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The Taxation of CRE-CLOs

By Jason Schwaftz, Esq., Gary Silverstein, Esq., and
Daniel Ng, Esq.

INTRODUCTION

Commercial real estate collateralized loan obliga-
tions (CRE-CLOs) are growing in popularity as a way
to securitize mortgage loans. Market participants have
predicated as much as $14 billion of new CRE-CLO
issuances in 2018, compared to $7.7 billion in 2017.2

In many ways, CRE-CLOs are a more flexible fi-
nancing option than real estate mortgage investment
conduits (REMICs), the traditional vehicles for com-
mercial mortgage-backed securitizations. Unlike RE-
MICs, CRE-CLOs may hold mezzanine loans, “de-
layed drawdown” loans, and ‘“‘revolving” loans (and,
in some cases, preferred equity), may borrow against
a managed pool of assets, and may have more liberty
to modify and foreclose on their assets. But structur-
ing a CRE-CLO is not without challenges, and failing
to properly structure a CRE-CLO could create adverse
tax consequences for investors and could even subject
the CRE-CLO to U.S. corporate tax.

This article discusses the tax considerations appli-
cable to CRE-CLOs: what a CRE-CLO is; the over-
arching tax considerations relevant to CRE-CLOs; the
two most common CRE-CLO tax structures — the
qualified REIT subsidiary (QRS) and the foreign cor-
poration that is not a QRS; and the material benefits
of using a CRE-CLO instead of a REMIC to securi-
tize mortgage loans.

WHAT IS A CRE-CLO?

CRE-CLOs are special purpose vehicles that issue
notes primarily to institutional investors, invest the

" Jason Schwartz and Gary Silverstein are tax partners, and
Daniel Ng is a tax associate, at Cadwalader, Wickersham & Taft
LLP.

! Cathy Cunningham, CREFC 2018: Say Hello to CLOs, Com-
mercial Observer (Jan. 11, 2018).

2 New Sponsors to Lift CLO Volume This Year, Commercial
Mortgage Alert (Feb. 9, 2018), at 4.

proceeds mainly in mortgage loans, and apply the in-
terest and principal they receive on the mortgage
loans to pay interest and principal on the notes that
they issue. CRE-CLOs allow banks, real estate invest-
ment trusts (REITs), and other mortgage loan origina-
tors to sell their mortgage loan portfolios, freeing up
capital that they can then use to make or acquire ad-
ditional mortgage loans. By issuing multiple classes
of notes with different seniorities and payment char-
acteristics backed by a pool of mortgage loans, CRE-
CLOs appeal to investors that may not be willing or
able to invest directly in mortgage loans.

OVERARCHING TAX
CONSIDERATIONS

Taxable Mortgage Pool Rules

Under the taxable mortgage pool (TMP) rules of
the Internal Revenue Code, a vehicle (other than a
REMIC) that securitizes real estate mortgages is
treated as a TMP and taxed as a separate corporation
for U.S. tax purposes if it issues two or more classes
of “debt” with different maturities and the payment
characteristics of each debt class bear a relationship to
payments on the underlying real estate mortgages.’

The TMP rules are intended to subject any net in-
come recognized by a domestic mortgage loan securi-
tization vehicle — i.e., the positive difference between
interest accruals on the vehicle’s assets, on one hand,
and interest accruals on the vehicle’s obligations, on
the other hand — to U.S. net income tax.* (If the ve-
hicle is a REMIC, no entity-level tax is imposed, but

3 See §7701(i). Exceptions exist for entities that issue classes
that are subordinated only with respect to credit risk. See Reg.
§301.7701(i)-1(e). These exceptions are beyond the scope of this
article.

All section references are to the Internal Revenue Code of
1986, as amended (Code), and the regulations thereunder, unless
otherwise specified.

* See Reg. §301.7701(i)-1(a) (“The purpose of section 7701(i)
is to prevent income generated by a pool of real estate mortgages
from escaping [f]ederal income taxation when the pool is used to
issue multiple class mortgage-backed securities.”).
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holders of a special class of “‘residual interests” must
pay this tax, and the “excess inclusion” rules dis-
cussed below prevent all or a portion of the taxable
income from being offset or otherwise eliminated.)
Because CRE-CLOs typically issue more than two
classes of notes, they generally will be TMPs.

Avoiding Entity-Level Tax

As a condition to assigning a credit rating to any
notes issued by a CRE-CLO, rating agencies typically
insist that the CRE-CLO receive an opinion from U.S.
tax counsel that the CRE-CLO “will not” be subject
to an entity-level tax in the United States. Investors
also expect this opinion, because a layer of corporate
tax could dramatically reduce their investment re-
turns.

Under §11(b), domestic entities that are treated as
corporations for U.S. tax purposes generally are sub-
ject to a 21% net income tax. In addition, under §882,
foreign entities that are treated as corporations for
U.S. tax purposes are subject to U.S. federal income
tax on any income that is “‘effectively connected”
with the conduct of a ““trade or business’ within the
United States.

Accordingly, to avoid U.S. entity-level tax, CRE-
CLOs generally are structured as one of the follow-
ing:

e Qualified REIT Subsidiary (QRS CRE-CLO).
REITs are a special type of domestic corporation
that invest predominantly in real estate assets, in-
cluding real estate mortgages, and generally can
eliminate U.S. corporate tax by distributing all of
their net income to their shareholders on a current
basis. Because of their investment strategy, REITs
are common sponsors of CRE-CLOs.

Under the REIT rules, if a REIT owns all of the
equity interests in another corporation (which is
referred to as a qualified REIT subsidiary, or
QRS), then (absent an election otherwise) the
QRS’s assets, liabilities, and items of income,
loss, and deduction are treated as the assets, li-
abilities, and items of income, loss, and deduc-
tion of the REIT itself. Thus, if a CRE-CLO is
established as a QRS, then the CRE-CLO will
not be subject to U.S. corporate tax, even if it is
also treated as a TMP (i.e., even though it is a
QRS-TMP). Instead, for U.S. tax purposes, the
REIT is treated as the direct owner of the QRS’s
investment portfolio and is treated as pledging
the portfolio as collateral for the notes that the
QRS issues.

To maintain its status as a QRS, a CRE-CLO
must ensure that all of its “‘tax-equity” is benefi-
cially owned by a single REIT.

e Foreign corporation that is not a QRS and is
not engaged in a U.S. trade or business (non-
QRS CRE-CLO). A CRE-CLO that does not
qualify as a QRS typically is organized in the
Cayman Islands, which does not impose corporate
income tax, and complies with “tax guidelines”
to ensure that it is not engaged in a U.S. trade or
business and thus is not subject to U.S. net in-
come tax under §882. Although tax guidelines
generally limit a CRE-CLO’s origination and
workout activities, a non-QRS CRE-CLO can is-
sue tax-equity to outside investors (which a QRS
CRE-CLO cannot do).

QRS CRE-CLOS: SPECIAL TAX
CONSIDERATIONS

Limitation on Issuing Tax-Equity

A QRS is a corporation whose ‘‘tax-equity” is
100% owned by a REIT. CRE-CLOs issue multiple
classes of notes into the capital markets with different
seniorities. Accordingly, in order to opine that a CRE-
CLO “will not” be subject to an entity-level tax in the
United States on the basis that it is a QRS, U.S. tax
counsel require a REIT to retain any classes of notes
issued by the CRE-CLO that could be treated as eq-
uity for U.S. tax purposes — i.e., that do not receive
an opinion that they “will”” be treated as debt for U.S.
tax purposes. This retention requirement is one of the
most limiting downsides of using a QRS CRE-CLO
instead of a non-QRS CRE-CLO.”

Whether an instrument is treated as debt or equity
for U.S. tax purposes depends on the facts and cir-
cumstances on the instrument’s issue date, and no one
factor is determinative.® Numerous publications dis-
cuss these factors at length.” However, one important
factor is the reasonable likelihood of timely payment
of principal and scheduled interest on the instrument.

A note’s credit rating is generally viewed as indica-
tive of its likelihood of repayment, and U.S. tax coun-
sel typically do not opine that a class of notes will be
treated as debt for U.S. tax purposes unless that class
receives an investment grade credit rating — e.g.,
Baa3 or higher from Moody’s, or BBB- or higher

5 If the sponsor is not already a REIT, then creating and main-
taining a REIT also may be a significant downside of using a QRS
CRE-CLO.

6 See, e.g., John Kelley Co. v. Commissioner, 326 U.S. 521
(1946); Rev. Rul. 68-54.

7 See, e.g., Schwartz & Miller, 6585 T.M., Collateralized Loan
Obligations, at II.A; William T. Plumb, The Federal Income Tax
Significance of Corporate Debt: A Critical Analysis and a Pro-
posal, 26 Tax L. Rev. 369, 370, 404-574 (Mar. 1971).
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from Fitch. Accordingly, QRS CRE-CLOs generally
may not issue below-investment-grade notes or equity
to third-party investors. Instead, these interests must
be retained by the REIT (or any entity disregarded
into a REIT).

Excess Inclusion Income
Overview

REITs are treated as domestic corporations for U.S.
tax purposes. As a result, U.S. tax-exempt investors
generally are not subject to U.S. “unrelated business
income tax”’ on dividends that they receive from a
REIT.® Non-U.S. investors generally are subject to
30% U.S. withholding tax on dividends that they re-
ceive from a REIT, but the amount of this withhold-
ing tax may be reduced by an applicable income tax
treaty.9 In addition, as mentioned above, REITs gen-
erally can eliminate U.S. corporate tax by distributing
all of their net income to their shareholders on a cur-
rent basis.'”

However, when a REIT holds a REMIC residual in-
terest, the REIT must allocate a certain amount of tax-
able income attributable to the REMIC residual inter-
est, referred to as “‘excess inclusion income,”” among
the REIT’s shareholders in proportion to the dividends
that the REIT pays.'' This excess inclusion income is
subject to adverse treatment (as discussed below).

Similarly, §7701(i)(3) provides that, if a REIT
holds a QRS-TMP, such as a QRS CRE-CLO, then
the REIT’s shareholders are subject to tax conse-
quences ‘“‘similar to” those that would apply if the
REIT held a REMIC residual interest. Although the
IRS has not issued regulations under §7701(1)(3), it
has concluded that §7701(i)(3) establishes several ba-
sic principles, which apply even in the absence of
regulations:

e The REIT must determine the amount of the
QRS-TMP’s excess inclusion income under “‘a
reasonable method.”

e Non-U.S. persons may not claim the benefits of
an income tax treaty to reduce withholding on
REIT dividends of excess inclusion income, and

8 AU.S. tax-exempt is subject to unrelated business income tax
on gross income from debt-financed property. Debt-financed prop-
erty includes any property held to produce there is indebtedness
incurred in acquiring or improving the property. §512(b)(4); §514.

 See §1442; Reg. §1.1441-3(c)(4)(Q)(C).

10°8§857(b).

1 §860E(d).

'? See Notice 2006-97.

thus are always subject to 30% U.S. withholding
tax on the excess inclusion income.'?

e REIT dividends of excess inclusion income to
tax-exempt shareholders are treated as unrelated
business taxable income (UBTI). As a result, tax-
exempt entities are subject to corporate tax on this
portion of their REIT dividends.

e Taxable U.S. investors may not use net operating
losses to reduce taxable income that is attributable
to REIT dividends of excess inclusion income.

e The REIT must pay tax on any excess inclusion
income that is allocable to governmental entities
and other “disqualified organizations.”"*

Excess Inclusion Income of a QRS-TMP

Notice 2006-97 requires REITs to determine excess
inclusion income attributable to a QRS-TMP using “‘a
reasonable method.”” !> However, the Code defines ex-
cess inclusion income only under the rules governing
REMICs. REMICs issue multiple classes of regular
interests, which are statutorily treated as debt for U.S.
tax purposes and are paid down in sequence with prin-
cipal collections on the REMIC’s pool of mortgage
loans, and one class of residual interests, which is the
REMIC’s “‘tax-equity” and is subordinated to the
regular interests. The excess inclusion regime subjects
a REMIC’s net taxable income to U.S. income tax in
the hands of the holder of the REMIC’s residual inter-
est.

Very generally, the amount of excess inclusion in-
come attributable to a REMIC residual interest is de-
fined as the excess at the end of each calendar quarter
of (1) the REMIC’s net income over (2) a hypotheti-
cal rate of return on the economic value (if any) of the
residual interest. The hypothetical rate of return, re-
ferred to in the REMIC rules as “‘daily accruals,” gen-
erally equals the product of (x) 120% of the long-term
federal rate (determined at the close of the applicable
calendar quarter) and (y) the residual interest’s ‘“‘ad-
justed issue price” (determined at the beginning of the
applicable calendar quarter). A REMIC residual inter-
est’s adjusted issue price is its issue price, increased
by the daily accruals for previous calendar quarters,
and reduced by any distributions previously made to
the REMIC. As explained below, virtually all REMIC
residual interests are structured to be non-economic.
In the case of a non-economic REMIC residual inter-
est, all net income is excess inclusion income.

Because REMIC regular interests are statutorily
treated as debt for U.S. tax purposes, regardless of

13 8860G(b)(2).
4 “Disqualified organizations” are defined in §860E(e)(5).
' Notice 2006-97.
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how little equity supports them, virtually all REMICs
are structured so that their residual interests are non-
economic, meaning that they do not receive any cash.
The REMIC’s most senior classes of regular interests
provide for yields that are less than the weighted av-
erage interest rate of the pool of mortgage loans that
the REMIC holds, while the REMIC’s most junior
classes provide for yields that are greater than the
weighted average interest rate of the pool mortgage
loans. Because the overall yield on the classes of
regular interests issued by the REMIC in early years
is less than the overall yield on the pool of mortgage
loans its holds, a REMIC will have net taxable in-
come in early years, and then (as the senior classes are
paid down) will have net taxable losses in later years.
Even though the REMIC'’s net taxable losses offset its
net taxable income over time, the taxable losses are
incurred in later years. Thus, in present value terms, a
non-economic REMIC residual interest represents an
economic liability, not an asset.

QRS-TMPs must have a significant amount of eq-
uity in order to be able to issue notes senior to the eq-
uity that receive an opinion of U.S. tax counsel that
they “will” be treated as debt for U.S. tax purposes.'®
As a result, QRS-TMP equity — unlike REMIC re-
sidual interests — always is entitled to cash distribu-
tions, and thus has positive value. If excess inclusion
income attributable to a QRS-TMP were determined
by treating the entire equity interest in the QRS-TMP
as if it were a REMIC residual interest, the excess in-
clusion income would be significantly greater than if
the QRS-TMP had made a valid REMIC election and
had issued additional junior regular interests and a
non-economic residual interest.

The legislative history to §7701(1)(3) suggests that
Congress might, indeed, have expected the excess in-
clusion income attributable to a QRS-TMP to be de-

16 To conclude that a class of notes “will” be debt for U.S. tax
purposes, many tax advisors require the class to be at least 4%
overcollateralized, meaning that (1) the issue price of all notes ju-
nior to the class of notes being tested, divided by (2) the face
value of the class of notes being tested and of all notes senior to
that class, is at least 4%. Cf. Basel Committee on Banking Super-
vision, International Convergence of Capital Measurement and
Capital Standards: A Revised Framework (Comprehensive Ver-
sion) 140 (June 2006) (generally requiring banks and bank hold-
ing companies to maintain at least 4% of Tier 1 capital, with total
capital of at least 8%, against the outstanding balance of their
commercial loans); Financial Accounting Standards Board, Im-
pact of Nonsubstantive Lessors, Residual Value Guarantees, and
Other Provisions in Leasing Transactions, Emerging Issues Task
Force, Issue No. 90-15 (2001); Reg. §1.882-5(c)(4) (permitting
banks to calculate a debt-to-assets ratio using assumed equity of
5%); Dodd-Frank Wall Street Reform and Consumer Protection
Act (Pub. L. No. 111-203), 124 Stat. 1376 (2010) (requiring cer-
tain securitization sponsors to retain at least 5% of the credit risk
underlying securitized assets). In practice, most CRE-CLOs more
than sufficiently meet this threshold.

termined by treating the QRS-TMP’s entire eguity in-
terest as if it were a REMIC residual interest.'” On the
other hand, Congress does not appear to have contem-
plated the widespread use of non-economic REMIC
residual interests, and there is no readily apparent
policy justification to require holders of QRS-TMP
equity to report significantly greater excess inclusion
income than holders of REMIC residual interests, par-
ticularly in light of the directive in §7701(1)(3) for the
IRS to promulgate regulations taxing shareholders in
a REIT that holds a QRS-TMP in a manner ‘‘similar
to” shareholders in a REIT that holds a REMIC re-
sidual interest.

Accordingly, a ‘“‘reasonable method” of determin-
ing excess inclusion income attributable to a QRS
CRE-CLO may include treating the QRS CRE-CLO
as a ‘“‘synthetic REMIC,” i.e., nominally treating a
portion of the payments on the QRS’s tax-equity as
deductible solely for purposes of computing excess
inclusion income, much like interest payments on a
REMIC’s below-investment-grade regular interests
are deductible in computing the REMIC’s overall net
income.'®

Under this approach, the QRS CRE-CLO’s equity
is bifurcated into (1) one or more ‘“‘synthetic” regular
interests that are entitled to all cash-flows associated
with the equity and has an issue price equal to its fair
market value, and (2) a synthetic non-economic re-
sidual interest. The net taxable income attributable to
the synthetic non-economic residual interest is calcu-
lated by permitting the synthetic REMIC to deduct (x)
any interest that it actually pays or accrues on its
notes, (y) any interest payments that it is deemed to
pay or accrue on the synthetic regular interests, and
(z) any other expenses of the QRS CRE-CLO to the
extent that they would be deductible to a REMIC in
computing the REMIC’s taxable income.

The result of this approach is that excess inclusion
income attributable to the QRS CRE-CLO generally
matches the excess inclusion income that would have
been attributable to the QRS CRE-CLO’s non-

7 See HR. Rep. No. 841, 99th Cong., 2d Sess. 240 (1986)
(““The conferees intend that an entity that otherwise would be
treated as a TMP may, if it otherwise meets applicable require-
ments, elect to be treated as a REIT. If so, the conference agree-
ment provides that under regulations, a portion of the REIT’s in-
come would be treated in the same manner as income subject to
the special rules [applicable to excess inclusion income]. The con-
ferees intend that this calculation is to be made as if the equity
interests in the REIT were the residual interest in a REMIC.”).
This legislative history suggests that Congress drafted section
§7701(i)(3) with the expectation that an entire REIT (and not just
a QRS) would likely be treated as a TMP.

'8 See Letter from the National Association of Real Estate In-
vestment Trusts, /RS Notice 2006-97: Taxation and Reporting of
Excess Inclusion Income by REITs, RICs, and Other Pass-
Through Entities (Feb. 19, 2007) .
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economic residual interest had the QRS CRE-CLO
made a valid REMIC election. However, it is not cer-
tain whether this approach would be respected if chal-
lenged.

Blocking Excess Inclusion Income

As mentioned above, a REIT and its shareholders
may be subject to adverse tax consequences as a re-
sult of the REIT’s realization of excess inclusion in-
come. REITs that wish to spare their shareholders
from having any excess inclusion income will often
create a “mini-REIT” to hold the QRS CRE-CLO
tax-equity, and jointly own the mini-REIT with a
wholly owned taxable REIT subsidiary (TRS).

Like a QRS, a TRS is a subsidiary of a REIT. Un-
like a QRS, a TRS is treated as a separate corporation
from the REIT. A REIT and its subsidiary must jointly
elect for the subsidiary to be a TRS."

A TRS that earns excess inclusion income is sub-
ject to U.S. corporate tax (currently imposed at a 21%
rate) on the excess inclusion income. Because the
TRS earns and pays tax on the excess inclusion in-
come, subsequent dividends by the TRS to the REIT
should not be treated as excess inclusion income. The
TRS thus ““blocks” the excess inclusion income from
reaching the REIT and its shareholders.

Because a CRE-CLO is treated as a QRS only if it
is wholly owned by a REIT, bringing a TRS into the
picture requires some additional tax structuring. Spe-
cifically, the REIT (which we refer to as the “REIT
parent’) invests in (1) a TRS and (2) a partnership.
The TRS also invests in the partnership. The partner-
ship’s sole asset is the equity in a new entity that, it-
self, makes a valid election to be treated as a REIT
(mini-REIT). The mini-REIT owns the equity in the
CRE-CLO.

' §856(1)(1)(B).

This structure is illustrated below.

——

Partnership

Because the mini-REIT owns all of the equity in
the CRE-CLO, the CRE-CLO is eligible to be treated
as a QRS. The mini-REIT realizes excess inclusion in-
come from its ownership of the CRE-CLO, and divi-
dends paid by the mini-REIT are tainted by any ex-
cess inclusion income. The partnership allocates the
amount of any dividend income that consists of ex-
cess inclusion income to the TRS, and allocates all
other dividend income directly to the REIT parent.
Accordingly, only the excess inclusion income (and
not the rest of the income attributable to the CRE-
CLO'’s equity) is subject to corporate tax.

NON-QRS CRE-CLOS: SPECIAL TAX
CONSIDERATIONS

Avoiding a U.S. Trade or Business

Overview

As mentioned above, non-U.S. entities that are
treated as corporations for U.S. tax purposes are sub-
ject to U.S. federal income tax on any income that is
“effectively connected” with the conduct of a ‘““‘trade
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or business” within the United States.”® The IRS as-
serts that “making loans to the public” within the
United States (instead of purchasing the loans on the
secondary market), whether directly or through a U.S.
agent, constitutes a U.S. trade or business.”’ Accord-
ingly, tax guidelines for non-QRS CRE-CLOs typi-
cally have three overarching principles:

e The CRE-CLO may not negotiate the terms of a
loan.

e The CRE-CLO may not be an original lender.

e The CRE-CLO may not be the first person to bear
economic risk with respect to a loan.

These principles are predicated on the traditional
view of a “lender” as the party that negotiates the
loan, funds the loan, bears first risk with respect to the
loan, and holds itself out as the lender.??

A significant body of literature addresses the par-
ticulars of tax guidelines followed by “‘broadly syndi-
cated” CLOs, which purchase small portions of
broadly syndicated commercial loans.>® As a general
matter, broadly syndicated loans are more liquid than
mortgage loans, are not secured by real property, are
originated by banks that are not related to the CLO,
and are traded through electronic brokerage platforms.
This article focuses on two issues that do not fre-
quently arise for broadly syndicated CLOs, but com-
monly arise for CRE-CLOs because they invest in
whole mortgage loans that their sponsor (or an affili-
ate of the sponsor) originated.

20 §882.

21 See AM 2009-010; see also Reg. §1.864-4(c)(5)(i)(b) (a
“banking, financing, or similar business’” includes ‘‘[m]aking per-
sonal, mortgage, industrial, or other loans to the public”). By con-
trast, purchasing loans on the secondary market constitutes a
“protected” activity under §864(b)(2), which generally provides
that a non-U.S. taxpayer is not treated as engaged in a U.S. trade
or business solely by reason of trading in stocks or securities for
its own account (whether by the taxpayer or an agent), so long as
the taxpayer is not a dealer in stocks or securities.

22 Cf. AM 2009-010 (non-U.S. corporation whose U.S. agent’s
activities included “the solicitation of U.S. Borrowers, the nego-
tiation of the terms of the loans, the performance of the credit
analyses with respect to U.S. Borrowers, and all other activities
relating to loan origination other than the final approval and sign-
ing of the loan documents” was engaged in a U.S. trade or busi-
ness); CCA 201501013 (fund was engaged in a trade or business
in the United States where its U.S. manager “actively solicited
potential borrowers and issuers,” “‘negotiated directly with bor-
rowers concerning all key terms of the loans,” and “‘conducted
extensive due diligence on potential borrowers and issuers’).
Compare Land O’Lakes, Inc. v. United States, 514 F.2d 134, 139
(8th Cir. 1975) (middleman with risk of loss and opportunity for
gain was not agent), cert. denied, 423 U.S. 926 (1975), with Rupe
Inv. Corp. v. Commissioner, 266 F.2d 624 (5th Cir. 1959) (middle-
man protected against risk of loss was agent).

23 See, e.g., 6585 T.M., at X.D.5.

Sponsor-Originated Loans

REITs, loan funds, banks, and other sponsors com-
monly form CRE-CLOs to purchase mortgage loans
that the sponsors originated, and delegate their own
employees (or the employees of an affiliate) to make
the CRE-CLOs’ investment decisions. Because the
sponsor expects to sell its loans to the CRE-CLO, and
the CRE-CLO expects to buy loans from the sponsor,
U.S. tax counsel must consider whether the sponsor
could be viewed as having engaged in loan origina-
tion as an agent of the CRE-CLO, causing the CRE-
CLO to be engaged in a U.S. trade or business. This
analysis depends, in part, on whether the CRE-CLO
holds a ““static” or “managed’” pool of mortgages.

Static CRE-CLOs

Some CRE-CLOs hold a “‘static”” (non-traded) pool
of mortgages and apply all principal collections on the
mortgages toward paying down the notes that they is-
sue (instead of using those principal collections to ac-
quire new mortgages). An argument exists that these
static CRE-CLOs are not engaged in a trade or busi-
ness, but rather are “investors” for U.S. tax purposes,
even if the sponsor’s loan origination activities are
imputed to the CRE-CLOs under an agency theory.

The distinction between a person that conducts
mere investment activities (i.e., an “investor’”) and a
person that is engaged in a business is that the for-
mer’s activities are ‘“‘more isolated and passive,”
whereas the latter’s are “‘frequent, continuous, and
regular.”>* The number of purchases and amount and
magnitude of activities associated with acquiring in-
vestments are usually less relevant under the existing
trade or business authorities than the number of sales,
and courts and the IRS have held that active asset
management activities (which arguably would include
loan negotiation) do not cause an investor to become
a engaged in a trade or business.>> Under this view,
even a CRE-CLO that directly originates loans should

2* Clearmeadow Invs., LLC v. United States, 87 Fed. Cl. 509,
526 (Fed. Cl. 2009); see also, e.g., Commissioner v. Groetzinger,
480 U.S. 23, 35 (1987) (“[T]o be engaged in a trade or business,
the taxpayer must be involved in the activity with continuity and
regularity.”). The distinction between trader and investor is often
quantified by reference to the number of sales consummated in
connection with the relevant activity. See, e.g., Neuman de Vegvar
v. Commissioner, 28 T.C. 1055 (1957), acq., 1958-1 C.B. 4, acq.,
1958-2 C.B. 5 (between 35 and 199 purchases and between four
and 257 sales of stock during each of seven years did not cause
taxpayer to be engaged in a trade or business and subject to U.S.
tax); Liang v. Commissioner, 23 T.C. 1040 (1955) (similar facts);
Continental Trading, Inc. v. Commissioner, T.C. Memo 1957-164,
aff’d, 265 F.2d 40 (9th Cir. 1959) (mere management of invest-
ment is not engaging in a trade or a business within the United
States).

25 See Wilson v. United States, 376 F.2d 280, 293 (Ct. Cl. 1967)
(“[M]anaging one’s own investments in securities is not the car-
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not be engaged in a trade or business so long as it
holds the loans to maturity instead of selling them.

On the other hand, lending is an activity conducted
by banks, financing companies, and other U.S. busi-
nesses,”® and the IRS and courts have found taxpay-
ers to be engaged in a trade or business for purposes
of §166 (relating to bad debt deductions) as a result
of regularly and continuously making loans, even if
the taxpayers retain and do not sell the loans.?” More-
over, some authorities have treated lending as a “‘ser-

rying on of a trade or business, irrespective of the extent of the
investments or the amount of time required to perform the mana-
gerial functions.”); Continental Trading Inc. v. Commissioner,
T.C. Memo 1957-164 (“‘merely servicing . .. investments in this
country” does not cause an investor to be engaged in a trade or
business); Whipple v. Commissioner, 373 U.S. 193, 202 (1963)
(shareholder’s activities in the United States managing a wholly
owned corporation did not cause the taxpayer to be engaged in a
U.S. trade or business, because, ““[t]hough such activities may
produce income, profit or gain in the form of dividends or en-
hancement in the value of an investment, this return is distinctive
to the process of investing and is generated by the successful op-
eration of the corporation’s business as distinguished from the
trade or business of the taxpayer himself.”). Cf. Reg. §1.864-3(b)
Ex. 2 (supervising subsidiary corporation from an office in the
United States does not give rise to a trade or business in the
United States); GCM 38456 (July 25, 1980) (direct loan origina-
tion by a trust did not cause the trust to have a “business objec-
tive”).

26 Cf. Notice 89-81 (for purposes of the PFIC rules, making and
servicing loans to unrelated persons is a ““bona fide banking activ-
ity”); Prop. Reg. §1.1296-4(e) (similar test but requiring that the
loans be made to customers).

27 Under §166(a)(1) and §166(d), a taxpayer may claim an or-
dinary deduction for a ““business bad debt,” but is entitled only to
a short-term capital loss for a nonbusiness bad debt. Under Reg.
§1.166-5(b), a business bad debt arises only if (1) the taxpayer is
engaged in a trade or business and (2) the dominant motive for
the loan is related to the taxpayer’s business. In determining
whether a taxpayer that makes loans is engaged in a trade or busi-
ness under §166, the IRS and courts apply a multi-factor test that
considers (1) the number of loans made by the taxpayer over the
years, (2) the amount of time spent on money lending activities,
(3) whether the taxpayer maintained an office exclusively for pur-
poses of conducting a money-lending business, (4) the mainte-
nance of books and records detailing the taxpayer’s money-
lending activity, (5) whether the taxpayer held itself out to the
public to be in the money-lending business, (6) whether the tax-
payer advertised its loan services, (7) whether the taxpayer had a
reputation in the community for making loans, (8) the amount of
income the taxpayer derived from its money-lending activities,
and (9) whether the taxpayer indicated that it was in the money-
lending business on its tax return. FSA 199911003. However, the
§166 authorities are not necessarily relevant for determining
whether a CLO vehicle that originates loans is engaged in a trade
or business. The taxpayer in these authorities always asserts trader
status, the threshold for trader status appears somewhat lower than
under the §162 or §864 authorities, and the secondary market pur-
chase of loans may constitute a trade or business for purposes of
§166. See FSA 199911003.

vice,”?® although courts generally have held that the

activity of making loans for investment and not for
purposes of resale to a customer or otherwise to earn
a spread is not a service.”’

Because there is no clear authority under §882 that
making loans for investment does not constitute a
trade or business, most static CRE-CLOs do not pur-
chase loans from their sponsor if, at the time the spon-
sor originated the loans, the sponsor was committed to
transfer the loans to the CRE-CLO.*® So long as the
sponsor originates a loan without any pre-existing
commitment to transfer the loan to a CRE-CLO, the
sponsor arguably cannot have originated the loan as
an agent for the CRE-CLO, because it negotiated the
terms of the loan, was the original lender, and was the
first person to bear economic risk with respect to the
loan.

Managed CRE-CLOs

The U.S. trade or business risk is more acute when
the CRE-CLO is permitted to apply principal collec-
tions or sale proceeds to acquire mortgage loans on an
ongoing basis. U.S. tax counsel often require some
combination of the below features to ensure that the
sponsor is not treated as originating loans as agent for
the CRE-CLO after the CRE-CLO is formed.

e Seasoning period with arm’s-length pricing. A
significant waiting, or ‘‘seasoning,” period be-
tween a loan’s origination and a CRE-CLO’s pur-
chase of (or commitment to purchase) the loan
helps ensure that the sponsor was the first person
to bear economic risk with respect to the loan,
which suggests that the sponsor is the true lender,
and not an agent of the CRE-CLO. U.S. tax advi-
sors often conclude that 90 days is a significant
seasoning period on the basis that the loan market
can change significantly during any 90-day pe-
riod.

In addition, to ensure that the seasoning period in
fact creates market risk for the sponsor, the spon-

8 See, e.g., Burbank Liquidating Corp. v. Commissioner, 39
T.C. 999, 1010-11 (1963), aff’d in part, rev’'d in part, 335 F2d
125 (9th Cir. 1964); cf. Giblin v. Commissioner, 227 F.2d 692 (5th
Cir. 1955) (receipt of real estate lots and stock was compensation
for services rendered in the United States).

29 See Investors Diversified Servs., Inc. v. Commissioner, 325
F.2d 341 (8th Cir. 1963) (loans made for investment purposes
were not made in the ordinary course of a trade or business for
services rendered and therefore constituted capital assets). Cf.
TAM 9822007, TAM 9822008.

3% To bolster the argument that the loans were not originated
with the expectation of transferring them to the CRE-CLO, some
U.S. tax counsel prohibit the CRE-CLO from acquiring any loans
that were originated earlier than the later of (1) some period of
time (e.g., 90 days) before the CRE-CLO was formed and (2) the
date that the sponsor signed an engagement letter with its legal
counsel to form the CRE-CLO.
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sor must sell any loans to the CRE-CLO at arm’s-
length pricing. Some U.S. tax advisors require
the CRE-CLO to appoint an independent invest-
ment advisor to confirm that each loan is pur-
chased at its fair market value.

e Autonomy of origination business. Another fac-
tor that strongly supports the conclusion that the
sponsor is not originating loans as agent for the
CRE-CLO is if the sponsor can establish that it
has the capacity to originate loans whether or not
the CRE-CLO in fact acquires the loans and the
sponsor negotiates and originates loans without
input from the CRE-CLO’s investment manage-
ment team. To ensure that no particular loan is
substantially certain to be acquired by the CRE-
CLO at the time that it is originated, some U.S.
tax advisors also place a significant percentage
limitation on the aggregate face amount of
sponsor-originated loans that the CRE-CLO can
acquire.

e Incentive compensation. Some CRE-CLOs pro-
vide for a material part of their investment man-
agement team’s compensation to be based on the
CRE-CLO’s performance. This factor arguably
further helps to establish separation between the
origination and management personnel.

Wholly Owned CRE-CLOs

One additional way that a CRE-CLO might estab-
lish that it is not engaged in a U.S. trade or business
is if the sponsor owns all of the CRE-CLO’s equity.
Treasury regulations provide that financing subsidiar-
ies generally are not treated as engaged in the active
conduct of a banking, financing, or similar business in
the United States.>' However, a sponsor may not want
to be required to retain all of the tax-equity of a non-
QRS CRE-CLO.

Foreclosures

Under §897, a non-U.S. corporation’s gain or loss
from the sale or other disposition of a “United States
real property interest” is subject to U.S. tax ‘“‘as if the
taxpayer were engaged in a trade or business within
the United States during the taxable year and as if
such gain or loss were effectively connected with such
trade or business.” A U.S. real property interest in-

31 See Reg. §1.864-4(c)(5)(i) (“A foreign corporation which
acts merely as a financing vehicle for borrowing funds for its par-
ent corporation or any other person who would be a related per-
son within the meaning of section 954(d)(3) if such foreign cor-
poration were a controlled foreign corporation shall not be con-
sidered to be engaged in the active conduct of a banking,
financing, or similar business in the United States.”); see also
FSA 200224003 (non-U.S. corporation’s role in factoring the re-
ceivables of its U.S. related corporations did not constitute the
conduct of a U.S. trade or business).

cludes, among other things, real property located in
the United States or the U.S. Virgin Islands.

Because substantially all of a CRE-CLO’s assets
consist of mortgage loans, there is a real risk that, at
some point, a mortgage loan will default and the
CRE-CLO will have the right to foreclose on the un-
derlying real property. If the CRE-CLO is treated as a
non-U.S. corporation for U.S. tax purposes and fore-
closes on U.S. real property, then it will be subject to
U.S. federal income tax on any gain that it recognizes
on a subsequent sale of that property, and will be re-
quired to file a U.S. federal income tax return.

The operative documents of many CRE-CLOs re-
quire the CRE-CLOs to isolate this tax and the U.S.
federal income tax return filing obligation in a U.S.
“blocker” subsidiary. A blocker subsidiary should be
respected as an entity separate from the CRE-CLO,
and should not be treated as the CRE-CLO’s agent,
even though the CRE-CLO owns all of the equity in-
terests of the blocker subsidiary.* Thus, the blocker
subsidiary, and not the CRE-CLO, is subject to U.S.
corporate tax, and has to file U.S. federal income tax
returns.””

So long as a U.S. blocker subsidiary retains all of
its earnings, it will not be required to withhold on
dividends that it pays to the CRE-CLO.>* After the
U.S. blocker subsidiary sells its assets, it can liquidate
without having to withhold.

32 See, e.g., Moline Props., Inc. v. Commissioner, 319 U.S. 436,
438-39 (1943) (a corporation is generally taxable a separate tax-
able entity even if it has only one shareholder who exercises total
control over its affairs); Commissioner v. Bollinger, 485 U.S. 340
(1988) (a corporation’s actions would be attributed to its parent
only if (1) the corporation agrees to serve as its parent’s agent pur-
suant to a written agreement, (2) the corporation in fact functions
as agent and not as principal, and (3) the corporation is held out
to third parties as agent). The IRS has issued several PLRs re-
specting the separate existence of blocker subsidiaries in the
hedge fund context. See, e.g., PLR 199952086; PLR 200251016;
PLR 200251017; PLR 200251018; PLR 200315028.

33 Note that U.S. blocker subsidiaries are not being used to
avoid U.S. federal income tax; U.S. blocker subsidiaries pay in-
come tax on all of their income. Blocker subsidiaries simply al-
low a law firm to give a clean U.S. trade or business opinion with
respect to the CRE-CLO, and make it administratively easier to
distinguish between income that must be reported on a U.S. fed-
eral income tax return and other income.

34 By contrast, if a non-U.S. blocker subsidiary is engaged in a
U.S. trade or business, then it will be subject to the 30% U.S.
branch profits tax. The branch profits tax is, in effect, a substitute
for withholding that would be imposed on dividends paid by a
U.S. blocker subsidiary, but cannot be deferred or eliminated. Ac-
cordingly, non-U.S. blocker subsidiaries typically are used only
for assets that might — but are not expected to — give rise to in-
come that is effectively connected with a U.S. trade or business,
and take the position that they do not owe U.S. net income tax.
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Avoiding U.S. Withholding Tax

Under §882, interest on indebtedness paid by a U.S.
person to a non-U.S. corporation is subject to 30%
U.S. withholding tax unless the interest qualifies as
“portfolio interest.” U.S.-source interest received by
a foreign CRE-CLO on a mortgage loan generally
will qualify as portfolio interest if:

e the mortgage loan is in registered form; and

e the amount of the interest is not determined by
reference to the obligor’s income, profits, receipts,
sales, or other cash flows, changes in the value of
the obligor’s assets, or distributions on the obli-
gor’s equity.>’

A mortgage loan is in registered form if the right to
receive payments of principal and stated interest on
the loan may be transferred only through a book-entry
system maintained by the obligor or its agent.

Mortgage loans sometimes contain an explicit re-
quirement that the servicer, acting as an agent of the
borrower, maintain a record of each lender and its as-
signees. This requirement ensures that the mortgage
loans are in registered form.

If a mortgage loan does not contain this require-
ment, then a non-U.S. CRE-CLO may nevertheless
eliminate the 30% U.S. withholding tax on interest
payments made under the loan if it holds the loan
through a domestic grantor trust. Under Reg. §1.871-
14(d)(1), interest received by a beneficiary from a
grantor trust is treated as portfolio interest so long as
the trust certificate held by the beneficiary is in regis-
tered form, even if the underlying obligations are not
themselves in registered form.>® Accordingly, many
CRE-CLOs hold their mortgage loans in a domestic
grantor trust.”

Very generally, a trust to which a person transfers
property for the purpose of protecting and conserving

35 §882(c). In addition, (1) the interest must not be paid to a
bank on an extension of credit made pursuant to a loan agreement
entered into in the ordinary course of the bank’s trade or business,
(2) the interest must not be received by a person that directly or
indirectly owns 10% or more of the total combined voting power
of all classes of the obligor’s voting stock (if the obligor is a cor-
poration), or of the capital or profits interests in the obligor (if the
obligor is a partnership), and (3) the interest must not be received
by a “controlled foreign corporation” that is related to the obli-
gor. CRE-CLOs are not banks and typically do not acquire equity
(and thus are not related to any obligors).

36 See Reg. §1.871-14(c); Prop. Reg. §1.163-5(a)(5)(iii)(b).

37 To be treated as a domestic grantor trust, (1) a grantor trust
must be organized in the United States, so that a court within the
United States is able to exercise primary jurisdiction over its ad-
ministration, and (2) one or more U.S. persons must have the au-
thority to control all substantial decisions of the grantor trust. See
§7701(a)(30)(E).

the property for the transferor’s benefit is treated as a
grantor trust only if the trust has no “power to vary”
the transferor’s investment.*® A CRE-CLO’s ability to
trade the assets that it holds through a grantor trust
might be construed as a power of the trust to vary the
CRE-CLO’s investment. However, because any trans-
fer of assets into or out of the grantor trust may be ef-
fected only at the CRE-CLO’s direction, the transfer
should be treated in the same manner as (1) a liqui-
dating distribution by the trust to the CRE-CLO, fol-
lowed immediately by (2) the formation by the CRE-
CLO of a new grantor trust.>® Thus, the CRE-CLO’s
ability to hold a managed pool of assets through a
grantor trust should not cause the CRE-CLO to fail to
qualify for the portfolio interest exemption.

Concerns for REIT Sponsors

REITs typically do not form non-QRS CRE-CLOs.

First, REITs generally are prohibited from owning
securities representing more than 10% of the total vot-
ing power or value of any one issuer, unless (1) the
REIT owns 100% of the equity in that issuer and the
issuer is a QRS, or (2) the issuer is a TRS.*® Accord-
ingly, owning 10% or more, but less than 100%, of
the equity interests in a CRE-CLO could jeopardize a
REIT’s tax classification. If a REIT intends to own
100% of a CRE-CLO, then the REIT can form a QRS
CRE-CLO.

Second, REITs are subject to a 100% “‘prohibited
transactions” tax on any gain from a sale of property
held for sale to customers in the ordinary course of a
trade or business.*' There is a real risk that a REIT’s
ongoing sale of mortgage loans to one or more non-
QRS CRE-CLOs would be treated as prohibited trans-
actions.*? By contrast, a REIT’s transfer of mortgage
loans to a QRS CRE-CLO is disregarded for U.S. tax
purposes.

Converting a QRS CRE-CLO into a
Non-QRS CRE-CLO

A QRS is not required to be a domestic entity in
form. Instead, a Cayman Islands entity may be used.

38 See Reg. §301.7701-4; Rev. Rul. 2004-86.

39 See Rev. Rul. 81-238 (certificate holders’ reinvestment of
trust distributions in a new grantor trust not treated as a ‘“‘power
to vary”).

“9 However, TRSs generally may not comprise more than 20%
of the value of a REIT’s assets at the close of any quarter of the
REIT’s taxable year. See §856(c)(4)(B)(ii).

41 See §857(b)(6)(A).

42 The same concern exists if a REIT sells mortgages to one or
more REMICs). See §857(b)(6)(B) (generally defining ‘“prohib-
ited transaction” to include a sale of inventory property).
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The Cayman Islands entity would be disregarded for
U.S. tax purposes so long as it is a QRS.

If a REIT organizes a QRS CRE-CLO in the Cay-
man Islands, then the REIT might be able to sell the
CRE-CLO’s equity after a waiting period.**> Upon the
sale, the CRE-CLO would become a non-QRS CRE-
CLO. Because it is organized in the Cayman Islands,
the CRE-CLO would not be subject to U.S. corporate
tax unless it is engaged in a U.S. trade or business.

The waiting period must be sufficiently long for
U.S. tax counsel to be able to conclude that the sale
does not cause the REIT to be treated as a dealer and
subject to the prohibited transactions tax. In addition,
U.S. tax counsel must be able to conclude that the
non-QRS CRE-CLO will not be engaged in a U.S.
trade or business (including, possibly, as a result of
any loan originations that it conducted when it was
still a QRS CRE-CLO) and that interest payments that
the non-QRS CRE-CLO receives are not subject to
withholding tax (i.e., the non-QRS CRE-CLO might
need to contribute its assets to one or more domestic
grantor trusts to avail itself of the portfolio interest ex-
emption).

BENEFITS OF USING A CRE-CLO
INSTEAD OF A REMIC

Overview

Both REMICs and CRE-CLOs issue multiple
classes of interests that are backed by a pool of mort-
gage loans. However, CRE-CLOs are more flexible
than REMICs in several ways. This section briefly
summarizes the most material differences between
REMICs and CRE-CLOs.

Static Pool

REMICs are subject to a 100% tax on “‘prohibited
transactions,” which include a disposition of a mort-
gage loan other than in very specific situations.** As
a result, REMICs do not trade their assets. By con-
trast, as discussed above, CRE-CLOs are permitted to
have either ‘“‘static” or ‘“managed” pools of assets.
Moreover, REMICs generally may not acquire new
assets more than three months after their startup
day,*® and are limited in their ability to invest in de-
layed drawdown loans or revolving loans, each of
which require a holder to make advances on a peri-

43 As mentioned above, REITs generally are prohibited from
owning less than 100%, but more than 10%, of the equity securi-
ties of any one issuer.

44 See §860F(a).

43 See $860D(a)(4).

odic basis that are treated as new loans for U.S. tax
purposes. By contrast, CRE-CLOs generally may in-
vest in delayed drawdown loans or revolving loans.*®

Limitations on Collateral

REMICs are reauired to invest almost exclusively
in mortgage loans.”” By contrast, CRE-CLOs may in-
vest in any assets, subject only to the following limi-
tations:

e In the case of a QRS CRE-CLO, the asset must
be an asset that the REIT is permitted to hold:*®
and

e In the case of a non-QRS CRE-CLO, ownership
of the asset must not violate the CRE-CLO’s tax
guidelines (i.e., the non-QRS CRE-CLO must
avoid being engaged in a U.S. trade or busi-
ness).*’

Mezzanine loans and preferred equity generally are
“good” REIT assets and do not violate tax guidelines,
yet likely are not ‘‘qualified mortgages” under the
REMIC rules. Accordingly, in addition to mortgage
loans, CRE-CLOs generally may acquire mezzanine
loans and QRS CRE-CLOs generally may also ac-
quire preferred equity, while REMICs generally may
not.

Limitations on Modifications and
Foreclosures

With very limited exceptions, REMICs may not ac-
quire new assets more than three months after their
start-up day.>® For U.S. tax purposes, a “significant
modification” of a mortgage loan is treated as an ex-
change of the loan for a new loan.”" Accordingly, RE-
MICs must be careful to ensure that none of the loans
that comprise their assets is significantly modified un-
less the modification falls within one of several nar-

46 Tax guidelines may impose some limitations on a non-QRS
CRE-CLO’s acquisition of delayed drawdown loans or revolving
loans.

47 See $860D(a)(4) (substantially all of a REMIC’s assets are
required to consist of ‘“qualified mortgages™ and ‘“‘permitted in-
vestments’’); §860G(a) (defining “qualified mortgages™ and “‘per-
mitted investments’’).

8 Very generally, at least 75% of a REIT’s assets must consist
of (1) real property, (2) real estate mortgages, (3) shares in other
REITs, and (4) debt instruments issued by publicly offered REITs.
See §856(c)(4).

49 See, Schwartz and Miller, 6585 T.M., Collaterized Loan Ob-
ligations, at X.G (discussing limitations that tax guidelines impose
on acquisitions of certain equity securities).

30 See §860D(a)(4); $860G(a)(3).

51 Reg. §1.1001-3(b).
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row safe harbors.>> Moreover, even if a loan modifi-
cation is not significant, the modification could still
cause the REMIC to lose its REMIC status if it causes
the mortgage to no longer be ““principally secured” by
an interest in real property.”> Finally, if a REMIC
forecloses on a mortgage loan, the REMIC generally
may not hold the foreclosure property for more than a
three-year period (with a possible extension of up to
three years).>*

By contrast, non-QRS CRE-CLOs generally are not
subject to limitations on their ability to modify loans,
other than any limitations that may be imposed by tax

52 The safe harbors are described in Rev. Proc. 2010-30.

53 See §856(e)(2).

34 Reg. §1.860G-2(b)(7). Special rules (borrowed from the
REIT rules) also limit a REMIC’s ability to renovate or construct
on foreclosure property.

guidelines.”> In addition, CRE-CLOs (unlike RE-
MICs) may acquire foreclosure property through a
U.S. blocker corporation, and are not subject to any
limitation on the amount of time during which they
can hold the U.S. blocker corporation or the foreclo-
sure property.

CONCLUSION

With careful tax planning, the two CRE-CLO struc-
tures discussed above can be powerful tools for secu-
ritizing pools of assets that are inappropriate for ac-
quisition by a REMIC, for example, because the as-
sets will be traded or will not consist solely of
REMIC-eligible mortgages.

53 See 6585 T.M., at X.D.5.h (discussing limitations that tax
guidelines impose on certain loan modifications).
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