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A legal update from Dechert’s International and Domestic Tax Group

Game-Changing New Treasury Regulations
Relax Mortgage Loan Modification Rules

The Internal Revenue Service released final regulations on September 15,
2009 expanding the list of modifications to mortgage loans held in a REMIC
securitization vehicle that can be made without jeopardizing the tax status
of the REMIC, effective as of September 16, 2009. Aspects of the new rules
will likely prove to be “game changers” for commercial mortgage loan
industry participants. And while the new rules provide helpful flexibility for
mortgage loan modifications, they also harbor a trap in the form of a newly
expanded loan-to-value test imposed in conjunction with certain modifica-
tions. In separate releases, the IRS addresses modifications in situations
where a servicer of a commercial mortgage loan reasonably believes there is
a significant risk of default at a future date, but that risk does not meet the
existing standard for a “reasonably foreseeable” default, and asks for com-
ments on the need for additional guidance focused on modifications of
commercial mortgage loans held by investment trusts treated as grantor

trusts.

New Regulations for Modification of
Mortgage Loans Held in REMICs

Mortgage loans held in a REMIC generally
cannot be significantly modified without
adversely affecting the qualification of the
REMIC, subject to exceptions specified in
Treasury regulations. Before promulgation of
the new regulations, the specified exceptions
applied to modifications occasioned by a
default or a reasonably foreseeable default on a
mortgage loan, assumption of a mortgage loan
by a new owner of a mortgaged property, waiver
of a due-on-sale or due-on-encumbrance
provision, and interest rate conversions on
convertible loans. The new regulations expand
that list of permitted exceptions to include
changes in collateral, guarantees and credit
enhancement of a loan and changes to the
recourse/nonrecourse nature of a loan. This
expanded ability to release, substitute, add or

otherwise alter collateral or credit enhancement
even in the absence of a prospective default will
be very significant in a wide variety of commer-

cial mortgage loan situations.

The roses have thorns, however. The new
regulations impose a requirement that the
collateral value for a mortgage loan be retested
under a loan-to-value test when a modification
within the scope of the expanded permitted
exceptions described above occurs. Thus, a
modification that alters a substantial amount of
the collateral for, or guarantee or other credit
enhancement for, a mortgage loan, or that
changes the nature of the loan from recourse to
nonrecourse (or vice versa), is permitted under
the new regulations only if the value of the
collateral following the modification is sufficient
to cause the mortgage loan to be viewed to be
principally secured by an interest in real property
under the loan-to-value test described below.



The REMIC rules require that mortgage loans held by a
REMIC be principally secured by an interest in real
property, which means that the value of the real
property that secures the loan must be at least 80% of
the adjusted issue price of the loan. Before the new
regulations took effect, that test was applied alterna-
tively as of the time of origination of the mortgage loan
or at the time the loan was contributed to the REMIC,
and there was no ongoing requirement that the 809%,
test be satisfied.

The new regulations now require that this test be met as
of the date of any of the newly permitted modifications,
but provide a safe harbor under which the test is
deemed to be satisfied if the value of the collateral
securing the loan immediately following the modification
is not less than the value of the collateral immediately
before the modification. The 809%, test is deemed to be
met where the servicer reasonably believes as of the
date of the modification that the test is met based upon
(i) a current appraisal, (ii) an appraisal obtained when
the loan was originated that has been appropriately
updated, (iii) the sale price of the property where there
is a contemporaneous sale with an assumption of the
mortgage loan, or (iv) some other commercially
reasonable valuation method. While the retesting
requirement did not exist prior to promulgation of the
new regulations, that requirement as adopted in the new
regulations represents a relaxation of the requirement
originally proposed by the IRS that would have more
rigidly required appraisals and would not have con-
tained a safe harbor for modifications that do not
decrease the amount of the collateral securing the loan.

Even before the arrival of the new regulations, the
REMIC rules provided that a loan held by a REMIC
would cease to be a qualified mortgage for REMIC
purposes if the lien on property securing the mortgage
were released unless the release were pursuant to a
qualifying defeasance. Many industry participants
believed that where a release of a lien was not a
significant modification of the loan (for example, where
loan documents give a borrower a unilateral right to
obtain a partial release of a lien on an outlying parcel to
permit a sale of that parcel), that release would not
cause the loan to cease to be a qualified mortgage for
REMIC purposes. Moreover, many industry participants
believed that a release of a lien in connection with an
actual default or a reasonably foreseeable default would
not cause a loan to cease to be a qualified mortgage.

The new regulations clarify that, in addition to defea-
sances, a release of a lien that is not a significant
modification, or that comes within the expanded list of
exceptions to significant modification treatment for
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REMIC purposes, will not cause a loan to cease to be a
qualified mortgage, provided that the 809% test is met
following the modification. This new retesting require-
ment may present special issues in situations where
modifications are permitted under loan documents
without a contractual requirement that the 809 test be
met following the modification. There is a possibility
that a release of collateral might be permitted as a
unilateral option under loan documents drawn when the
REMIC rules did not require any loan-to-value retest,
and the new retesting requirement would cause the
modified loan to fail to satisfy the qualified mortgage
test, with potentially adverse consequences to the
REMIC.

Of course, contractual obligations and limitations will
still govern the loans themselves and the latitude of
servicers under pooling and servicing agreements and
similar documents. Servicers may not have the author-
ity under governing contractual arrangements to make
certain modifications permitted under the new regula-
tions.

The IRS discussion of the new regulations indicates that
they are intended to accommodate evolving practices in
the commercial-mortgage industry. The changes made
by the new regulations, however, are not limited to
commercial mortgage loans, but apply technically to
residential mortgages as well. As a practical matter, the
impact of the new regulations will be most significant
for commercial mortgage loans.

Revenue Procedure 2009-45

On September 15, the IRS also released Revenue
Procedure 2009-45, which permits modifications to
commercial mortgage loans in certain additional
circumstances independent of the expanded modifica-
tion rules in the new regulations described above. The
revenue procedure notes that current credit market
conditions raise concerns that many commercial
mortgage loans held in securitization structures will not
be able to be refinanced timely as they mature over the
next couple of years, raising the specter of repayment
defaults at maturity of the existing loans, even though
the loans are currently performing and the underlying
properties are generating ample cash flows to satisfy
debt service until maturity. While servicers have
determined that modifications made now to many of
those mortgages could permit the mortgage loans to
continue performing, there has been uncertainty
whether the prospect of default at a maturity six or
more months in the future, for example, would satisfy
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the hurdle for permissible significant modifications
occasioned by a “reasonably foreseeable default.”

The revenue procedure addresses this uncertainty by
providing that where a servicer reasonably believes that
there is a significant risk of default at or before maturity
of a commercial mortgage loan and modifies the loan to
reduce that risk, the IRS will not challenge the qualifica-
tion of the vehicle holding the loan as a REMIC or fixed
investment trust as a result of the modification. The
range of modifications permissible under the revenue
procedure is significantly greater than those permitted
under the new regulations where default has not
occurred and is not imminent, and include, for example,
significant changes in interest rates and maturity
extensions. The revenue procedure explicitly states that
there is no maximum period after which default is per se
not foreseeable, and states that, in appropriate circum-
stances, a holder or servicer may reasonably believe
that there is a significant risk of default even though the
foreseen default is more than one year in the future.
Requirements as to the delinquency profile of the pool
of loans held by the REMIC or investment trust apply.
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Notice 2009-79

In Notice 2009-79, the IRS noted that commentators to
the proposed form of the regulations described above
had requested that the scope of the regulations project
be expanded to permit commercial mortgage loans held
in investment trusts treated as grantor trusts to be
modified to the same extent as those held by REMICs
under the new rules. The IRS asked for comments
providing detailed explanations of why changes are
needed for loans held by investment trusts.

This update was authored by Michael J. Rufkahr
(+1 202 261 3437; michael.rufkahr@dechert.com).
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