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Summary
On August 17, 2010, the Internal Revenue Service (the “IRS”) released Revenue Procedure 201030 (the “Revenue Procedure”), which clarifies Treasury regulations issued in September 2009 (the
“Modification Regulations”), discussed here concerning changes in the collateral securing
mortgage loans held by real estate mortgage investment conduits (“REMICs”).1
The Revenue Procedure addresses the “qualified mortgage” status of commercial mortgage loans
held by REMICs when there is a partial release of real property, if the loan to value (“LTV”) ratio
after the release exceeds 125%. The Revenue Procedure clarifies that a mortgage loan will not
lose its qualified status as a result of a release, even if the remaining LTV ratio exceeds 125%, if:


The release is at the unilateral option of the borrower or is otherwise required by
the terms of the loan, and the loan providing such option or requiring such release
was entered into on or before December 6, 2010;
or



When the lien is released, the loan’s principal balance is reduced by (1) the sum
“net proceeds” of the sale, condemnation proceeds and insurance proceeds, (2) a
release amount provided under the loan based on the relative fair market values of
the properties at origination, (3) the fair market value of the released property at
the time of release, or (4) an amount such that the LTV ratio of the loan does not
increase after the release.

The Revenue Procedure helps the commercial mortgage securitization industry by grandfathering
releases at the unilateral option of the borrower under loans issued on or before December 6,
2010. While the Modification Regulations explicitly required that the LTV ratio not exceed 125%
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for a release to occur, the release provisions in these loan agreements did not necessarily impose
such a requirement. In addition, the Revenue Procedure acknowledges the existence of pay-down
provisions in loans in conjunction with a release (both voluntary and involuntary) as an alternative to
the Modification Regulations’ strict requirement of maintaining an LTV ratio of not more than 125%.
In situations other than for loans eligible for the grandfather provision described above, the Revenue
Procedure does not allow releases of real property (including outparcels) without a required paydown at a time when the LTV ratio exceeds 125%. The Revenue Procedure describes four types of
pay-downs, but it is not clear if such paydowns are necessarily consistent with customary mortgage
loan terms or typical loan servicing practices. The Revenue Procedure is effective retroactively to
September 16, 2009, the date of the Modification Regulations.
Background
The Modification Regulations expanded the types of permitted modifications that can be made to
mortgage loans without jeopardizing the qualification of a REMIC that holds the mortgage loans or
giving rise to prohibited transaction treatment.2 The Modification Regulations permit a modification
that releases, substitutes, adds, or otherwise alters a substantial amount of the collateral for, a
guarantee on, or other form of credit enhancement for, a recourse or nonrecourse obligation,
provided that the mortgage loan continues to be “principally secured” by an interest in real property
after the relevant modification. The test for “principally secured” requires that either (1) the loan be
at least 80% secured by real property, i.e., have an LTV ratio of not more than 125%, measured by
the fair market value of the underlying property or properties (as determined by an appraisal or other
“commercially reasonable valuation method”) immediately after giving effect to the modification, or
(2) the value of the property or properties securing the loan after the modification be equal to or
greater than the value of the property or properties securing the loan prior to the modification.
Concerns Relating to the Modification Regulations. Without further IRS clarification, the alternative
test in (2) above precluded releases of real property if the remaining LTV ratio after the release
exceeded 125%. Under the prior REMIC regulations,3 a mortgage loan’s satisfaction of the
“principally secured” requirement was tested either at origination of the loan or at the REMIC’s
closing date. A decline in the value of the underlying real property after that date did not disqualify
the mortgage loan. By contrast, under the Modification Regulations, modifications that were
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permitted under prior law — e.g., releases at the unilateral option of the borrower, non-material
releases, and releases when default has occurred or is reasonably foreseeable — give rise to a
reapplication of the “principally secured” test immediately after the modifications are made.
Many typical release situations were implicated by the Modification Regulations if the real property
securing a loan declined in value to less than 80% of the principal balance (an all-too-common
occurrence in recent economic times), including: (1) a release of a property and partial pay-down
of the loan at the unilateral option of the borrower upon the satisfaction of certain criteria; (2) a
release of an outparcel that was not included in the loan’s underwriting, with no pay-down of the
loan; (3) a release of cross-collateralization on a multi-property loan upon an assumption or
otherwise; (4) a release in connection with a casualty or condemnation; and (5) a release of one of
several properties incident to the workout or liquidation of a defaulted mortgage loan. In each of
these situations, the Modification Regulations posed a barrier if the LTV ratio after the release
exceeded 125%.
Revenue Procedure 2010-30
The IRS issued the Revenue Procedure in an effort to address industry concerns caused by the
addition of the “principally secured” requirement for releases of real property collateral. Although
the Modification Regulations continue to require that the loan be “principally secured” following a
release, the Revenue Procedure provides that the IRS will not challenge the qualified mortgage
status of a loan held by a REMIC even if, following a release of real property, the LTV ratio is over
125% but the release occurs in either a “grandfathered transaction” or a “qualified pay-down
transaction.”
1. Grandfathered Transaction. The IRS will not challenge a release that occurs pursuant to the
borrower’s exercise of a unilateral option permitted under a release provision in a loan agreement,
or a release that is required under a loan agreement (e.g., following a casualty or condemnation), in
each case, that was entered into on or before December 6, 2010. While this gives a transition
period for newly originated loans, it is not clear that an outstanding loan could now be amended to
include such a provision.
2. Qualified Pay-Down Transaction. The IRS will not challenge a release if the release is
accompanied by a pay-down of the principal balance of the loan equal to at least a “qualified
amount.” A “qualified amount” is any one of the following:
(1) The sum of (i) the net proceeds (i.e., the “amount realized” as determined under
Section 1001 of the Code) of an arms-length sale of the property by the borrower to an
unrelated third party and (ii) the net proceeds from the receipt of a condemnation award or
an insurance or tort settlement with respect to the property, if any;
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(2) An amount provided for in the loan agreement (e.g., an allocated loan amount) at least
equal to the product of (x) the “adjusted issue price” of the mortgage loan (generally, the
then outstanding principal balance) and (b) the fair market value at origination of the
released property, divided by the aggregate fair market value at origination of all real
property that secured the mortgage loan immediately prior to the release;
(3) The fair market value of the released property at the time of the release, plus the amount
of any tort or insurance settlement that is expected to be, or has been, received with
respect to the property and that is not reflected directly or indirectly in the property’s fair
market value at the time of the release; and
(4) An amount such that the LTV ratio of the loan immediately after the release is no greater
than the LTV ratio immediately before the release.
It is noteworthy that clause (1) above requires all “net proceeds” and clause (3) above requires the
entire fair market value of the released property to be used to pay down the loan, and they
seemingly do not permit any portion of such amounts to be held back in a reserve fund, to pay
accrued interest or to be otherwise applied.
Impact of the Revenue Procedure on Common Release Transactions
Conflicts Between Existing Loans and the Modification Regulations. The Grandfathered
Transaction provision alleviates much of the concern of industry participants relating to loans
entered into prior to the effective date of the Modification Regulations and which
permitted unilateral borrower releases but did not require an LTV test. For example, many loans
conditioned release on the satisfaction of a DSCR test but not an LTV test, and in any event, many
loans permitted the release of an outparcel without the satisfaction of any meaningful economic
criteria. Without this guidance, where a borrower exercised its right to a release at a time when the
LTV ratio exceeded 125%, under the Modification Regulations, loan servicers faced the choice of
being sued by borrowers if they prevented the release, or causing the securitization trust to lose its
REMIC status if they permitted the release. In the future, loan documents will have to be drafted so
that non-Grandfathered Transactions will either meet the 125% LTV ratio test or will constitute
Qualified Pay-Down Transactions. This is true of both releases of income-producing properties as
well as outparcels.
Casualty and Condemnation. The Modification Regulations did not distinguish between voluntary
and involuntary releases. The Qualified Pay-Down Transaction provision of the Revenue Procedure
protects releases that occur due to a casualty or condemnation if for example, all net proceeds of
the casualty or condemnation (and any related sales) are used to pay down the loan. Again, in the
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future, loan provisions will have to be carefully reviewed to ensure that no part of the lien is released
without a paydown of a “qualified amount.”
Negotiated Releases (Including Following a Default). The Modification Regulations, together with
the Revenue Procedure, permit negotiated releases as long as the loan either has an LTV ratio of
125% or less following the release, or is paid down by a “qualified amount.” Significant issues
remain with respect to releases in connection with workouts of defaulted loans, particularly since
loans in this context often have LTV ratios above 125%. For example, all or a portion of sales
proceeds from a released parcel are often retained in a reserve fund and are not used to pay down
the loan, possibly making it difficult to qualify as a Qualified Pay-Down Transaction. In addition,
releases that occur in connection with the uncrossing of loans and the assumption of a portion of
the loan by a new borrower often contain no pay-down provisions. The Revenue Procedure
provides no relief for this common loan workout modification. In these circumstances it may be
necessary to forgive enough principal in order to attain an LTV ratio of 125% or less, or at least an
LTV ratio not greater than the LTV ratio immediately before the release.
*

*

*

*
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