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October 25, 2011
The Honorable Emily S. McMahon
Acting Assistant Secretary (Tax Policy)
U.S. Department of the Treasury
1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220
The Honorable Douglas H. Shulman
Commissioner
Internal Revenue Service
1111 Constitution Avenue, N.W.
Room 3000
Washington, D.C. 20224
Re:

Revenue Procedure 2011-16: Suggested Clarifications to Limit REIT
Qualification Issues When Real Property Collateral Appreciates

Dear Ms. McMahon and Mr. Shulman:
The National Association of Real Estate Investment Trusts (NAREIT)1 appreciates
the Department of the Treasury (Treasury) and the Internal Revenue Service’s (the
Service) issuance of Revenue Procedure 2011-16, 2011-5 I.R.B. 1 (Rev. Proc. 201116) earlier this year. However, as we mentioned in our Feb. 3, 2011 and May 26,
2011 letters to the Treasury and Service, the application of Rev. Proc. 2011-16 does
leave a number of important issues unresolved or unanswered. In particular, although
appreciation of the real property collateral, and therefore, the value of the loans they
secure can be a crucial part of a REIT’s investment plan, the application of the
Revenue Procedure to debt held by a REIT with appreciating real property collateral
causes a potential REIT “asset test” issue, as described below.
This issue could discourage REITs from working out distressed loans in times of
increasing real estate values, thereby encouraging volatility and limiting liquidity in
that market. To provide further illustration and suggest a remedy to this potential
problem, NAREIT is submitting a draft revenue procedure, the application of which

1

NAREIT is the worldwide representative voice for real estate investment trusts (REITs) and publicly
traded real estate companies with an interest in U.S. real estate and capital markets. NAREIT's
members are REITs and other businesses throughout the world that own, operate and finance incomeproducing real estate, as well as those firms and individuals who advise, study and service those
businesses.
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is explained in more detail below. The real estate market has begun to show signs of recovery
and some increase in real estate values, thereby making the need for this relief even more
pressing.2
Although our submission does not address the application of Rev. Proc. 2011-16 to the
apportionment of interest between “real estate-related” and non-real estate-related” with respect
to a REIT’s acquisition of distressed debt, we continue to believe that the approach in Rev. Proc.
2011-16 to acquisitions of distressed debt in not appropriate. Specifically, if a REIT pays $60 for
a loan with a face amount of $100, but secured by real property worth $55 and “other” property
worth $5, it seems strange to disqualify 40% of the loan’s interest from being “real estaterelated” interest even though only 8% of the collateral for the loan is not “real property.” With
that said, our current submission is meant to provide a limited, tailored solution to the potential
asset test issue raised by appreciation in real estate collateral of certain loans.
As we mentioned in our February 3 and May 26, 2011 letters, we would welcome a solution that
would permit a REIT not to bifurcate a mortgage loan when real property comprises
“substantially all” of the security for that loan. The percentage used to constitute “substantially
all” could be, as an example, 85%, consistent with Rev. Proc. 2003-653 and section
856(d)(1)(C)4. Attached to this letter is a draft revenue procedure that would provide helpful
guidance in this area, and we would happy to work with you on providing such a solution.
DISCUSSION
A.

Rev. Proc. 2011-16’s Application to the REIT Asset Test

At the end of each calendar quarter, at least 75% of a REIT’s assets must consist of “real estate
assets,” including loans secured by mortgages on real property (75% Asset Test). Section 4.02 of
Rev. Proc. 2011-16 contains an asset test safe harbor (the Asset Test Safe Harbor) pursuant to
which the Service will not challenge a REIT’s treatment of a loan as being in part a “real estate
asset” for purposes of the asset tests if the REIT treats the loan as being a real estate asset in an
amount equal to the lesser of:
1) the value of the loan as determined under Treas. Reg. § 1.856-3(a); or,

2

See http://www.globest.com/blogs/propertyadvisor/-314619-1.html (prices of properties owned by listed U.S.
REITs have appreciated at a much higher rate than properties owned by non-listed entities);
http://www.ipd.com/Portals/1/downloads/about_us/Press centre/IPD US Q2 2011 - 10 Aug v2.pdf ("[t]o date [Aug.
2011], the U.S. property market has recovered 13.6% of the 33.6% of value lost during the downturn") and
http://www.ncreif.org/property-index-returns.aspx (while not directly applicable to REIT-owned property,
referencing that the NCREIF price index has been positive for six quarters in a row).
3
Rev. Proc. 2003-65 concluded that in order to ensure that substantially all of the ultimate security for a mezzanine
loan constituted real property, on each “testing date,” the value of the real property held by the partnership or
disregarded entity, i.e., the interest in which was pledged as security for the loan, must be least 85% of the value of
all of the assets of the partnership or disregarded entity.
4
Under section 856(d)(1), when a lease covers both real and personal property, 100% of the rental income will be
treated as qualifying “rents from real property” so long as the rent attributable to the personal property for the
taxable year does not exceed 15% of the total rent for the taxable year attributable to both real and personal property
subject to the lease
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2) the loan value of the real property securing the loan as determined under the Interest
Apportionment Regulation and Rev. Proc. 2011-16.
Treas. Reg. § 1.856-3(a) and the asset tests generally require that the “value” of the REIT’s
assets be determined as of the close of each quarter of the REIT’s taxable year.5 Thus, the
“value” of a loan for purposes of Treas. Reg. § 1.856-3(a) will generally fluctuate depending on
the fair value of the loan at the end of each quarter. Stated another way, the “value” of a loan
under Treas. Reg. § 1.856-3(a) will “float” over time. On the other hand, the loan value of the
real property securing the loan under the 1.856-5(c) and Rev. Proc. 2011-16 generally is fixed as
of the date the REIT commits to originate or acquire the loan.
B.

Rev. Proc. 2011-16’s Anomalous Asset Test Results When Property Values Increase

The Asset Test Safe Harbor operates well when the value of the mortgage loan and the real
property decline after a REIT originates or purchases a loan. In that case, the REIT may treat a
portion of the mortgage loan equal to the loan value of the real property at origination or
purchase as a qualifying asset, but no more than 100% of the value of the loan will be ever be
treated as a qualifying asset. This result can be illustrated by the example provided in the
attached draft revenue procedure, which is set forth below.
Assume that a REIT purchased a mortgage loan on January 1, 2011 for $60. The stated face
amount of the loan during the 2011 taxable year was $100. The loan value of the real property
securing the loan on the date the REIT committed to purchase the loan was $55, and the value of
the personal property securing the loan was $5. At the end of the first calendar quarter in 2011,
the value of the loan (as determined under § 1.856-3(a)) was $60. Under Section 4.02 of Rev.
Proc. 2011-16, the REIT may treat $55 (out of $60, which is the lesser of the value of the loan,
$60, or the loan value of the real property, $55) as the amount of the loan that is a qualifying
asset and, accordingly, $5 of the value of the loan is treated as a nonqualifying asset. Thus,
approximately 92% of the value of the loan ($55/$60) is a qualifying asset for the first calendar
quarter in 2011.
The Asset Test Safe Harbor in Rev. Proc. 2011-16 produces a strange result if the value of the
real property collateral to the loan increases, which, of course, is one of a REIT’s goals in
owning the loan. Using the above example, assume that on June 30, 2011, the value of the real
property securing the loan has increased to $65, the value of the personal property remains at $5,
and the value of the loan therefore has increased to $70. Under Rev. Proc. 2011-16 currently, the
Service would not challenge the REIT’s treatment of $55 (the lesser of the value of the loan, $70,
or the loan value of the real property, $55) as a real estate asset, resulting in a non-real estate
asset of $15, even though $10 of that asset is due to the increase in value of the loan’s real estate
collateral.
As a remedy to this strange result, the attached draft revenue procedure would allow the REIT to
treat the loan as being a real estate asset equal to an amount calculated either under the current
5

Section 856(c)(4); Treas. Reg. § 1.856-3(a). Under Treas. Reg. § 1.856-3(a), the “value” of an asset is the fair
value as determined in good faith by the REIT’s board of directors or trustees, except in the case of a security for
which market quotations are readily available, in which case the “value” is the market value of such securities.
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Asset Test Safe Harbor in Rev. Proc. 2011-16 or equal to the percentage of the collateral
securing the loan that was attributable to real property, determined as of the date the REIT
committed to originate or acquire the loan ($55/$60 or 92%), multiplied by the value of the loan
As a result, the REIT then could treat the loan as a real estate asset of $55, as described above, or
$64.40 (92%*$70). This elective treatment would apply at the end of any calendar quarter.
Further, this approach would be permitted regardless of whether the loan’s increased value is
attributable exclusively to the increase in value of the real estate collateral.
CONCLUSION
The draft revenue procedure’s clarification to Rev. Proc. 2011-16 could prevent a
disproportionate amount of a distressed mortgage loan from being treated as a non-qualifying
asset when the value of the real property securing the loan later increases. Failure to effect this
clarification could lead REITs to foreclose on distressed debt prematurely, thereby leading to
additional volatility in the fragile real estate market. Accordingly, NAREIT encourages the
Service to clarify and revise the application of Rev. Proc. 2011-16 as described above.
Thank you for your consideration. Please contact me at (202) 739-9408 or Dara Bernstein,
NAREIT’s Senior Tax Counsel, at (202) 739-9446, if we can provide you with any additional
information.
Respectfully submitted,

Tony M. Edwards
Executive Vice President & General Counsel
cc:

William J. Wilkins, Esq.
Erik H. Corwin, Esq.
Jeffrey Van Hove, Esq.
Michael S. Novey, Esq.
Stephen R. Larson, Esq.
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Part III
Administrative, Procedural, and Miscellaneous
26 CFR 601.105: Examination of returns and claims for refund, credit, or abatement;
determination of correct tax liability.
(Also Part I, §§ 856(c), 1001; 1.856–3, 1.856–5, 1.1001–3.)
Rev. Proc. 2011-ZZ
SECTION 1. PURPOSE
This revenue procedure provides guidance regarding aspects of a taxpayer’s qualification as a
real estate investment trust (REIT) in the context of transactions involving certain debt secured
by real estate when the fair market value of the real property securing the debt increases
subsequent to the taxpayer’s acquisition origination of the debt. This revenue procedure clarifies
Rev. Proc. 2011-16.
SECTION 2. BACKGROUND
.01 To qualify as a REIT for a taxable year, at least 95 percent of an entity’s gross income must
be derived from the types of qualifying income listed in section 856(c)(2) of the Internal
Revenue Code, and at least 75 percent of its gross income must be derived from the types of
qualifying income listed in section 856(c)(3). Specifically, all interest is qualifying income for
the 95 percent income test under section 856(c)(2); and interest on obligations secured by
mortgages on real property or on interests in real property is qualifying income for purposes of
the 75 percent income test under section 856(c)(3).
.02 Section 856(c)(4)(A) provides that, at the close of each quarter of its taxable year, at least 75
percent of the value of a REIT's total assets must be represented by real estate assets, cash and
cash items (including receivables), and Government securities (the “75% Asset Test”).
.03 Under section 856(c)(5)(B), the term “real estate assets” includes real property (including
interests in real property and interests in mortgages on real property) and shares (or transferable
certificates of beneficial interest) in other REITs.
.04 Section 856(c)(5)(C) provides that the term “interests in real property” includes fee
ownership and co-ownership of land or improvements thereon, leaseholds of land or
improvements thereon, options to acquire land or improvements thereon, and options to acquire
leaseholds of land or improvements thereon, but does not include mineral, oil, or gas royalty
interests.
.05 If a mortgage loan is secured by both real property and other property, then, for purposes of
section 856(c)(3), § 1.856–5(c) of the Income Tax Regulations provides
rules for apportioning the interest on the loan between interest on an obligation that is
secured by real property (or by an interest in real property) and interest on an obligation
that is not so secured. Under this apportionment test, the “loan value of the real property” is
compared to the “amount of the loan.” If the loan value of the real property is equal to or exceeds
the amount of the loan, then all of the interest income from the loan is apportioned to the real
property. If the amount of the loan exceeds the loan value of the real property, the interest
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income apportioned to the real property is an amount equal to the total interest income multiplied
by a fraction the numerator of which is the loan value of the real property and the denominator of
which is the amount of the loan. The interest income apportioned to the other property is the
excess of the total interest income over the interest income apportioned to the real property.
.06 For purposes of the apportionment test, § 1.856–5(c)(2) generally defines the “loan value of
the real property” that secures a loan as the fair market value of the real property, determined as
of the date on which a commitment to make the loan or to acquire the loan, as the case may be,
became binding on the REIT. Section 1.856-5(c)(3) defines the “amount of the loan” as the
highest principal amount of the loan outstanding during the taxable year.
.07 Section 3.01 of Rev. Proc. 2011-16 describes the modification of a mortgage loan which (or
an interest in which) is held by a REIT if –
(1) The modification was occasioned by default; or
(2) The modification satisfies both of the following conditions:
(a) Based on all the facts and circumstances, the REIT or servicer of the loan (the “pre-modified
loan”) reasonably believes that there is a significant risk of default of the pre-modified loan upon
maturity of the loan or at an earlier date. This reasonable belief must be based on a diligent
contemporaneous determination of that risk, which may take into account credible written factual
representations made by the issuer of the loan if the REIT or servicer neither knows nor has
reason to know that such representations are false. In a determination of the significance of the
risk of a default, one relevant factor is how far in the future the possible default may be. There is
no maximum period, however, after which default is per se not foreseeable. For example, in
appropriate circumstances, a REIT 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. Similarly,
although past performance is another relevant factor for assessing default risk, in appropriate
circumstances, a REIT or servicer may reasonably believe that there is a significant risk of
default even if the loan is performing, and
(b) Based on all the facts and circumstances, the REIT or servicer reasonably believes that the
modified loan presents a substantially reduced risk of default, as compared with the pre-modified
loan.
.08 Rev. Proc. 2011-16 provides that, if the modification of a mortgage loan is described in
Section 3.01 of Rev. Proc. 2011-16, then for purposes of determining the “loan value of the real
property securing a loan” under § 1.856-5(c)(2), a REIT may treat the modification as not being
a new commitment to make or purchase a loan.
.09 Rev. Proc. 2011-16 also provides that the Service will not challenge a REIT’s treatment of a
loan as being in part a “real estate asset” for purposes of section 856(c)(4) if the REIT treats the
loan as being a real estate asset in an amount equal to the lesser of—
(1) The value of the loan as determined under § 1.856-3(a), or
(2) The loan value of the real property securing the loan as determined
under § 1.856–5(c) and Rev. Proc. 2011-16 (the “Asset Test Safe Harbor”).
.10 The Service has become aware that when the value of the loan and the real property securing
the loan increase after the REIT originates or acquires such loan, the Asset Test Safe Harbor may
produce anomalous results. Because the Asset Test Safe Harbor applies to the lesser of the value
of the loan under § 1.856-3(a) or the loan value of the real property securing the loan under
§ 1.856-5(c), the proportion of a distressed mortgage loan that is treated as a nonqualifying asset
for the 75% Asset Test generally will increase as the value of the real property securing the loan
increases.
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In order to prevent this result, this revenue procedure clarifies Section 4.02 of Rev. Proc. 201116.
SECTION 3. SCOPE
.01 Section 4.01 of this revenue procedure applies to any corporation that has elected to be taxed
as a REIT.
SECTION 4. APPLICATION
.01 Asset test. The Service will not challenge a REIT’s treatment of a loan as being in part a “real
estate asset” for purposes of section 856(c)(4) if the REIT treats the loan as being a real estate
asset in an amount either:
(1) equal to the lesser of—
(a) The value of the loan as determined under § 1.856-3(a), or
(b) The loan value of the real property securing the loan as determined under § 1.856–
5(c) and Rev. Proc. 2011-16, or
(2) equal to the percentage of the collateral securing the loan that was attributable to real
property, determined as of the date the REIT committed to originate or acquire the loan,
multiplied by the value of the loan. At each quarterly testing date, the portion of the loan that
would be treated as a real estate asset would be based on the value of the loan on that date
multiplied by a fraction, the numerator of which is the value of the real property securing the
loan on the date the REIT committed to originate or acquire the loan and the denominator of
which is the fair market value of the loan on the date the REIT committed to originate or acquire
the loan.
SECTION 5. EXAMPLE
A REIT purchased a mortgage loan on January 1, 2011 for $60. The stated face amount of the
loan during the 2011 taxable year was $100. The loan value of the real property securing the loan
on the date the REIT committed to purchase the loan was $55 and the value of the personal
property securing the loan was $5. At the end of the first calendar quarter in 2011, the value of
the loan (as determined under § 1.856-3(a)) was $60. Under Section 4.01(1) of this revenue
procedure, the REIT may treat $55 (out of $60) as the amount of the loan that is a qualifying
asset and, accordingly, $5 of the value of the loan is treated as a nonqualifying asset. Thus,
approximately 92% of the value of the loan ($55/$60) is a qualifying asset for the first calendar
quarter in 2011.
At the end of the second calendar quarter of 2011, the value of the loan has increased to $70
Under Section 4.01(2) of this revenue procedure, the REIT may treat a portion of the distressed
mortgage loan as a real estate asset based on the relative percentage, determined as of the date
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the REIT committed to originate or acquire the loan, of the fair market value of the real property
collateral versus the fair market value of the loan at acquisition (i.e., 92%) for purposes of all
future asset testing dates. At the end of the second quarter of 2011, the REIT would be able to
treat $64.40 (92% of $70) of the value of the loan as a “real estate asset.”
SECTION 6. EFFECT ON OTHER DOCUMENTS
Rev. Proc. 2011-16 is clarified.
SECTION 7. EFFECTIVE DATE
This revenue procedure is effective for all calendar quarters and all taxable years.
SECTION 8. DRAFTING INFORMATION
The principal author of this revenue procedure is
of the Office
of Associate Chief Counsel (Financial Institutions & Products). For further information
regarding this revenue procedure contact
on (202) 622-??? (not a
toll free call).
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