American Special Servicers Association
PROPOSED ECONOMIC STIMULUS RELIEF
FOR REMICS HOLDING FORECLOSED PROPERTY
OR DEED IN LIEU OF FORECLOSURE PROPERTY
Background

Sections 860A through 860G of the Internal Revenue Code provide generally that an entity qualifying as a "real estate mortgage investment conduit" ("REMIC") will be exempt from tax and may pass through income from mortgages to investors under favorable tax rules. The Code requires generally that the REMIC must acquire all of its mortgages during a three-month start-up period following its initial funding. If a mortgage goes into default, the REMIC may exercise its right as a lender to foreclose on the property (or accept a deed in lieu of foreclosure) encumbered by the mortgage. The property at this point becomes “REO” (real estate owned). The REMIC’s objective is to sell the property, but the sale is likely to be at a substantial loss unless the prospective buyer can obtain financing. In the present economic climate, a prospective buyer may find this hurdle to be difficult if not impossible, particularly in the case of commercial real estate. We are requesting relief that would permit the REMIC to continue its securitized mortgage financing of the property into the hands of the buyer, who would take the property subject to a continuing “qualified mortgage” for REMIC tax purposes.  
Relief Proposal

As a technical matter, the requested relief could take the form of interpretative action treating the definition of a qualified mortgage in section 860G(a)(3) as including a mortgage loan secured by REO property, which is then assumed by a purchaser of the REO property, so that the underlying mortgage loan is deemed to continue in existence for REMIC purposes. This interpretation would preserve the investment of the holders of interests in the REMIC as the financing vehicle for the property with no new advance of money as in a refinancing.  
Discussion

The general rule is that a REMIC may not acquire mortgage loans after a three-month period beginning on the “start-up” day of the REMIC. If a REMIC takes ownership of property by foreclosure, including deed in lieu of foreclosure, the property will generally qualify as a “permitted investment” under section 860G(a)(5) relating to “foreclosure property.” Under sections 860G(a)(8) and 856(e)(2), a REMIC may generally hold foreclosure property, defined to include property acquired by deed in lieu of foreclosure, during a "grace period" running until the end of the third taxable year following the year it acquires the property, with the possibility of an extension for an additional three years if approved by the Internal Revenue Service. During this period the REMIC will seek to sell the property and may operate or rent it in the interim under limitations provided in the Code. 
The rule against acquisition of a mortgage loan subsequent to the start-up period can apply to transactions in which an existing mortgage loan is modified through an amendment of its terms. If the modification is “significant” under standards provided in Treas. Reg. § 1.1001-3, the transaction can be treated for tax purposes as a “deemed exchange” of the original mortgage for the modified mortgage. However, various important transactions that would potentially violate this rule are specifically allowed by the REMIC provisions of the Code or regulations. Specifically, section 860G(a)(4) of the Code allows a REMIC to trade a “defective mortgage” for a “replacement mortgage” within two years after the start-up day. In addition, the REMIC regulations allow modifications to a mortgage loan without regard to whether they are "significant," if they are “occasioned by default or a reasonably foreseeable default” (Treas. Reg. § 1.860G-2(b)(3)(i)). This rule has been elaborated recently by Rev. Procs. 2007-72, 2008-47, and 2008-28 to assist REMICs, and specifically their mortgage servicers, in dealing with pre-foreclosure problems, though now post-foreclosure problems are a serious and growing concern.

Independently of the default and foreclosure rules, the regulations also allow mortgaged property to be sold to a buyer that assumes the mortgage loan or takes the property subject to the mortgage loan, again without regard to whether the assumption would be regarded as a "significant" modification generally (see Treas. Reg. § 1.860G-2(b)(3)(ii)). There is, however, no rule at present allowing a REMIC to provide financing to a purchaser of foreclosure property from the REMIC. The problem is that the foreclosure may be deemed, under general principles of law, to extinguish both the mortgage loan and the mortgage lien securing it (even with a deed in lieu of foreclosure, the mortgage loan may be deemed extinguished even though as a real estate matter the mortgage lien remains in existence). The result is that the purchaser's financing is regarded as a new mortgage loan that would violate the rule against acquisition of new mortgage loans after the start-up period. The requested relief would change this result. 
The requested relief is consistent with the existing provisions of the Code and regulations as an interpretation of the statutory term “qualified mortgage.” As noted, property ceases to be foreclosure property after a grace period running through the close of the third taxable year after acquisition, with a possible extension. The requested relief would, in substance, allow a REMIC to treat the date of the purchaser's financing as relating back to the date of the REMIC’s acquisition of the original mortgage loan on the property. The theory for allowing the REMIC to do so is that the original mortgage loan, the foreclosure (or deed in lieu of foreclosure), and the financing for the purchaser of the foreclosure property are all, for this purpose, a single transaction in which the end result is a mortgage loan secured by the same property, and the mortgage loan is still funded by the original investment contribution. 
Permitting the REMIC to provide financing on foreclosure property is similar in economic effect to allowing a sale of property by the mortgagor to a buyer who assumes the mortgage loan. The primary difference in the foreclosure case is that the foreclosure satisfies the mortgage loan so that it can no longer be assumed. This difference concerns an intermediate step in an overall transaction to place the property with a new owner who will be financed by the REMIC as a secured party. The economic result is similar to an assumption, and the tax analysis should conform to this similarity. 
Unlike a conventional assumption, the mortgage loan to finance a sale of foreclosure property will not necessarily have the same terms as the original mortgage loan. The terms may differ significantly as a result of the needs of the situation; for example, a longer maturity may be appropriate, with or without other changes in the terms of the loan. The changes may be “significant” under the general rules of Treas. Reg. § 1.1001-3, which for example generally treat a maturity extension of more than five (5) years or an interest rate change of more than twenty-five (25) basis points as "significant;" however, the REMIC regulations specifically allow significant modifications to a qualified mortgage in connection with a default, and that authorization is broad enough to cover the present situation, particularly including the modifications that conceptually keep the mortgage loan in existence throughout the transaction. Furthermore, the presence of significant modifications of this type does not undermine the fundamental point that once the transaction is complete, the REMIC continues to hold a mortgage loan on the same property. For this reason, seller financing by a REMIC should be permitted for sales of foreclosure property or deed in lieu of foreclosure property. 
In a final technical matter, the Code provides generally that “seller financing” (financing from the person from whom a buyer acquires a property) will not be considered to be "at risk" in determining the deductibility of losses by the buyer. See sections 465(b)(6)(D) and 49(a)(1)(D)(iv)(II) of the Code. If the financing provided by the REMIC in a sale following foreclosure (or deed in lieu of foreclosure)were considered to fall within this rule, the result would be to limit the deductibility of losses from the property sustained by a buyer that is subject to the at risk rules, such as a typical limited partnership. For purposes of this rule, however, the mortgage loan ought not to be considered seller financing: in the present situation the buyer should be treated as acquiring the property not from the REMIC but from the original foreclosed owner. This treatment would eliminate the problem under the at risk rules and would be consistent with the analysis of the transaction as a single integrated transaction which starts with the original mortgage loan, moves through foreclosure or deed in lieu of foreclosure, includes an REO period (limited by the Code) in which the property is held by the REMIC, and then places the property with a buyer subject to a mortgage loan that is held by the REMIC as at the outset.  This analysis is consistent with the general theory on which relief is requested—that the seller financing should be regarded as a continuation of the original financing—and therefore an exemption from the at risk rules should be granted along with the requested relief under the REMIC rules. Otherwise, the at risk rules could have the effect of undermining the transaction substantially.
The requested relief would significantly reduce potential losses to investors in REMIC securitizations. By preserving the status quo in an environment when any sale without financing by the REMIC would potentially be at very large discount, the requested relief would preserve the investors’ holdings in the REMIC, including both senior classes and subordinate classes, while minimizing downgrades of ratings based on senior/subordinate REMIC structures. Such relief would respond to current economic conditions in the commercial real estate market without twisting or distorting the intent of the Code, and, by alleviating pressure for discount selling, would help maintain real estate values for the benefit of other, non-REMIC investors as well as the REMIC investors in question. The commercial real estate REMIC market has grown to more than $900 billion and its impact on commercial real estate financing of all forms is unquestionable. 

The requested relief, responding to an industry wide economic situation of ever increasing defaults, should apply to existing REMICs and REO properties and should not be limited to prospective securitizations, foreclosures or deeds in lieu of foreclosure. 
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