
Risk Retention Consultation Party: In transactions using a vertical strip
or L shaped risk retention structure, the sponsor(s) retaining the risk have
the right to designate a Risk Retention Consultation Party (“RRCP”).
Generally the RRCP will have non-binding consultation rights with
respect to any major decisions with respect to specially serviced loans.
Additionally after the Controlling Class has lost its control rights, the
RRCP may have non-binding consultation rights with respect to any loan
level major decision whether or not the loan is in special servicing. This
is an additional party with whom the servicers have to interact. Generally
the required notices and timing of the consultation will be the same as
those for the Controlling Class designee.
Reporting: Investor demands for transparency and additional reporting
have resulted the continued evolution of the CREFC® Investor Reporting
Package including reporting of fees collected by special servicers for modifications and workouts. The forms of these reports are on the CREFC
website. Effective July 1, 2013, CREFC began requiring new transactions to
pay a licensing fee for the use of the CREFC name and the CREFC reports.
The fee is small (0.0005%).
254

Kilpatrick Townsend & Stockton LLP
Borrower Satisfaction Initiatives: In the name of borrower satisfaction,
many issuers are trying to streamline the process for handling borrower
requests on performing loans.
Generally in non-agency transactions this has taken the form of (1) pushing to expand the level of decisions that may be handled by the master
servicer without review by another party, (e.g. increasing the size of a
performing loan for which a property management change can be made
with consent of either the special servicer or the controlling class) and (2)
having decisions designated as major decisions processed by the special
servicer (i.e. when such a request is received the master servicer no longer
reviews and underwrites the request and provides a written recommendation of whether or not to approve the request but rather simply sends the
request to the special servicer who must undertake those tasks). While the
allocation of work on borrower requests appears to be changing significantly, the division of fees generated typically has not. For example, even
in situations where the special servicer now underwrites and processes
assumptions, the assumption fees are still split equally between the master
servicer and the special servicer. Assumption application fees typically will
be treated separately and will go to the party processing the assumption.
This appears to be the way most transactions are evolving although there
are variations including transactions where there are master servicer decisions, special servicer decisions and major decisions with only the latter
requiring Controlling Class consent. In a number of new transactions,
certain major decisions such as the approval of large leases for performing
loans are still processed by the master servicer but the request no longer
goes through the special servicer to the controlling class. The master servicer goes directly to the controlling class for a decision.
With respect to Freddie Mac securitizations, Freddie Mac has taken a
different tact. In Freddie Mac transactions, the special servicer has been
removed from all performing loan decisions. Additionally the performing
loan borrower requests that required approval beyond the master servicer
have been limited to transfers and collateral substitutions. For transfers
and assumptions and substitutions of collateral with respect to performing
loans, the master servicer goes directly to the directing certificateholder
and the directing certificateholder actually receives 40% of any fee paid
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by the borrower. The directing certificateholder may retain a consultant
to assist, and the consultant may be the special servicer, but any fee paid
to the consultant is paid by the directing certificateholder. Most directing
certificateholders do not appear to be using the consultant concept.
Fees and Affiliate Transactions: The majority of post-crisis transactions
contain limitations on certain fees, particularly liquidation fees and workout fees. These limitations may include an outright cap on such fees or an
offset against such fees by any modification fees previously paid by the
borrower. The modification fees used to calculate the offset may be limited to fees received within a specified period of time, e.g. the last twelve
months.
Newer transactions often contain restrictions on the use of servicer
affiliates for providing additional services to the trust such as brokerage
services. These restrictions may include outright prohibitions for some
services, reporting requirements with respect to such transactions and
the related fees or a specific determination that the arrangement and
the related fees are market. Servicers should review any requirements or
restrictions in the specific pooling and servicing agreement before entering into contracts with affiliates.
Repurchase Claims: The process for pursuing claims for the repurchase
of a loan due to a document defect or breach of representation and warranty has been significantly changed with the implementation of Reg AB
II. See Rex Veal , “Basic Elements of a Repurchase Claim” in this Guide for
a detailed discussion of the repurchase claim process.
Conclusion: While at this point most of the material issues directly
impacting servicers have generally been settled in the context of PSA provisions, there are differences from transaction to transaction and PSAs
continue to evolve. Servicers will find variations between issuers. There
will also be differences within the same issuer shelf driven by B-Piece
Buyers, e.g. the definition of “Major Decisions”, whether there are “Special
Servicer Decisions” and which servicer will be designated as the enforcing servicer for repurchase claims. It continues to be critically important
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for servicers to review carefully the provisions of the specific pooling and
servicing agreement governing the issues at hand.
For more information, contact:
Rex R. Veal
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta GA 30309-4528
t 404 815 6240
RVeal@KilpatrickTownsend.com
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What Happens in the Trust Stays in the Trust
Thomas J. Biafore

Background: It’s not uncommon to find a struggling borrower advancing
any argument in defense of a possible foreclosure or attempt by a noteholder to enforce the noteholder’s rights under the terms of the borrower’s
loan documents. Emboldened by articles and other borrower playbooks
that can be found on the internet with a simple search, borrowers often
advance REMIC- and securitization-based claims in defense of foreclosure
actions in hopes that these defenses will resonate with a sympathetic judge.
Some of the more novel examples of this tactic include borrower claims
that:
•

The REMIC was disqualified as a result of the servicer’s
activity and as a result the borrower no longer owes any
amounts due on the borrower’s loan.

•

The servicer issued a nonrecoverability certificate with
respect to the loan or otherwise engaged in accounting and
bookkeeping activity at the REMIC-level and, based on that,
the borrower is no longer obligated under the terms of the
borrower’s loan.

•

The REMIC received “liquidation proceeds” that were
allocated under the terms of the applicable pooling and servicing agreement (or “PSA”) to the borrower’s loan and, as
a result, the borrower is no longer responsible for amounts
due under the terms of the borrower’s loan. A REMIC may
receive liquidation proceeds if the trust disposed of the
loan in a note sale or received payment from the mortgage
loan seller to compensate the REMIC for a defect or breach
related to the origination of the loans the REMIC holds.

•

The servicer, in accordance with its obligation under the
terms of the applicable PSA, advanced principal and interest
to certificateholders to make up for the borrower’s missed
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payments, and as a result, the borrower need not make up
for the missed payments.
•

The servicer’s processing of corrective assignments of the
borrower’s loan to the REMIC at the time the servicer
begins to enforce the REMIC’s rights against the borrower
and long after the REMIC’s startup day is not permitted by
the REMIC rules and as a result the servicer may not enforce
the loan documents.

Each of these and similar REMIC- and securitization-based tactics
advanced by a borrower confuse the legal rights and obligations of the
parties to the loan documents (which include the borrower) with the legal
rights and obligations of the parties under the PSA governing the REMIC
(which exclude the borrower).
The Loan v. the Securitization: Borrower defenses based on REMIC and
securitization concepts miss one fundamental point: The borrower is only
a party to the documents evidencing the borrower’s loan and only has
rights and obligations under those documents. A borrower is neither a
party to nor a third-party beneficiary of the REMIC that eventually holds
the borrower’s loan and as a result the borrower has no rights with respect
to the REMIC. Nonetheless, borrowers often try to obscure their loan obligations by invoking tax, securitization, and other accounting concepts that
apply only to the REMIC that holds their loans and argue that those concepts somehow benefit the borrowers by altering their obligations under
the terms of their loans.
The PSA and the Borrower: A REMIC is formed for the benefit of its
certificateholders. The terms of the PSA do not alter or override a borrower’s rights and obligations under the terms of the borrower’s loan. That
contract (i.e., the PSA) is entered into by various parties other than the
borrower to specify the rights of those parties to the revenue generated by
the loans in the REMIC and the duties of those parties in the servicing of
those loans.
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A number of provisions in the typical PSA underscore the concept that a
borrower has no rights (or obligations) under the PSA. Typical provisions
in a PSA may provide, for example, that:
“No other person, including, without limitation, any
Mortgagor [e.g., borrower], shall be entitled to any benefit
or equitable right, remedy or claim under this Agreement.”
Other provisions of a PSA underscore the point that a borrower’s obligations under the terms of a securitized loan are not altered by the fact that
the loan has now been placed in a REMIC, the servicing of which will be
governed by the PSA. It is not uncommon for a PSA to prohibit the servicer from engaging in certain activity with respect to a borrower’s loan
(for example, releasing the REMIC’s lien on part of the real property collateral that secures the borrower’s obligations under the terms of its loan)
unless the borrower’s loan documents give the borrower the unqualified
right to such action. PSA provisions like these make express the concept
that a borrower’s rights in the loan documents (in this case, to obtain
release of the REMIC’s lien on an outparcel) are not overridden by the
PSA’s general prohibition against such action.
To further illustrate this concept, consider the following basic example: A
borrower’s loan requires that the borrower pay a contract rate of interest of
8.00% per year. The holder of the loan decides to securitize this loan, places
the loan in a REMIC, and sells interests in the REMIC to certificateholders. Pursuant to the terms of the PSA related to this REMIC, the original
holder of the loan incorrectly tells the certificateholders that the loan
requires the borrower pay interest at a rate of 12.00% per year and provides for payments to the certificateholders of the newly-formed REMIC
on the basis of that (incorrect) 12.00% rate. If a borrower were correct in
its suggestion that the trust’s processes and protocols and the terms of the
PSA could somehow affect borrower’s obligations under the loan, could
the trust in this example require that the borrower pay interest at 12.00%
per year? After all, in this example the PSA indicated (incorrectly) that the
loan carried a 12.00% interest rate. That would be true notwithstanding
the fact that the loan documents (the only documents to which the borrower is a party) expressly stated that the loan carried only an 8% interest
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rate. We know that this is not the case. The borrower’s loan terms impact
that borrower, not the PSA. The PSA creates no additional rights for a borrower, just as the PSA can create no additional obligations of a borrower.
PSA Terms: The PSA provisions establishing procedures and protocols are
designed to establish the rights and obligations of the institutional parties
to the PSA among themselves and, above all, to protect the certificateholders. A conclusion that a borrower’s loan held by a REMIC had been made
worthless merely because a procedural provision of the PSA had been violated would turn the purpose of the provision on its head.
An example of this principle would be a provision in a PSA requiring that
the trustee hold the physical notes evidencing its mortgage loans at a specific office, which the parties considered to be particularly secure. If that
office was to be closed and the notes were never transferred to the designated office because of the pending closing, no reasonable person would
argue that the notes had been rendered unenforceable by the move.
Even if one of the institutional parties to the PSA inadvertently violates a
provision of the PSA that was intended to protect certificateholders, the
violation can be corrected. For example, if a trustee failed to renew a filing under the Uniform Commercial Code, the certificateholders would
have grounds to complain if another lien gained priority over the trust’s
lien as a result of the lapse. If the trustee realized its mistake, however, and
corrected the lapse before any other lien could intervene, the certificateholders would be in the same position they would have been in if there had
been no violation of the requirements of the PSA. No one would claim that
the borrower’s obligations under the related loan had been extinguished in
that brief interval.
If a borrower’s notion that the PSA impacts the enforceability of its loan
were accepted, any obligor under the terms of a loan that has been securitized would be able to claim a windfall (and not repay its obligations under
the terms of such loan) in the event that a clerical error related to the
assignment of the loan was discovered and corrected after the formation
of the REMIC but outside the time frame specified in the PSA. There is no
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merit in law or equity to a borrower’s suggestion that a violation of one of
the terms of the PSA could, or should, work to the borrower’s benefit.
REMIC Status: Borrowers are particularly fond of suggesting that certain
servicing activities like obtaining clarifying or specific loan assignments at
the commencement of enforcement actions against a defaulting borrower
are not permitted under the REMIC provisions. Should the clarifying
assignments be given any efficacy, the borrower’s argument goes, the
REMIC in which the loan is held would be disqualified. As with other
borrower defenses in this area, such a suggestion misses the point that
the administrative requirements governing the REMIC in which the
borrower’s loan has been placed have no bearing on the borrower’s loan
whatsoever. In this case the date of recording of the borrower’s loan to
the trust does not determine when an asset is contributed to a REMIC for
purposes of the REMIC asset test for qualification and at any rate, does not
alter the borrower’s rights and obligations under the terms of its loan.
The significance of the REMIC provisions is that, if they are met, the trust
is not treated for federal tax purposes as a separate entity. See Tom Biafore,
“REMIC Qualifications -- Why Do We Care?” in this Guide for a discussion of the tax benefits a REMIC enjoys. Under Section 860A(a) of the
Code, “… a REMIC shall not be subject to taxation … (and shall not be
treated as a corporation, partnership, or trust …).” Under Section 860A(b)
of the Code, “[t]he income of any REMIC shall be taxable to the holders
of the interests in such REMIC [i.e., the certificateholders] as provided in
[Sections 860A through 860G of the Code].” The Code, therefore, treats a
REMIC as a collection of holders of interests in the mortgage loans that
make up the assets of the REMIC.
A trust can endanger its status as a REMIC by engaging in impermissible
activities. This may result in the imposition of a tax upon the trust or its
assets or transactions.1 For example, “substantially all” of the trust’s assets
must be, on a continuous basis, “qualified mortgages” or “permitted investments.” This asset test will not be met if the trust holds more than a de
minimis amount of assets that are neither qualified mortgages (which must
1

Forms of taxes that can be imposed include the tax on prohibited transactions as defined in Section 860F(a)
(2) of the Code and the tax on prohibited contributions set forth in Section 860G(d) of the Code.
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have been acquired during the period beginning on the REMIC’s startup
day and ending at the end of the third month after the startup day) nor
permitted investments. See Tom Biafore, “REMIC Qualification-Why Do
We Care?” and “Fear of the Unknown: The Danger of Holding Unqualified
Assets” in this Guide for a discussion of the significance of the asset test for
REMIC qualification.
Either disqualification of the trust as a REMIC or imposition of the tax
on prohibited transactions can result in tax liabilities to the trust and on
holders of interests in the trust. Neither event, however, affects the rights
and obligations of a borrower under any of the mortgage loans held by the
trust. Similarly, actions by those borrowers will not have an effect on the
tax status of the trust or on holders of interests in the trust. The borrowers
are entirely separate from both the trust and its holders for federal tax purposes and have no legal or economic interest in the REMICs’ compliance
with the REMIC restrictions or with any other tax requirement.
The tax status of a securitization trust as a REMIC has no relevance whatsoever to a borrower’s obligations under the terms of its loan. Whether a
trust elected REMIC status, elected to be treated as a grantor trust for tax
purposes, or made some other tax election under the Code, the point is the
same – the borrower’s obligations under the terms of its loan are governed
only by the terms of the documents evidencing the borrower’s loan, not
the trust’s tax status.
Corrective Recordings: A borrower’s suggestion that the servicer’s filing
of clarifying loan assignments long after a REMIC is formed somehow
violates the REMIC provisions disregards the well-established principle
that the date of formal recording is not the date of the transfer of a loan for
purposes of the REMIC provisions.
The IRS addressed the issue of whether recording is necessary in order
to transfer a mortgage in the context of real estate investment trusts
(“REITs”), which have an asset test analogous to the REMIC asset test.
Under one fact pattern, the borrower and the noteholder REIT agreed not
to record a mortgage in an effort to minimize recording tax. In addressing
the issue of whether the mortgage and related loan had been effectively
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transferred to the REIT in question, the IRS noted that there is no requirement in the Code Regulations that a mortgage be recorded in order to
qualify as a “mortgage.” In supporting this conclusion, the IRS noted that a
mortgage is a conveyance of an interest in property intended by the parties
as security for the payment of money and, while a recording serves notice
to the public of information regarding any encumbrance on related collateral property, it is not necessary to effect the conveyance. The general rule
is that an unrecorded mortgage is good and binding as between the parties and constitutes a valid lien on the property except as to legal rights of
third parties who are not on notice of the creation of the mortgage. When
(or even whether) a loan was formally assigned to a REMIC by a recorded
document has no bearing whatsoever on when the loan was transferred to
that trust.
Conclusion: Borrowers often undertake a misguided effort to shield themselves from the consequences of their loan defaults by claiming that the
REMIC holding their loan has not followed the requirements of the PSA
or that failure to assign the borrower’s loan documents to the trust could
cause the trust to lose its status as a REMIC. These claims miss the underlying point: A borrower has no rights under the PSA, which binds and
benefits only the parties to it or the trust’s REMIC status. Rather, a borrower’s legal rights are established only under the documents evidencing
the borrower’s loan.
For more information, contact:
Thomas J. Biafore
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street
Suite 2800
Atlanta, GA 30309-4528
t 404 815 6250
f 404 541 3129
TBiafore@KilpatrickTownsend.com
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CMBS Defaulted Loan Sales Update — No Reps, No
Warranties, No Recourse
Mark A. Palmer

Introduction: A special servicer has a number of resolution options
when dealing with a specially serviced mortgage loan. Common strategies include loan modifications, seeking the appointment of a receiver,
foreclosing on collateral property or taking a deed-in-lieu, or accepting
a discounted payoff from the borrower. Another arrow in the special servicer’s quiver seeing more use in the current environment is the sale of the
defaulted mortgage loan.
Prior to 2001, special servicers were permitted to sell defaulted mortgage
loans to third parties without being subject to a purchase option process.
In 2001 and later securitizations, however, a purchase option process
requiring sales of defaulted mortgage loans to be conducted using a highly
structured notice and bidding process with specified option holders was
implemented to address accounting and related issues arising out of the
consolidation of the trust and its mortgage loan assets. After 2009, those
issues are no longer relevant. The post-2009 defaulted mortgage loan
sale process continues to evolve, but, generally, the previously required
structured purchase option process involving only a limited number of
specified option holders is being replaced by what is generally a more simple and open process, with the special servicer again being permitted to
sell a defaulted mortgage loan to any person.1
This article summarizes the defaulted mortgage loan sale process that
was in place from 2001 to 2009, addresses recent notice issues relating
to unidentified controlling class certificateholders, discusses the evolving
defaulted mortgage loan sale process for post-2009 securitizations, and
provides a warning against providing representations and warranties or
agreeing to recourse liability that are more and more frequently requested
by purchasers.
1

From a REMIC compliance perspective, the mortgage loan must be a defaulted mortgage loan (or one with
respect to which an “imminent” default is likely) before any party under the pooling and servicing agreement
can sell the loan. Under the REMIC provisions, the sale of a performing loan results in a “prohibited transaction” that is subject to a 100% tax. Pooling and servicing agreement requirements are generally more restrictive,
typically requiring the occurrence of either an actual monetary default or a default that has resulted in acceleration (rather than a default that is merely “imminent”) prior to a mortgage loan being sold.
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Although this article discusses defaulted mortgage loan sales in general
terms, pooling and servicing agreements differ as to the specific requirements governing the sale of a defaulted mortgage loan. When a sale of
a defaulted mortgage loan is the special servicer’s preferred strategy, the
required mechanics of the sale can be a trap for the unwary. It is critical
to review the particular pooling and servicing agreement applicable to
any defaulted mortgage loan sale to confirm compliance (including with
respect to applicable time periods and deadlines and, for securitizations
occurring from 2001 to 2009, any priority and order of bidding among
holders of the purchase option), to prevent unauthorized defaulted mortgage loan sales, and, especially for 2001 - 2009 securitizations, to avoid
possible claims by purchase option holders who may not have been properly notified or given the opportunity to participate in the bidding process.
Fair Value Purchase Option Process for 2001 – 2009 securitizations;
Notice Issues: Sales of defaulted mortgage loans under the terms of pooling and servicing agreements for securitizations issued between 2001 and
2009 are typically subject to very structured purchase option provisions.
Those provisions are often set forth in Section 3.18 of the applicable pooling and servicing agreement.2
Process and Mechanics; Bidding. The special servicer must be aware of the
purchase option process and the related mechanics and restrictions in the
pooling and servicing agreement related to the sale of a defaulted mortgage loan. In particular, the special servicer must consider the following:
•

What triggers the option to purchase a defaulted mortgage
loan?

•

Who holds the purchase option?

•

At what price can a defaulted mortgage loan be sold?

•

When does the purchase option expire?

•

How and to whom can the purchase option be assigned?

2

Although the purchase option provisions may be set forth in a different section in any particular pooling and
servicing agreement, Section 3.18 is referred to throughout this article to reference the applicable provisions.
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In addition to the issues mentioned above, when a defaulted mortgage
loan is subject to a co-lender, intercreditor, or participation agreement
the special servicer must also address the option rights of other holders of
indebtedness, including holders of subordinate interests in the defaulted
mortgage loan.
Typically, Section 3.18 of the applicable pooling and servicing agreement
for securitizations from 2001 to 2009 contains the following requirements
for the sale of a defaulted mortgage loan:
“(a) A mortgage loan must be a defaulted mortgage
loan (i.e., an actual default must have occurred) that has
become a specially serviced loan in order to trigger the
purchase option sale process.
(b) After a defaulted mortgage loan has become a specially serviced mortgage loan, the special servicer must
notify the trustee, the master servicer, and the holders of
the fair value purchase option of that fact3 (and, if applicable, to give notice pursuant to any co-lender, intercreditor
or participation agreement). We recommend that such
notice include not only the minimum requirements that
the mortgage loan has become a defaulted mortgage loan
and a specially serviced loan but also notify the recipient
that it may have the right to purchase the mortgage loan
pursuant to Section 3.18 (or other applicable provisions) of
the pooling and servicing agreement (subject to the rights
of any other party under any co-lender, intercreditor or
participation agreement, as applicable) – see Section B.5
below for further discussion concerning notices.
(c) Each option holder may purchase the specially
serviced loan at a price at least equal to the par purchase
3

The option holders customarily include the mortgage asset seller, the special servicer, the controlling class
representative (or holders of certificates of the controlling class), junior non-trust companion noteholders (e.g.,
holders of any B Note or subordinate note not included in the securitization), if applicable, and, depending on
the terms of the pooling and servicing agreement, may include other parties.
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price, 4 and the special servicer is generally required to
accept the first offer from an option holder that is at least
equal to such par purchase price (note, however, that pooling and servicing agreements often prohibit the mortgage
asset seller from purchasing a defaulted mortgage loan at
the par purchase price under Section 3.18 but allow such
party to purchase the defaulted mortgage loan at the fair
value price, as described below).
(d) Each option holder also has the option to purchase the defaulted mortgage loan at its fair value price.
Upon request, the special servicer is required to obtain
an appraisal and to determine the fair value price, taking
into account the appraisal and all other relevant factors.
The relevant factors are set forth in Section 3.18 and typically include, by way of example, the appraised value of
the mortgaged property, the period and amount of the
delinquency that resulted in the loan becoming a specially
serviced loan, the occupancy and physical condition of the
related mortgaged property, the state of the local economy
in the area where the mortgaged property is located, and
the expected net recovery on the loan if the special servicer
pursues workout or foreclosure strategies. To this end, the
special servicer must review the related pooling and servicing agreement in order to determine the fair value price
in accordance with the specified factors and the servicing
standard, keeping in mind that, although an appraisal of
the mortgaged property is a significant factor, the special
servicer must determine the fair value price of the defaulted
mortgage loan and not of the mortgaged property itself.
Upon such determination, the special servicer shall notify
the trustee and each option holder of the fair value price.
Typically, the special servicer must update the fair value
4

The par purchase price is typically defined in pooling and servicing agreements as the sum of the principal
balance, plus accrued but unpaid interest, plus unreimbursed advances and any additional trust fund expenses
related to the applicable defaulted mortgage loan, plus any other unreimbursed reasonable costs and expenses
paid and incurred with respect to the defaulted mortgage loan.
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price determination from time to time based on changed
circumstances or when required updating based on the
passage of time (e.g., ninety days after determination).
(e) Upon receipt from an option holder of a bid at
a price at least equal to such fair value price, the special
servicer shall notify the other option holders (without disclosing the amount), and the other option holders may
submit competing bids. Upon the timely receipt of a competing bid, the special servicer shall notify the initial bidder
of such competing bid (without disclosing the amount),
and the initial bidder may increase its bid. At the end of
this process, the special servicer shall accept the highest
bid that is at least equal to the fair value price, and the winning bidder shall purchase the defaulted mortgage loan
within the time period provided in the pooling and servicing agreement. If the special servicer or, in certain cases,
the controlling class representative (whether or not affiliated with the special servicer) exercises its purchase option
at the fair value price, a neutral party (e.g., the trustee or
master servicer) must typically verify that the price is at
least equal to the fair value of the defaulted mortgage loan.”
Be aware that, rather than using an open auction and bidding process as
described above, some pooling and servicing agreements specify exclusive
time periods during which each option holder may exercise its option
rights. Under those pooling and servicing agreements, absent a written
waiver by an option holder with higher priority, each option holder must
wait a specified period of time for the option holder having the immediately preceding priority to exercise its purchase option. If an option
holder does not exercise its purchase option, then the option holder having the next lower priority has the right to exercise its purchase option.
Commonly, under the pooling and servicing agreements specifying a priority among option holders, if the time period during which the option
holder with the last priority expires with no option holder exercising its
option rights, the purchase option reverts back to the first priority option
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holder exclusively. The process may repeat itself if the special servicer
updates and changes its determination fair value price.
Careful review of all relevant provisions of the applicable pooling and servicing agreement is important to avoid delays or unauthorized sales.
Assigning the Purchase Option. Upon the purchase option becoming exercisable, any option holder may assign its option to a third party (other than
another option holder, the borrower or an affiliate of the borrower, or any
person whose acquisition of such option would violate the terms of any
related co-lender, intercreditor, or participation agreement), subject to the
terms of the applicable pooling and servicing agreement. If the purchase
option is assigned to a third party, the special servicer should make certain
that the assignment is clearly extinguished if the loan sale does not close
within any required time period by, for example, requiring language in the
assignment that terminates the assignment if the loan sale does not close
within the time period specified. The pooling and servicing agreement
will usually require the sale to close within a relatively short time after the
purchase option is exercised (e.g., ten days). Until the purchase option
is exercised and the defaulted mortgage loan is sold, the special servicer
should (and is often required to by the terms of the pooling and servicing
agreement) pursue other resolution strategies for the defaulted mortgage
loan.
As a word of caution, in the event the pooling and servicing agreement
prohibits an option holder from assigning its purchase option to the borrower or an affiliate of borrower, the agreement pursuant to which the loan
will be sold should contain a representation from the purchaser that it is
not affiliated with the borrower. If a loan broker is being used, the special
servicer should alert the broker to do proper and thorough diligence on all
potential purchasers to determine whether the borrower is an investor in
a potential purchaser.
Using a Broker; Fees and Commissions. Frequently, the special servicer
elects to engage a broker to assist in determining the value of the defaulted
mortgage loan (by exposing the loan to a broad market of potential buyers to obtain bids and using those bids as a factor in determining the fair
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value price) and to solicit potential buyers. For its services, the broker will
usually request that a commission be paid at closing. Before entering into
such an arrangement, the special servicer should consider the intent of the
applicable purchase option provisions of the pooling and servicing agreement. If an option holder (or its assignee) other than the special servicer
purchases the defaulted mortgage loan under the pooling and servicing
agreement provisions, the broker would not have procured such buyer and
there should be no broker commission incurred by the trust and a reduced
fixed fee should be negotiated in lieu of a full commission in order to reimburse the broker for its time and efforts. In the event the special servicer
exercises its purchase option and assigns such purchase option rights to a
purchaser identified by the broker, however, a commission may be more
appropriate, because the broker’s efforts were responsible for identifying the ultimate buyer. If a broker commission is to be paid, the special
servicer should in most cases require the commission to be paid by the
purchaser directly to the broker at closing, separate from the payment of
the purchase price for the defaulted mortgage loan. Payment to a broker of
any “break-up fee” or similar fee should not exceed the value of its services
provided in assisting in the fair value price determination.
Servicing Fees. In some instances the special servicer will be entitled to a
liquidation or similar fee in the event the purchase option is assigned and
exercised by an unaffiliated third-party purchaser (i.e., if the option holder
or the special servicer assigned the purchase option to a third party as a
liquidation strategy and did not purchase the defaulted mortgage loan for
its own account or collect a fee from the assignee). The applicable pooling
and servicing agreement must be carefully reviewed in order to determine
if any such liquidation or similar fee is payable.
Controlling Class Certificateholders; Notices. Certain pooling and servicing agreements identify “each holder of a Certificate of the Controlling
Class, to the extent they have been made known to the Special Servicer” as
a purchase option holder under Section 3.18. In such cases, if the identity
and contact information of each holder of such certificates is not readily
available to the special servicer, whether because of a very recent allocation
of an appraisal reduction amount resulting in a change in the controlling
class or otherwise, a question arises as to what, if anything, the special
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servicer must do in an effort to identify the holders of such certificates in
order to provide the Section 3.18 notice. Although the relevant provisions
(i.e., “to the extent they have been made known to the special servicer”
[emphasis added]) could be interpreted as suggesting that the burden is
on the holders of such certificates to make themselves known to the special servicer, thereby not requiring any action by the special servicer, we
believe a better approach would be for the special servicer to undertake
certain reasonable efforts to identify such holders and to involve them in
the purchase option process. In the event such a certificateholder claims,
subsequent to a sale, that it was not adequately notified or given an opportunity to participate in the process, being in a position to recite a record
of various efforts undertaken to identify such holders, even if ultimately
unsuccessful, is an approach with lower risk than merely asserting that the
burden is on such holders and that the special servicer had no such obligations (and did not undertake any effort at all) to identify the holders of
such certificates.
Efforts to locate the controlling class may vary depending on the situation,
but if the holders of certificates in the controlling class are not known to
the special servicer, the special servicer could, for example, engage the
trustee to assist in reviewing its records and in the delivery of any Section
3.18 notice to all appropriate parties, comply with any requirements of the
pooling and servicing agreement to deliver to the information provider
or other required party an asset status report and any appraisal obtained
to determine fair value, and, additionally, even though it may not be specifically required by the pooling and servicing agreement, to deliver to the
information provider a notice indicating that a defaulted mortgage loan
has become a specially serviced loan and the Section 3.18 option holders
may be entitled to purchase the defaulted mortgage loan, including an
identification of the controlling class and a request that all holders of any
certificate of the controlling class make themselves known to the special
servicer by a specified date in order to participate in the fair value purchase
option process. Further, upon delivering any such items to the information provider, the special servicer may want to confirm that the items were
actually promptly posted to the information provider’s website.
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The Turning Point - Defaulted Mortgage Loan Sales for 2010 and Later
Securitizations: At this point in the development of the process for
defaulted mortgage loan sales and related provisions in pooling and servicing agreements, significant differences exist relative to the pre-2010
process and relevant provisions. In general, the trend is toward making the
mechanics formerly in place with respect to the sale of a defaulted mortgage loan more simple and open by allowing the special servicer to solicit
bids from any person, representing a departure from the highly structured fair value purchase option process among a small group of specified
option holders. The typical current requirements and conditions for the
still-evolving process of selling a defaulted mortgage loan are summarized
below:
(a) After a defaulted mortgage loan has become a
specially serviced loan, the special servicer shall order an
appraisal, determine the fair value of the loan, and notify
the master servicer of its determination.
(b) As was the case pre-2010, the sale process remains
subject to any option of any holder of a related companion
loan or a related mezzanine loan, or certain participants, to
purchase the defaulted mortgage loan or to cure defaults
in accordance with the applicable co-lender, intercreditor,5
or participation agreement, if applicable. If any defaulted
mortgage loan that is not subject to any such purchase or
cure option under any co-lender, intercreditor, or participation agreement (or any defaulted mortgage loan with
respect to which the applicable party under any co-lender,
intercreditor, or participation agreement does not exercise
such option) becomes a specially serviced loan, and if the
special servicer determines that no satisfactory arrangements can be made for collection of delinquent payments
and such sale would be in the best economic interest of the
trust on a net present value basis, then the special servicer
5

The rights of a mezzanine lender to purchase a defaulted mortgage loan pursuant to an intercreditor agreement are at issue more frequently as mezzanine loans are becoming more common; for additional information,
refer to the final paragraph of this section.
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may, after prior notice to the trustee, offer to sell the
defaulted mortgage loan to any person. The special servicer
may also offer to purchase the defaulted mortgage loan. As
is the case with respect to the pre-2009 purchase option
process, the special servicer will often engage a broker to
solicit a broad market of potential purchasers in order to
maximize the sales process – refer to the Section B.3 above.
(c) The special servicer shall accept the highest offer
in an amount at least equal to the par purchase price (taking into account the creditworthiness of the offeror and
the certainty of performance). If no offer is received in an
amount at least equal to the par purchase price, the special
servicer may purchase the defaulted mortgage loan at the
par purchase price.
(d) In the absence of an offer (or purchase by special
servicer) at a price at least equal to the par purchase price,
the special servicer shall accept the highest offer (taking
into account the creditworthiness of the offeror and certainty of performance) determined by the special servicer
to be a fair price from any offeror other than the special
servicer, the master servicer, the holder of any related companion loan or any related mezzanine lender, the borrower
or any affiliate of the borrower, and certain other interested
parties (defined in the pooling and servicing agreement as
an “Interested Person”). If the highest offer is from such an
Interested Person, then the trustee, rather than the special
servicer, shall determine the fair price, based on an updated
appraisal and other factors. The special servicer shall not be
required to accept the highest offer (and may accept a lower
offer, so long as the offeror is not the special servicer or an
affiliate thereof) if it determines that rejecting such offer
(or accepting a lower offer) would be in the best interests of
the certificateholders (for example, the special servicer may
accept a lower offer if the offeror is more likely to perform
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or if the offered terms are more favorable than the terms of
a higher offer).
(e) Mezzanine lenders are customarily granted the
right to purchase a defaulted mortgage loan pursuant to
the terms of the applicable intercreditor agreement. If
the pooling and servicing agreement does not reference,
or at least contemplate, such an intercreditor agreement,
however, then the special servicer must give careful consideration to any conflicting purchase rights with respect
to a defaulted mortgage loan under the terms and provisions of the pooling and servicing agreement and the
terms and provisions of any applicable intercreditor agreement and consult legal counsel. The rights of a mezzanine
lender to purchase a defaulted mortgage loan pursuant to
the terms of the applicable intercreditor agreement typically arise upon the occurrence of a mortgage loan event
of default, and upon such occurrence (or the occurrence
of any other trigger event provided in the intercreditor
agreement, often including, for example, a bankruptcy
proceeding against the mortgage loan borrower), the special servicer is required to give written notice thereof to the
mezzanine lender. The mezzanine lender may then elect
to purchase the defaulted mortgage loan on the terms set
forth in the intercreditor agreement, which often include
the following: (i) mezzanine lender must give advance
notice of such election, typically at least ten business days
prior to the anticipated closing date of such purchase; (ii)
the mezzanine lender’s right to purchase will expire upon
the consummation of any mortgage loan foreclosure or
the delivery to the mortgage noteholder of a deed in lieu
of foreclosure, provided that no such foreclosure or delivery of a deed in lieu shall occur prior to the date thirty
days after the mortgage noteholder gives to the mezzanine
lender notice of the occurrence of the triggering event; and
(iii) the purchase price shall be at par, including (although
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the purchase price terms are among the most heavily negotiated terms in an intercreditor agreement) all outstanding
principal and all accrued and unpaid interest, including
default interest, and workout or liquidation fees and special servicing fees payable to the special servicer under the
pooling and servicing agreement. The applicable terms of
intercreditor agreements vary, so a careful review of the
applicable intercreditor agreement and consultation with
legal counsel are necessary.
Be Wary of Requests by Purchasers for Representations, Warranties and
Recourse Liability: More and more frequently in today’s market, purchasers request representations and warranties as to ownership of the loan
and related matters in connection with loan sales. Customarily, loan sales
under pooling and servicing agreements have been consummated without any representations or warranties from the seller, with an appropriate
disclaimer included in the assignment documents or the allonge to the
promissory note on terms similar to the following:
“This [Assignment / Allonge] is made without recourse and
without any representation or warranty, express, implied,
or by operation of law, of any kind and nature whatsoever.”
Although pooling and servicing agreements differ as to the specific
requirements and conditions governing the sale of any particular defaulted
mortgage loan, in general, the pooling and servicing agreement terms,
the applicable servicing standard, and the customary terms of assignment documents and allonges that continue to be prevalent in the market
weigh against any agreement by the special servicer to obligate the trust
by providing any such representations and warranties to a loan purchaser
or agreeing to any recourse liability. A special servicer that agrees to any
such representations and warranties or recourse liability, thereby imposing
potential liability on the trust, would risk being in violation of the pooling
and servicing agreement or, even if specific prohibitions against providing any such representations and warranties or recourse liability are not
expressly set forth in the applicable pooling and servicing agreement, such
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an agreement by the special servicer would be in violation of the servicing
standard and be contrary to customary market terms for such a loan sale.
Conclusion: The fair value purchase option contained in 2001 – 2009 securitizations was highly structured, and its formulaic mechanics (including
the assignment of the purchase option by one of the limited number of
option holders in order for the process to be open to third parties) can
present a trap for the unwary that may result in an unauthorized sale or
potential claims by option holders that may not have received notices on
a timely basis or been given the opportunity to participate in the bidding
process.
The still-evolving new process for the sale of a defaulted mortgage loan
is generally more simple and open than the pre-2010 fair value purchase
option process, while also imposing certain additional obligations on the
special servicer, including a more specific requirement for the special servicer to make, prior to soliciting bids, an initial determination that such
sale would be in the best economic interest of the trust on a net present
value basis. The new process under certain pooling and servicing agreements also potentially allows the borrower to purchase the defaulted
mortgage loan (subject to the trustee’s determination of the fair price), in
contrast to the previous process under which pooling and servicing agreement provisions typically prohibited an assignment of the purchase option
to the borrower, thereby excluding the borrower from the group of eligible
purchasers. In conducting a sale under the new process, however, the special servicer must continue to comply with any applicable limitations of
the pooling and servicing agreement and the servicing standard and with
customary market terms, including resisting efforts by purchasers to provide for representations, warranties and recourse liability. The expectation
of the new process is that the more simple and open process will result in
higher offers and possibly quicker sales than the previous fair value purchase option process, and time will tell if that is the case as the new process
continues to evolve.
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In all events, the applicable provisions of the pooling and servicing agreement must be reviewed (whether the sale is to be conducted pursuant to
pooling and servicing agreements for 2001 – 2009 securitizations or under
pooling and servicing agreements for 2010 and later securitizations) and
the specific requirements and conditions must be strictly complied with
and satisfied. Failure to do so opens the special servicer, the trust, and
possibly other parties to claims that a sale was unauthorized or, for securitizations from 2001 to 2009, that option holders were not given proper
notice or an opportunity to participate.
For more information, contact:
Mark A. Palmer
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street NE
Atlanta, GA 30309
t 404 815 6105
MPalmer@KilpatrickTownsend.com

284

Here we go again - Servicing Collateralized Loan
Obligations.

285

286

Here we go again - Servicing Collateralized Loan
Obligations.
Gene Caiola
Mark Palmer
Edwin Garrison

The collateralized loan obligation (“CLO”) market is the largest consumer
of leveraged loans and the commercial real estate (“CRE”) CLO volume
reached record highs in 2018. As CLO transactions become a larger portion of the asset pool monitored by servicers, servicers must understand
the differences between CMBS and CLOs and how they are serviced.1
This article provides an overview of CLOs and how they compare with a
typical CMBS (REMIC) offering with a focus on the servicing hot buttons
of future funding, property protection advances, disposition of defaulted
assets, and change of control.
I. Tax Structures/Reinvestment and Active Management—What’s all
the fuss?
By now most participants in the securitization industry have at least a
working knowledge of the REMIC structure and tax efficiency that it provides. Stripped of its trappings a REMIC that complies with the Code and
Regulations is not subject to any entity-(REMIC) level tax on most types
of income. By providing this tax certainty, the REMIC structure provides
more efficient offerings to potential investors by insuring that the securitization’s return to investors is not diminished as the REMIC pays no funds
over to the federal government to cover the REMIC’s tax liability. Rather,
all the funds the REMIC generates that remain following the REMIC’s
payment of expenses are distributed to investors. There are, of course,
tradeoffs for this tax efficiency. The Code and Regulation’s REMIC provisions require that the REMIC behave primarily as a passive entity that is
not engaged in the active business of buying or trading the loans or other
1

Throughout this article any reference to CLOs refer to post-crisis Collateralized Loan Obligation securitizations. For servicing and other matters related to Collateralized Debt Obligations (“CDOs”) securitizations, see
Steve Edwards “Tax Restrictions on Servicing of Collateralized Debt Obligations” in the 2016-17 Edition of
this Guide for a detailed discussion on the servicing and structuring limitation resulting from the use of this
structure.
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assets that the REMIC holds if the REMIC is to enjoy the tax benefits of
REMIC status.
The fundamental difference between CMBS offerings and CLOs is the
means by which the securitization vehicle avoids federal income taxation
at the entity level. CMBS transactions do so by relying upon REMIC elections. CLOs, however, generally rely on one of two alternative structures
to minimize any U.S. federal income tax.2 The first is to have the issuer
deemed not to be engaged in a U.S. trade or business for U.S. federal
income tax purposes.3 This is accomplished by having the issuer domiciled
outside of the U.S. (generally within the Cayman Islands). The second
is for the CLO to be structured as a qualified REIT subsidiary (QRS) of
the sponsor REIT, which enables the issuer to be treated as a disregarded
entity of the sponsor REIT for tax purposes so that the CLO can receive
the benefit of the sponsor REIT’s status to avoid entity-level tax.4
The distinction in tax structures allows CLO transactions more latitude in
collateral composition and administration than is afforded a CMBS transaction – most notably that CLOs can add assets to the transaction long
after this formation of the CLO. Conversely, the Code and Regulations
prohibit a REMIC from reinvesting proceeds or adding or substituting
loans to the trust after formation except under atypical circumstances.5
Unlike CDOs, post-crisis CLOs have been securitized almost exclusively with first priority commercial real estate bridge loans. While some
CLOs have retained CDOs’ extended ramp-up periods, reinvestment of
loan proceeds and active management features, they are employed in a
more limited fashion than during the CDOs era. For example, the CLO
2

See Tom Biafore “REMIC Qualification – Why Do We Care?” in this Guide. We know of at least one CLO
originator that relies on REMIC election to avoid federal taxation.
3

See Steve Edwards “Tax Restrictions on Servicing of Collateralized Debt Obligations” in the 2016-17 Edition
of this Guide for a detailed discussion on the servicing and structuring limitation resulting from the use of this
structure.
4

Code 857, Regulation Section §1.856-9. It is common for the provisions of the Indenture to underscore these
points and require the parties to the CLO transaction “not take any action that results in the issuer failing to
qualify as a Qualified REIT Subsidiary for federal income tax purposes.”
5

For example, a REMIC can substitute an asset in the event that the impacted loan is deemed a “defective
obligation” and the replacement loan satisfies the requirements of a “qualified replacement mortgage.” Code
Section 860G(a)(4). Even in this case, however, the Code and Regulations strictly limit the REMIC’s right to the
substitution.
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reinvestment period is typically limited to two years (as compared to six
years for CDOs) and the assets to be added post-closing must meet a litany
of criteria designed to ensure the new assets do not change the overall
character of the CLO.6 Typically the only assets that meet these eligibility
requirements will be participations related to collateral that was included
in the securitization at closing. In addition to reinvestment, some CLOs
permit the acquisition of “ramp-up” or “delayed close” mortgage assets
during the ramp-up period (generally 90 to 120 days following the closing
date) that are subject to the same eligibility requirements as reinvestment
assets.
II. Future Funding Obligations.
Future advance loans in CMBS transactions are prohibited under the
provisions of the Code and Regulations governing the formation and qualification of REMICs. Although CLOs may include transactions where a
collateral asset has an unfunded future advance obligation, such obligation
is typically held by the asset seller outside of the trust in a pari passu participation. Typically, the asset seller is the sole party responsible for funding
future advances.7 This responsibility is back stopped by an indemnification
from the sponsor to the trustee, which continues until such time as the
future advance obligation is satisfied.8 CLO transactions typically include a
future funding reserve account into which all distributions received by the
party responsible for making future advances will be deposited as security
for the obligation to make future advances.9
Delayed close mortgage assets are mortgage loans (or related participations) the terms of which are identified in the CLO securitization offering
6

The eligibility requirements (typically defined as the “Reinvestment Criteria” and/or the “Eligibility Criteria”
in the trust indenture) generally include, among other things, limits as to concentration in asset class, geographical location, debt service and LTV tests, and rating agency confirmation that the securization will not be
downgraded as a result of the new asset.
7

If an asset seller fails to fund future advance obligation such failure would potentially provide a borrower a
defense to payment of the entire debt, including the portion held within the CLO.
8

Neither the party required to make the future advance nor the sponsor is required to maintain minimum
ratings; however, the holder of the future advance obligations is generally required to deliver quarterly liquidity
certifications.
9

To the extent a future advance obligation is held in the trust, proceeds equal to amount of such obligation are
reserved at closing.
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materials, but are not included in the original securitization. If, within the
ramp-up period, a delayed close mortgage is originated on the terms set
forth in the offering materials, the issuer may acquire the asset using proceeds reserved at closing for such purpose. In the event that the delayed
close mortgage asset is not acquired within the ramp-up period, the proceeds reserved for the purchase are applied to principal on the notes in
accordance with the indenture.
III. Advancing.
In CMBS transactions, the master servicer makes advances for principal
and interest payments as well as property protection advances to preserve
the related real estate collateral. Advances are subject to a recoverability
determination and property protection advances must satisfy additional
REMIC and PSA concerns.10 In the event that a master servicer defaults on
an advancing obligation, the trustee is required to make the advance.
In CLOs an advancing agent is primarily responsible for making interest
advances and property protection advances, which are also subject to a
recoverability determination. If the advancing agent fails to make an interest advance, the back-up interest advancing agent (typically the trustee
or note administrator) must do so. If the advancing agent fails to make
a property protection advance, however, often the servicer, rather than
the trustee or note administrator, is obligated to do so. As such, to avoid
increased risk to the trust, a servicer generally must have investment grade
credit characteristics.
IV. Waterfalls.
CMBS and CLO securitizations allocate payments from the top down
(starting with the senior certificate holders in CMBS and the senior/investment grade note holders in CLOs) and losses from the bottom up (starting
with the most junior certificateholders in CMBS and the residual equity
holders in CLOs). CMBS and CLO securitizations provide protections
to the senior holders through priority of payment. CLO securitizations,
however, offer additional protections to their senior noteholders. First,
10

See Tom Biafore and Rex Veal “Property Protection Advancing in CMBS Transactions” in this Guide for a
detailed discussion on the applicable limitations on advancing.
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CLOs have two separate waterfall payment structures – an interest proceeds payment waterfall and a principal proceeds payment waterfall – that
operate in parallel to prioritize cash flow generated by the portfolio.11
Additionally, CLOs apply interest coverage (“IC”) or overcollateralization
(“OC”) tests, as part of the interest proceeds payment waterfall.12 These
safeguards are designed to prevent cash from flowing through the CLO’s
waterfalls to subordinate noteholders and equity holders when the CLO is
underperforming.
The IC and OC tests measure the amount of excess interest and collateral
available as a buffer against losses to the securitization as a whole and a
CLO will typically call for one of these tests (but occasionally both) to be
applied at a specific level (or sometimes levels) of the interest proceeds
payment waterfall. IC tests measure interest due from the asset pool to
interest owed on total liabilities. Similarly, OC tests measures the balance
of the asset value to owed liabilities.
The IC or OC test is typically performed prior to the payment of interest
to the lower priority notes and equity. If, prior to such interest payment,
the IC or OC test requirements are not met, interest proceeds that would
otherwise be used to pay interest on the non-investment grade notes and
distributed to the equity are instead used to fund reserves or pay down the
outstanding investment grade notes, sequentially, beginning with the most
senior notes outstanding, until the requirements are met or the investment grade notes are paid in full. In the event that the interest proceeds
are insufficient to cure the shortfall, principal payments from loans and
recoveries on defaulted assets that could have been used for reinvestment
are instead redirected to fund such shortfall until all tests are satisfied.
The following interest payment proceeds and principal payment proceeds
waterfall flow charts illustrate the flow of funds through payment waterfalls. These waterfalls are provided for illustrative purposes only. CLO
payment waterfalls are securitization-specific and the indenture governing
11

CLOs also employ a third payment waterfall to further protect the senior noteholders – the post-acceleration
waterfall. As this waterfall is only to be applied in the event of a transaction level event of default (e.g. the CLO’s
loss of tax pass-through status), it is not discussed in this article.
12

CMBS transactions do not permit the use of interest or overcollateralization tests in the transaction waterfall
because of the pass-through nature of the REMIC structure.
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a particular securitization should be carefully reviewed to determine the
flow of funds for such securitization.
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V. Management, Modification and Disposition of Defaulted Assets.
In a CMBS securitization, the special servicer is responsible for resolving
defaulted loans. The B piece holder has the right, until losses or appraisal
reductions result in a change of control, to replace the special servicer in
accordance with the terms of the servicing agreement. As a result, while a
CMBS B piece holder is often affiliated with the special servicer, the special servicer typically has no affiliation with the other parties to the PSA.
Notwithstanding this relationship between special servicer and the B piece
holder, the PSA will require that the special servicer act in accordance with
the servicing standard and in the best interest of the trust.
A CMBS special servicer can sell a defaulted CMBS loan if the special servicer determines that a REMIC compliant modification to the loan cannot
be made that would maximize recovery for the trust. Any such loan sale
is subject to the consent of the controlling class representative (“CCR”)
and the terms of any related participation agreement. Typically, the special
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servicer and CCR has an assignable right to purchase defaulted mortgage
assets for a price equal to par value as determined under the applicable
pooling and servicing agreement.13
Similarly, when a collateral asset is classified as a defaulted loan in a nonmanaged CLO deal, the special servicer administers the defaulted loan in
accordance with the terms of the servicing agreement and the servicing
standard. The servicer’s responsibilities in a non-managed CLO mirror the
responsibilities of a special servicer in a CMBS transaction and include
loan monitoring, default resolution, borrower negotiations, loan sale and
to otherwise act in accordance with the servicing standard.
In a managed CLO, the collateral manager functions in much the same
way as the special servicer. Unlike in a CMBS transaction, however, a
collateral manager is not subject to the REMIC limitations and has wide
discretion (within the collateral manager standard, which is the functional
equivalent of the servicing standard) to decide when an asset has defaulted
and how the default should be resolved. The collateral manager can direct
the sale of defaulted assets to a third party or to the collateral manager. A
sale to the collateral manager is, however, subject to a determination by the
collateral manager’s advisory committee that (a) the terms of the sale to
the collateral manager are as favorable as they would be in a sale to a third
party and (b) the sale price is equal to fair market value.14 In addition,
and similar to the purchase option contained in CMBS deals, the
majority holder of the most subordinate notes/shares generally has
an assignable right to purchase defaulted assets for par as defined
by the trust indenture.
VI. Loss Allocation
There is a critical distinction between CMBS and CLOs with regards to
loss allocation. In a CMBS deal, where realized losses reduce the balances
of the certificates with the most subordinate class taking the first loss, in
CLOs, even when the remaining collateral cannot pay the full amount of
13

See Mark Palmer “CMBS Defaulted Loan Sales Update – No Reps, No Warranties, No Recourse.”
in this Guide.
14

Fair value is typically defined as the principal balance of the asset plus accrued and unpaid interest thereon
or such lower cash purchase price approved by the advisory committee.
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interest and principal owed, the principal balances of the notes are not
reduced.15
As a result, unlike CMBS where control will shift between the tranches
of bondholders as the certificates are reduced through realized losses or
appraisal reductions, in a CLO the authority of the collateral manager to
control the assets shifts to the existing majority holder of the then existing senior notes following certain defined termination events, including
the failure of payments of interest or principal to any class of notes contained in the CLO. Upon such a control shift the majority noteholder can,
in addition to exercising the other rights to resolve the underlying loan
defaults, accelerate payment of the senior notes class.
Conclusion: Whether the painful lessons of the pre-crash CDO era repeat
themselves in the new age of the CLO remains to be seen. While efforts to
address some of the concerns that came to light with CDOs in the aftermath of the great recession are reflected in many current CLO transactions
(with respect to asset composition and other structural components to
these securitizations) time will tell whether history repeats itself and the
new boss is much the same as the old boss. It is critical for a servicer to
understand the differences in the structure, management and payment
waterfalls in CLO securitizations. While CLO's provide far greater flexibility than CMBS offerings, they present traps for the unwary about which a
servicer must be aware.
For more information, contact:
Gene Caiola
Kilpatrick Townsend & Stockton LLP
1114 Avenue of the Americas
21st Floor
New York, NY
t 212.775.8732
GCaiola@KilpatrickTownsend.com
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Mark Palmer
Kilpatrick Townsend & Stockton LLP
2001 Ross Avenue, Suite 4400
Dallas, TX
t 214.922.7104
MPalmer@KilpatrickTownsend.com
Edwin Garrison
Kilpatrick Townsend & Stockton LLP
1100 Peachtree Street NE, Suite 2800
Atlanta, GA
t 404.685.6746
EGarrison@KilpatrickTownsend.com
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All good things must come to an end, and REMIC trusts are no exception. This article discusses Pooling and Servicing Agreement (“PSA”) and
REMIC tax provisions related to REMIC trust terminations, with a specific
focus on early terminations resulting from the exercise of purchase and
certificate exchange options.1
PSA Provisions:
Termination, Generally: REMICs have been around for 30 years and, inevitably, many of them are coming to the end of their natural lives. Loans
have been paid off, and the balances remaining in many trusts have dwindled, if not reduced to zero. The most obvious, though not frequent, reason
for a trust termination is that the trust no longer has any assets, and the
certificateholders have been paid what they’re due. The more likely reason
for a trust termination is that the PSA permits the early termination of the
trust upon the occurrence of specified trigger events whereupon a party
designated in the PSA has exercised its option to purchase, or in some
cases exchange its certificates for, the remaining mortgage loans and REO
properties held by the trust. Most PSAs acknowledge that at some point
the game (maintaining REMIC status) is not worth the candle (the cost
of doing so), and they therefore provide one or more mechanisms for the
trust’s early termination.
Early Termination by Purchase Option: The most common early termination trigger event is based on the declining aggregate principal balance of
the pool of mortgages held by the trust. Once such balance has declined
to a specified percentage (typically from 1% to 10%) of the original principal balance of the trust, one of the parties designated in the PSA has the
1

This article is limited to the practical and technical issues governing REMIC terminations. Terminations of
grantor trusts or other vehicles used for the securitization of real estate loans are not subject to the technical provisions of the Code and Regulations discussed in this article and related to REMICs. If a particular securitization
is not governed by the Code and Regulations applicable to REMICs, the servicer must study the applicable PSA
and tax structure in order to understand the required mechanics of a termination.
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option to purchase the remaining mortgage loans and REO properties
held by the trust. The designated parties entitled to exercise the trust’s early
termination purchase option vary according to the securitization, but usually include such parties as the depositor, the special servicer, a controlling
class certificateholder, or the master servicer, not necessarily in that order
of priority.
The party that exercises its purchase option (the “Purchaser”) acquires all
of the mortgage loans and any REO property that the trust still owns. The
purchase price for the REO property will typically be its appraised value.
The purchase price for the mortgage loans will typically be the sum of (a)
the outstanding principal balance of each mortgage loan as of the date of
purchase, (b) all accrued and unpaid interest on the mortgage loan to, but
not including, the scheduled payment date for that mortgage loan in the
relevant period, and (c) all related unreimbursed servicing advances, if
any, and interest thereon.2 If the Purchaser is a servicer, the purchase price
is typically reduced by unreimbursed advances made by the servicer and,
if it is the master servicer, unpaid servicing compensation.
To exercise its purchase option, the Purchaser must give notice to the parties specified by the PSA during the time frame outlined in the PSA, but
any designated party that has a higher priority in the hierarchy of purchase
option holders can respond by exercising its own option in accordance
with the PSA. The party that is eventually the Purchaser must deposit the
purchase price into the account specified by the PSA a specified period
in advance of the distribution date on which the final distribution on the
certificates is to occur. The period can be a certain number of days or a
defined date in the PSA, such as the determination date.
Early Termination by Sole Certificateholder Exchange Option: An
alternative or additional early termination trigger event found in some
PSAs is based on upon the combination of the retirement of certain
specified classes of certificates and a single certificateholder becoming
the sole remaining holder (the “Sole Certificateholder”) of certain other
specified classes of certificates. Once such a situation has occurred, the
2

Each PSA sets forth its own purchase price calculation and certain elements of a purchase price calculation
may be subject to conflicting interpretations, so a designated party should carefully consider such calculation
before electing to exercise its purchase option.
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Sole Certificateholder has the option to exchange its certificates for the
remaining mortgage loans and REO properties held by the trust. The
requirements for retirement of certain certificates and certificate holdings
by a single certificateholder vary by securitization. To exercise its exchange
option, the Sole Certificateholder must give notice to the parties specified
by the PSA during the time frame provided for in the PSA and must surrender its certificates and deposit certain amounts specified by the PSA’s
termination article (typically the amounts then owed to the depositor,
servicers and trustee under the PSA) into the account specified by the PSA
on or shortly before the distribution date on which the final distribution
on the certificates is to occur, as specified by the PSA.
Early Termination PSA Requirements at Closing: At closing of an early
termination purchase or exchange, the Purchaser or Sole Certificateholder,
as applicable, must also prepare a plan of complete liquidation to be signed
by the party designated by the PSA and attached to the final tax return of
the trust and provide an opinion of counsel stating the termination of the
trust satisfies the requirements of a qualified liquidation under Section
860F of the Code and the Regulations, as described below.
REMIC Tax Provisions:
REMICs pay to play. If a REMIC wants the tax benefits of REMIC status, it
must abide by what many consider a rigid set of rules that are designed to
limit the REMIC’s activities. See Tom Biafore and Steve Edwards, “REMIC
Qualification—Why Do We Care?”, “Modern Day Alchemy—Modifying
Qualified Mortgage Loans in REMICs” and Tom Biafore and Steve
Edwards, “The Dos and Don’ts of REO: Prohibitions on Trade or Business
and New Construction” in this Guide for a discussion of the limitations
that a servicer faces as a result of the Code’s and Regulations’
REMIC provisions. These limitations may prevent a REMIC from trading
or otherwise disposing of the loans and other assets that the REMIC holds
unless an exception applies. Absent an exception in the Code’s REMIC
provisions, the termination of a REMIC (where the REMIC’s remaining
loans and other assets change hands and pass from the REMIC to a third
party) would be prohibited.
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One example of the limitations is that, under the “asset test” for REMIC
qualification, substantially all of the assets must be “qualified mortgages”
or “permitted investments.” See Tom Biafore, “REMIC Qualification
Why Do We Care?” in this Guide for a discussion of the “asset test” for
REMIC qualification. Fortunately, this requirement does not apply during
the REMIC’s “liquidation period.” Code Section 860D(a). This gives the
REMIC substantially more leeway in holding cash during that period than
it would during a normal period.
Similarly, the 100% tax on prohibited transactions would otherwise apply
to a disposition of a qualified mortgage held by the REMIC unless the
mortgage is in default or default is imminent. In the setting of a REMIC
termination, if all of the REMIC’s assets were in default there would be no
need for a special rule. However, that may not be the case, and the REMIC
termination rules include an exception for REMICs that dispose of assets
pursuant to a “qualified liquidation.”
Gain from the disposition of cash flow investments would also be a prohibited transaction subject to the 100% tax, but for an exception for such
gains pursuant to a qualified liquidation. Code Section 860F(a)(2)(D).
Finally, a contribution to facilitate a qualified liquidation will not be subject to the 100% tax that would normally be imposed on contributions to a
REMIC after its startup day. Code Section 860G(b)(2)(A).3
Section 860F(a)(4)(A) of the Code sets forth three basic requirements for
a “qualified liquidation” of a REMIC:
(i) the REMIC must adopt a plan of complete liquidation,
(ii) the REMIC must sell its assets (other than cash) within the
liquidation period,
and

3

Treas. Reg. §1.860D-1(b)(2)(iv) also helpfully provides that the termination option holder’s right to
acquire the mortgage loans and other assets pursuant to a qualified liquidation is not treated as an interest in
the REMIC. Without that provision, the termination option could violate the Interest Test described in Tom
Biafore, “REMIC Qualification — Why Do We Care?” in this Guide.
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(iii)
proceeds of the liquidation (plus the cash), less assets
retained to meet claims, must be credited or distributed to the
REMIC’s certificateholders on or prior to the last day of the liquidation period.

A “liquidation period” is the period beginning on the date the REMIC
adopts a plan of complete liquidation and ending 90 days thereafter.
There are no specific formalities in the Code or Regulations for a plan of
complete liquidation. Simply attaching a statement in the REMIC’s tax
return that indicates the start of the “liquidation period” is sufficient for
these purposes. However, the party charged by the PSA with adopting
the plan of complete liquidation (typically the trustee or the certificate
administrator) may have certain requirements that the Purchaser or
Sole Certificateholder, as applicable, will need to comply with when
preparing the plan of complete liquidation.
Conclusion:
The PSA and the REMIC tax provisions relating to the early termination
of a REMIC trust are not hard to negotiate, but they must be followed
carefully. Once the procedural requirements associated with the exercise
of a termination purchase option or exchange option are set in motion,
the party exercising such option, the master servicer, the document custodian, and the trustee must make certain that the remaining mortgage
loans (and REO property, if any) are transferred to the Purchaser or Sole
Certificateholder, as applicable, in an orderly fashion. After that, the funds
are distributed and all of the parties go their separate ways. The termination is complete.
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