
 


 

1875 I Street, NW, Suite 600, Washington, DC 20006-5413 
Phone 202-739-9400   Fax 202-739-9401  REIT.com 

 
 
Officers 
 

Chair 
Donald C. Wood  
Federal Realty Investment Trust   
 

President and CEO 
Steven A. Wechsler 
 

First Vice Chair 
W. Edward Walter 
Host Hotels & Resorts, Inc.  
 

Second Vice Chair 
Ronald L. Havner, Jr.  
Public Storage, Inc. 
 

Treasurer 
Michael D. Fascitelli 
Vornado Realty Trust 
 
2012 NAREIT Executive Board 
Jon E. Bortz 
Pebblebrook Hotel Trust 
Debra A. Cafaro 
Ventas, Inc.  
Richard J. Campo 
Camden Property Trust 
Richard B. Clark 
Brookfield Office Properties 
Michael A. J. Farrell 
Annaly Capital Management, Inc. 
Edward J. Fritsch 
Highwoods Properties, Inc. 
Rick R. Holley  
Plum Creek Timber Company, Inc. 
David J. Neithercut 
Equity Residential 
Steven B. Tanger 
Tanger Factory Outlet Centers, Inc. 
Robert S. Taubman 
Taubman Centers, Inc. 
Thomas W. Toomey 
UDR, Inc. 

 
2012 NAREIT Board of Governors 
Michael D. Barnello 
LaSalle Hotel Properties 
Kenneth F. Bernstein 
Acadia Realty Trust 
Bruce W. Duncan  
First Industrial Realty Trust  
James F. Flaherty, III 
HCP, Inc. 
Michael F. Foust  
Digital Realty  
Daniel S. Fulton 
Weyerhaeuser 
Lawrence L. Gellerstedt, III  
Cousins Properties Incorporated  
Michael P. Glimcher 
Glimcher Realty Trust 
Jonathan D. Gray 
Blackstone Real Estate Advisors 
Randall M. Griffin 
Corporate Office Properties Trust 
William P. Hankowsky 
Liberty Property Trust 
Philip L. Hawkins 
DCT Industrial Trust, Inc. 
Thomas P. Heneghan  
Equity Lifestyle Properties, Inc.  
David B. Henry  
Kimco Realty Corporation  
Daniel B. Hurwitz 
DDR Corp. 
Andrew F. Jacobs 
Capstead Mortgage Corporation 
Thomas H. Lowder 
Colonial Properties Trust 
Peter S. Lowy 
The Westfield Group 
Craig Macnab 
National Retail Properties, Inc. 
Joel S. Marcus 
Alexandria Real Estate Equities, Inc. 
Sandeep Mathrani 
General Growth Properties 
George F. McKenzie 
Washington REIT 
Timothy J. Naughton 
AvalonBay Communities, Inc. 
Dennis D. Oklak 
Duke Realty Corporation 
Jeffrey S. Olson 
Equity One, Inc. 
Joseph D. Russell, Jr. 
PS Business Parks, Inc. 
Richard B. Saltzman 
Colony Financial, Inc. 
David P. Stockert 
Post Properties, Inc. 
Gerard H. Sweeney 
Brandywine Realty Trust 
Mark E. Zalatoris  
Inland Real Estate Corporation 
Mortimer B. Zuckerman  
Boston Properties, Inc. 
 

 
 
November 7, 2011 
 
Ms. Elizabeth M. Murphy 
Secretary 
Securities and Exchange Commission 
100 F Street, NW 
Washington, DC 20549-1090 
 
Re:   Companies Engaged in the Business of Acquiring Mortgages and 

Mortgage-Related Instruments, Release No. IC-29778; File No. S7-34-11 
 
Dear Ms. Murphy: 
 
This comment letter is submitted by the National Association of Real Estate 
Investment Trusts (NAREIT) in response to Release No. IC-29778 (Aug. 31, 2011) 
(the Concept Release) in which the Securities and Exchange Commission (the 
Commission) announced that the Commission and its staff (Staff) are reviewing 
interpretive issues under the Investment Company Act of 1940 (1940 Act) relating to 
the status of issuers relying on the exclusion found in Section 3(c)(5)(C) of the 1940 
Act, and solicits information about, among other things, the issuers relying on that 
exclusion and how the exclusion is interpreted by, and affects investors in, such 
companies.  In particular, the Concept Release solicits comment on the types of 
assets (Qualifying Interests) that the exclusion permits an issuer to hold. 
 
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 real estate businesses 
throughout the world that own, operate and finance commercial and residential real 
estate. NAREIT’s members play an important role in providing diversification, 
dividends, liquidity and transparency to investors through their businesses which 
operate in all facets of the real estate economy in the U.S. 
 
Today, publicly traded mortgage REITs perform an integral role in the real estate 
capital markets by providing financing and liquidity through funding mortgage and 
mortgage related loans for residential and commercial borrowers, and also through 
originating mortgages and mortgage-related loans. As of October 31, 2011, there 
were 29 publicly traded mortgage REITs that comprise the FTSE NAREIT All 
REITs Index with a combined equity market capitalization of $43 billion. 
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The importance of publicly traded mortgage REITs to the housing and real estate credit markets 
has increased in recent years, and will only grow as the housing market and the real estate 
economy continue to evolve. Further, when the Federal Reserve moves to unwind its non-
traditional position in mortgages and when the government-sponsored enterprises move to 
reduce or eliminate their ownership of mortgages, market observers expect publicly traded 
mortgage REITs to become an increasingly important component of housing-related finance. 
  
Over time, investors have been well served by publicly traded REITs, typically earning total 
returns built on dividends and the potential for capital appreciation. Moreover, investor returns 
on mortgage REITs generally, as measured by the FTSE NAREIT Mortgage REIT Index, have 
been competitive with investor returns in broad stock indexes. Given the track record and these 
developments, actors in the housing market and the commercial real estate economy in 
particular, and in the overall economy in general, look to the publicly traded mortgage REIT 
industry and its business model to grow and innovate.   
  
NAREIT’s Mortgage REIT Council (Council) has discussed the issues and questions raised in 
the Concept Release. The Council is comprised of both residential and commercial mortgage 
REITs, and the mission of the Council is to advise NAREIT’s leadership on matters of interest to 
mortgage REITs, in part through the input of the Council’s Residential and Commercial 
Committees.    
 
Our Mortgage REIT Council wishes to underline an essential fact: publicly traded REITs are 
extensively regulated, in a manner not dissimilar from issuers registered under the 1940 Act.  
Both public REITs and registered investment companies offer their securities through 
registration statements filed with the Commission under the Securities Act of 1933, and both 
types of issuers provide their investors with shareholder reports required under the Securities 
Exchange Act of 1934.  These shareholder reports contain financial statements complying with 
the Commission’s accounting regulations, audited by independent auditors. These reports, 
further, must meet the requirements of the Sarbanes-Oxley Act. Publicly traded mortgage REITs 
also comply with the corporate governance rules of the exchanges on which they list; these rules 
impose independence requirements on the boards and audit committees in a manner comparable 
to that imposed on investment company boards and audit committees under the 1940 Act. Our 
Council believes that the regulatory differences between publicly traded mortgage REITs and 
registered investment companies are not significant enough to justify unnecessary and unfounded 
disruption. A summary of these various requirements which was previously provided to Staff is 
attached as Appendix A.           
 
Also, our Mortgage REIT Council wants to emphasize that the exclusion provided by Section 
3(c)(5)(C), which has been in place since the 1940 Act was first enacted, is straight-forward and 
by its own terms very broad. Given the plain language of the exclusion, publicly traded REITs 
have been organized, have registered and listed their securities and have operated successfully by 
relying on the self-operative nature of the exclusion over the last 50 years.  When ambiguity 
around the Section 3(c)(5)(C) exclusion was perceived, the issuance of no-action letters by the 
Staff through the years, applying the exclusion to particular types of real estate instruments under 
specific facts-and-circumstances, has worked reasonably well.  Our Council strongly suggests 



Ms. Elizabeth M. Murphy 
November 7, 2011 
Page 3 
 


 

NATIONAL ASSOCIATION OF REAL ESTATE INVESTMENT TRUSTS
 

that, at a minimum, the status quo created by the various no-action letters issued to date should 
be maintained and affirmed.   
 
The majority view expressed by the mortgage REITs on NAREIT’s Mortgage REIT Council is 
attached as Appendix B. It supports a principles-based approach that would extend the existing 
framework of the exclusion in Section 3(c)(5)(C).  These comments were developed under the 
auspices of the Residential Committee of NAREIT’s Mortgage REIT Council and they are 
unanimously supported by the members of that Committee. Appendix B embraces this 
principles-based approach and contains the details of how it would provide guidance and clarity 
as to what constitutes a Qualifying Interest under the exclusion.  Notably, this view supports the 
development of an interpretive release.  
 
The Commercial Committee of the Mortgage REIT Council developed an alternative view that is 
expressed in Appendix C and is supported by a majority of that Committee. It is also grounded in 
principles, but it does recommend adoption of a rule, rather than an interpretive release, to 
delineate the full breadth of what constitutes a Qualifying Interest under the exclusion.  This 
approach sets forth the attributes of various interests in real estate in definitional form consistent 
with the statutory exclusion in place as well as with past regulatory practice. It is also meant to 
address the growing array of commercial and residential mortgage instruments available in the 
market. 
 
In reviewing the Appendices B and C, it is important to keep in mind that Residential Mortgage 
REITs and Commercial Mortgage REITs focus on different parts of the real estate market, and 
sometimes hold different types of instruments evidencing interests in real estate.  Residential 
Mortgage REITs tend to concentrate more on holding interests in real estate through agency-
backed mortgages, i.e., with Fannie Mae, Freddie Mac or Ginnie Mae guarantees, as well as 
through non-agency mortgages to help finance the single-family housing market; and 
Commercial Mortgage REITs tend to concentrate on holding interests in real estate which are 
often risk-tranched and subordinate to help finance the commercial real estate industry.  
 
NAREIT and its Mortgage REIT Council look forward to continuing to work with the 
Commission and the Staff on the issues raised by the Concept Release. The Concept Release 
examines an important industry at a critical moment, and we look forward to working with the 
Staff and the Commission as they balance issues of investor protection and industry guidance 
and clarification.      
 
Please feel free to contact me with further questions. 
 
Respectfully submitted,    
 

 
 

Steven A. Wechsler 
President and CEO 
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September 30, 2010 

Andrew J. Donohue, Director 
Division of Investment Management 
U.S. Securities and Exchange Commission 
100 F Street, NE
Washington, DC 20549 

Dear Mr. Donohue: 

In connection with your request, we have attached to this letter the following 
materials summarizing the regulatory scheme applicable to real estate 
investment trusts specializing in mortgage finance (“mortgage REITs”): 

� a chart describing the body of the laws and regulations applicable to 
mortgage REIT operations and activities (the “Chart”), 

� an exhibit to the Chart listing the statutes that specifically address 
mortgage REITs or which involve a substantial consideration of 
mortgage REITs by Congress (“Exhibit 1”), and 

� an exhibit highlighting certain key sources of guidance governing the 
preparation and presentation of mortgage REIT financial statements, 
including releases by the Financial Accounting Standards Board and the 
staff of the Securities and Exchange Commission (“Exhibit 2”). 

Please do not hesitate to contact us with any questions regarding mortgage 
REITs, the information in the attached exhibits, or the REIT industry in general. 

On behalf of NAREIT and its members, we appreciate your interest in and 
involvement with REIT issues arising under the securities laws, and we wish 
you the best in your future endeavors. 

Respectfully Submitted. 

Tony M. Edwards 
Executive Vice President & General Counsel 

APPENDIX A
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 d
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 c
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 d
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at
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 p
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 o
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ra
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at
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t o
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 fo
r w

hi
ch

 a
 R

EI
T 

el
ec

tio
n 

is
 m

ad
e 

�
it 

m
us

t n
ot

 b
e 

“c
lo

se
ly

 h
el

d”
 f

or
 a

ll 
ye

ar
s 

af
te

r 
th

e 
fir

st
 ta

xa
bl

e 
ye

ar
 f

or
 w

hi
ch

 a
 R

EI
T 

el
ec

tio
n 

is
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m
ad

e 

�
it 

m
us

t m
ee

t t
w

o 
an

nu
al

 g
ro

ss
 in

co
m

e 
te

st
s a

nd
 tw

o 
qu

ar
te

rly
 a

ss
et

 te
st

s, 
an

d 

�
it 

m
us

t s
at

is
fy

 a
 d

iv
id

en
d 

di
st

rib
ut

io
n 

re
qu

ire
m

en
t. 

Th
e 

“c
lo

se
ly

 h
el

d”
 re

qu
ire

m
en

t, 
th

e 
as

se
t a

nd
 in

co
m

e 
te

st
s a

nd
 th

e 
di

vi
de

nd
 d

is
tri

bu
tio

n 
re

qu
ire

m
en

ts
 a

re
 d

is
cu

ss
ed

 
be

lo
w

. 

- C
lo

se
ly

 H
el

d 
R

eq
ui

re
m

en
t (

Se
ct

io
n 

85
6(

h)
(1

)(
B

) o
f t

he
 C

od
e)

 
G

en
er

al
ly

, f
iv

e 
or

 f
ew

er
 i

nd
iv

id
ua

ls
 c

an
no

t 
ow

n 
m

or
e 

th
an

 5
0%

 o
f 

a 
R

EI
T’

s 
sh

ar
es

 d
ur

in
g 

th
e 

la
st

 h
al

f 
of

 t
he

 
R

EI
T’

s 
ta

xa
bl

e 
ye

ar
.  

Fo
r p

ur
po

se
s 

of
 th

is
 re

qu
ire

m
en

t, 
at

tri
bu

tio
n 

ru
le

s 
ge

ne
ra

lly
 a

pp
ly

 u
nd

er
 w

hi
ch

 s
ha

re
s 

he
ld

 
by

 a
 c

or
po

ra
tio

n,
 tr

us
t, 

or
 p

ar
tn

er
sh

ip
 a

re
 d

ee
m

ed
 to

 b
e 

ow
ne

d 
pr

op
or

tio
na

te
ly

 b
y 

th
e 

sh
ar

eh
ol

de
rs

, b
en

ef
ic

ia
rie

s, 
or

 p
ar

tn
er

s, 
as

 a
pp

lic
ab

le
. 

- T
w

o 
in

co
m

e 
te

st
s (

Se
ct

io
ns

 8
56

(c
)(

2)
 

an
d 

(3
) o

f t
he

 C
od

e)
 

Th
e 

tw
o 

an
nu

al
 g

ro
ss

 in
co

m
e 

te
st

s 
ar

e 
a 

75
%

 te
st

 (
th

e 
“7

5%
 I

nc
om

e 
T

es
t”

) 
an

d 
a 

95
%

 te
st

 (
th

e 
“9

5%
 I

nc
om

e 
T

es
t”

).

Th
e 

75
%

 In
co

m
e 

Te
st

A
t l

ea
st

 7
5%

 o
f a

 R
EI

T’
s 

gr
os

s 
in

co
m

e 
du

rin
g 

a 
ye

ar
 (e

xc
lu

di
ng

 in
co

m
e 

fr
om

 “
pr

oh
ib

ite
d 

tra
ns

ac
tio

ns
” 

as
 d

ef
in

ed
 

be
lo

w
 a

nd
 in

co
m

e 
fr

om
 q

ua
lif

ie
d 

R
EI

T 
he

dg
in

g 
tra

ns
ac

tio
ns

) m
us

t c
om

e 
fr

om
 re

al
 e

st
at

e 
re

la
te

d 
so

ur
ce

s, 
su

ch
 a

s, 
am

on
g 

ot
he

r t
hi

ng
s:

 

�
re

nt
s f

ro
m

 re
al

 p
ro

pe
rty

 

�
in

te
re

st
s 

on
 o

bl
ig

at
io

ns
 s

ec
ur

ed
 b

y 
m

or
tg

ag
es

 o
n 

re
al

 p
ro

pe
rty

 o
r 

on
 i

nt
er

es
ts

 i
n 

re
al

 p
ro

pe
rty

, 
in

cl
ud

in
g 

in
te

re
st

 o
n 

ce
rta

in
 ty

pe
s o

f m
or

tg
ag

e-
ba

ck
ed

 se
cu

rit
ie

s 

�
ga

in
s 

fr
om

 s
al

e 
or

 d
is

po
si

tio
n 

of
 r

ea
l 

pr
op

er
ty

, 
in

cl
ud

in
g 

in
te

re
st

s 
in

 r
ea

l 
pr

op
er

ty
 o

r 
in

te
re

st
s 

in
 

m
or

tg
ag

es
 o

n 
re

al
 p

ro
pe

rty
, o

th
er

 th
an

 in
 a

 p
ro

hi
bi

te
d 

tra
ns

ac
tio

n 

�
di

vi
de

nd
s o

r d
is

tri
bu

tio
ns

 fr
om

 sh
ar

es
 o

f o
th

er
 R

EI
Ts

 

�
ab

at
em

en
ts

 a
nd

 re
fu

nd
s o

f t
ax

es
 o

n 
re

al
 p

ro
pe

rty
 

�
am

ou
nt

s 
re

ce
iv

ed
 o

r 
ac

cr
ue

d 
fo

r 
en

te
rin

g 
in

to
 a

gr
ee

m
en

ts
 to

 m
ak

e 
lo

an
s 

se
cu

re
d 

b 
m

or
tg

ag
es

 o
r 

to
 

pu
rc

ha
se

 o
r l

ea
se

 re
al

 p
ro

pe
rty

 (s
uc

h 
as

 c
om

m
itm

en
t f

ee
s)

 

“P
ro

hi
bi

te
d 

tr
an

sa
ct

io
n”

 m
ea

ns
 t

he
 s

al
e 

of
 p

ro
pe

rty
 h

el
d 

by
 t

he
 R

EI
T 

pr
im

ar
ily

 f
or

 s
al

e 
to

 c
us

to
m

er
s 

in
 t

he
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or
di

na
ry

 c
ou

rs
e 

of
 b

us
in

es
s. 

 A
 1

00
%

 in
co

m
e 

ta
x 

is
 a

pp
lie

d 
to

 n
et

 in
co

m
e 

fr
om

 p
ro

hi
bi

te
d 

tra
ns

ac
tio

ns
. 

Th
e 

95
%

 In
co

m
e 

Te
st

A
t 

le
as

t 
95

%
 o

f 
a 

R
EI

T’
s 

gr
os

s 
in

co
m

e 
du

rin
g 

a 
ye

ar
 m

us
t 

be
 d

er
iv

ed
 f

ro
m

 i
te

m
s 

th
at

 q
ua

lif
y 

un
de

r 
th

e 
75

%
 

In
co

m
e 

Te
st

 o
r f

ro
m

 d
iv

id
en

ds
 o

r i
nt

er
es

t f
ro

m
 a

ny
 so

ur
ce

, w
hi

ch
 n

ee
d 

no
t b

e 
re

la
te

d 
to

 re
al

 e
st

at
e 

ac
tiv

iti
es

.  
 

- T
w

o 
A

ss
et

 T
es

ts
 (S

ec
tio

n 
85

6(
c)

(4
) 

of
 th

e 
C

od
e)

 
Th

e 
tw

o 
qu

ar
te

rly
 a

ss
et

 te
st

s a
re

 a
 7

5%
 te

st
 (t

he
 “

75
%

 A
ss

et
 T

es
t”

) a
nd

 a
 2

5%
 te

st
 (t

he
 “

25
%

 A
ss

et
 T

es
t”

). 
 . 

Th
e 

75
%

 A
ss

et
 T

es
t

O
n 

th
e 

la
st

 d
ay

 o
f e

ac
h 

ca
le

nd
ar

 q
ua

rte
r o

f a
 R

EI
T’

s 
ta

xa
bl

e 
ye

ar
, a

t l
ea

st
 7

5%
 o

f i
ts

 a
ss

et
s 

m
us

t c
on

st
itu

te
 “

re
al

 
es

ta
te

 a
ss

et
s,”

 c
as

h 
an

d 
ca

sh
 it

em
s (

in
cl

ud
in

g 
re

ce
iv

ab
le

s a
ris

in
g 

in
 th

e 
or

di
na

ry
 c

ou
rs

e 
of

 th
e 

R
EI

T’
s b

us
in

es
s)

 a
nd

 
go

ve
rn

m
en

t s
ec

ur
iti

es
.  

“R
ea

l e
st

at
e 

as
se

ts
” 

ge
ne

ra
lly

 m
ea

ns
 re

al
 p

ro
pe

rty
, i

nc
lu

di
ng

 in
te

re
st

s 
in

 re
al

 p
ro

pe
rty

 a
nd

 
in

te
re

st
s 

in
 m

or
tg

ag
es

 o
n 

re
al

 p
ro

pe
rty

, i
nt

er
es

ts
 in

 o
th

er
 R

EI
Ts

 a
nd

 R
EM

IC
s 

an
d 

pr
op

er
ty

 (
w

hi
ch

 n
ee

d 
no

t b
e 

a 
re

al
 e

st
at

e 
as

se
t) 

at
tri

bu
ta

bl
e 

to
 th

e 
te

m
po

ra
ry

 in
ve

st
m

en
t o

f n
ew

 c
ap

ita
l. 

  

25
%

 A
ss

et
 T

es
t

O
n 

th
e 

la
st

 d
ay

 o
f 

ea
ch

 c
al

en
da

r 
qu

ar
te

r 
of

 a
 R

EI
T’

s 
ta

xa
bl

e 
ye

ar
 n

o 
m

or
e 

th
an

 2
5%

 o
f 

th
e 

va
lu

e 
of

 th
e 

R
EI

T’
s 

to
ta

l a
ss

et
s c

an
 b

e 
re

pr
es

en
te

d 
by

 se
cu

rit
ie

s o
th

er
 th

an
 g

ov
er

nm
en

t s
ec

ur
iti

es
 a

nd
 se

cu
rit

ie
s, 

su
ch

 a
s c

er
ta

in
 ty

pe
s o

f 
m

or
tg

ag
e-

ba
ck

ed
 s

ec
ur

iti
es

, w
hi

ch
 a

re
 t

re
at

ed
 a

s 
re

al
 e

st
at

e 
as

se
ts

. S
ha

re
s 

of
 s

to
ck

 i
n 

w
ho

lly
 o

w
ne

d 
“q

ua
lif

ie
d 

R
EI

T 
su

bs
id

ia
rie

s”
 a

re
 n

ot
 tr

ea
te

d 
as

 s
ec

ur
iti

es
; a

 q
ua

lif
ie

d 
R

EI
T 

su
bs

id
ia

ry
 is

 ig
no

re
d 

as
 a

n 
en

tit
y 

se
pa

ra
te

 fr
om

 
th

e 
pa

re
nt

 R
EI

T.
  A

ls
o,

 (i
) n

o 
m

or
e 

th
an

 2
5%

 o
f t

he
 v

al
ue

 o
f a

 R
EI

T’
s 

to
ta

l a
ss

et
s 

ca
n 

co
ns

tit
ut

e 
se

cu
rit

ie
s 

is
su

ed
 

by
  

on
e 

or
 m

or
e 

ta
xa

bl
e 

R
EI

T 
su

bs
id

ia
rie

s;
 a

nd
, e

xc
ep

t i
n 

th
e 

ca
se

 o
f 

a 
ta

xa
bl

e 
R

EI
T 

su
bs

id
ia

ry
 o

r 
a 

qu
al

ifi
ed

 
R

EI
T 

su
bs

id
ia

ry
,  

(ii
)(

A
) t

he
 s

ec
ur

iti
es

 o
f a

 s
in

gl
e 

is
su

er
 c

an
no

t r
ep

re
se

nt
 m

or
e 

th
an

 5
%

 o
f t

he
 v

al
ue

 o
f a

 R
EI

T’
s 

to
ta

l a
ss

et
s, 

(B
) 

a 
R

EI
T 

ca
nn

ot
 o

w
n 

m
or

e 
th

an
 1

0%
 o

f 
th

e 
ou

ts
ta

nd
in

g 
vo

tin
g 

se
cu

rit
ie

s 
of

 a
ny

 o
ne

  
is

su
er

 , 
an

d 
(C

)o
th

er
 th

an
 in

 th
e 

ca
se

 o
f c

er
ta

in
 s

tra
ig

ht
 d

eb
t s

ec
ur

iti
es

, a
 R

EI
T 

ca
nn

ot
 o

w
n 

m
or

e 
th

an
 1

0%
 o

f t
he

 to
ta

l v
al

ue
 o

f 
th

e 
ou

ts
ta

nd
in

g 
se

cu
rit

ie
s o

f a
ny

 o
ne

 is
su

er
.. 

- D
iv

id
en

d 
D

is
tri

bu
tio

n 
R

eq
ui

re
m

en
ts

 (S
ec

tio
n 

85
7(

a)
(1

))
 

To
 m

ai
nt

ai
n 

its
 s

ta
tu

s 
as

 a
 R

EI
T 

un
de

r t
he

 C
od

e,
 a

 R
EI

T’
s d

ed
uc

tio
n 

fo
r d

iv
id

en
ds

 p
ai

d 
m

us
t e

qu
al

 a
t l

ea
st

 (1
) t

he
 

su
m

 o
f 

(a
) 

90
%

 o
f 

th
e 

re
al

 e
st

at
e 

in
ve

st
m

en
t 

tru
st

’s
 t

ax
ab

le
 i

nc
om

e 
fo

r 
th

e 
ta

xa
bl

e 
ye

ar
 (

de
te

rm
in

ed
 w

ith
ou

t 
de

du
ct

in
g 

fo
r d

iv
id

en
ds

 p
ai

d 
an

d 
ex

cl
ud

in
g 

an
y 

ne
t c

ap
ita

l g
ai

n)
 a

nd
 (b

) 9
0%

 o
f t

he
 e

xc
es

s 
of

 th
e 

ne
t i

nc
om

e 
fr

om
 

fo
re

cl
os

ed
 p

ro
pe

rty
 o

ve
r 

th
e 

ta
x 

im
po

se
d 

on
 th

at
 in

co
m

e,
 m

in
us

 (
2)

 a
ny

 “
ex

ce
ss

 n
on

ca
sh

 in
co

m
e”

 (
as

 d
ef

in
ed

 in
 

th
e 

C
od

e)
.  

A
 fa

ilu
re

 to
 m

ee
t t

he
 d

is
tri

bu
tio

n 
re

qu
ire

m
en

t f
or

 a
 ta

xa
bl

e 
ye

ar
 w

ill
 c

au
se

 th
e 

R
EI

T 
to

 b
e 

ta
xe

d 
as

 a
 C

 
co

rp
or

at
io

n 
fo

r t
ha

t y
ea

r. 

M
A

R
Y

L
A

N
D

C
O

R
PO

R
A

T
E

 L
A

W
M

an
y 

R
E

IT
s 

ar
e 

or
ga

ni
ze

d 
as

 M
ar

yl
an

d 
co

rp
or

at
io

ns
.  

M
ar

yl
an

d 
w

as
 o

ne
 o

f 
th

e 
fir

st
 s

ta
te

s 
to

 a
do

pt
 a

 
st

at
ut

e 
sp

ec
ifi

ca
lly

 a
dd

re
ss

in
g 

R
E

IT
s. 

 S
ta

te
 r

eq
ui

re
m

en
ts

 im
po

se
 fi

du
ci

ar
y 

an
d 

ot
he

r 
du

tie
s 

up
on

 d
ir

ec
to

rs
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an
d 

of
fic

er
s o

f R
E

IT
s. 

- A
dh

er
en

ce
 to

 C
ha

rte
r a

nd
   

B
yl

aw
s 

M
ar

yl
an

d’
s c

or
po

ra
tio

ns
 la

w
 g

iv
es

 it
s 

co
rp

or
at

io
ns

 si
gn

ifi
ca

nt
ly

 fl
ex

ib
ili

ty
 to

 o
rg

an
iz

e 
its

 in
te

rn
al

 a
ff

ai
rs

 a
nd

 a
do

pt
 

gu
id

el
in

es
 a

nd
 li

m
ita

tio
ns

 o
n 

vi
rtu

al
ly

 a
ny

 s
ub

je
ct

, i
nc

lu
di

ng
 th

e 
co

rp
or

at
io

n’
s 

pe
rm

itt
ed

 b
us

in
es

se
s, 

co
nd

iti
on

s 
fo

r 
is

su
in

g 
se

cu
rit

ie
s, 

vo
tin

g 
rig

ht
s 

an
d 

pr
oc

ed
ur

es
 (

e.
g.

, 
qu

or
um

 r
eq

ui
re

m
en

ts
, 

pr
ov

is
io

ns
 r

eq
ui

rin
g 

a 
vo

te
, 

et
c.

), 
el

ec
tio

ns
 a

nd
 p

ow
er

s 
of

 d
ire

ct
or

s 
an

d 
of

fic
er

s, 
in

de
m

ni
fic

at
io

n 
an

d 
lim

ita
tio

n 
of

 li
ab

ili
ty

 o
f o

ff
ic

er
s 

an
d 

di
re

ct
or

s 
(a

bs
en

t 
re

qu
ire

d 
in

de
m

ni
fic

at
io

n)
 a

s 
w

el
l 

as
 c

on
di

tio
ns

 t
he

re
on

. 
 A

 M
ar

yl
an

d 
co

rp
or

at
io

n 
m

us
t 

ad
he

re
 t

o 
th

e 
pr

ov
is

io
ns

 o
f 

its
 c

ha
rte

r 
an

d 
by

-la
w

s, 
w

hi
ch

 a
re

 f
ile

d 
w

ith
 t

he
 S

ta
te

 a
nd

 a
re

 p
ub

lic
ly

 a
va

ila
bl

e,
 a

lo
ng

 w
ith

 
am

en
dm

en
ts

 th
er

et
o.

  T
he

se
 o

rg
an

iz
at

io
na

l d
oc

um
en

ts
 a

re
 a

ls
o 

m
ad

e 
pu

bl
ic

ly
 a

va
ila

bl
e 

as
 p

ar
t o

f 
a 

R
EI

T’
s 

19
34

 
A

ct
 fi

lin
gs

. 

- S
ta

nd
ar

d 
of

 C
ar

e 
A

s 
a 

fid
uc

ia
ry

, o
ff

ic
er

s 
an

d 
di

re
ct

or
s 

of
 a

 c
or

po
ra

tio
n 

ar
e 

su
bj

ec
t t

o 
a 

st
an

da
rd

 o
f 

ca
re

 in
 c

ar
ry

in
g 

ou
t c

or
po

ra
te

 
af

fa
irs

.  
A

n 
of

fic
er

 o
r d

ire
ct

or
 m

us
t p

er
fo

rm
 h

is
 o

r h
er

 d
ut

ie
s 

in
 g

oo
d 

fa
ith

, i
n 

th
e 

m
an

ne
r t

he
 d

ire
ct

or
 re

as
on

ab
ly

 
be

lie
ve

s 
to

 b
e 

in
 t

he
 c

or
po

ra
tio

ns
 b

es
t 

in
te

re
st

s, 
an

d 
w

ith
 t

he
 c

ar
e 

th
at

 a
n 

“o
rd

in
ar

ily
 p

ru
de

nt
 p

er
so

n 
in

 a
 l

ik
e 

po
si

tio
n 

w
ou

ld
 u

se
 u

nd
er

 s
im

ila
r c

irc
um

st
an

ce
s.”

5 
 In

 a
pp

ly
in

g 
th

e 
“p

ru
de

nt
 p

er
so

n”
 s

ta
nd
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EXHIBIT 1

STATUTES ADDRESSING OR RELATING TO REITS

Statute Description 
Investment Company Act of 1940 (the 
“1940 Act”)

Section 3(c)(5)(C) of the 1940 Act provided the exemption from 
investment company statutes that REITs rely upon in operating without 
registration under the 1940 Act. 

Real Estate Investment Trust Act of 
1960 (the “1960 Act”)

The 1960 Act created the REIT structure. 

A bill to amend the Tariff Schedules of 
the United States to permit the 
importation of upholstery regulators, 
upholsterer's regulating needles, and 
upholsterer's pins free of duty (the 
“1974 Provisions”)

The 1974 Provisions amended the REIT qualification rules such that (1) a 
REIT’s receipt of income from foreclosure property and (2) the acquisition 
of real property upon foreclosure would not result in loss of REIT status.  
Instead of disqualification, the 1974 Provisions require a REIT acquiring 
real property upon foreclosure to pay corporate income tax on income 
received from foreclosure property and permit the REIT to elect a two-
year grace period to liquidate the foreclosure property without being 
disqualified for holding property for sale to customers in the ordinary 
course of business. 

The Tax Reform Act of 1976 (the 
“1976 Act”)

The 1976 Act revised the 1960 Act to (1) provide a REIT the ability to 
make a “deficiency dividend” distribution to avoid disqualification for not 
distributing 90% of its annual income in instances where the REIT acted 
in good faith to satisfy the distribution requirements but failed to do so 
because of an audit adjustment, (2) impose an excise tax on a REIT for 
failure to distribute at least 75% of its real estate investment trust taxable 
income by the close of its taxable year, (3) replace the prohibition against 
a REIT holding property (other than foreclosure property) for sale to 
customers in the ordinary course of business with a tax of 100% on the net 
income from the sale or disposition of such property (the “prohibited 
transactions” tax), and (4) impose a 100% tax on net income attributable 
to the amount by which a REIT fails to meet the income source tests in 
lieu of disqualification. 

The Revenue Act of 1978 (the “1978 
Act”)

The 1978 Act created a safe-harbor such that the prohibited transactions 
tax on property held primarily for sale by a REIT would not apply to the 
sale of property where the following conditions are satisfied: (1) the 
property has been held by the REIT for at least four years, (2) the total 
expenditures made by the REIT during the four-year period prior to sale 
do not exceed 20 percent of the net selling price of the property, (3) the 
REIT does not sell more than five properties during the taxable year, and 
(4) if the property is land or improvements not acquired through 
foreclosure, the property is held by the REIT for rent for a period of at 
least four years. 

Secondary Mortgage Market 
Enhancement Act of 1984 
(“SMMEA”) 

SMMEA sought to reduce regulatory barriers preventing private 
companies from issuing mortgage backed securities.  SMMEA added a 
definition of “mortgage related securities” to the Securities and Exchange 
Act of 1934 and granted such securities special treatment under several 
provisions of the federal and state securities laws.  In adopting SMMEA, 
Congress noted the SEC’s exemptive authority under Section 6(c) of the 
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1940 Act and stated that it expected the SEC to use that power to 
encourage a vigorous private secondary mortgage market. 

Tax Reform Act of 1986 (the “1986 
Act”)

The 1986 Act curtailed use of REITs as tax shelters but removed certain 
restrictions on direct management and operation of properties by REITs as 
originally set forth in the 1960 Act.   The 1986 Act revised the REIT asset 
requirement rules to permit REITs to hold assets in a wholly owned 
subsidiary (“qualified REIT subsidiary” or “QRS”) such that a REIT and 
its QRS are treated as a single taxpayer (i.e., the separate corporate status 
of the QRS is ignored).   The 1986 Act also, among other things, modified 
the prohibited transactions rules to increase the number of properties that 
could be sold within the safe harbor from four to seven and increase the 
amount of expenditures that a REIT may make within the four-year period 
prior to sale from 20 percent to 30 percent of the net selling price of the 
property. 

Technical and Miscellaneous Revenue 
Act of 1988 (the “1988 Act”)

The 1988 Act provided rules governing the treatment of interest rate swap 
or cap agreements (i.e., agreements which protect the REIT from interest 
rate fluctuations on variable debt incurred to acquire or carry real 
property) held by REITs.  Such agreements are treated as securities for 
purposes of the three-percent test and payments under them qualify for the 
95-percent income test.  The 1988 Act also, among other things, provided 
that dividends declared in October, November, or December and made 
payable to shareholders of record in such a month are deemed to have 
been paid by the REIT and received by its shareholders on December 31 
of such year, so long as the dividends are actually paid during January of 
the following year.   

Revenue Reconciliation Act of 1993 
(the “1993 Act”)

The 1993 Act modified how beneficial owners of a REIT’s shares are 
counted in determining whether a REIT meets the requirement that no 
more than 50% of a REIT’s shares may be held by five or fewer beneficial 
owners.  The 1993 Act permitted certain beneficiaries of  pension plan 
participants to be counted as investors, rather than the pension plan itself, 
making REITs better able to take large institutional investments without 
the risk of violating the “five or fewer” rule. 

REIT Simplification Act, passed as 
part of the Taxpayer Relief Act of 
1997 (the “1997 Provisions”)

The 1997 Provisions, among other things, (1) create a de minimis 
exception to prior law so that a REIT's rental income is not disqualified if 
it performs nominal, although impermissible, services for a tenant, (2) 
mirror corresponding mutual fund rules governing taxation of retained 
capital gains by passing through a credit to shareholders for capital gains 
taxes paid at the REIT level, (3) repeal the 30% gross income test (in 
conformity with the repeal of the analogous “short-short” test for mutual 
funds), (4) simplify property foreclosure rules, (5) update the current REIT 
hedging rule to include income from all hedges of REIT liabilities, (6) 
create a safe harbor to the shared appreciation mortgage rules that does not 
penalize a REIT lender for the borrower's bankruptcy, and (7) codify an 
IRS ruling position by allowing QRS status for a wholly-owned subsidiary 
even if the subsidiary previously had been owned by a non-REIT. 

REIT Modernization Act (signed into 
law as part of the Ticket to Work and 
Work Incentives Improvement Act of 
1999 (the “1999 Act”))

The 1999 Act, among other things, (1) allowed REITs to own up to 100% 
of the securities of a taxable REIT subsidiary (a “TRS”), subject to 
limitations, including limitations on the value of TRS compared to a 
REIT’s total assets, (2) lowered the distribution requirement of REITs 
from 95% to 90%, which had been the requirement applicable between 
1960 and 1980, (3) permitted REITs to hire a manager to operate nursing 
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homes and other healthcare facilities without a lease for a certain period of 
time until it can secure a new lease, and (4) made certain technical 
changes to how a company calculates pre-REIT earnings that it must 
distribute to investors after electing REIT status or merging with a C 
Corporation. 

Jobs and Growth Tax Relief 
Reconciliation Act of 2003 (the “2003 
Act”)

The 2003 Act lowered the tax rates applicable to certain corporate 
dividends,  although REIT distributions generally do not qualify for the 
reduced rate under the 2003 Act. 

REIT Improvement Act (signed into 
law as part of the American  Jobs 
Creation Act of 2004 (the “2004 
Act”))

The 2004 Act, among other things, (1) adopted retroactive changes to the 
Internal Revenue Code of 1986, as amended (the “Code”), to better allow 
REITs to make certain loans in the ordinary course of business without 
risking the loss of a company’s REIT status, (2) clarified certain rules 
intended to prevent a REIT from inappropriately shifting income out of 
its TRS to the REIT, (3) modifies certain safe harbors under which a REIT 
may shift income or deductions between the REIT and its TRS, (4) 
modified the rules governing treatment of REIT hedging income in 
computing the 95% gross income test, (5) in certain cases imposes 
monetary penalties for failure to qualify as a REIT for a given period 
rather than loss of REIT status (amending the “death trap” provisions 
applicable to REIT status), (6) modifies the treatment of foreign investors 
in a REIT, and (7) provides for certain deductions and contains other 
provisions not specifically addressed at REITs, but which affect REITs. 

Tax Increase Prevention and 
Reconciliation Act of 2005 (the “2005 
Act”)

The 2005 Act modified the treatment of distributions made by REITs and 
RICs (as defined in the tax code) attributable to foreign investment in real 
property (or FIRPTA) rules. 

Housing and Economic Recovery Act 
of 2008 (which contained all but one 
of the titles of the proposed REIT 
Investment Diversification and 
Empowerment Act of 2007) (the 
“2008 Act”)

The 2008 Act’s REIT-related provisions include: (1) reducing the holding 
period under the prohibited transaction safe harbor test from four years to 
two years, (2) changing the measurement of the 10% of sales permitted 
under the safe harbor test from current tax basis to either tax basis or fair 
market value (at the REIT’s annual option), (3) increasing the size ceiling 
for TRS  from 20 percent to 25 percent of assets, (4) permitting health care 
REITs to use TRS in the same manner as hotel REITs, (5) excluding most 
real estate-related foreign currency gains from the computation of the 
REIT income tests; and, (6) providing the Treasury Department with clear 
authority to rule on whether a variety of items qualify under the REIT 
gross income tests. 



EXHIBIT 2

GUIDANCE AFFECTING PREPARATION AND PRESENTATION OF REIT FINANCIAL STATEMENTS

REITs, as public companies, are required to include audited financial statements, prepared in accordance 
with generally accepted accounting principles (“GAAP”), in various annual and periodic disclosures.  In 
preparing and presenting such GAAP-compliant disclosures, REITs are subject to a significant amount of 
guidance that must be taken into account.  This chart lists certain sources of guidance governing REITs’ 
preparation and presentation of financial statements and financial information. 

Guidance Description 
STANDARDS OF THE FINANCIAL 
ACCOUNTING STANDARDS BOARD 
(“FASB”)

FASB Standards are a core component of GAAP and serve a key basis for 
the presentation and preparation of all GAAP-complaint financial 
statements and materials.  A large number FASB Standards and 
Interpretations apply to the presentation of REITs’ financial statements; 
some of those FASB Standards are listed below. 

- FAS 13 Governs accounting for leases (amended by FAS Nos. 22, 23, 27, 28, 29, 
91 and 98) 

- FAS 22 Modifies FAS 13 in accounting for provisions of lease agreements 
resulting from refundings of tax-exempt debt 

- FAS 23 Modifies FAS 13; deals with inception of leases 

- FAS 27  Modifies FAS 13; relates to classification of renewals or extensions of 
existing sales-type or direct financing leases 

- FAS 28 Modifies FAS 13; relates to accounting for sales with leasebacks 

- FAS 29 Modifies FAS 13; deals with contingent rental payments 

- FAS 47 Governs accounting for long-term obligations 

- FAS 65 Governs accounting for certain mortgage banking activities that may apply 
to REITs (amended by FAS Nos. 91, and 134) 

- FAS 66 Governs accounting for sales of real estate (amended in part by FAS 98 
and 152) 

- FAS 67 Governs accounting for costs and initial rental operations of real estate 
projects

- FAS 91 Governs accounting for nonrefundable fees and costs associated with 
originating or acquiring loans and initial direct costs of leases (amended 
by FAS No. 98) 

- FAS 95 Governs presentation of statement of cash flows (amended by FAS Nos. 
102 and 104) 

- FAS 98 Modifies certain previous guidance relating to accounting for sale-
leaseback transactions involving real estate, sales-type leases of real 
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estate, the definition of the lease term, and initial direct costs of direct 
financing leases 

- FAS 102 Amends previous guidance on statement of cash flows by providing 
certain exemptions and governing classification of cash flows from certain 
securities acquired for resale 

- FAS 104 Amends previous guidance on statement of cash flows by providing for 
net reporting of certain cash receipts and cash payments and governing 
classification of cash Flows from hedging transactions 

- FAS 134 Governs accounting for mortgage-backed securities retained after the 
securitization of mortgage loans held for sale by a mortgage banking 
enterprise

- FAS 140 Governs accounting for transfers and servicing of financial assets 
(including mortgage servicing) and extinguishments of liabilities 

- FAS 152 Governs accounting for real estate time-sharing transactions (amending 
certain previous guidance)  

- FAS 157 Governs fair value measurements 

- FAS 166 Governs manner of accounting for certain transfers of financial assets 
(e.g., when a sale a true sale) 

- FAS 167 Amends certain previous guidance on when entities must be consolidated 
with those of another entity (affects securitizations) 

- FAS 168 Provides a hierarchy of FASB guidance 

FASB INTERPRETATIONS FASB publishes interpretive guidance that affects GAAP compliance by 
modifying or interpreting FASB Standards.  Certain of those 
interpretations are described briefly below. 

REGULATION S-X Regulation S-X sets forth the form and content of and requirements for 
financial statements required to be filed as a part of registration statements 
under the Securities Act of 1933, as amended (the “1933 Act”),
registration statements under section 12 of the Securities and Exchange 
Act of 1934, as amended (the “Exchange Act”), annual or other reports 
under Sections 13 and 15(d) and proxy and information statements under 
Section 14 of the Exchange Act.  Because REITs generally register the 
offer and sale of shares under the 1933 Act and are registered under the 
Exchange Act, REITs are subject to Regulation S-X. 

STAFF ACCOUNTING BULLETINS Staff Accounting Bulletins (“SABs”) reflect the Securities and Exchange 
Commission (“SEC”) staff's views regarding accounting-related disclosure 
practices. They represent interpretations and policies followed by the 
Division of Corporation Finance and the Office of the Chief Accountant in 
administering the disclosure requirements of the federal securities laws.  
In preparing disclosure materials and financial statements under the 1933 
Act and 1934 Act, REITs must take into account SABs. 

STAFF COMPLIANCE& DISCLOSURE 
INTERPRETATIONS (“C&DIS”)

Certain SEC staff C&DIs affect the preparation and presentation of 
financial statements, particularly those issued by the Division of 
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Corporation Finance, including, without limitation, the C&DI regarding 
Non-GAAP Financial Measures and those regarding disclosures on 
specific forms and schedules under the 1933 Act and 1934 Act. 

NAREIT BEST PRACTICES NAREIT, the primary trade association for REITs, publishes certain best 
practices regarding the calculation and presentation of supplemental 
financial disclosures, mainly dealing with funds from operations (often 
abbreviated as “FFO”). 

INDUSTRY AND ANALYST
REQUIREMENTS

The demands of the market and REIT analysts often require REITs to 
provide additional, supplemental financial information and calculations, in 
addition to that required in GAAP financial statements or forms and 
disclosures REITs are required to file or make, respectively, under the 
federal securities laws. 
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November 7, 2011 

Submitted by e-mail to rule-comments@sec.gov

Elizabeth M. Murphy 
Secretary
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC  20549-1090 

Re: Companies Engaged in the Business of Acquiring Mortgages and Mortgage-
Related Instruments, Release No. IC-29778, File No. S7-34-11 (“Section
3(c)(5)(C) Concept Release”), and Treatment of Asset-Backed Issuers under the 
Investment Company Act, Release No. IC-29779, File No. S7-35-11(“Rule 3a-7 
Release”) 

Dear Ms. Murphy: 

The Residential Committee of the NAREIT Mortgage REIT Council (the “Committee”)
appreciates the opportunity to provide these comments to the Securities and Exchange 
Commission (the “Commission” or the “SEC”) on the Section 3(c)(5)(C) Concept Release and 
the Rule 3a-7 Release, and to thereby continue the several-year dialogue we have had with 
members of the Staff of the Division of Investment Management (the “Division”) on many of the 
issues and questions raised in those Releases.

This letter (“Letter”) generally represents the views of the community of publicly traded 
residential mortgage real estate investment trusts (“REITs”), and represents the views of a 
number of publicly traded commercial mortgage REITs.  This Letter has been prepared with the 
assistance and input of many of those REITS.  These REITs originate, finance and acquire 
residential and commercial mortgages, and other liens on and interests in real estate.  Publicly 
traded mortgage REITs generally are listed on the New York Stock Exchange (“NYSE”), Nasdaq 
or other major stock exchanges in the United States, and are subject to significant existing 
regulation under the Federal securities laws, the Sarbanes-Oxley Act of 2002, the Federal tax 
laws, and stock exchange listing requirements.

APPENDIX B
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I. INTRODUCTION AND SUMMARY

A. The Interest of Publicly-Traded Mortgage REITs in the Concept Releases

Publicly-traded mortgage REITs have been in existence, in basically their current form, 
for over 45 years.1  During that time, virtually every publicly-traded mortgage REIT, or a 
significant subsidiary of that REIT, has relied on the Section 3(c)(5)(C) exception.  We believe 
that the broad exception provided by Section 3(c)(5)(C) has been a tremendous regulatory 
success story: it has (among other things) permitted the publicly traded mortgage REIT market to 
develop and expand alongside the mortgage and real estate markets, to create and participate in 
new and innovative real estate and mortgage financing products, and to provide investors with a 
reliable investment opportunity that traditionally combines significant dividend yields with the 
potential for capital appreciation. 

Publicly-traded mortgage REITs play a vibrant and vital role in the mortgage and real 
estate markets primarily by funding mortgage and mortgage-related loans, and by providing 
liquidity and financing for commercial and residential real estate lenders through their purchases 
and financings of mortgages and mortgage-related instruments, and to a lesser extent by directly 
originating mortgages and mortgage-related loans.  As of August 31, 2011, the NAREIT 
Mortgage REIT index contained 29 publicly-traded mortgage REITs (17 residential and 12 
commercial), with a combined market capitalization of $45 billion.2  Similarly, as of June 30, 
2011, the Bloomberg Mortgage REIT Index contained 33 publicly-traded mortgage REITs, with 
a combined market capitalization of $41 billion, holding approximately $292 billion in 
mortgages and mortgage-related instruments.3  Since 2000, publicly-traded mortgage REITs have 
raised in excess of $52 billion in 235 public initial and follow-on offerings; virtually all of this 
money has been used to finance and provide liquidity to the real estate and mortgage markets.4

Moreover, publicly-traded mortgage REITs have been able to continue to raise capital 
and provide financing and liquidity to the mortgage markets even following the recent real estate 

1  See NAREIT, REIT Industry Timeline, available at http://www.reit.com/timeline/timeline.php.  In 1960, 
Congress enacted legislation establishing the special tax treatment applicable to certain REITs; the conditions that 
REITs have had to satisfy in order to be eligible for this tax treatment have to a significant extent since then defined 
the structure and investment and other activities of REITs.  The first mortgage REIT began trading on the NYSE in 
1965.  Id.
2  NAREIT, REITwatch (Oct. 2011), available at http://returns.reit.com/reitwatch/rw1110.pdf.
3  Source:  Searches on Bloomberg, and review of the REITs’ public filings (market capitalization information as 
of September 30, 2011, and asset information as of June 30, 2011).  Exhibit 1 contains a list of the 33 residential and 
commercial mortgage REITs that comprise the Bloomberg Mortgage REIT Index, along with information about their 
market capitalization and total assets. 
4  Source:  Searches on Dealogic and Factset databases, through Sept. 30, 2011. 
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downturn.  Since 2008, there have been 12 initial public offerings (“IPOs”) for mortgage REITs, 
which have raised $3.15 billion.5  During that same period, there have been 76 secondary 
mortgage REIT public offerings, which have raised over $27.6 billion.6  In short, following the 
worst real estate downturn since the Great Depression, publicly-traded mortgage REITs have 
raised over $30 billion in 88 separate public offerings, which they have been able to use to 
originate, acquire and finance residential and commercial mortgages.7

As a result, the capital formation facilitated by publicly-traded mortgage REITs are an 
important component of the stabilization of the United States real estate markets.  These REITs 
have proven to be highly safe and efficient vehicles for raising private-sector capital and 
investing that capital in the residential and commercial mortgage and real estate markets.8
Entities such as mortgage REITs that can direct private capital into the mortgage markets are 
expected to be critical to the mortgage markets at a time when other traditional holders of 
mortgages, like the Federal Reserve, Treasury Department and government-sponsored-
enterprises (“GSEs”) – such as the Federal National Mortgage Association (“FNMA”) and the 
Federal Home Loan Mortgage Corporation (“Freddie Mac”) – reduce or eliminate their support 
of the secondary mortgage markets.9  Notably, the suggestions in the Section 3(c)(5)(C) Concept 
Release that perhaps mortgage REITs should not be able to continue to participate in these 
markets – including through their continued purchase of agency whole pool securities and certain 
other mortgage-backed securities (“MBS”) – could have a significant and adverse effect not only 

5  See Exhibit 2.  These mortgage REIT IPOs have generated an average total return of approximately 29%, while 
both non-REIT IPOs and the S&P 500 have, during that same period, generated a total return of approximately 3% 
and 16%, respectively.  Id.
6  See Exhibit 3.  These mortgage REIT secondary offerings have yielded an average total return of approximately 
18%, while non-REIT secondary offerings during the same period yielded a total return of approximately 12% 
(again as compared to the approximately 10% return of the S&P 500 during that period).  Id.
7 See Exhibit 4.  Since 2008, mortgage REIT initial and secondary public offerings have yielded an average total 
return of approximately 17%, while non-REIT initial and secondary offerings during the same period have yielded a 
total return of approximately 12%.   
8  Indeed, in 1960, one of the reasons Congress enacted special tax rules for REITs, similar to the tax rules for 
registered funds, was to encourage a significant flow of capital into the real estate markets during a real estate 
downturn: 

[I]t is also desirable to remove taxation to the extent possible as a factor in determining the relative 
size of investments in stocks and securities on one hand, and real estate equities and mortgages on 
the other.  This is particularly important at the present time because of the shortage of private 
capital and mortgage money for individual homes, apartment houses, office buildings, factories 
and hotels. 

Real Estate Investment Trusts, House Report 86-2020 (June 28, 1960), at 4. 
9  See SEC vs. Mortgage REITs: What It Means, JP Morgan Securities (Sept. 9, 2011). 
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on REITs and their investors, but also on the MBS market as a whole, and the underlying real 
estate markets that MBS finance.   

As another example of the importance of publicly traded mortgage REITs to the recovery 
of the United States real estate and mortgage markets, during the first half of 2011, the Federal 
Reserve, the Treasury and GSEs have together reduced their MBS holdings by approximately 
$215 billion.10  During that same period, mortgage REITs have been net purchasers of 
approximately $80 billion of MBS (approximately $70 billion of which was agency MBS).11

Moreover, as previously mentioned, since 2008, publicly traded mortgage REITs have raised 
over $30 billion in capital; assuming a debt-to-equity leverage ratio of 5:1, publicly-traded 
mortgage REITs have been able to commit approximately $180 billion of new capital to the 
mortgage markets. 

In addition to their importance to the mortgage and real estate markets, publicly-traded 
mortgage REITS provide investors with access to an asset class that historically has yielded 
attractive risk-adjusted dividend returns along with the opportunity for appreciation in share 
prices.  For example, from 2000 through September 30, 2011, publicly-traded mortgage REITs 
have generated cumulative total returns (dividends plus price appreciation) of 123%, as 
compared to cumulative total returns during the same period for the S&P 500 of -4%.  Most of 
the return from mortgage REITs has come from dividend income.12

As demonstrated by a number of comment letters the Commission already has received 
from individual investors, this income-based return has made publicly-traded mortgage REITs an 
attractive investment option to a wide variety of individual (and institutional) investors. 

As discussed in section II.C of this Letter, publicly-traded mortgage REITS already are 
subject to significant regulations that, to a large extent, address many of the same investor 
protection concerns addressed by the provisions of the Investment Company Act of 1940, as 
amended (the “1940 Act”).13  Publicly traded mortgage REITs also have been largely free of 
significant Commission enforcement concerns. 

10 Id. at 2. 
11  Id.
12  See Exhibits 5 and 6.  Exhibit 5 also demonstrates that since 2000 publicly-traded mortgage REITs have 
outperformed a range of different yield benchmarks and S&P 500 subsectors.  Exhibit 6 shows that the strong 
relative performance of mortgage REITs  has continued during the challenging market environment of 2011. 
13  In addition, Appendix A contains a “White Paper” that NAREIT previously submitted to the Division, which 
also lists a number of important regulatory provisions to which publicly-traded mortgage REITs already are subject.   
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It is from this context that we submit our comments.  We begin by noting that Section 
3(c)(5)(C) was written broadly.  It excepts from registration and regulation under the 1940 Act 
companies and funds that “purchase or otherwise acquire” qualifying interests in real estate – 
there is no requirement, for example, that the company originate or service those interests.  It 
treats as qualifying interests in real estate “mortgages and other liens on” real estate, as well as 
“other . . . interests in real estate.”14  Publicly-traded mortgage REITs are and hold themselves 
out to be primarily engaged in the business of purchasing or otherwise acquiring mortgages, 
other liens on real estate, and other interests in real estate.  In many cases, they also originate or 
directly finance mortgage loans.  In short, they appear to engage in precisely the type of real 
estate investment activities that Section 3(c)(5)(C) was intended to exclude from 1940 Act 
regulation.  This conclusion is demonstrated empirically by the fact that publicly traded 
mortgage REITs have relied on Section 3(c)(5)(C) for over half a century (that is, since 1960, 
when Congress enacted the legislation providing REITs with their specific tax treatment). 

Publicly traded mortgage REITs also are active participants in creating, purchasing 
interests in, and managing mortgage-related securitization vehicles, including many that rely on 
Rule 3a-7 under the 1940 Act.  These vehicles have been critically important in permitting 
publicly-traded mortgage REITs and others to efficiently provide financing and liquidity to the 
real estate markets.  For example, the amount of mortgage debt outstanding totals about 
$13.5 trillion, while U.S. banks have about $12.6 trillion in total assets.15  There simply is not 
enough capacity in our banking system to hold the outstanding mortgage debt, and as a result 
about $7.6 trillion is held in securitizations – $5.6 trillion of which is in agency mortgage-backed 

14  As a result, it is simply incorrect to suggest – as it sometimes is suggested – that the Section 3(c)(5)(C) 
exception was intended to apply to the “mortgage banking industry,” at least if that term is intended to suggest 
companies that originate and service mortgage loans.  See, e.g., Exclusion From the Definition of Investment 
Company for Certain Structured Financings, Investment Company Act Release No. 18736 (May 29, 1992), 57 Fed. 
Reg. 23980, at n. 6 and accompanying text (proposing Rule 3a-7) (Section 3(c)(5)(C) “originally was intended to 
exclude issuers engaged in the . . . mortgage banking industries”); Division of Investment Management, Securities 
and Exchange Commission, Protecting Investors: A Half Century of Investment Company Regulation, at 100 
(“Protecting Investors Study”) (Section 3(c)(5)(C) “was intended to except mortgage bankers that originated, 
serviced, and sold mortgages”).  The Division has acknowledged that, in any event, it has permitted companies other 
than mortgage bankers that originate, service and sell mortgages to rely on Section 3(c)(5)(C), “[b]ased on the broad 
language” of that provision.  See Protecting Investors Study, at 100.  Notably, the Senate and House Reports 
accompanying the original 1940 Act, which sometimes are cited in support of the “mortgage banking” purpose of 
Section 3(c)(5)(C), provide only that Section 3(c) of the 1940 Act excepts, among other things, “companies dealing 
in mortgages,” with no mention of mortgage bankers, or mortgage originations or servicing.  See Senate Report 76-
1775 (June 6, 1940), at 13; House Report 76-2639 (June 18, 1940), at 12. 
15  See Board of Governors of the Federal Reserve System, Flow of Funds (Sept. 16, 2011), available at
http://www.federalreserve.gov/econresdata/releases/mortoutstand/current.htm; Board of Governors of the Federal 
Reserve System, Assets and Liabilities of Commercial Banks in the United States (Oct. 28, 2011), available at
http://www.federalreserve.gov/releases/h8/current.
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securities and the balance of which is in private label mortgage-backed securities, commercial 
mortgage-backed securities (“CMBS”) and home-equity securitizations.16  The banking and 
mortgage finance systems need effective long-term holders of MBS and other mortgage-related 
instruments, such as publicly traded mortgage REITs. 

The United States real estate finance and mortgage markets are large, complex, and 
evolving, and following perhaps the most severe downturn in the real estate markets and broader 
economy since the 1930s, those markets currently are in a fragile state of recovery.  While the 
Committee supports the Commission’s review of its regulations impacting these markets – 
indeed, we believe that the Commission can greatly benefit these markets and the broader 
economy by expanding the types of mortgage-related instruments that mortgage REITs can hold 
– we also respectfully caution the Commission to tread carefully and lightly when considering 
actions that could limit the ability of mortgage REITs and others to provide liquidity, financing 
and innovation to these markets. 17

For example, before the Commission takes any action that could require many publicly 
traded mortgage REITs to register as investment companies or significantly reduce the types of 
mortgage-related instruments in which they can invest, we believe the Commission should 
carefully evaluate, among other things, the effects its actions would have on: the mortgage 
financing and real estate markets in general, as well as any resulting increased cost of capital to 
residential and commercial mortgage lenders and borrowers; innovation and competition in the 
mortgage finance area, to the extent the Commission’s actions limit the types of investments 
mortgage REITs can make; and mortgage REIT investors, who might no longer have access to an 
investment class with the favorable attributes of mortgage REITs, and whose existing mortgage 
REIT investment might lose significant value.  We also believe that the Commission should 
consider potential “ripple” effects from any such actions, including the potential to adversely 
affect housing prices, mortgage rates, interest rates, economic growth, tax revenues (at the 
Federal, state and local level), and jobs.18

16  See SIFMA, U.S. Mortgage-Related Outstanding.xls, available at http://www.sifma.org/research/statistics.aspx.
17  See, e.g., Maria Aspan, SEC’s REIT Review Could Chill Housing Market, Analysts Warn,
www.americanbanker.com (Sept. 14, 2011); and SEC action threatens REIT demand for MBS, Barclays Capital, 
Sept. 20, 2011. 
18  See, e.g., Business Roundtable v. SEC, 647 F.3d 1114 (D.C. Cir. 2011) (overturning shareholder proxy rule 
amendments because the Commission did not sufficiently consider the costs of the rule, and overstated its benefits);  
American Equity Investment Life Insurance Company v. SEC, 613 F.3d 166 (D.C. Cir. 2010) (overturning a rule 
defining the term “annuity” because the Commission did not conduct a sufficiently thorough study on its impact on 
competition, efficiency and capital formation); Chamber of Commerce of the United States v. SEC, 412 F.3d 133 
(D.C. Cir. 2005) (remanding for further consideration the Commission’s mutual fund independent director rule, 
because the Commission did not adequately consider the costs to business).   
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We also urge the Commission to precisely identify what concerns or perceived abuses it 
is seeking to address – as we discuss in this Letter, we do not believe the concerns expressed in 
the Section 3(c)(5)(C) Concept Release were generally applicable to publicly-traded mortgage 
REITs – and then consider whether there are less burdensome ways to achieve the results it seeks 
than subjecting those REITs to the 1940 Act.19  The 1940 Act is a far-reaching and imposing 
statute that would require a publicly-traded mortgage REIT to make many significant changes to 
its activities in order to comply with it; changes would include, among many others, disclosure 
and investor reporting regimes; capital structure limitations; limitations on issuing options and 
stock awards to officers and directors; debt and investment limitations; and limitations on the 
ability to engage in secondary public offerings.  An issue that could be addressed by disclosure or 
other narrowly tailored means – for example, in public filings under the Securities Act of 1933 
(“1933 Act”) or the Securities Exchange Act of 1934 (“1934 Act”) – should not serve as the 
basis for applying the full panoply of 1940 Act restrictions and requirements to publicly-traded 
mortgage REITs.20

We believe that the regulatory caution we are urging the Commission to exercise is 
particularly appropriate in the context of publicly-traded mortgage REITs.  These REITs have 
relied on Section 3(c)(5)(C) for over 50 years and have been actively engaged in mortgage-
related securitizations for more than 25 years, with scant evidence of abuse or investor protection 
concerns.21  We also urge the Commission, before undertaking any action that could significantly 
limit the operations and activities of publicly-traded mortgage REITs, to consult and coordinate 
its activities with the various financial, housing and banking regulators that are (especially in the 
wake of the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”) 
considering the appropriate response to the troubled U.S. housing and commercial real estate 
markets. 

A final note on the caution we believe the Commission should exercise as it focuses on 
issues relating to the real estate finance and mortgage markets: since the Commission issued the 

19  See Section 2(c) of the 1940 Act (requiring the Commission to consider whether a rulemaking or other action 
will promote efficiency, competition, and capital formation). 
20  In the same vein, the Commission should be extremely cautious about imposing particular 1940 Act provisions 
on publicly-traded mortgage REITs – a so-called “1940 Act-lite” approach.  The provisions of the 1940 Act are 
designed for investment companies, not REITs; they are designed to work together, not on a piecemeal basis; and 
they are designed to broadly address concerns applicable to registered funds, rather than being narrowly tailored to 
address specific concerns the Commission may have about publicly-traded mortgage REITs.  We also respectfully 
question the Commission’s authority to impose a 1940 Act-lite framework in the absence of Congressional 
authorization. 
21  See, e.g., Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006) (overturning a change to a long-standing definitional 
rule under the Investment Advisers Act, because the Commission did not adequately justify that its new definition 
was reasonable).   
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Section 3(c)(5)(C) Concept Release and the Rule 3a-7 Release, only one publicly-traded 
mortgage REIT has made a public offering.  While it is always difficult to distinguish cause and 
effect from correlation, we believe that the Commission’s Releases have added uncertainty into 
the markets, and have dampened the ability of mortgage REITs to access the capital markets. 

B. Summary of Comments on the Section 3(c)(5)(C) Concept Release

As members of the Committee have discussed with the Division on several occasions 
over the past two years, we and our members – after many hours of discussion and analysis – 
have concluded that there does not appear to be a “bright line” that neatly separates all publicly-
traded mortgage REITs from all registered closed-end funds that invest in mortgage-related 
securities.22  A publicly-traded mortgage REIT and a closed-end fund may in fact purchase and 
hold many of the same types of mortgage-related instruments, such as agency whole pool 
certificates issued by GSEs, or certain interests in mortgage-backed securities and other 
mortgage-related securitizations.  In many instances, however, this is less an indication that 
REITs are engaging in investment company activities; and much more an indication that some 
registered funds are now participating in the same types of investments as REITs.  As Congress 
has stated: 

Although the companies enumerated in [Section 3(c)(5)(C)] have portfolios of 
securities in the form of . . . mortgages and other liens on and interests in real 
estate, they are excluded from the [1940 Act’s] coverage because they do not 
come within the generally understood concept of a conventional investment 
company investing in stocks and bonds of corporate issuers. 23

22  Since 1970, Section 3(c)(5)(C) has not been available to an entity that issues redeemable securities, such as a 
mutual fund.  Publicly-traded mortgage REITs that rely on Section 3(c)(5)(C), like publicly-traded closed-end funds, 
issue a fixed number of shares that trade on a stock exchange and are not redeemable.  If a publicly-traded mortgage 
REIT were required to register under the 1940 Act, it would almost certainly register as a closed-end fund.  As a 
result, the various references in the Section 3(c)(5)(C) Concept Release to mutual funds (including money market 
mutual funds) that invest in mortgage-related securities are of at most limited relevance when considering both 
Section 3(c)(5)(C) and publicly-traded mortgage REITs. 
23  Investment Company Act Amendments of 1970, House Report 91-1382 (Aug. 7, 1970), at 17.  
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The Commission has used very similar language to make precisely the same point.24

As registered fund managers have searched for new asset classes and investment 
strategies, some of them have – quite appropriately – found the real estate market to present 
attractive investment opportunities.  But as these managers, on behalf of the closed-end funds 
they advise, have invested in agency whole pool certificates, interests in other mortgage-backed 
securitizations, and similar real estate instruments that are neither stocks nor bonds of corporate 
issuers, they arguably no longer “come within the generally understood concept of a 
conventional investment company.”  Instead, these closed-end funds are investing in the types of 
instruments currently used to finance mortgages and provide liquidity to the real estate markets.  
In short, these closed-end funds have come to look like REITs and other mortgage pools that rely 
on Section 3(c)(5)(C).  A primary reason, therefore, that it is difficult to cleanly distinguish 
mortgage REITs from closed-end funds is because closed-end funds have broad latitude to invest 
in the same instruments as do mortgage REITs. 

We believe that, as the Commission considers the application and interpretation of 
Section 3(c)(5)(C), the central question will be, as it has been for decades, what instruments are 
“qualifying interests” – that is, what instruments constitute “mortgages and other liens on and 
interests in real estate.”  It is important to emphasize again that the distinction does not turn – 
indeed it cannot turn – on whether a particular instrument is a security for purposes of the 1940 
Act.  If the instruments in which a REIT invested were not securities for purposes of the 1940 
Act, there would be no need for the Section 3(c)(5)(C) exception.  As both Congress and the 
Commission have stated, the distinguishing feature of companies that rely on Section 3(c)(5)(C) 
is that they invest primarily in real estate-related securities, not that they invest in real estate-
related instruments that are not securities.25

24  See Section 3(c)(5)(C) Concept Release, at 15-16; Report of the Securities and Exchange Commission on the 
Public Policy Implications of Investment Company Growth, House Report 89-1046 (Dec. 2, 1966) (the “PPI 
Report”), at 328 (Although companies relying on Section 3(c)(5)(C) are engaged in “acquiring mortgages and other 
interests in real estate – thus acquiring investment securities, such activities are generally understood not to be 
within the concept of a conventional investment company which invests in stocks and bonds of corporate issuers.”). 
25  We urge the Commission, however, to clarify that whether a particular mortgage-related instrument is a security, 
for purposes of the 1940 Act or any other provision of the Federal securities laws, is a fact-specific and often 
difficult question.  See, e.g., Reves v. Ernst & Young, 494 U.S. 56 (1990) (whether notes are securities for purposes 
of the 1933 and 1934 Acts depends on the application of a family resemblance test).  We are aware of the 
Commission’s view that the definition of security in the 1940 Act may be broader than the definition of security in 
the 1933 and 1934 Acts, despite the fact that those Acts use almost identical language to define the term “security.”  
To our knowledge, however, the Commission has not identified the criteria it believes should be used for 
determining when an instrument (such as, perhaps, certain mortgage-related instruments) may be a security for 
purposes of the 1940 Act even though it is not a security for purposes of the 1933 and 1934 Acts; the Commission 
should consider doing so. 
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To date, determining whether a particular instrument is a qualifying interest has typically 
been done through the no-action letter process.  As part of that process, the Division has 
developed at least four general principles to help determine when an instrument is a qualifying 
interest, and has determined that a number of instruments are in fact qualifying interests.  We 
believe the Commission should issue an interpretive release in which it reaffirms the validity of 
these existing no-action positions, discusses the considerations for additional principles that 
could be applied to determine that particular instruments are qualifying interests, and specifically 
determines that several instruments are qualifying interests.

Specifically, the Committee strongly urges the Commission to issue an interpretive 
release in which it:  

1. Reaffirms the four existing principles developed in the Division’s no-action letters 
for determining whether a particular instrument is a qualifying interest, and expands and 
modernizes these principles as suggested in this Letter: 

(a) An instrument (such as fee interests, and second mortgages and leaseholds 
secured by real property) is a qualifying interest if it represents an actual interest in real estate, or 
is a loan or lien fully secured by real estate (the “Actual Interest Principle”);26

(b) An interest in a MBS or similar instrument, such an agency whole pool 
certificate, is a qualifying interest if it provides the holder with at least the same economic 
experience as the holder would have had if it directly held all of the underlying mortgages (the 
“Economic Equivalence Principle”);27

(c) An instrument, such as a tier 1 real estate mezzanine loan and certain 
interests in a MBS in which the holder has the right to direct foreclosure of the underlying 
mortgages, is a qualifying interest if it can be viewed as the functional equivalent of, and provide 
the holder with the same economic experience as, an interest in real estate or a loan or lien fully 
secured by real estate (the “Functional Equivalence Principle”);28 and

26  See, e.g., Section 3(c)(5)(C) Concept Release, at 18 and note 49; Protecting Investors Study, at 72.   
27  See, e.g., Section 3(c)(5)(C) Concept Release, at 19; Protecting Investors Study, at 72.  A whole pool certificate 
is a certificate “that represents the entire ownership interest in a particular pool of mortgage loans.”  Id. at 72, n.267.  
An agency whole pool certificate is a whole pool certificate that is issued or guaranteed by a GSE. 
28  See, e.g., Section 3(c)(5)(C) Concept Release, at 18; Capital Trust, Inc., SEC Staff No-Action Letter  (May 24, 
2007) (“Capital Trust, Inc. I”)(Tier 1 real estate mezzanine loans are qualifying interests); FBC Conduit Trust I, SEC 
Staff No-Action Letter (Oct. 6, 1987) (certificates of participation in a pool of whole mortgage loans were qualifying 
interests when, among other things, the holder had the right to direct foreclosure).  A tier 1 real estate mezzanine 
loan is a loan to a special purpose bankruptcy remote entity that holds all of the ownership interests in another 
special purpose entity, which in turn owns the commercial real estate being financed.  These loans are junior to the 
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(d) An interest, such as a B Note, is a qualifying interest if it has attributes 
that, when taken together, allow the instrument to be classified as an interest in real estate or in a 
real estate related loan, rather than an interest in a company that is engaged in a real estate 
business, even though the holder may not have unilateral foreclosure rights (the “Loan
Participation Principle”).29

2. Encourages the Division to work with the publicly-traded mortgage REIT 
industry and others to develop additional principles for determining whether particular 
instruments are qualifying interests, especially as the mortgage financing markets continue to 
evolve;

3. Reaffirms that all of the instruments that the Division has previously determined 
to be qualifying interests continue to be qualifying interests – and specifically that agency whole 
pool certificates and certain interests in CMBS continue to be qualifying interests; 

4. Specifically determines that several mortgage–related instruments are qualifying 
interests.  These instruments, and the reasons they should be deemed to be qualifying interests, 
are discussed in section III.B of this Letter; 

5. Encourages the Division to continue to work with the REIT industry and others to 
determine what additional instruments should be deemed to be qualifying interests;30 and 

6. Clarifies several statements in the Section 3(c)(5)(C) Concept Release, as 
discussed in this Letter. 

C. Comments on the Rule 3a-7 Release

While the principal focus of our comments in this Letter is on the Section 3(c)(5)(C) 
Concept Release, we have three comments on the Rule 3a-7 Release that are closely related to 

senior position of the mortgage holder, and have effectively replaced second mortgages in the commercial real estate 
financing industry.  Capital Trust, Inc. I.
29  See, e.g., Section 3(c)(5)(C) Concept Release, at 19, and n.53; Capital Trust, Inc., SEC Staff No-Action Letter 
(Feb. 3, 2009) (“Capital Trust, Inc. II”).  A B Note is part of a so-called A/B financing, in which a commercial 
mortgage loan is divided into a senior interest, called the A Note, and a junior interest, called a B Note.  The B Note 
holder does not have unilateral foreclosure rights.  Capital Trust, Inc. II.
30 We also urge the Commission to work with the Division and the mortgage REIT industry to streamline the 
current system for obtaining no-action relief addressing whether a particular instrument is a qualifying interest.  To 
obtain such a no-action letter will likely take many months, and perhaps well in excess of a year.  The cost can be 
hundreds of thousands of dollars. We are happy to work with the Commission and the Division to make the process 
more efficient, and we encourage the Commission to devote more resources to this area.  
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other topics covered in this Letter.  First, we urge the Commission to refrain from making 
significant discretionary changes to Rule 3a-7 at this time.  We understand that, pursuant to the 
Dodd-Frank Act, the Commission is required to review the provisions in Rule 3a-7 that involve 
the use of rating agencies.31  We believe that any changes the Commission proposes and 
eventually adopts relating to Rule 3a-7 should be narrowly tailored to respond to the 
Congressional concerns with the use of and reliance on rating agencies.

We believe that the Commission should not at this time make broader changes to Rule 
3a-7.  Among other reasons, the Commission recently made significant revisions to the 
disclosure and other rules applicable to securitizations in Regulation AB, which were in large 
part intended to address investor protection and other concerns similar to those identified in the 
Rule 3a-7 Release.32  The Commission also has proposed additional rules and requested 
comments related to securitizations that would, among other things, address certain conflicts of 
interest, require additional asset-level disclosure and revise the rules relating to asset-backed 
shelf registrations.33  In addition, pursuant to requirements in the Dodd-Frank Act, and in 
response to ongoing changes in the mortgage and real estate finance markets, important aspects 
of the structure of many mortgage and mortgage-related securitizations may change in the near 
future – most notably, sponsors of securitizations generally will be required to retain a portion of 
the credit risk associated with the assets underlying the securitization.34  Before considering and 
perhaps making significant changes to Rule 3a-7 (other than the Congressionally mandated 
changes), the Commission should permit the structured finance market to implement the changes 
it already has made in Regulation AB (and perhaps will make in connection with related pending 
rule proposals), and should evaluate the need for and nature of any changes to Rule 3a-7 after the 
credit risk retention rules are implemented and effective, and the market has determined how 
securitizations should be structured so as to both comply with the new rules and be commercially 
viable and attractive. 

31  Section 939A of the Dodd-Frank Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010). 
32  Disclosure for Asset-Based Securitizations Required by Section 943 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act, Release 33-9175 (Jan. 20, 2011). 
33  See Prohibition Against Conflicts of Interest in Certain Securitizations, Release 34-65355 (Sept. 19, 2011) 
(proposing Rule 127B under the 1933 Act to prevent certain material conflicts of interest in securitizations); Re-
Proposal of Shelf Eligibility Conditions for Asset-Backed Securities and Other Additional Requests for Comment,
Release 33-9244 (July 26, 2011) (revising and re-proposing rules relating to shelf registration for securitizations, and 
requesting comment on proposed disclosures regarding asset-level information about pool assets). 
34  In general, the sponsor of a securitization will be responsible for retaining at least 5% of the credit risk 
associated with the assets in a securitization.  See, e.g., Section 15G of the 1934 Act (requiring the Commission and 
various financial and housing regulators to proposed joint regulations regarding credit risk retention in 
securitizations); Credit Risk Retention, 76 Fed. Reg. 24090 (April 29, 2011) (proposing credit risk-retention rules).   
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Second, the Rule 3a-7 Release requests comment on whether it is appropriate for the 
Commission to seek from Congress a statutory amendment to Section 3(c)(5)(C) that would 
preclude asset-backed issuers from relying on that Section.35  We strongly urge the Commission 
not to seek such a statutory modification.  The Rule 3a-7 Release cites to no significant 
regulatory concerns that have arisen from securitizations that rely on Section 3(c)(5)(C), and we 
are not aware of any.  More generally, if an actively managed company that primarily invests in 
and holds qualifying interests is excepted under Section 3(c)(5)(C), it is difficult to understand 
why a fairly passive company – such as a securitization vehicle – that primarily holds qualifying 
interests should be subject to additional regulation. 

Third, the Rule 3a-7 Release requests a series of comments as to whether the voting 
interests in a securitization vehicle relying on Rule 3a-7 should always be “investment 
securities,” as defined in Section 3(a)(2) of the 1940 Act, even if a company owns 50% or more 
of those interests.36  If these interests are always investment securities, a company that holds a 
significant portion of its total assets in these interests might be deemed to be an investment 
company under Section 3(a)(1)(C) of the 1940 Act, unless another exception or exemption was 
available.

We strongly urge the Commission to not pursue this and similar proposals.  We are not 
aware of any significant regulatory concerns associated with companies that hold a substantial 
portion of their assets in the form of voting securities of securitization vehicles, especially when 
those companies own a majority of the voting interests of the securitization vehicles.  We also are 
concerned that a proposal to treat these voting interests as investment securities might 
unintentionally impede the securitization market.  Some companies relying on Section 3(a)(1)(C) 
might be limited in the number or volume of securitization vehicles they could create (especially 
once the credit risk-retention rules are implemented and these companies are forced to retain at 
least a portion of the securitization), if these companies were required to treat their voting 
interests in the securitization vehicles as investment securities regardless of how much of those 
interests they retain.  Such a proposal would also make it more difficult for many companies to 
purchase a majority stake in the voting interests of an existing securitization vehicle, which could 
unintentionally dampen the liquidity in the securitization markets. 

Once again, because of the complexity of the securitization markets, and the fragility of 
the recovery of the real estate finance and mortgage markets, we urge the Commission to tread 
carefully and lightly as it considers any proposals that would limit Rule 3a-7 – a rule that by all 
measures has appeared to have worked exceedingly well for two decades.  We also urge the 
Commission, before taking any actions that would limit the reach and flexibility of Rule 3a-7, to 

35  Rule 3a-7 Release, at 46-47. 
36  Rule 3a-7 Release, at 41-42. 
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consult and coordinate with various other financial, housing and banking regulators that are 
working towards implementation of Title IX Subtitle D of the Dodd-Frank Act. 

II. PUBLICLY-TRADED MORTGAGE REITS SHOULD NOT BE REQUIRED TO 
REGISTER AS INVESTMENT COMPANIES UNDER THE 1940 ACT

We do not believe anything in the Section 3(c)(5)(C) Concept Release suggests that the 
Commission is considering requiring publicly-traded mortgage REITs to register as investment 
companies, and we strongly support not subjecting publicly-traded mortgage REITs to regulation 
as investment companies.37

A. The Commission Should Not Impose New Restrictions on Mortgage REITs That 
Would Have the Effect of Requiring Them to Either Register Under the 1940 Act 
or Divest Significant Portions of Their Portfolios

We are concerned, however, that rulemaking or other actions consistent with some of the 
thoughts expressed in the Section 3(c)(5)(C) Concept Release – such as restricting the ability of 
publicly-traded mortgage REITs to continue to treat as qualifying interests a variety of mortgage-
related instruments such as agency whole pool certificates and certain controlling interests in 
CMBS – could in effect result in many or most publicly-traded mortgage REITs having to either 
register as investment companies or dramatically divest certain of their mortgage and related 
holdings (essentially, a “register or divest” requirement).  

Either of these results would have a devastating impact on the publicly-traded mortgage 
REIT industry.  As discussed in section II.C of this Letter, publicly-traded mortgage REITs 
simply cannot comply with many of the requirements of the 1940 Act.  It also is unlikely that 
those REITs could both change their activities to comply with the 1940 Act’s requirements and 
continue to be successful.  This conclusion is, in fact, strongly supported by data in footnote 3 of 
the Section 3(c)(5)(C) Concept Release.  As discussed earlier, if a publicly-traded mortgage 
REIT were required to register as an investment company, it would likely register as a closed-end 
fund.  Footnote 3 of the Release observes that as of June 30, 2011, there were 11 closed-end 
funds that invested significantly in the same types of mortgage-related instruments as publicly-
traded mortgage REITs, and that these funds had total assets of $1.8 billion.  These holdings are 
less than 1% of the assets of the 33 publicly-traded mortgage REITs that comprise the 

37  The chief executive of Ireland’s National Asset Management Agency, which was formed to assist Irish banks 
liquidate real-estate assets, has stated that Ireland should introduce mortgage REITs to help banks and the National 
Asset Management Agency offload loans made during the property boom.  Neil Callahan, Ireland Needs Mortgage 
REITs to Help Cut Leverage, NAMA’s McDonagh Says, Bloomberg.com (Oct. 26, 2011).  It would be ironic if the 
Commission undertook steps to reduce capital formation of mortgage REITs while other countries encouraged 
capital formation by mortgage REITs. 
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Bloomberg Mortgage REIT Index.  Closed-end funds that mimic REIT investments have not 
enjoyed anywhere near the broad investor acceptance and success that publicly-traded mortgage 
REITs have achieved. 

The clear market distinction between mortgage REITs and registered closed-end funds is 
further demonstrated by the enormous disparity in their recent fund raising activities.  For 
example, since 2000 there have been 235 public offerings by mortgage REITs that have raised in 
excess of $52 billion, while 8 public offerings by registered closed-end funds have raised slightly 
more than $1.2 billion.  It also is worth noting that during this time, the cumulative total return to 
investors in mortgage REITs was 123%, as compared to the cumulative 19% return to investors 
in registered closed-end funds that held a majority of their assets in mortgage-related 
instruments.38

Requiring publicly-traded mortgage REITs to divest or greatly reduce their holdings of 
agency whole pool certificates and controlling interests in CMBS also would have devastating 
effects on those REITs.  Almost two decades ago, the Division began issuing no-action letters 
that permit mortgage REITs to treat these instruments as qualifying interests.39  In long-standing 
reliance on those letters, many publicly-traded residential mortgage REITs now hold a large 
portion of their mortgage instruments in the form of agency whole pool certificates, and many 
publicly-traded commercial mortgage REITs hold large portions of their mortgage instruments in 
the form of controlling interests in CMBS and other securitization vehicles.  From the REITs’ 
standpoint, purchasing and holding these types of instruments are consistent with their mortgage 
finance and banking business, are economically advantageous, and assist the REITs in complying 
with their tax and 1940 Act requirements.  If these instruments no longer were treated as 
qualifying interests for publicly-traded mortgage REITs under Section 3(c)(5)(C), many of those 
REITs would be required to divest large portions of their existing portfolios, and would need to 
dramatically alter their long-standing business focus and operations. 

Requiring publicly-traded mortgage REITs to register or divest also would greatly limit 
the ability of these REITs to provide financing and liquidity to the mortgage and real estate 
markets, to the great detriment of those markets (see section I.A of this Letter).  It would greatly 
and unfairly alter the nature of the mortgage REIT investments fondly held by a large number of 
U.S. investors.  It would fundamentally change the competitive landscape in favor of registered 
closed-end funds and against publicly-traded mortgage REITs, even though the REITs have 

38  See Exhibit 7. 
39  See, e.g., Investors GNMA Trust, Inc., SEC Staff No-Action Letter (Jul. 22, 1983) (GNMA mortgage pass-
through certificates are qualifying interests); Premier Mortgage Corporation, SEC Staff No-Action Letter (Feb. 10, 
1983) (notes backed by mortgages were qualifying interests when the noteholder’s income was derived from the 
underlying mortgages, and the noteholder had the right to direct foreclosure). 



Elizabeth M. Murphy 
Comments on File Nos. S7-34-11 and S7-35-11 
November 7, 2011 

16

clearly been far better received by the market, and have provided significantly enhanced 
dividends and total returns to investors.  As also discussed in section I.A of this Letter, the 1940 
Act directs the Commission to carefully weigh the economic and competitive implications of 
these likely results against the perceived benefits, and recent court decisions emphasize some of 
the difficulties in making these types of assessments.40  Moreover, as we discuss immediately 
below, there do not appear to be any significant reasons that support any additional 1940 Act 
restrictions on mortgage REITs, much less a draconian “register or divest” requirement. 

Imposing a “register or divest” requirement on publicly-traded mortgage REITS also 
could amount to the Commission in effect rewriting Section 3(c)(5)(C), in a way that courts have 
recently cautioned is beyond the Commission’s authority.41

B. There Are No Compelling Reasons to Impose a “Register or Divest” Requirement 
on Publicly-Traded Mortgage REITs

The Section 3(c)(5)(C) Concept Release raises four principal “issues” that perhaps could 
be used to attempt to support Commission or Division actions that would require publicly-traded 
mortgage REITs to “register or divest”: (i) the possibility that there is uncertainty about the reach 
and interpretation of Section 3(c)(5)(C); (ii) the concern that some publicly-traded mortgage 
REITs use more leverage than registered funds; (iii) the fact that some publicly-traded mortgage 
REITs share some characteristics with some registered investment companies; and (iv) the fact 
that some private funds (not publicly-traded REITs) that invested in mortgage-related 
instruments were the subject of SEC enforcement actions, and that a REIT executive and some 
related entities purchased more than 5% of a non-REIT public company without filing a 
Schedule 13D.  We discuss each of these immediately below, and explain why they do not justify 
imposing a “register or divest” requirement on publicly-traded mortgage REITs. 

40  In addition, requiring mortgage REITs to register or divest likely would significantly reduce the amount of  
dividends that REITs would be able to pay, which – in addition to the obvious adverse effect on REIT investors – 
would have an adverse effect on Federal and state tax revenues.  For example, since 2008, mortgage REITs have 
paid over $11 billion in dividends (through the second quarter of 2011).  (Source:  Searches on FactSet and SNL 
Financial databases.)  At the top marginal tax rate, these dividends would have resulted in approximately $6 billion 
in Federal, state and local ordinary income tax revenues, and $6 billion in disposable income (with incremental sales 
tax on any consumption).  In addition, if publicly-traded mortgage REITs limited their leverage to the same leverage 
as is employed by registered closed-end funds that invest principally in real estate related instruments, REITs could, 
we estimate, be forced to reduce their dividends by about 80%, with a similar effect on tax revenues. 
41  See, e.g., Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006). 



Elizabeth M. Murphy 
Comments on File Nos. S7-34-11 and S7-35-11 
November 7, 2011 

17

1. Uncertainty About the Scope of Section 3(c)(5)(C).  

The Section 3(c)(5)(C) Concept Release requests comment about whether there is 
uncertainty or differing views about the availability of the Section 3(c)(5)(C) exception.42  We 
have a number of observations about this request for comment: 

� There is uncertainty and differing views about virtually every provision in Section 
3 of the 1940 Act, including the determination of whether a company is an 
investment company under Section 3(a), and the scope of the various exceptions 
in each of the provisions of Sections 3(b) and 3(c).  There also is uncertainty and 
differing views about many other provisions of the 1940 Act, including (for 
example) the application of the affiliated transaction provisions of Section 17 and 
the senior security and leverage restrictions of Section 18.  Counsel for companies 
routinely advise companies on the interpretation of the 1940 Act, as well as all the 
other Federal securities laws – and in truth virtually all laws.  The fact that there is 
uncertainty or varying interpretations of the scope of a law or regulation is 
unremarkable; the remarkable thing usually would be if, in an industry as 
complex and dynamic as the mortgage REIT industry, there were no uncertainty 
or varying interpretations; 

� In general, however, the publicly-traded mortgage REIT industry has 
demonstrated a consistent understanding of the scope of the Section 3(c)(5)(C) 
exception.  These REITs, along with their counsel, underwriters, accountants and 
others, are well aware of the existing no-action and interpretive letters addressing 
whether certain instruments are qualifying interests.  They also generally are 
aware of additional guidance provided by the Division, which frequently is 
provided in connection with the Division’s review of a REIT’s registration 
statement or other Commission filing, and generally results in appropriate 
disclosure in the registration statement or other filing;  

� As we have discussed, the principal uncertainty regarding the Section 3(c)(5)(C) 
exception is whether particular mortgage-related instruments are qualifying 
interests for purposes of that Section.  As we also have discussed, we strongly 
urge the Commission to issue an interpretive release reaffirming the existing 
Division no-action letters on what constitutes a qualifying interest, declaring that 
the instruments discussed in section II.B of this Letter also are qualifying 

42  Section 3(c)(5)(C) Concept Release, 17 Fed. Reg. 55,300, 55,301, 55,306 (Sept. 7, 2011) (“It appears that some 
types of mortgage-related pools might interpret the exclusion provided by Section 3(c)(5)(C) in a broad manner, 
while others might interpret the exclusion too narrowly, suggesting that there may be confusion among some 
mortgage-related pools about when the exclusion applies.”).   
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interests, and directing the Division to continue working with the REIT industry 
and others to determine whether additional mortgage-related instruments are 
qualifying interests; and 

� Any uncertainty or differing views about whether particular mortgage-related 
instruments are qualifying interests suggests only that the Division should work 
with the publicly-traded mortgage REITs to clarify those issues, and not that the 
Commission should impose additional regulations on REITs or withdraw prior 
interpretations on which those REITs currently rely. 

2. The Use of Leverage by REITs Does Not Support Imposing 1940 Act 
Regulation.

The Section 3(c)(5)(C) Concept Release notes that “most mortgage-related pools 
use leverage to magnify their returns,”43 that publicly-traded mortgage REITs on average have “a 
debt-to-equity ratio of nearly five to one,” and that “the debt-to-equity ratio of closed-end 
investment companies that use borrowings was generally less than one quarter to one.”44  The 
Release later suggests a concern “that some mortgage-related pools . . . may raise the potential 
for [abuse], such as . . . extensive leveraging.”45  The sole example provided for this concern was 
the example of an offshore vehicle, not a mortgage REIT, that held mortgage-backed securities 
with a 32:1 leverage ratio; when the mortgage-backed securities lost value, the fund could not 
service its debts, and its lenders seized its assets.46

� The fact that registered closed-end funds have a lower debt-to-equity ratio than 
non-investment companies – and many other public companies – is not surprising.  
Section 18 of the 1940 Act imposes significant limitations on the ability of 

43  Section 3(c)(5)(C) Concept Release, at 8 (footnote omitted). 
44  Id. at 9 (footnotes omitted). 
45  Id. at 13 (footnote omitted). 
46  Id. at 13 n.35 (citing Nathan Vardi, High-Profile Investor Sues Carlyle Group, Forbes.com (July 13, 2009)).  
Carlyle Capital Corporation Limited was an investment vehicle domiciled in Guernsey, Channel Islands, which held 
its assets held in a Cayman Islands subsidiary, and which was listed on the Amsterdam exchange.  The fund was 
managed by the private equity firm Carlyle Group, and had the ability to invest in private funds managed by Carlyle 
Group.  See PriceWaterhouse Coopers, Independent Auditors’ Report and Consolidated Financial Statements: 
Carlyle Capital Corporation Limited and Subsidiaries, Dec. 31, 2006 and Mar. 31, 2007 
(http://www.carlylecapitalcorp.com/Financial%20Documents/2007/item952.pdf).  Its class A holders, all Carlyle 
Group partners, owned 15% of the fund.  “Carlyle Capital Winding Down, Says There’ll be No Money Left for 
Holders,” Marketwatch.com (March 17, 2008).  Carlyle Capital Corporation Limited did not resemble a publicly-
traded mortgage REIT in structure, ownership, domicile, listing, investment guidelines, corporate governance, 
disclosure or regulatory oversight. 
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registered investment companies to borrow or otherwise incur debt.  Publicly-
traded mortgage REITs, like other non-investment companies, are not subject to 
these limitations.  And the fact that many REITs have leverage ratios that exceed 
those permitted by Section 18 is not evidence that they should be subject to the 
Section 18 leverage limits; just the opposite, it is a stark example of how 
imposing the restrictions of the 1940 Act on publicly-traded mortgage REITs 
would cause REITs to have to dramatically alter their successful business 
models.47  Indeed, by passing the many exceptions in Section 3(c) of the 1940 Act 
– which in addition to real estate companies also excepts from 1940 Act 
registration and regulation entities such as banks, insurance companies, brokerage 
firms, certain lending companies, pension plans, charitable plans, oil and gas 
funds, and private funds – Congress intended to permit these companies to 
(among other things) exceed the leverage limitations that are applicable to 
registered investment companies. 

� There is no suggestion in the Concept Release, and we do not believe, that any 
publicly-traded mortgage REIT has had dire financial consequences primarily as a 
result of the excessive use of leverage – even during the recent severe downturn in 
the mortgage markets.  The Release does suggest that an offshore vehicle, which 
reportedly had more than six times more leverage than the average publicly-
traded mortgage REIT, did have dire financial consequences.48  Even in that case, 
there is no suggestion that anyone acted illegally – just that the fund investors lost 
their money.  This is, of course, a possibility for all equity investors in companies 
that become insolvent, regardless of whether the insolvency was caused by 
leverage issues, business issues, competition, or any other reason.  In any event, 
the unfortunate demise of this offshore vehicle seems to have little to do with the 
analysis of how Section 3(c)(5)(C) should apply to publicly-traded mortgage 
REITs.

� Publicly-traded mortgage REITs already are subject to significant de facto
limitations on their use of leverage.  First, many publicly-traded mortgage REITs 
have investment guidelines with explicit leverage limitations.  The boards of 

47  The approximately 5 to 1 debt-to-equity ratio of publicly-traded mortgage REITs is actually well within the 
norm for lending companies that are not investment companies.  For example, the 5 to 1 debt-to-equity ratio is well 
within the BASEL III capital guidelines.  See The Bank for International Settlements Basel Committee on Banking 
Supervision, available at http://www.bis.org/press/p100912b.pdf.  In addition, banks in the United States currently 
have a debt-to-equity ratio of approximately 8 to 1.  Federal Deposit Insurance Corporation, Statistics at a Glance,
June 30, 2011, http://www.fdic.gov/bank/statistical/stats/2011jun/industry.html.
48  See Section 3(c)(5)(C) Concept Release, at 13 n.35 (discussing Carlyle Capital Corporation Limited, an 
offshore fund). 
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directors of these REITs approve their investment guidelines, including their use 
of leverage.  Second, publicly-traded mortgage REITs typically disclose the 
amounts and effects of significant leverage, and the associated risks, in their 
public filings.  Third, the “5 to 1” leverage number is somewhat misleading, 
especially when comparing the leverage of REITs to the maximum amount of 
leverage closed-end funds may incur under Section 18 of the 1940 Act.  Many 
REIT borrowings – such as repurchase agreements and certain secured borrowing 
facilities – are fully collateralized in a way that would cause those borrowings to 
not be treated as leverage by a closed-end fund under Section 18.49  Other REIT 
leverage, such as borrowing against mortgage-related assets by securitizing those 
assets while retaining a portion of the securitized structure, is effectively non-
recourse leverage; that is, the debt holders can look for payment only to the assets 
held by the securitization vehicle, not to the other assets of the REIT.  These types 
of leverage facilities and structures are significantly less risky to a REIT and its 
equity holders than, for example, borrowing facilities that broadly have a security 
or other interest in all of the REIT’s assets.

Nonetheless, if the Commission believes that the debt-to-equity ratio of REITs is 
of concern, the most direct way of addressing that issue would be to require uniform and 
prominent disclosure about leverage by publicly-traded mortgage REITs in their 1933 Act and 
1934 Act filings.  Indeed, as part of the Commission’s review of registration statements of and 
other public filings by REITs, the Commission’s Staff already frequently requests this disclosure.  
In considering such a disclosure requirement, however, the Commission should consider whether 
and why it believes the use of leverage by REITs requires more stringent disclosure rules than 
the disclosure rules applicable to the use of leverage by other types of companies.  The 
Commission might also want to consider whether registered closed-end funds that invest 
primarily in real estate related assets should be required to disclose the amount of leverage they 
use, the limits on their use of leverage, and the effects those leverage limitations may have on 
their returns (perhaps as compared to REITs). 

3. Similarities Between REITs and Some Investment Companies Do Not 
Justify 1940 Act Regulation.  

The Section 3(c)(5)(C) Concept Release lists five examples of characteristics 
common to some mortgage-related pools and registered investment companies: (i) pooling of 
assets and professional asset management; (ii) internal or external management arrangements; 

49  See Securities Trading Practices of Registered Investment Companies, Release No. IC-10666, 44 Fed. Reg. 
25128, 25131-32 (1979) (Section 18 leverage limitations are not implicated when an investment company “covers” 
a senior security by establishing and maintaining certain segregated accounts). 
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(iii) asset-based and, in some cases, performance-based fees paid to external managers; (iv) some 
mortgage-related pools invest in the same types of assets as some registered and unregistered 
private funds; and (v) some mortgage-related pools may be perceived by investors and the media 
as being investment vehicles.  

Before addressing each of these characteristics, it will be helpful to make several 
general observations.  First, as previously discussed, of course companies that expressly are 
excepted from the 1940 Act will share some characteristics of registered investment companies – 
if they did not share some characteristics, there would be no need to except them.  The point of 
Section 3(c)(5)(C), and the other exceptions in Section 3(c), is precisely to except from 1940 Act 
regulation a number of companies that have some or many characteristics of registered funds, but 
that should nonetheless not be regulated as investment companies.  The fact that publicly-traded 
mortgage REITs that rely on Section 3(c)(5)(C) have some characteristics in common with 
registered funds therefore cannot be a basis for significantly narrowing the existing 
interpretations of Section 3(c)(5)(C), or for regulating those REITs as investment companies. 

Second, each of the common characteristics listed in the Concept Release appears 
to have largely been in place for the entire 50-plus year history of mortgage REITs, and these 
common characteristics have never before been viewed by Congress or the Commission as a 
basis for calling into question the ability of some mortgage REITs to rely on the Section 
3(c)(5)(C) exception.  There is no apparent reason why the Commission’s view should now 
change.

Indeed, in the 1960 House Report accompanying the legislation that established 
the special tax provisions for REITs, which are closely modeled on the special tax provisions for 
registered funds, Congress indicated that it was precisely the similarities between REITs and 
registered funds that justified providing REITs with this special tax treatment: 

[T]he equality of the tax treatment between the beneficiaries of real estate 
investment trusts and the shareholders of regulated investment companies 
is desirable since in both cases the methods of investment constitute 
pooling arrangements whereby small investors can secure advantages 
normally available only to those with larger resources.  These advantages 
include the spreading of the risk of loss by the greater diversification of 
investment which can be secured through the pooling arrangements; the 
opportunities to secure the benefits of expert investment counsel; and the 
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means of collectively financing projects which the investors could not 
undertake singly.50

In enacting the 1940 Act, and 20 years later in enacting the REIT tax provisions, Congress was 
fully aware of the similarities between mortgage pools such as REITs and registered funds – in 
many instances the very same similarities the Concept Release identifies – and saw no reason to 
subject mortgage pools to 1940 Act regulation.51

50  Real Estate Investment Trusts, House Report 86-2020 (June 28, 1960), at 3-4.  Soon after the enactment of the 
REIT tax provisions, the Commission issued a brief release discussing the treatment of REITs under the Federal 
securities laws.  See Statement on Real Estate Investment Trusts, 1940 Act Release No. 3140 (Nov. 18, 1960).  In 
that release, the Commission indicated that many types of REITs would not be subject to 1940 Act registration, 
when it stated that “no question would be raised [under Section 3(c)(5)(C), which was then Section 3(c)(6)(C)] 
where a real estate investment trust invested exclusively in fee interests in real estate or mortgages or liens secured 
by real estate.”  Id. at 2.  The Commission’s 1940 Act concern was with REITs that “invested to a substantial extent 
in other real estate investment trusts (as is permitted by the [legislation]) or in companies engaged in the real estate 
business or in other securities that may not qualify for this exception.”  Publicly-traded mortgage REITs do not 
invest to a substantial extent – and in most cases at all – in other REITs or companies engaged in a real estate 
business, and have at most limited investments in securities that are not real estate related securities. 
51  As part of the Investment Company Act Amendments of 1970, Congress made the only substantive change to 
Section 3(c)(5) since the enactment of the 1940 Act: it prohibited companies that issue redeemable securities from 
relying on Section 3(c)(5).  This change followed the recommendation of the Commission in the Report of the 
Securities and Exchange Commission on the Public Policy Implications of Investment Company Growth, House 
Report 89-2337 (Dec. 2, 1966) (the “PPI Report”), at 238-239.  The basis for this change was the Commission’s 
concern that companies holding notes, commercial paper or real estate mortgages were attempting to capitalize on 
the popularity of mutual funds by offering redeemable securities to a group of “unsophisticated investors,” while 
relying on the exception in Section 3(c)(5) (which was then Section 3(c)(6)).  Id. at 238.  This chapter in the history 
of Section 3(c)(5) is instructive for several reasons.  First, in the past, when the Commission has believed that a 
significant limitation should be imposed under that Section, it asked Congress to amend the statute, rather than 
seeking to limit the statute by rulemaking or interpretation.  See, e.g., Goldstein v. SEC, 451 F.3d 873, 881 (D.C. Cir. 
2006) (“An agency construction of a statute cannot survive judicial review if a contested regulation reflects an action 
that exceeds the agency’s authority.”); American Bankers Association v. SEC, 804 F.2d 739, 752 (D.C. Cir. 1986) 
(overturning a rule in part because the Commission cannot issue regulations counter to Congressional intent).  
Second, the 1970 amendment again shows that Congress is and has been well aware that a REIT shares many 
characteristics with registered funds.  Congress’ response, however, was only to prohibit REITs from issuing 
redeemable securities that could cause them to be confused with mutual funds; Congress did not choose to impose 
limitations on the mortgage and other investments of REITs.  Third, as discussed in section II.C of and Appendix 1 
to this Letter, the significant regulatory regime to which publicly-traded mortgage REITs are now subject greatly 
reduces the types of investor protection concerns that motivated the Commission to recommend and Congress to 
enact the change to Section 3(c)(5) in 1970. 



Elizabeth M. Murphy 
Comments on File Nos. S7-34-11 and S7-35-11 
November 7, 2011 

23

We now turn to a brief discussion of each of the specific common characteristics 
identified in the Concept Release: 

(a) Pooling of assets and professional asset management.  Virtually every 
company “pools” investors’ money, and this pooling does not cause a company to be an 
investment company.  Shareholders in a car manufacturer do not, for example, own particular 
cars that drive off the assembly line, particular welding machines on a factory floor, or particular 
desks and chairs of the corporate offices.  Instead, investors’ money is pooled by the company to 
engage in its business activities.  In a publicly-traded mortgage REIT, investors’ funds are 
pooled to originate, finance and purchase mortgages and mortgage-related instruments. 

In addition, as discussed in section I.A of this Letter, publicly-traded mortgage 
REITs and other mortgage pools have relied on Section 3(c)(5)(C) since the 1960s.  For that 
entire time they have pooled investors’ money.  Indeed, as discussed earlier, when Congress 
enacted the special REIT tax provisions in 1960, one of the justifications for providing special 
tax treatment to REITs was to encourage the popularity of REITs among investors because of the 
benefits REIT investors obtained from pooling their resources under expert managers.  It is 
difficult to see, then, why the fact that REITs continue to pool investors’ money is of any 
particular relevance to the Commission’s current consideration of Section 3(c)(5)(C).  

(b) Internal or external management arrangements.  Every company must be 
internally or externally managed; there are no other choices.  Most operating companies – 
including 19 of the 33 mortgage REITs in the Bloomberg Mortgage REIT Index – are internally 
managed, and most investment companies are externally managed (although there are exceptions 
to both of these statements).  But whether a company is internally or externally managed is not 
relevant to the determination of whether the company is an investment company: Section 3(a) of 
the 1940 Act defines an investment company primarily on the basis of its securities holdings and 
securities investment activities (and in one case on the type of instruments it issues); its 
management structure is never mentioned.  Moreover, we are not aware of any reason to believe 
that internally or externally managed mortgage REITs routinely outperform (or underperform) 
the other.  In any event, we believe that the optimal management structure of a REIT is a 
question that the market is uniquely qualified to determine. 

(c) Asset- and performance-based fees.  Those publicly-traded mortgage 
REITs that have external managers must compensate those managers in some fashion, and asset- 
and equity-based fees seem to be a successful way of aligning the interests of external REIT 
managers as well as external fund managers.  But just as external management arrangements are 
irrelevant under Section 3(a) of the 1940 Act in determining whether a company is an investment 
company, Section 3(a) also does not look to the method by which an external manager is 
compensated when determining whether a company is an investment company.  Notably, 
registered funds generally are prohibited from receiving most types of performance fees, and the 
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fact that some externally managed REITs pay their managers a performance fee probably further 
distinguishes those REITs from registered funds, and in any event is another example of how 
1940 Act regulation is incompatible with the business models and practices of many publicly-
traded mortgage REITs.  

(d) Common Assets.  The Concept Release focuses on the fact that some 
publicly-traded mortgage REITs, and some registered funds, acquire “agency” securities – that 
is, mortgage-related securities backed by a GSE.  As discussed earlier, this fact in many respects 
is more an indication that certain registered closed-end funds are behaving like REITs, and less 
an indication that REITs are behaving like closed-end funds.  In this regard, holding agency 
securities is a way of financing the mortgages underlying the security; it is not a method of 
investing in stock and debt of corporate issuers. 

In addition, one reason many residential (and some commercial) mortgage REITs 
acquire these securities – and especially in “agency whole pool” securities – is precisely because 
for over two decades, the Division has taken the position that agency whole pool securities are 
qualifying interests for purposes of Section 3(c)(5)(C).  It would be an extremely odd result for 
the Division to first approve of mortgage REITs treating agency whole pool securities as 
qualifying interests for purposes of the investment company exception in Section 3(c)(5)(C), and 
then say that because REITs hold these assets, they are investment companies that should not be 
able to rely on the Section 3(c)(5)(C) exception.   

Moreover, given the actual and perceived safety of agency securities – which 
have the explicit or implied backing of the United States government – it seems odd for the 
Commission to have particular regulatory or investor protection concerns over mortgage REITs 
that hold those securities.  Also, Section 3(a)(1)(C) of the 1940 Act generally permits a company 
to hold an unlimited amount of Government securities, including agency securities, without 
thereby being deemed to be an investment company.  There is little reason for the 1940 Act to 
permit other companies to avoid 1940 Act regulation by holding Government securities, but to 
require REITs to be regulated as investment companies because they hold Government 
securities.

(e) Investor Perception.  The Concept Release states that some mortgage-
related pools are perceived by investors and the media as investment vehicles and not as 
companies engaged in the mortgage banking business.  Notably, this concern stands in stark 
contrast to the many comment letters the Commission is receiving from individual investors 
about this Release, which generally show that those investors fully understand what a REIT is 
and do not want the Commission to regulate REITs under the 1940 Act.  Moreover, while the 
Release cites only three news articles for this proposition, there are hundreds or thousands of 
articles, blogs and other writings about mortgage REITs every year that make no such 



Elizabeth M. Murphy 
Comments on File Nos. S7-34-11 and S7-35-11 
November 7, 2011 

25

suggestion; the very small number of writings identified in the Concept Release therefore are 
unlikely to cause significant investor confusion.

In addition, mortgage REITs as an asset class are covered by many sell-side 
equity analysts, who perform and publish rigorous analyses of REITs and their holdings, 
performance, operations, and other important metrics.  These analysts, and presumably those 
who read their reports, have no trouble differentiating between publicly-traded mortgage REITs 
and closed-end mutual funds (which, if they are covered by the sell-side, have their own research 
effort).52  By contrast, analyses of closed-end funds, such as those on Morningstar.com and 
Lipper, typically do not list or mention mortgage REITs.  In short, there does not appear to any 
actual investor confusion between mortgage REITs and the few registered closed-end funds that 
principally invest in mortgage-related securities. 

Moreover, this “investor perception” argument is seemingly irrelevant to a 
consideration of whether the 1940 Act should apply to a company that is, and that holds itself out 
to be, a mortgage REIT.  Investor perception can be relevant in determining that a company is 
not an investment company:  the Seventh Circuit, for example, held that a company that 
otherwise meets the definition of an investment company may in some cases still not be an 
investment company if, among other things, investors and the markets do not view the company 
as primarily engaged in an investment business.53  But neither Section 3(a) of the 1940 Act, nor 
any court decision of which we are aware, permits the Commission to treat as an investment 
company a company that is not engaged in an investment company business, and that does not 
hold itself out as an investment company, simply because some segment of the market views that 
company as an investment vehicle.  

Also, as previously discussed, both Congress and the Commission have 
recognized that the distinction between mortgage REITs that rely on Section 3(c)(5)(C) and 
investment companies is not that one invests in securities and the other does not; it is that 
mortgage REITs primarily finance and acquire a particular type of securities – that is, mortgage-
related securities.  The fact that some investors may view REITs as investment vehicles is 
therefore neither surprising, nor particularly relevant, to the Commission’s current consideration 
of Section 3(c)(5)(C). 

52  For examples of mortgage REIT coverage, see: “Residential Mortgage REITs 3Q11 Preview,” Keefe Bruyette 
& Woods, October 9, 2011; “Compelling Opportunity to Buy MREITs for Cheap,” Barclays Capital, October 6, 
2011; “REITS out of favor as European debt concerns ease,” Bank of America Merrill Lynch, September 30, 2011. 
Closed-end fund research often is produced by different analysts, such as Morningstar and Lipper. 
53  See SEC v. National Presto Industries, Inc., 486 F.3d 315 (7th Cir. 2007). 
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Finally, if investor perception or confusion issues are of potential concern to the 
Commission, an easy and direct way of addressing those concerns is to require mortgage REITs 
to prominently and uniformly disclose in their registration statements and public filings that they 
are not regulated as investment companies, and require registered closed-end funds that invest 
significantly in mortgage-related instruments to prominently and uniformly disclose that they are 
not REITs. 

4. No Significant REIT Regulatory Concerns.  

The Section 3(c)(5)(C) Concept Release expresses concern that some mortgage-
related pools may raise the potential for the same types of abuses as unregulated investment 
companies, including deliberate misevaluation of assets, extensive leveraging and overreaching 
by insiders.54

� Notably, these concerns could be expressed about almost any type of company, 
and do little to suggest that the application of the 1940 Act is warranted.  For 
example, imagine three hypothetical companies: a manufacturing company that 
makes widgets, a distribution company that sells the widgets, and a company that 
supplies the raw materials used to produce the widgets.  Each of those companies 
could, as easily as a mortgage-related company, intentionally misvalue assets, 
engage in extensive leveraging, and engage in overreaching by insiders.  None of 
these concerns suggest that the appropriate response is to regulate manufacturers, 
distributors and suppliers as investment companies, and these concerns also do 
not suggest any basis for regulating mortgage-related companies as investment 
companies. 

� None of the Commission enforcement actions cited in the Concept Release – with 
one exception – involved a publicly-traded mortgage REIT.  Rather, the actions 
appeared to involve private mortgage pools.  As discussed in section II.C of this 
Letter, publicly-traded mortgage REITs are subject to significant regulation and 
oversight, and the fact that after more than 50 years of operations these REITs 
have been subject to so few regulatory actions by the Commission strongly 
suggests that the current regulatory scheme applicable to them is sufficiently 
guarding against the concerns identified in the Release. 

� The one action cited in the Concept Release that had even a tangential 
relationship to a publicly-traded REIT involved the failure of an executive of a 
REIT and some related entities to file a Schedule 13D, as a group, in connection 

54  Section 3(c)(5)(C) Concept Release, at 55,303-304, notes 34-37. 
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with an investment in a non-REIT company.  This action is cited for the concern 
that REIT insiders may engage in “overreaching.”  We respectfully suggest that 
the failure of an officer of a company to appropriately identify himself as part of a 
Section 13(d) group is hardly the type of “overreaching” to which the 1940 Act is 
addressed, and that this citation does nothing to support the suggestion that 
publicly-traded mortgage REITs might appropriately be regulated as investment 
companies. 

C. Publicly-Traded Mortgage REITs Already Are Subject to Significant and 
Effective Regulation

Publicly-traded mortgage REITS already are subject to a significant and effective 
regulatory regime, which offsets the need for additional regulation such as that under the 1940 
Act.  Appendix A contains the White Paper that NAREIT submitted to the Division last year, 
which has a more comprehensive list of the regulatory provisions to which publicly-traded 
mortgage REITs are subject.  Among the principal regulatory schemes applicable to publicly-
traded mortgage REITs are the following: 

� The registration provisions of the Securities Act of 1933.  The Commission has 
designated a unique registration form – Form S-11 – for use by REITs.  This form 
is tailored specifically for REITs, and the substance and format of the required 
disclosure reflects the unique characteristics of REITs.  Form N-2, the registration 
form used by closed-end funds (and presumably the registration form that would 
be used by a REIT or a similar entity that was newly required to register under the 
1940 Act), is not geared toward REITs, and the use of that form likely would 
result in the public receiving less, and less useful, information than is currently 
provided on Form S-11. 

� The periodic reporting, public disclosure, and other requirements mandated by 
Section 12(g) of the Securities Exchange Act of 1934.  For example, publicly 
traded mortgage REITS prepare, file and disseminate annual reports on Form 10-
K, quarterly reports on Form 10-Q, and current reports on Form 8-K; their 
officers, directors, and 10% shareholders are subject to the reporting and short 
swing profit provisions of Section 16; and their large shareholders are subject to 
the reporting requirements of Section 13(d) and (g). 

� The substantive, reporting, audit and certification requirements of the Sarbanes-
Oxley Act (“SOX”).  The Chief Executive Officer (“CEO”) and Chief Financial 
Officer (“CFO”) of a publicly traded REIT must provide certifications under 
SOX with each periodic report, including quarterly and annual filings, containing 
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financial statements that are filed with the Commission.  These certifications 
assert that the periodic report fully complies with the requirements of section 
13(a) or 15(d) of the 1934 Act and that the CEO and CFO have reviewed the 
reports, take responsibility for such reports and that the reports contain no untrue 
or misleading information, among other things.  Furthermore, REITs are subject 
to the SOX provisions requiring an independent audit committee and requiring the 
audit committee to have an audit committee financial expert who meets certain 
qualifications.  The REIT must disclose if there is a Code of Ethics in place for its 
officers and directors, and if there is not, it must disclose why.  REITs also must 
institute internal controls and procedures with regard to financial information to 
ensure that the information required to be disclosed is recorded, processed, 
summarized and reported in the relevant time period. In addition the REIT must 
include in each year’s annual report an internal control report that describes 
management responsibilities and contains an assessment by management of the 
effectiveness of such internal controls; accelerated filers also must include an 
auditor attestation. 

� The listing requirements of the NYSE, Nasdaq or other exchanges, which include 
appointing independent board and audit committee members as well as meeting 
market capitalization requirements.  The listing requirements of the NYSE, 
Nasdaq or other exchanges, include independent board, audit committee and 
similar requirements.  For example, both the NYSE and Nasdaq require a majority 
of the REITs’ board of directors to be independent.  REITs must establish 
independent audit committees, consisting of all independent board members who 
are financially literate, and at least one member who has accounting or related 
financial management expertise.  The boards also must have compensation and 
nominating/corporate governance committees.  Additionally, REITs must adopt 
corporate governance guidelines, a code of business conduct and ethics, and for 
the NYSE the CEO must certify annually that he or she knows of no violations of 
NYSE listing requirements.   

� The required levels of real estate holdings, real estate income, required levels of 
diversification of ownership, and other requirements imposed by Section 856 of 
the Internal Revenue Code.  REITs must meet two income requirements under the 
Internal Revenue Code.  First, at least 75% of the REIT’s gross income must be 
derived from rents from real property, interest from loans secured by real property 
or interests in real property, gain from sale of investment real property, REIT 
dividends, income from foreclosure property and other specified sources.  Second, 
at least 95% of the REIT’s gross income must be from the sources specified in the 
75% test, plus income from interest, dividends, and gains from the sale of stock or 
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securities.  Furthermore, quarterly, REITs must ensure (1) that at least 75% of the 
value of the REIT’s total assets consists of “real estate assets,” cash and cash 
items and government securities; (2) that not more than 25% of the value of the 
REIT’s assets are securities of a taxable REIT subsidiary; and (3) that not more 
than 25% of the value of the REIT’s total assets consists of securities that are: 
(a) an amount that is in value greater than 5% of the value of the REIT’s assets; 
(b) more than 10% of the voting power of the issuer; and (c) more than 10% of 
the value of the issuer’s securities.   

As a result, publicly-traded mortgage REITs already are subject to significant regulations 
that protect their investors and appropriately limit their risk taking and business ventures.  This 
regulatory approach has been successful for over 50 years, and there is no apparent reason to 
significantly alter that approach now. 

D. Publicly-Traded Mortgage REITs Cannot Operate Under the Requirements of the 
1940 Act

Publicly-traded mortgage REITs would have significant difficulties in operating under the 
1940 Act, including under the following provisions: 

� Section 17 restrictions on affiliated entity transactions.  Section 17(a) of the 1940 
Act generally prohibits an affiliated person or second-tier affiliate of a registered 
investment company from knowingly selling securities or other property to the 
investment company.  An affiliated person is broadly defined to include, among 
others, entities that own 5% or more of another company’s voting securities.  
Among other potential Section 17(a) issues, REITs may purchase mortgage-
related instruments from, or sometimes sell instruments to, a wide variety of 
investment and commercial banks, and others in the mortgage and finance 
businesses.  It would be extremely difficult and burdensome for a publicly traded 
mortgage REIT to make sure that, each time it engaged in such a transaction, the 
other party was not directly or indirectly a 5% shareholder, and that no other 
person was a 5% shareholder of both the REIT and the other party.  There also is 
no obvious problem involving publicly-traded mortgage REITs that the 
imposition of such a rule would solve. 

Similarly, Section 17(d) of the 1940 Act prohibits an affiliated person or second-
tier affiliate of a registered investment company from jointly participating in or 
effecting any transaction.  Among other potential Section 17(d) issues, some 
REITs may have affiliates that service their loans or jointly hold mortgages with 
them.  Business ventures between or involving these affiliates could be a 
prohibited joint transaction under Section 17(d).  And because, as discussed 
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above, publicly-traded mortgage REITs may have significant difficulty in 
identifying certain affiliated persons and second-tier affiliates, subjecting them to 
Section 17(d) would create significant compliance costs and potential uncertainty 
about the legality of their transactions.  Again, we are unaware of any concerns 
involving publicly-traded mortgage REITs that would be addressed by imposing 
the restrictions of Section 17(d) on them. 

Moreover, as discussed above, publicly-traded mortgage REITs are subject to 
significant regulatory requirements – including disclosure, independent directors, 
independent audit, and SOX and other requirements – that provide significant 
protections against overreaching by insiders of publicly-traded mortgage REITs. 

� Section 18 leverage limitations.  Section 18 imposes significant restrictions on the 
ability of a registered fund to borrow money, issue debt and preferred stock, and 
issue stock options, restricted stock and similar securities.  Many publicly-traded 
mortgage REITs – like many public operating companies – have capital structures 
that do not comply with Section 18.  As previously discussed, many mortgage 
REITs also use leverage in excess of the Section 18 leverage limitations, which 
often are critical to their investment strategies.  We are unaware of significant 
issues stemming from the use of leverage by publicly-traded mortgage REITs that 
would be solved by imposing Section 18 leverage restrictions.  In addition, the 
independent director and disclosure regimes (among others) already applicable to 
publicly traded mortgage REITs act as significant checks on their use of leverage.

� Section 12(d)(1) anti-pyramiding provisions.  Section 12(d)(1) places a 3% 
limitation on the interests that one investment company can own in another.  
Notably, many registered funds invest in publicly-traded mortgage REITs.  If 
REITs became subject to Section 12(d)(1), however, many registered funds would 
be significantly limited in their current investment strategies.  It is not clear why 
this would be a favorable result. 

� Section 23 limitations on distributions of fund shares.  Section 23 generally 
prohibits a registered closed-end fund from selling shares at a price below net 
asset value per share.  Virtually all publicly-traded mortgage REITs, however – 
like most publicly-traded companies – do not, and are not required to, calculate 
their net asset value or net asset value per share (especially in a manner that 
would comply with the 1940 Act).  Instead, their shares are traded on exchanges 
at the price the market sets for them.  Imposing the restrictions of Section 23(b) 
on publicly-traded mortgage REITs would require them to calculate a net asset 
value per share, and would have the effect of artificially preventing a REIT from 
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selling shares when that net asset value per share happened to exceed the market 
price of the REIT’s shares.  This would serve absolutely no purpose.  The market 
already is very effective at deciding whether to provide capital to a mortgage 
REIT, and under what terms, and the market has never found a net-asset-value-
per-share calculation to be relevant to this determination.  There is, therefore, no 
reason for the Commission to impose it.  

III. THE COMMISSION SHOULD ISSUE AN INTERPRETIVE RELEASE 
REAFFIRMING CURRENT INTERPRETATIONS ON WHAT CONSTITUTES A 
QUALIFYING INTEREST

The Section 3(c)(5)(C) Concept Release requests comment on various possible regulatory 
actions the Commission might take to clarify or provide additional guidance under Section 
3(c)(5)(C).55  As previously discussed, the Committee believes that the Commission should issue 
an interpretive or similar release that: (i) reaffirms the four existing principles that the Division 
has developed for determining whether a particular instrument is a qualifying interest, and 
expands and modernizes these principles as suggested in this Letter; (ii) encourages the Division 
to work with the publicly-traded mortgage REIT industry and others to develop additional 
principles for determining whether a particular instrument is a qualifying interest, especially as 
the mortgage financing markets continue to evolve;56 (iii) reaffirms that all of the instruments the 
Division previously has determined to be qualifying interests continue to be qualifying interests, 
including agency whole pool certificates and certain interests in CMBS; (iv) specifically 
determines that the mortgage-related instruments discussed in this Letter are qualifying interests; 
(v) encourages the Division to work with the REIT industry and others to determine what 
additional instruments should be deemed to be qualifying interests; and (vi) clarifies several 
statements in the Section 3(c)(5)(C) Concept Release, as discussed in this Letter. 

A. Introduction

Section 3(c)(5)(C) excepts from regulation as an investment company any company that 
(i) “is not engaged in the business of issuing redeemable securities, face-amount certificates of 
the installment type or periodic payment plan certificates”; and (ii) is “primarily engaged”; 

55  Section 3(c)(5)(C) Concept Release, at 22-26. 
56  The commercial and residential mortgage finance market has evolved over the 70 years since the 1940 Act was 
enacted, and the interpretation of Section 3(c)(5)(C) has evolved with it. The market will continue to evolve, and the 
interpretation of Section 3(c)(5)(C) should continue to evolve with it.  For example, the market currently may be 
developing a financing structure in which a first-loss piece of an agency whole pool certificate is sold to investors.  
There may be questions about when and whether different parts of this structure are “qualifying interests,” 
depending upon if and how this structure develops.  See, e.g., Alan Zibel, Plan Floated to Spread Risk in Mortgage 
Bonds, Wall Street Journal (Oct. 14, 2011). 
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(iii) in “purchasing or otherwise acquiring mortgages and other liens on and interests in real 
estate.”  These three clauses provide a basic framework for interpreting the statute. 

There are few interpretive issues surrounding the first part of the test – publicly-traded 
mortgage REITs do not issue redeemable securities, face-amount certificates of the installment 
type, or periodic payment plan certificates.   

There also have been few interpretive issues – at least for the last two decades – over 
whether a publicly-traded mortgage REIT is “primarily engaged” in a real estate business.  Since 
at least 1988, the Division has stated that a company is “primarily engaged” in a real estate 
business within the meaning of Section 3(c)(5)(C) if (i) at least 55% of the value of its assets are 
held in qualifying interests and (ii) at least 80% of the value of its assets are held in qualifying 
interests and real estate related assets.57  Notably, Section 3 of the 1940 Act uses the term 
“primarily engaged” or “engaged primarily” at least 8 times,58 including in Sections 3(c)(5)(A) 
and (B), and in every provision other than Section 3(c)(5)(C), those terms are defined by 
reference to whether a company holds at least 55% of its assets in a particular class of assets, and 
derives at least 55% of its income from those assets.  Section 3(c)(5)(C) is the only instance in 
which the Division has imposed a different test (i.e., the 55%/80% asset test).

The Committee supports maintaining the current 55%/80% test under Section 3(c)(5)(C).  
That test appears to have been developed to permit REITs and other entities to have certainty as 
to whether they comply with the exception based on their assets mix, which is within their 
control, and not to be subject to the uncertainty that a downturn in the real estate market could 
cause them to fail to derive at least 55% of their income from qualifying interests for an 
appreciable period of time – something largely outside of their control.  The addition of the 25% 
test to the standard 55% asset test has generally been understood as a “trade off” for REITs and 
similar entities not having to examine their income when determining their primary engagement.  
The Committee believes that this test is appropriate for determining the primary engagement of a 
company, and should be retained. 

The Committee also believes, however, that a REIT or other entity should be able to rely 
on the traditional 55% asset/55% income test.  In this regard, if a REIT invests at least 55% of 
the total value of its assets in qualifying interests, and derives at least 55% of its income from 
those investments, it should also be deemed to comply with Section 3(c)(5)(C), regardless of 
whether it also meets the 55%/80% test.  This would bring Section 3(c)(5)(C) into line with all 

57  See, e.g., NAB Asset Corp., SEC Staff No-Action Letter (Jun. 20, 1991); Metropolitan Realty Corp., Inc., SEC 
Staff No-Action Letter (Nov. 15, 1989); United Bankers, Inc., SEC Staff No-Action Letter (Mar. 23, 1988). 
58  See Sections 3(a)(1)(A), 3(b)(1), 3(b)(2), 3(c)(2), 3(c)(5)(A), 3(c)(5)(B), 3(c)(5)(C) and 3(c)(6) under the 1940 
Act.  The term “engaged primarily” also is used in Rule 3a-2 under the 1940 Act. 
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other Commission interpretations of the term “primarily engaged,” and should therefore be a 
well-known and accepted measure of determining a company’s primary engagement.59  To be 
clear, we believe that REITs should be able to rely on either the 55%/80% asset test or the 55% 
asset/55% income test. 

Significantly, the Concept Release is imprecise in its description of the 55%/80% test.  
The Release states that the Division, in interpreting the “primarily engaged” requirement under 
Section 3(c)(5)(C), “generally has focused on whether at least 55% of the issuer’s assets will 
consist of mortgages and other liens on and interests in real estate . . . and the remaining 45% of 
the issuer’s assets will consist primarily of real estate-type interests.”60  That is not the test.61

The current 55%/80% test focuses only on whether at least 80% of the issuer’s assets are real 
estate related, not on whether 100% of the issuer’s assets are real estate related.  We respectfully 
request that the Commission correct or clarify this imprecise statement. 

The Committee also believes that the Commission should clarify that, under both 
“primarily engaged” tests, a publicly-traded mortgage REIT is able to “ignore” – or subtract from 
both the numerator and the denominator – cash, Government securities (other than Government 
securities that are qualifying interests or real estate related assets), and shares of registered 
money market mutual funds.  This is consistent with the treatment of these cash items under 
Section 3(a)(1)(C) of and Rule 3a-1 under the 1940 Act, and would give REITs and others 
relying on Section 3(c)(5)(C) certainty that they would not be out of technical compliance with 
the statute due to holding cash received from, for example, the sale of assets, receipt of income, 
or the proceeds of a public or private offering. 

By far the most prevalent interpretive issues under Section 3(c)(5)(C) have been and 
remain whether particular mortgage instruments are qualifying interests, and the principles for 

59  This also would correct a current anomaly under Section 3(c)(5).  Sections 3(c)(5)(A) and (B) except companies 
that are primarily engaged in making and acquiring certain loans and notes.  The Division typically has employed 
the standard 55% asset/55% income test for determining whether a company is primarily engaged in a Section 
3(c)(5)(A) or (B) business.  Section 3(c)(5) also expressly permits a company to rely on that exception if it is 
primarily engaged in one or more of the activities listed in paragraphs (A), (B) and (C).  Because the Division has 
employed different tests for primary engagement under paragraphs (A) and (B) than it has under paragraph (C), 
there are difficult interpretive issues presented under Section 3(c)(5) when a company holds both loans and 
mortgage-related securities.  Permitting companies to use the 55% asset/55% income test for determining primary 
engagement under paragraph (C) would greatly help in reducing these interpretive issues. 
60  See Section 3(c)(5)(C) Concept Release, at 17.  We note that the no-action letters cited in footnote 48 of the 
Concept Release, as well as a parenthetical description to one of those citations, specifically acknowledge the 
55%/80% test, but the textual discussion associated with footnote 48 makes no reference to this test. 
61  Prior to 1988, several no-action letters generally described the test in the way the Release did.  See, e.g., Bear 
Stearns & Co., Inc., SEC Staff No-Action Letter (Oct. 3, 1986); Prudential-Bache Securities, Inc., SEC Staff No-
Action Letter (Aug. 19, 1985). 
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making this determination, and these should, in our view, be the main focus of the Commission’s 
proposed interpretive release.

B. The Commission Should Reaffirm and Expand Existing No-Action Guidance

Each of the four principles developed in the Division’s no-action letters for determining 
whether a particular instrument is a qualifying interest is appropriate, and the Commission 
should issue a statement, in an interpretive release or otherwise, re-affirming these principles, 
and expanding them, as discussed below.  The Commission also should make it clear that 
additional principles may need to be developed, or that the existing principles may need to be 
expanded, in order to reflect developments in the real estate and mortgage-finance markets. 

1. The Actual Interest Principle

Under this principle, an interest is a qualifying interest if it represents an actual 
interest in real estate, or is a loan or other lien fully secured by real estate.  Examples of 
qualifying interests under this principle include fee interests, and second mortgages and 
leaseholds secured by real property.  This principle, as it has been applied, clearly meets the 
statutory language of Section 3(c)(5)(C). 

The Commission also should expand this principle.  Nothing in Section 3(c)(5)(C) 
requires the mortgage or other lien on or interest in real estate to be fully secured by real estate.  
No doubt, at some point the value of the real estate securing a mortgage, loan or other interest 
(collectively, a “Loan”) is so small in relation to the value of the Loan as to raise doubts as to 
whether the Loan is sufficiently real estate related to be deemed a qualifying interest.  But if real 
estate that secures or otherwise backs a Loan has a value of at least 80% of the amount of the 
Loan, that Loan should be deemed to be a qualifying interest.  The 80% figure derives from the 
Division’s 80% test under Section 3(c)(5)(C) – if a company is deemed to be primarily engaged 
in real estate activities if at least 80% of its assets are appropriately real estate related, then it 
seems that a Loan should be deemed to be primarily a real estate Loan if at least 80% of its value 
is secured or backed by real estate. 

We also recommend that the Commission clarify this principle in two additional 
ways.  First, the Commission should clarify that if a Loan is fully secured by real estate at the 
time the Loan is made, the Loan continues to be treated as a qualifying interest even if the 
purchaser buys the Loan at a time when the value of the real estate has decreased and no longer 
is sufficient to fully secure the Loan.  Such “underwater” Loans are no less interests in real estate 
than they were when the real estate value was higher.  The price of the Loan almost certainly will 
be adjusted to reflect the impaired quality of the real estate that is the collateral for the Loan, and 
the Loan therefore is still fully a lien or interest in real estate.  And, the possibly increased risk of 
default on such a Loan means that the holder of the Loan is more likely to foreclose on the Loan 
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and take direct ownership of the real estate that was the collateral for the Loan – making this type 
of underwater Loan potentially “closer to the underlying real estate” than a similar Loan that 
remained fully secured by real estate.  

Second, the Commission should clarify that a Loan that is fully secured by real 
estate at the time it is made is a qualifying interest, even if that Loan also is collateralized by 
non-real estate assets, as long as the real estate is the principal asset securing the Loan.  For 
example, if a Loan is fully secured by commercial property owned by a business, and further 
secured by all or a portion of the cash flow of that business, the Loan should be deemed to be a 
qualifying asset as long as the value of the real estate is the principal asset securing the Loan 
(e.g., the value of the real estate is at least 80% of the value of the total collateral at the time the 
Loan is made). 

2. The Economic Equivalence Principle  

Under this principle, an interest in a MBS or similar instrument is a qualifying 
interest if it provides the holder with at least the same economic experience as the holder would 
have had if it directly held all of the underlying mortgages.  An example of a qualifying interest 
under this principle is an agency whole pool certificate. 

The Commission should retain this principle.  If a particular instrument gives a 
mortgage REIT at least the same economic experience as if the REIT held the mortgages 
directly, there is no reasonable basis for treating the REIT as an investment company because it 
holds that instrument.  At worst, the REIT is in precisely the same situation as if it held the 
mortgages directly, in which case Congress already has established in Section 3(c)(5)(C) that 
there is no reason to subject the REIT to the 1940 Act.  If the instrument gives the REIT an even 
better experience than if it held the mortgages directly – as is the case in an agency whole pool 
certificate, in which the relevant GSE takes the risk of default or late payment on the underlying 
mortgages – then logically there should be even less need for 1940 Act protection, not more.62

62  As noted in the Section 3(c)(5)(C) Concept Release, the Commission previously requested comment on whether 
agency whole pool certificates should continue to be qualifying interests, in the1992 release proposing Rule 3a-7.  
See Section 3(c)(5)(C) Concept Release, at 24, n.58.  As the Commission noted in the Concept Release: 

Commenters strongly urged the staff not to withdraw its position, arguing that agency whole pool 
certificates are interests in real estate because certificate holders receive payment streams that 
reflect payments on the underlying mortgages.  Commenters also argued that withdrawal of the 
position could result in some REITs and mortgage bankers that held these instruments becoming 
subject to the Investment Company Act.  In response to commenters’ concerns at that time, the 
staff ultimately decided not to withdraw its position. 

Nothing in the almost 20 years since then has lessened the validity of the commenters’ concerns, or the 
appropriateness of the Division’s decision to continue treating agency whole pool certificates as qualifying interests. 
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In addition, as discussed earlier, publicly-traded mortgage REITs have been 
permitted to hold agency whole pool certificates for over two decades, and are now significant 
holders of these instruments.  Requiring publicly-traded mortgage REITs to divest those 
holdings, or be forced to register as investment companies, would be grossly unfair to those 
REITs and their shareholders.  It also could have a devastating effect on the market for MBS – 
especially in the near future, when mortgage REITs likely will be relied on to provide private 
capital to that market as the GSEs reduce their role in that market.  

We also urge the Commission to apply this principle to agency partial pool 
certificates, and to treat those certificates as qualifying interests.  In fact, there are two different 
types of certificates that the markets refer to as agency partial pool certificates.  First, an agency 
partial pool certificate can be a “pass through” certificate that, like an agency whole pool 
certificate, represents an undivided beneficial ownership interest in a distinct pool of mortgage 
loans, and provides the certificate holder with its pro rata portion of principal and interest paid on 
the underlying mortgages.63  Such a certificate is conceptually identical to an agency whole pool 
certificate, but there are two or more certificate holders. 

This type of agency partial pool certificate is at least the economic equivalent of 
owning an interest in the underlying mortgages.  The certificate holder gets at least the same pro 
rata portion of the cash flows from the underlying mortgages as the certificate holder would 
receive if it directly held the same pro rata interest in each of the underlying mortgages.  As a 
result, the Commission should clarify that this type of agency partial pool certificate is a 
qualifying interest. 

Second, an agency partial pool certificate can be a “tranched” certificate issued by 
a GSE that again represents an undivided beneficial ownership interest in a pool of mortgage 
loans.  As with agency whole pool certificates, the GSE guarantees that the certificate holders 
will receive all of the money they would have received had the underlying mortgages paid in full 
and on time.  Unlike an agency whole pool certificate, in a tranched agency partial pool 
structure, there are several different certificates and certificate holders, and each certificate may 
be entitled to a specified portion of the underlying mortgage payments – for example, tranches 
may be designed to have different priorities to cash flows from the underlying mortgages, to 
have different average lives, or to receive principal-only payments or interest-only payments.   

Regardless of which tranche of payments the certificate holder is entitled to, those 
payments are based directly on cash flows from the underlying mortgages.  As a result, the 
certificate holder has an interest in the real estate underlying those mortgages, and the certificate 

63  Pursuant to the GSE guaranty, the GSE may be required to supplement the amounts paid to the certificate 
holders.  Those payments also are paid to certificate holders on a pro rata basis. 
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holder has the additional certainty of payment that comes from the GSE guaranty.  Accordingly, 
we request that the Commission confirm that tranched agency partial pool certificates also are 
interests in real estate, and thus qualifying interests. 

We are aware that the Division previously has taken the position that agency 
partial pool certificates – apparently referring to tranched agency partial pool certificates – are 
not qualifying interests.64  In the Protecting Investors Study, the Division stated its basis for this 
view:

The rationale is that an investor in partial pool certificates obtains greater 
diversification and is subject to different prepayment risk than an investor 
who purchases the underlying mortgages directly.  An investment in 
partial pool certificates is viewed as being more like an investment in the 
securities of an issuer, rather than an investment in the underlying 
mortgages.65

The suggestion that an investor in an agency partial pool certificate “obtains 
greater diversification” than an investor in an agency whole pool certificate is, we submit, both 
wrong and irrelevant.  In both cases, the certificate holders have an interest in the stream of 
payments from all of the underlying mortgages, so there is no greater diversification from an 
agency partial pool certificate than from an agency whole pool certificate.  Moreover, the 
diversification argument seems irrelevant under Section 3(c)(5)(C).  That Section does not 
prevent a mortgage REIT from having a diversified portfolio of mortgage-related instruments – 
in fact, the REIT provisions of the Internal Revenue Code (“Code”) require this – so the fact that 
a REIT receives some diversification from an agency partial pool certificate seems in no way 
inconsistent with Section 3(c)(5)(C).  The important fact is that the payments to the certificate 
holder derive exclusively from cash flow generated by the underlying mortgages (and the related 
GSE guaranty), and that the certificate therefore is an interest in the real estate underlying those 
mortgages.

The possibility that a holder of an agency partial pool certificate may be subject to 
different prepayment risks than the holder of an agency whole pool certificate supports, rather 
than argues against, treating agency partial pool certificates as qualifying interests.  The fact that 
the holder of an agency partial pool certificate is or can be subject to a prepayment risk 
demonstrates that the certificate is directly tied to the performance of the underlying mortgages, 
and thus should be a qualifying interest.  The possibility that agency whole pool and agency 

64  See, e.g., Protecting Investors Study, at 73; Nottingham Realty Securities, Inc., SEC Staff No-Action Letter 
(Apr. 19, 1984). 
65  Protecting Investors Study, at 73.   
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partial pool certificate holders may be subject to different prepayment risks is perhaps a pricing 
or valuation issue; it is not an argument for concluding that one certificate is an interest in the 
underlying mortgages and the other certificate is not. 

Finally, holding a partial pool certificate bears no more resemblance to an 
investment in an issuer of securities than does holding a whole pool certificate.  In each case, the 
certificate holder’s return is tied directly to the performance of the underlying mortgages (as 
guaranteed by the relevant GSE), and nothing else.  In both cases, the underlying pool holds 
mortgages, and makes payments solely from the cash flow from those mortgages.  It does not 
engage in other business activities or derive income from other business activities.  In both cases, 
the certificate holder has an interest in the mortgages, and in turn, in the underlying real estate. 

3. The Functional Equivalence Principle

Under this principle, an instrument is a qualifying interest if it can be viewed as 
the functional equivalent of, and provides the holder with the same economic experience as, an 
interest in real estate or a loan or lien fully secured by real estate.  Examples of a qualifying 
interest under this principle are tier 1 real estate mezzanine loans and certain interests in an MBS 
in which the holder has the right to direct foreclosure of the underlying mortgages. 

(a) The Commission Should Retain the Functional Equivalence 
Principle

The Commission should retain this position.  This principle in effect 
recognizes that in the hands of a mortgage REIT, mortgages and mortgage-related instruments 
are assets, and mortgage REITs are permitted to borrow money and use those mortgage assets as 
collateral for the loan.  In a simpler time, a mortgage REIT might have kept the mortgages on its 
balance sheet, and borrowed money from a bank by pledging the mortgages as collateral.  For 
commercial, tax and regulatory reasons, today’s financing structures are more complex.  In an 
MBS structure, for example, the mortgage REIT may sell mortgages to a special purpose entity; 
that entity will issue debt securities backed by the payment stream of the mortgages held by that 
entity, while the REIT will be entitled to any payments received after the debt holders are fully 
paid.  Such a situation is economically and functionally identical to the straight balance sheet 
borrowing arrangement, and the Division has appropriately recognized that a REIT may treat 
such an interest in an MBS as a qualifying interest.66

66  See, e.g., Capital Trust, Inc. I, SEC Staff No-Action Letter (May 24, 2007) (Tier 1 real estate mezzanine loan 
with ongoing control rights, right to foreclose, and collateralization is functionally equivalent to a second mortgage 
and so is a qualifying interest); Premier Mortgage Corp., SEC Staff No-Action Letter (Mar. 14, 1983) (mortgage-
backed security with ownership of a whole pool interest and foreclosure rights is a qualifying interest).  
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This principle is equally true with respect to tier 1 real estate mezzanine 
loans, which as discussed in section I.B of this Letter, are the functional and economic equivalent 
of second mortgage loans of commercial property. 

We note that the Section 3(c)(5)(C) Concept Release requests “comment 
on whether a company whose primary business consists of investing in CMBS, or any other type 
of mortgage-backed security, is the type of entity that Congress intended to be encompassed by 
the exclusion provided by Section 3(c)(5)(C).”67  We urge the Commission to affirm that such a 
company is entitled to rely on Section 3(c)(5)(C).  Such a company is, in effect, borrowing 
against all or a significant portion of its mortgage assets.  Nothing in Section 3(c)(5)(C) limits an 
entity from borrowing against all or a significant part of its mortgage assets, and there is no basis 
for concluding that the economically and functionally identical activity – borrowing through an 
MBS structure – should be treated any differently under Section 3(c)(5)(C).    

(b) Historical Support for Treating MBS as Qualifying Interests

In fact, a review of the mortgage finance instruments that had been in wide 
use in the United States shortly before the enactment of the 1940 Act strongly supports the 
conclusion that Congress was aware at that time of instruments that were much like today’s MBS 
structures, and took no steps to exclude those instruments from the scope of Section 3(c)(5)(C).  
The 1920s witnessed a speculative commercial real estate boom that was unmatched until the 
mid-2000s.68  Among the various methods used to finance that development were bonds that: 
were issued to the public by underwriters known as real estate bond houses; were collateralized 
or backed by real property; and “directed and divided cash flows from one or a group of 
commercial properties through an intermediary to a group of public investors.”69  Interest rates 
varied between 4 and 7%, and terms ranged from 2 to 47 years. 70

The amount of these securities that were issued was staggering.  In 1936, a 
well-regarded study of the size of the public real estate securities markets in the 1920s: 

[E]stimated the total issuance to have exceeded $4.1 billion across 
1090 individual issues between 1919 and 1931.  Between 1919 and 

67  Section 3(c)(5)(C) Concept Release, at 24-25. 
68  William N. Goetzmann and Frank Newman, Securitization in the 1920’s, National Bureau of Economic 
Research, Working paper 15650 (January 2010), at 3 (“Securitization in the 1920’s”).
69  Securitization in the 1920’s, at 4 -5; Kenneth A. Snowden, The Anatomy of a Residential Mortgage Crisis:  A 
Look Back to the 1930s, National Bureau of Economic Research, Working Paper 16244 (July 2010), at 12-13 
(“Anatomy of a Residential Mortgage Crisis”).
70  Securitization in the 1920’s, at 5. 
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1925, total yearly issuance grew from $57.7 million to $695.8 
million, or nearly 1,106%.  Real estate security issuance notably 
surpassed railroad bond issuance in the years 1924, 1925 and 1928 
and represented nearly 23% of total public corporate debt issuance 
at the peak of the market in 1925. 71

The collapse of that market was equally dramatic: by 1934, real estate 
bond issuance accounted for just 0.14% of all corporate debt issuances;72 by 1935, 80% of all 
outstanding real estate bonds were in default; and in 1935, following complaints about real estate 
bond houses by their bondholders, Congress conducted an investigation into real estate 
bondholders’ reorganizations and considered securities law and bankruptcy legislation in 
response.73

A precursor to residential MBS also existed during the 1920s.  Entities 
called mortgage guarantee companies issued so-called “guaranteed mortgage participation 
certificates,” which were a form of mortgage pass-through securities that “represented pools of 
residential mortgage cash flows from geographically diversified baskets of cities and towns 
across the United States.”74  The mortgage guarantee companies also issued mortgage 
insurance.75  In 1933, state regulators began responding to concerns with mortgage guarantee 
companies – in that year alone, New York State’s Department of Insurance seized 18 mortgage 
guarantee companies for liquidation; these companies had sold $1 billion of insured whole 
mortgage loans, and $800 million of participation certificates held by more than 200,000 
investors.76

Also notable were financial institutions known as Building & Loan 
Associations (“B&Ls”).  “The typical B&L was a small, local and undiversified mutual fund into 
which members contributed weekly or monthly dues; the pooled dues were then lent to members 
who chose to purchase new or existing homes.”77  By the end of the 1920s, B&Ls “wrote more 
mortgage debt on one-to-four-family homes each year than life insurance companies, 

71  Securitization in the 1920’s, at 8 (relying on a 1936 study performed by Ernest Johnson).  
72  Securitization in the 1920’s, at 18. 
73  Anatomy of a Residential Mortgage Crisis, at 19. 
74  Securitization in the 1920’s, at 5; Anatomy of a Residential Mortgage Crisis, at 11-12. 
75  Anatomy of a Residential Mortgage Crisis, at 11. 
76  Anatomy of a Residential Mortgage Crisis, at 18. 
77  Anatomy of a Residential Mortgage Crisis, at 8. 
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commercial banks and mutual savings banks combined . . . .”78  By 1941, more than 50% of the 
12,000 B&Ls that were operating in 1929 had failed.79

In 1940, when Section 3(c)(5)(C) was enacted, Congress had to be aware 
of securities such as commercial real estate backed bond and guaranteed mortgage participation 
certificates, and Congress had to be aware of real estate related financial entities such as real 
estate bond houses, mortgage guarantee companies and B&Ls.  Had Congress intended for 
Section 3(c)(5)(C) to not apply to these types of securities, or to these types of financial 
institutions, it is reasonable to expect that Congress would have drafted Section 3(c)(5)(C) to 
specifically exclude them.  Congress did not.  It would have been reasonable to expect Congress 
to have discussed in the legislative history to the 1940 Act that these types of securities and 
entities were subject to the 1940 Act.  Congress did not.  The most logical conclusion – indeed, 
we submit, the only logical conclusion – for these omissions is that Congress intended that these 
types of securities could be qualifying interests, and that these types of entities could rely on 
Section 3(c)(5)(C).  Indeed, as discussed in section I.B of this Letter, Congress drew a distinction 
between companies generally investing in stocks and bonds of corporate issuers, which are 
investment companies, and companies generally investing in securities that represent interests in 
real estate, which are not investment companies. 

A corollary of this historical analysis is that the recent real estate market 
downturn and related concerns should not serve as the basis for now narrowing the reach of 
Section 3(c)(5)(C).  That provision was enacted following another major downturn in the real 
estate markets, and Congress determined then that it was inappropriate to respond to that 
downturn by attempting to regulate important parts of the mortgage and real estate finance 
markets under the 1940 Act.  It is, we submit, equally inappropriate now. 

(c) Expansion of MBS Securities Deemed to be Qualifying Interests

We also urge the Commission to apply the Functional Equivalence 
Principle more broadly, and to permit a publicly-traded mortgage REIT to treat as a qualifying 
interest a class of securities of an MBS that gives the REIT the right and power to direct 
foreclosure, even when the REIT owns less than 100% of that class of securities.  For example, if 
the holder of 51% of a class of securities in an MBS has the ability to direct foreclosure of the 
underlying mortgages, the holder of that 51% interest will be in a functionally equivalent 
position to holding the underlying mortgages directly, and will have an economic experience that 
is the same as holding the underlying mortgages while financing 49% of their cost.  Indeed, 
requiring a publicly-traded mortgage REIT to hold the entire class of the securities harms 

78  Anatomy of a Residential Mortgage Crisis, at 10 (internal citations omitted). 
79  Anatomy of a Residential Mortgage Crisis, at 17. 
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investor protection – it causes the REIT to have to devote additional money to the same class of 
securities without gaining any additional foreclosure or other rights, thereby causing the REIT to 
become more concentrated and less diversified, to the potential detriment of its shareholders. 

In addition, the Commission should clarify that if a publicly-traded 
mortgage REIT holds securities in an MBS that gives it the ability to direct foreclosure, the REIT 
should be able to treat as qualifying interests any other securities of that MBS that it holds.  The 
Division has indicated that only “contiguous” pieces of an MBS can be treated as qualifying 
interests.  So, for example, if a REIT owns the equity and lowest debt tranche of an MBS, other 
investors own the next tier of debt, and the REIT owns the senior debt tranche, the Division 
currently takes the position that the equity and lowest debt tranche are qualifying interests, but 
the senior debt tranche is not.

This position makes no sense.  If the REIT owns the equity of an MBS and 
has the ability to direct foreclosure, the REIT is in the same functional and economic situation as 
if it held the underlying mortgages directly.  The fact that it chooses to own contiguous or non-
contiguous pieces of the MBS’ debt structure simply reflects the REIT’s view of the most 
advantageous method of financing the mortgages.  By way of direct analogy, if the REIT held the 
mortgages directly on its balance sheet, it might negotiate with one or more lenders to borrow 
money, and post as collateral for those loans various portions of the income streams expected to 
be generated from those mortgages.  Of course, the cost and terms of the financing would vary 
depending upon which income streams were posted as collateral.  But regardless of the way the 
income streams were carved out, the REIT would still own the mortgages and treat them as 
qualifying interests.  The fact that the REIT does precisely the same thing through an MBS 
structure in which it owns the equity, and ends up holding non-contiguous pieces of that 
structure, should in no way affect its ability to treat all the securities issued by that MBS as 
qualifying interests. 

4. The Loan Participation Principle  

Under this principle, an interest is a qualifying interest if it has attributes that, 
when taken together, allow the instrument to be classified as an interest in real estate or in a real 
estate related loan, rather than an interest in a company that is engaged in a real estate business, 
even though the holder may not have unilateral foreclosure rights.  An example of a qualifying 
interest under this principle is a B Note.80

80  The Division recently called into question a well-reasoned and long-standing position, dating back over a 
quarter of a century, that participation interests in loans that are secured by real property and carry the right to direct 
foreclosure are qualifying interests.  The Division has suggested that other attributes must also be considered.  See
Section 3(c)(5)(C) Concept Release, at 19, n.53; Capital Trust, Inc. II.  We respectfully but strongly urge the 
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The Commission should retain and expand this principle.  This principle in effect 
recognizes that Section 3(c)(5)(C) does not require a lien on or other interest in real estate to be 
the exclusive lien on or interest in that real estate.  This principle also recognizes that Section 
3(c)(5)(C) does not require a lien or other interest in real estate to carry the right to direct 
foreclosure.  So, for example, a non-exclusive lien or interest can be a qualifying interest if, for 
example, the holder has significant functional rights with respect to the underlying real estate 
(even if the holder does not have the right to direct foreclosure), and has significant economic 
rights that derive from the underlying real estate.81  In such a case, it is appropriate to treat the 
interest as a qualifying interest. 

5. Additional Principles

We also urge the Commission to make it clear that the Division and the REIT 
industry may develop other principles, or expand the existing principles, as the real estate and 
mortgage finance markets develop.  As we have discussed in this section, the Division has 
developed a number of flexible principles to help determine whether a particular instrument is a 
qualifying interest, and has done so in response to continuing market and other developments in 
the mortgage markets.  These developments will continue, and as we have discussed, may 
accelerate in the foreseeable future.  We believe it is of critical importance that any statement by 
the Commission stresses that the existing principles are not exclusive or unchangeable.  As the 
mortgage and real estate finance markets develop, the principles the Division and the industry 
use to analyze them must continue to develop as well, and this should be able to happen without 
requiring a Commission order or interpretive release. 

For example, as discussed in section I.C of this Letter, the Commission and other 
financial and housing regulators are in the process of adopting credit retention rules that will 
require the sponsors of many MBS structures to retain a portion of those structures.  Depending 
upon the final shape of those rules, and the market’s reaction to them, it may not be possible in 
many cases for publicly-traded mortgage REITs to own 100% of any tranche of an MBS.  As we 
discussed above, we do not believe this should be required under the Division’s current 
Functional Equivalence Principle, and we have asked the Commission to state that it agrees with 
us.  The likely issues mortgage REITs will face once the credit retention rules are adopted are an 
excellent example of the need for the Commission and the Division to flexibly interpret the term 
“qualifying interest” as the mortgage, MBS and related markets continue to develop. 

Commission to direct the Division to reaffirm the continuing validity of this long-standing position, regardless of 
whether the participation interests have “other attributes.”  A participation interest that is secured by real estate and 
that provides the holder the ability to direct foreclosure is an interest in the underlying real estate, regardless of what 
other attributes that participation interest may have. 
81  Cf. Capital Trust, Inc. II.
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Finally, we urge the Commission to strongly consider greatly expanding the types 
of instruments that it will view as qualifying interests.  The language of Section 3(c)(5)(C) is 
very broad – it includes, in addition to mortgages and liens on real estate, “other . . . interests in 
real estate.”  As we have previously noted, the “other interests in real estate phrase is not limited 
to interests that provide the right to control foreclosure; it is not limited to interests that are 
functionally equivalent to mortgages; it is not, in fact, limited in any way except that it must be 
an interest in real estate.  A fair reading of this provision might go so far, for example, as to 
include any tranche of an MBS, regardless of how much of that tranche a REIT held, as long as 
the tranche received its returns from the cash flow of the underlying mortgages. 

We are fully aware that this reading of the statute is far broader than the 
Division’s current interpretation of Section 3(c)(5)(C).  But we do think it is fair to point out, as 
the Commission considers the proper interpretation of Section 3(c)(5)(C), that the Division’s 
current interpretations of that Section are quite narrow given the Section’s broad language; we 
therefore believe that the Division’s interpretations should be viewed as a floor, not a ceiling.  
Indeed, as we have suggested in a number of instances in this Letter, we believe the definition of 
qualifying interest should be broadened, not narrowed, and we respectfully suggest that the real 
question for the Commission is not whether that definition should be broadened, but by how 
much.

* * * * * 

On behalf of the Committee and its publicly-traded mortgage REIT members, thank you 
for considering our comments, and we look forward to continuing to work with you and the 
Division on the issues discussed in this Letter.   



E-1

Exhibit 1

Mortgage REITs 

Company Name Ticker 
Mkt Cap 
($mm) 

Total Assets 
($mm) 

1 Annaly Capital Management Inc NLY $16,116 $100,557
2 American Capital Agency Corp AGNC 4,838 43,637
3 Chimera Investment Corp CIM 2,845 10,089
4 MFA Financial Inc MFA 2,500 11,927
5 Hatteras Financial Corp HTS 1,892 17,028
6 Invesco Mortgage Capital Inc IVR 1,630 12,527
7 Starwood Property Trust Inc STWD 1,603 2,649
8 Two Harbors Investment Corp TWO 1,241 6,008
9 CYS Investments Inc CYS 999 9,311
10 Capstead Mortgage Corp CMO 974 11,820
11 Redwood Trust Inc RWT 879 5,165
12 Anworth Mortgage Asset Corp ANH 898 8,552
13 CreXus Investment Corp CXS 680 970
14 Walter Investment Management Corp WAC 634 2,073
15 iStar Financial Inc SFI 537 8,291
16 ARMOUR Residential REIT Inc ARR 515 5,530
17 PennyMac Mortgage Investment Trust PMT 442 883
18 Colony Financial Inc CLNY 425 660
19 Newcastle Investment Corp NCT 414 3,687
20 Resource Capital Corp RSO 372 1,972
21 Dynex Capital Inc DX 325 2,657
22 NorthStar Realty Finance Corp NRF 317 5,431
23 Apollo Commercial Real Estate Finance ARI 271 896
24 RAIT Financial Trust RAS 130 3,008
25 Gramercy Capital Corp GKK 159 5,279
26 BRT Realty Trust BRT 88 188
27 Arbor Realty Trust ABR 96 1,764
28 PMC Commercial Trust PCC 82 253
29 New York Mortgage Trust Inc NYMT 78 456
30 Capital Trust Inc CT 50 2,365
31 Origen Financial Inc ORGN 36 699
32 Veslin Realty Mortgage II Inc VRTB 16 112
33 IMPAC Mortgage Holdings Inc IMH 15 5,807

  Total $42,098 $292,249

Note:  Market Cap as of September 30, 2011.  Assets as of June 30, 2011. 
Source:  Company Filings and Bloomberg 
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APPENDIX C

LEGAL_US_E # 94914844.12

November 7, 2011

Ms. Elizabeth M. Murphy, Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E. 
Washington, D.C. 20549-1090

Re: File No. S7-34-11: Section 3(c)(5)(C) Concept Release (IC Rel. No. 29778)
File No. S7-35-11: Rule 3a-7 Advanced Notice of Proposed Rulemaking (IC Rel. No. 29779)

Dear Ms. Murphy:

We are writing in response to the request of the Securities and Exchange Commission (“Commission” or 
“SEC”) in Investment Company Act Release No. 29778 (August 31, 2011), 76 FR 55300 (Sept. 7, 2011) 
(the “Concept Release”), seeking comments on questions concerning the interpretation of Section 
3(c)(5)(C) of the Investment Company Act of 1940, as amended (the “Investment Company Act), and in 
Investment Company Act Release No. 29779 (August 31, 2011), 76 FR 55308 (Sept. 7, 2011) (the 
“ANPR Release”), providing advanced notice of proposed rulemaking on Rule 3a-7 under the Investment 
Company Act and soliciting comments on the operation of this rule.  We are all publicly traded companies 
that operate as real estate investment trusts (“REITs”) and are members of the National Association of 
Real Estate Investment Trusts (“NAREIT”).  We represent the majority views of the Commercial Mortgage 
REIT Committee of NAREIT’s Mortgage REIT Council.1  We each have an investment objective and set 
of investment policies to invest principally in commercial real estate mortgages and related assets of the 
types described below (such entities, “commercial mortgage REITs” or “CMRs”).  In managing our 
respective businesses, we all rely on the statutory exclusion provided in Section 3(c)(5)(C), which 
excludes with broad language market participants that purchase or acquire both “mortgages and other 
liens on . . . real estate” and “other . . . interests in real estate,” as well as on the safe harbor provisions of 
Rule 3a-7 under the Investment Company Act. 

We appreciate the opportunity to comment on these matters and commend the Commission for 
undertaking this effort to provide clarity, consistency and regulatory certainty with respect to Section 
3(c)(5)(C) as it pursues the rulemaking required to update certain provisions of Rule 3a-7.  As we discuss 
in this comment letter, we believe the Commission should codify certain existing staff guidance and adopt 
a principles-based definition of “qualifying asset” that will enable commercial mortgage REITs to 
determine with reasonable certainty for purposes of Section 3(c)(5)(C) the appropriate treatment of 
commercial real estate mortgage loans and related instruments that are prevalent in the market today or 
that may be introduced in the future as the commercial mortgage finance market continues to evolve and 
innovate. We believe such action would serve the interests of issuers and investors alike and facilitate a 
more efficient administration of the statutory exclusion by the Commission and its staff. We also believe 
that in proposing amendments to Rule 3a-7, the Commission should preserve the ability of CMRs for 
                                                     
1 This letter represents the views of the following NAREIT members: Arbor Realty Trust, Inc.; Capital Trust, Inc.; 
Colony Financial, Inc.; Gramercy Capital Corp.; NorthStar Realty Finance Corp.; RAIT Financial Trust; Resource 
Capital Corp.; and Starwood Property Trust, Inc.
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purposes of Section 3(a)(1)(C) of the Investment Company Act to treat their interests in majority-owned 
structured finance vehicles that are relying on Rule 3a-7 as non-investment securities, and allow these 
vehicles to continue to rely alternatively on Section 3(c)(5)(C). 

We have divided this comment letter into three parts because we believe that organizing our comments in 
this manner allows us to address effectively the many questions concerning commercial mortgage REITs 
raised in the Concept Release and the ANPR Release, as well as to highlight the steps that the 
Commission may undertake to accomplish the various goals identified in the Concept Release.2  Part I 
provides background information on the commercial mortgage industry, the role played by CMRs as 
sophisticated participants in the commercial mortgage market in the United States, and the unique ability 
of CMRs to successfully form capital in order to provide financing to the commercial real estate industry in 
the United States. Part I also provides background information on the evolution of the commercial 
mortgage market and the products that are prevalent in the market today. In Part I we also discuss the 
operations of CMRs and distinguish them from the investment activities of registered investment 
companies that invest primarily in real estate type interests. Part II addresses the Commission’s request 
for industry input on the interpretation of the Section 3(c)(5)(C) exclusion.3 In this section, we recommend 
that the Commission codify with minor modifications the staff’s existing Section 3(c)(5)(C) percentage test 
and embrace a principles-based definition of “qualifying asset” for purposes of this test that we believe 
allows for the past and future evolution of the commercial real estate finance industry.  The proposed 
definition not only addresses industry concerns, but also is predicated upon the two operating principles 
centered on “control” and the “same investment or economic experience” that the staff has articulated in 
existing guidance. In Part III, we address other questions raised by the SEC in the ANPR Release that 
apply to CMRs.

                                                     
2   In the Concept Release, the Commission stated that it was requesting data and other information from the public 
about mortgage-related pools and soliciting views about the application of Section 3(c)(5)(C) to accomplish four 
specific goals: (1) to be consistent with the Congressional intent underlying the exclusion from regulation under the 
Investment Company Act provided by Section 3(c)(5)(C); (2) to ensure that the exclusion is administered in a manner 
that is consistent with the purposes and policies underlying the Investment Company Act, the public interest, and the 
protection of investors; (3) to provide greater clarity, consistency and regulatory certainty in this area; and (4) to 
facilitate capital formation. See Concept Release, circa text accompanying n. 9.
3   While our objective in this part of the letter, among other things, is to address the Commission’s questions whether 
companies that are engaged in the real estate and mortgage banking business are different from traditional 
investment companies, we believe that given the broad language of Section 3(c)(5)(C), the Commission should 
appropriately interpret that section expansively to include various forms of market participants that are primarily 
engaged in “purchasing or otherwise acquiring mortgages and other liens on and interests in real estate.”
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I.
BACKGROUND

A. The Commercial Mortgage Finance Market and CMRs’ Role as Capital Providers

CMRs serve as an integral source of capital in the commercial mortgage finance market. CMRs’ financing 
activities include the origination and acquisition of all financing products available in the commercial 
mortgage market, including commercial mortgage loans, participations in commercial mortgage loans, 
mezzanine loans, and various securitized products, such as commercial mortgage-backed securities 
(“CMBS”). As of September 30, 2011, there were approximately 13 public CMRs with an aggregate 
market capitalization of $5.3 billion and assets under management of $39.2 billion. We represent a 
majority of the public CMR market as demonstrated in the table below.

# Company Name

Ticker

Symbol
Equity Market
Cap (in $mill)

Assets under 
Management (in $mill)

1

561.9 8,291.4

436.0

315.7 7,281.2

ARI

Starwood Property Trust Inc. STWD    1,643.4 2,649.0

2 Crexus Investment Corp. CXS 694.2  969.9

3 iStar Financial Inc. SFI

4 Newcastle Investment Corp. NCT 438.8 3,686.8

5 Colony Financial Inc. CLNY  660.2

6 Resource Capital Corp. RSO 370.7 1,972.4

7 Northstar Realty Finance Corp. NRF

8 Apollo Commercial Real Estate Finance Inc. 266.9  895.5

9 Gramercy Capital Corp. GKK 159.6 5,430.0

10 RAIT Financial Trust RAS 142.6 3,007.7

11 Arbor Realty Trust Inc. ABR  84.5  1,763.6

12 PMC Commercial Trust PCC  82.7   252.8
13 Capital Trust Inc.    CT 50.1      2,365.4

Totals

Source: NAREIT, Bloomberg LP, RAIT Financial Trust; Market cap as of 10/11/11; Assets under management as of 6/30/11

Commercial Mortgage REITs

  $5,331.8    $39,225.9
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As shown in the diagram below, the commercial mortgage finance market is large and diverse and 
includes as participants commercial banks and thrifts, private pension funds, life insurance companies 
and finance companies, as well as commercial mortgage REITs. 

Commercial banks and thrifts are the largest providers of commercial mortgage finance by a significant 
margin. In recent years, however, these participants have significantly reduced their new loan 
originations. As shown in the diagram below, outstanding commercial mortgage holdings at commercial 
banks and thrifts decreased by almost $47 billion in the first half of 2011 alone. Commercial mortgage 
REITs and life insurance companies, on the other hand, have expanded their holdings by $1.7 billion and 
$5.3 billion, respectively. We expect CMRs to continue to grow their presence in the market.

-50,000 -40,000 -30,000 -20,000 -10,000 0 10,000

Commercial Banks

Finance Companies

Life Insurance
Companies

Private Pension Funds

Commercial Mortgage
 REITs

Source: Federal Reserve, Mortgage Bankers Association, and RAIT Financial Trust
H1 2011 (in $ Billions)

Comm. Banks & 
Thrifts 

(79%, $1.5 Tril)

Finance Companies 
(3%, $58 Bil)

Life Insurance 
Companies (16%, 

$304 Bil)

Private Pension Funds 
(1%, $12 Bil) (2%, $35 Bil)

Source: Federal Reserve, Mortgage Bankers Association and RAIT Financial Trust

Comm. Mortgage REITs 

Net Change in Commercial & Multifamily Mortgage Debt Outstanding



U.S. Securities and Exchange Commission
November 7, 2011
Page 5

LEGAL_US_E # 94914844.12

While commercial mortgage REITs’ role in the market as mortgage finance providers is expanding, we 
believe the Commission should also consider the significance of the capital that many CMRs provide to 
finance commercial real estate properties.  We believe the relative amount of capital provided by CMRs 
belies the important role played by them in the market, a role that has recently taken on greater 
significance as traditional first mortgage lenders have pulled back from the market. Using the current 
market for commercial mortgage-backed securities as a proxy for the overall commercial mortgage 
market, borrower loan-to-value ratios have decreased from the mid-70% range as of 2007 to 
approximately 62% as of mid-2011.  As depicted below, this decrease has resulted in a significant equity 
gap that commercial real estate owners will need to fill in order for the commercial real estate industry to 
refinance itself over time. 

As sophisticated participants, CMRs have historically served as a critical source of this needed “gap“ 
capital. CMRs are generally positioned to provide this capital given that they have developed the credit 
underwriting skills and structuring expertise, as well as asset management capabilities, that allow them to 
underwrite the risks associated with the capital described above. While the amount of capital supplied 
through these customized solutions may represent just 10% to 15% of the property’s capital structure, 
without it, property owners would need to obtain additional equity funding which may not be available on 
economically viable terms, or at all.  As traditional commercial mortgage lenders continue to retrench, 
there will be an increasing need for capital providers such as CMRs who can underwrite and invest in 
mezzanine or similar subordinated debt instruments to bridge the gap between available equity and 
senior mortgage financing.  Any disruption in the ability of CMRs to provide this essential financing can be 
expected to have a negative effect on an already troubled commercial real estate industry and the ability 
of property owners to satisfy their future capital formation needs.

25% 25%

75%

62%

Source: RAIT Financial Trust

First Mortgage Debt

EQUITY EQUITY

First Mortgage Debt  

Alternative/
Subordinate Capital

20112007

CMBS

13%
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The table below depicts existing commercial real estate debt maturities estimated over the next decade.  
The commercial real estate sector faces the daunting task of refinancing over $1.5 trillion of debt that is 
expected to mature through 2015, and approximately $2.4 trillion by 2021. We expect commercial 
mortgage REITs, as sophisticated market participants with the proven ability to raise capital in these 
challenging markets, to play a vital role in developing solutions to meet this demand for refinancing.  

Commercial Real Estate Estimated Debt Maturity Schedule

B. The Business of CMRs

1. Product Types

The commercial mortgage finance market has evolved substantially since the enactment of the 
Investment Company Act in 1940.  What had originally been a relatively simple mortgage market has 
evolved through the application of risk tranching.  Risk tranching has allowed for a more efficient delivery 
of capital to the market as well as enabling finance companies to originate and acquire only the portion of 
the capital structure that meets their risk and return profiles.  Risk tranching is evident in the direct 
financing of properties and portfolios through mortgage participations and subordinate financings such as 
mezzanine loans and preferred equity. The market has also embraced securitization, with the cash flows 
from individual or pools of mortgages being packaged and sold as tranched securities. All of these 
products are financings in the current market and have become prevalent, displacing in large part 
traditional direct whole mortgage loan origination and acquisition.   We describe below the principal 
commercial real estate mortgage loan and related products that CMRs originate or acquire to varying 
degrees consistent with their investment objectives and policies.

a. Whole Commercial Mortgage Loans

CMRs may originate or acquire whole commercial mortgage loans.  A whole commercial mortgage loan is 
an undivided mortgage loan fully secured by a first lien on commercial real property.  As the sole owner of 
a whole commercial mortgage loan, a CMR has all of the rights as lender and can exercise all remedies, 
including the right to foreclose on the underlying real property both before and after default on the 
mortgage loan. 
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b. Participations in Commercial Mortgage Loans

CMRs may also originate or acquire participations in commercial mortgage loans or sell participations in 
such loans and retain a portion, particularly in cases in which a CMR has originated a loan.  A common 
form of participation originated or acquired by CMRs is the B Note, representing a junior participation in 
the tranching of a commercial mortgage loan.4  The holder of the A Note, representing the senior 
participation, and the B Note holder share a single borrower and both participations are secured by the 
same mortgage lien.  

Because of its first loss position, the B Note holder retains various rights typically processed by a 
commercial mortgage lender, which it may exercise directly or through an operating advisor, an 
independent third party. The B Note holder’s rights may include: (i) the right to give pre-default approvals 
on matters such as property-level budgets, leasing of the property, material alterations to the property, 
property manager changes, modifications/amendments to loan documents, waivers, or transfers; (ii) the 
right to give post-default approvals on matters such as loan document modifications/amendments (the 
“workout”), removal of the property manager, commencing and prosecuting a loan foreclosure, and 
approval of a plan of reorganization; (iii) the right to purchase the specially serviced A Note at par plus 
accrued interest (in some cases without prepayment premium and default interest); and (iv) the right to 
cure monetary and non-monetary defaults under the A Note.

A CMR may also retain the A Note, particularly in cases in which it has originated the related commercial 
mortgage loan, and sell the other participations in this loan.  The A Note is fully secured by a mortgage 
lien on real property.  The A Note holder, as the senior lender, holds legal title to the mortgage loan and is 
listed as the lender of record with the appropriate governmental authority.  The A Note holder is in 
contractual privity with the borrower and is able to pursue remedies for collection directly against the 
borrower in the event of the borrower's default on the commercial mortgage loan.  Because the A Note 
holder typically originates a commercial mortgage loan that has been divided into the A/B participation 
structure, the A Note holder generally is fully engaged in the lending process, including assessing the 
creditworthiness of the borrower and making the decision whether to lend. The A Note holder retains non-
default servicing rights with respect to the mortgage loan and, therefore, directly or indirectly, continues to 
be involved in servicing the loan.  The A Note holder thus has all of the rights it would retain as the lender 
of a whole mortgage loan except that, for as long as the B Note has value as demonstrated by an 
appraisal, the A Note holder cedes the right to foreclose on the underlying property to the B Note holder.   

In addition to the A Note and the B Note, a commercial mortgage loan may be divided into one or more 
other intermediate participations (i.e., participations between the A Note serving as the most senior 
participation, and the B Note as the most junior).  

A commercial mortgage loan may also be divided into pari passu participations, rather than the 
senior/junior participation structure.  Under this structure, holders of participations in a commercial 
mortgage loan have equal rights with respect to matters relating to the collection of principal and interest 
and the allocation of loss.  However, the right to exercise approval rights and to pursue remedies in case 
of a defaulted loan typically requires the consent of the participant(s) representing a majority interest in 
the loan.  

                                                     
4 In certain commercial mortgage loan participation structures, there may be additional participations that are 
subordinate to the B Note and there may be different terms used to describe the various participations.  For purposes 
of this letter, we are using the A/B participation nomenclature to describe the commercial mortgage loan 
participations discussed in this letter, the term “B Note” to describe the most junior participation in the participation 
structure, and the term “A Note” to describe the most senior participation in the structure.   
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c. Mezzanine Loans

CMRs may originate or acquire mezzanine loans, a financing alternative that was developed by the 
market to provide financing in addition to traditional first mortgage loans. A mezzanine loan is a separate 
loan that is subordinate to a first mortgage loan on commercial real property but senior to the owner’s 
equity in the property.  It is typically secured by a pledge of all of the equity interests in a special purpose 
limited partnership or limited liability company that owns the underlying real property. The mezzanine 
lender obtains a first priority perfected security interest in this collateral.  If the mezzanine borrower (i.e., 
the special purpose limited partnership or limited liability company that owns the property owning entity) 
were to default on the mezzanine loan, the mezzanine lender has the right to foreclose on the collateral, 
become the owner of the mezzanine borrower and, accordingly, become the owner and operator of the 
underlying real property. 

A CMR, as a mezzanine lender, obtains important rights through an intercreditor agreement it enters into 
with the first mortgage lender, as well as under the terms and conditions of the mezzanine loan 
agreements. These rights may include: (i) the right, pre-default, to approve actions relating to budget, 
leasing of the property, material alterations on the property, property manager changes, 
modifications/alterations of loan documents, waivers or transfers; (ii) the right, post-default, to approve 
actions relating to loan document modifications/amendments (the “workout”), removal of the property 
manager, commencing and prosecuting a foreclosure of the mezzanine loan, and approval of any plan of 
reorganization; (iii) the right to purchase the specially serviced senior mortgage loan (represented by both 
the A Note and B Note when the first mortgage loan is divided through a participation) at par plus accrued 
interest (in some cases, without prepayment premium and default interest); and (iv) the right to cure 
monetary and non-monetary defaults under the first mortgage loan.

CMRs may originate or acquire junior or senior mezzanine loans. These are separate loans that are 
issued in connection with the financing of commercial real property.  Each mezzanine loan is separate 
and distinct with its own collateral and set of loan documents.  Under this structure, the limited partnership 
or limited liability company that is the sole owner of the property-owning entity (the “senior mezzanine 
borrower”) obtains a mezzanine loan (“senior mezzanine loan”) from a mezzanine lender (“senior 
mezzanine lender”) that is secured by a first priority perfected security interest in all of the ownership 
interests in the property-owning entity.  In addition, the limited partnership or limited liability company that 
successively owns all of the ownership interests in the senior mezzanine borrower (“junior mezzanine 
borrower”) obtains a separate mezzanine loan (“junior mezzanine loan”) from a separate mezzanine 
lender (“junior mezzanine lender”).5  

Under this arrangement, the first mortgage lender, the senior mezzanine lender and the junior mezzanine 
lender all enter into an intercreditor agreement to establish the relative priority of rights among the three 
lenders. The senior mezzanine lender, among other rights, obtains cure rights and purchase rights 
relative to any possible default on the first mortgage loan.  Similarly, the junior mezzanine lender, among 
other rights, obtains cure rights and purchase rights relative to any possible default on both the senior 
mezzanine loan and the first mortgage loan, with the priority being given to the junior mezzanine lender 
because it holds the first loss position with respect to the first mortgage loan cure and purchase rights. 
With respect to foreclosure in these circumstances, all three lenders have the right to foreclose on their 
respective collateral in the event of an uncured default on their instrument.

                                                     
5 On occasion, this can involve more than three levels of mezzanine debt.
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d. Mezzanine Loan Participations

CMRs may also originate or acquire mezzanine loan participations. These are participations in a 
mezzanine loan that has been divided into a senior mezzanine loan participation and one or more junior 
mezzanine loan participations in the same way that a first mortgage loan may be divided into a senior 
loan participation and one or more junior participations.  Under these arrangements, pursuant to the 
terms of a participation or other intercreditor agreement, the holder of the most junior mezzanine loan 
participation (i.e., the first loss holder) is given control rights over the servicing of the entire mezzanine 
loan, including the right to foreclose, similar to the rights obtained by a B Note holder in the case of a first 
mortgage loan participation.

e. Preferred Equity

As an alternative to a mezzanine loan, a CMR may originate or acquire a preferred equity interest in a 
property owning entity that owns commercial real property. Under this arrangement, the CMR obtains a 
preferred return in the property owning entity and the right to replace the property owning company’s 
management in certain circumstances.  In such cases, the common members of the property owning 
entity lose their voting rights, dividends, and right to the distribution of any profit.

f. Commercial Mortgage Backed Securities

A CMR may acquire commercial mortgage backed securities (“CMBS”), which are securities issued by a 
special purpose vehicle that owns one or more commercial real estate mortgage loans.  The securities 
issued by the special purpose vehicle are tranched and represent different priorities on the cash flow 
generated from the underlying mortgage loan collateral. These securities are generally rated with classes 
from AAA down to as low as B and an unrated class, NR. 

The typical CMBS arrangement is governed by a pooling and servicing agreement. Under this agreement, 
the single holder or majority-holder6 of the first loss or most junior class of securities (i.e., the class that is 
the first to bear losses in case of default on the underlying loans or the class with the lowest payment 
priority) generally is designated as the “controlling” or “directing” class holder and given various rights 
associated with its first loss position that are substantially the same as the rights associated with a B Note 
investment. The pooling and servicing agreement provides for such controlling class rights, including the 
right to control the exercise of foreclosure, to shift to the next more senior junior class. This shift occurs 
when the underlying collateral declines in value, thereby eliminating or substantially reducing the potential 
recovery available to the original controlling class holder.  Every class in a CMBS issuance has the 
ultimate ability to become the controlling class and the holder of a majority interest in a class controls the 
rights afforded to that class.

g. Real Property Ownership

A CMR may hold on its books commercial real property, such as offices, warehouse/distribution 
properties, industrial and retail properties, and hotels. In some cases, these properties are acquired as a 
direct investment. Some of these properties are acquired and net leased to corporate and other tenants. 
In these arrangements, the tenants are required to pay, in addition to rent, some or all of the property 
expenses that would normally be paid by the property owner, such as real estate taxes, insurance, 
maintenance, repairs, utilities and other expenses. In other cases, properties may have been acquired 

                                                     
6 In some cases, there may be more than one holder of the first loss class of securities.  In such case, the 
holder of the majority of the outstanding certificates of this class becomes the “controlling class holder.” 
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through the foreclosure process, a development that, consistent with their extensive underwriting, CMRs 
anticipate and are prepared to hold and manage properties acquired in this manner.  

2. The Product Origination and Acquisition Process

CMRs are active providers of capital to borrowers in the real estate markets.  In originating or acquiring 
loan products, we apply extensive credit underwriting procedures, as further described below, and are 
operationally prepared for the possibility of foreclosing on the commercial properties that collateralize our 
mortgage-related products.  As such, we have developed the infrastructure necessary to ensure that we 
are in a position to carry out competently and manage our loan origination or acquisition decision-making 
and asset management activities. The typical CMR is served by knowledgeable professionals (whether 
employed directly or accessed from the professional staff of its external investment manager) who have 
the experience necessary to perform the loan origination, credit underwriting and asset management 
functions that are important to its active product origination and acquisition strategies. 

Before a loan is originated or acquired, a CMR performs a significant amount of due diligence.  A CMR’s 
procedures typically include hands-on analysis of the property collateralizing the underlying mortgage 
loan, market analysis, tenant analysis, financial analysis, visits to the property site, borrower background 
checks, and lease and contract review, all of which culminate in the production of a detailed underwriting 
file that provides a basis for its decision whether to finance the particular project.  In addition, once an 
instrument is originated or acquired, a CMR undertakes various ongoing asset management activities 
with respect to maintaining the asset, including typically loan servicing, lease approvals, budget review 
and approvals, financial reviews, and borrower consultations.  In the event of non-performance of a 
commercial mortgage loan, the asset management staff will workout the loan and exercise the remedies 
afforded the lender, including the right to foreclose and take title to the underlying commercial property.  
CMRs must, therefore, commit substantial resources to the development and maintenance of their 
underwriting and asset management infrastructure.  CMRs must either directly or through their external 
manager recruit, compensate and retain the professional staff with the qualifications to carry out these 
activities, and must invest in the proprietary analytical and surveillance systems that are central to 
supporting the proper underwriting and monitoring of their assets. 

C. Financing CMR Assets

CMRs often finance their commercial mortgage loan originations or acquisitions of commercial mortgage 
related products. Such financing may be obtained through the issuance of debt securities and borrowings 
under credit facilities, term loans and warehouse lines.  Some CMRs also finance their portfolios in the 
securitization market through the use of collateralized debt obligations (“CDOs”) which provide long-term, 
non-recourse and match-funded financing.  Under this financing method, a CMR transfers assets 
(principally qualifying assets and real estate-related assets) to a wholly owned special purpose entity 
(“SPE”) set up to issue the CDO debt obligations in the form of notes collateralized by the SPE’s assets.7

                                                     
7 The SPE issues the rated and unrated notes in tranches to various investors. The CMR (or an affiliate) 
typically serves as the collateral manager responsible for the ongoing asset management of the collateral, and retains 
all of the beneficial ownership interests in the SPE (i.e., the common shares representing nominal ownership of 
common equity in the SPE, and the preferred shares) and interests in the unrated tranches.  In some cases, the 
common shares may be donated to a charitable institution or held by a nominal third party.  Although the donation of 
these shares may raise questions whether a CDO could be treated as a majority-owned or wholly owned subsidiary 
of the CMR, as the CDO originator, for purposes of the exclusions provided under the Investment Company Act, the 
CMR’s retention of the preferred shares and interests in the unrated tranches generally is enough to establish the 
subsidiary status of the CDO structure for these purposes.  As an accounting matter, the debt obligations and the 
collateral assets transferred to the SPE are generally consolidated on the CMR’s balance sheet.  As the owner of the 
first loss risk in the CDO arrangement, the CMR acquires certain control rights. Depending on the structure of the 
CDO arrangement and the terms of the related collateral management agreement, the assets serving as collateral 
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CDO financings are consistent with a CMR’s business objective because the CMR remains actively 
involved over the entire life of the assets that serve as collateral for the CDOs.   

D. The Regulation of CMRs

We are all publicly traded REITs whose securities are listed for trading on a national securities exchange.  
As listed companies, we are subject to a comprehensive body of laws, regulations, securities exchange 
rules, accounting pronouncements and market-driven best practices.  For example, we are required to file 
periodic and other reports with the Commission in accordance with the requirements of the Securities 
Exchange Act of 1934, as amended (the “Exchange Act”) and the rules thereunder and, as a 
consequence, operate with a substantial degree of ongoing transparency into our operations. As public 
companies, we are also subject to an array of substantive corporate governance requirements that are 
imposed by applicable securities exchange listing rules, the Sarbanes Oxley Act of 2002 and, more 
recently, the Dodd–Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”).8  
Among other things, we are required to have a board of directors comprised of a majority of independent 
directors, maintain independent audit, compensation and corporate governance committees, and adopt 
and administer codes of conduct governing compliance, related-person transactions and other conflicts of 
interest matters. The financial statements we file and disseminate to our investors are audited by 
registered public accounting firms overseen by the Public Company Accounting Oversight Board.9

In September 2010, the members of a task force organized by NAREIT to consider questions concerning 
the interpretation of Section 3(c)(5)(C) submitted a white paper to the Commission staff detailing the 
regulatory scheme that currently applies to the operations of public REITs, including CMRs. The white 
paper demonstrated that the various regulations that currently apply to public REITs address many of the 
key aspects of RIC operations that are regulated under the Investment Company Act, including corporate 
governance, affiliated transactions, disclosures provided to shareholders, periodic reporting to the 
Commission and to shareholders and custody of company assets. Because of its relevance to certain 
questions raised in the Concept Release concerning the regulation of public REITs, we have attached 
that white paper to this comment letter for the Commission’s convenience. See Exhibit A.
                                                                                                                                                                          
may be managed to varying degrees. A CDO arrangement may be structured to provide for a static pool of assets 
held in an SPE as collateral for the CDO notes, with substitution of collateral assets being permitted only to replace at 
risk assets.  In this arrangement, the SPE functions much like a structured financing issuer of the type contemplated 
in Rule 3a-7 under the Investment Company Act.  On the other hand, a CDO arrangement may be structured to 
provide for more active management of the assets held as collateral for the CDO notes, so that the collateral 
manager has more flexibility under the terms of the collateral management agreement to buy and sell assets held as 
collateral or replace them if they mature.  The SPE, in such case, is less of a structured financing issuer of the type 
contemplated by Rule 3a-7 and generally must rely on another exclusion from regulation as an investment company 
(e.g., Section 3(c)(7), Section 3(c)(1) or Section 3(c)(5)(C)).
8 For example, to implement the requirements of the Dodd-Frank Act, the Commission has adopted rules 
regarding the issuance of asset-backed securities, including CDOs (such as rules regarding asset-backed securities’ 
issuers’ responsibilities to conduct and disclose a review of the assets underlying those securities and to make 
certain disclosures about those reviews – Securities Act Release No. 9176 (Jan. 20, 2011)), and has proposed 
various rules affecting these issuers, such as the proposed new rule to implement Section 621 of the Dodd-Frank Act 
that would prohibit certain persons that create and distribute an asset-backed security (including a CDO backed by a 
mortgage loan) from engaging in certain transactions that may give rise to a material conflict of interest within one 
year after the date of the first closing of the sale of the asset-backed security. See Exchange Act Release No. 65355 
(Sept. 19, 20111).  The Commission has also adopted and proposed rules relating to corporate governance and 
disclosure provided by SEC-regulated issuers (such as the new requirements relating to shareholder approval of 
executive compensation and “golden parachute” compensation adopted pursuant to new Section 14A of the 
Exchange Act). See Exchange Act Release No. 63768 (Jan. 25, 2011).  
9 Unlisted CMRs are also subject to many of the same requirements as listed CMRs, and are subject to other 
regulations imposed by the Financial Industry Regulatory Authority and state “blue sky” laws.
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E. Comparison of CMRs’ and RICs’ Structure and Operations

The Commission has requested that commenters address the similarities and differences between 
companies that rely on the statutory exclusion provided by Section 3(c)(5)(C) and registered investment 
companies (“RICs”), and in connection therewith describe any key operational or structural characteristics 
that serve to distinguish such companies from RICs.  We believe the description provided above of the 
commercial mortgage industry and CMRs’ role in this industry, the nature of their products and the 
manner in which they originate or acquire their products reveals that there are fundamental differences in 
the structure and operations of CMRs and RICs. 

First, although CMRs and certain RICs do invest to a limited extent in similar mortgage related 
instruments, 10 their products lines and the process of originating or acquiring new assets are generally 
very different.  One may typically find on the balance sheet of a CMR sizable holdings of assets of the 
types listed above, including (depending on the investment objectives and policies of the particular CMR) 
whole commercial mortgage loans, mezzanine loans, commercial mortgage loan participations, real 
property (including REO property), CMBS and similar real estate asset types.  All of these asset types 
require the application of stringent credit underwriting procedures in the process of originating or 
acquiring them so as to mitigate the risk of default and potential adverse effects on a CMR’s financial 
condition.11  As indicated above, a CMR, whether in originating new loan products or in acquiring existing 
loans, performs extensive due diligence and other credit underwriting procedures that culminate in the 
production of a detailed underwriting file serving as the basis for its decision whether to originate or 
acquire the particular commercial mortgage related product.  In addition, once an asset is originated or 
acquired, it must be maintained. To successfully perform these various operations, as we noted, a CMR 
or its manager must be staffed with experienced and knowledgeable staff, and a CMR must incur the 
expenditures necessary to ensure that it has the systems and other infrastructure to perform these 
operations successfully.  These various aspects of a CMR’s structure and operations are consistent with 
their public statements that they are engaged in the business of providing financing to borrowers in the 
commercial real estate markets, not investing in the manner of RICs, pension plans and other similar 
institutions.  

The typical RIC, by contrast, does not perform and is not equipped to perform the extensive credit 
underwriting procedures required for loan originations and acquisitions of the types held by CMRs, nor is
it equipped to provide the asset management services to maintain these assets or to bring onto its books 
underlying real property in cases in which a loan has been the subject of a foreclosure proceeding.  
Consistent with its public statements concerning its activities as an investor in the capital markets, the 
typical RIC or its investment adviser12 is staffed heavily with investment advisory personnel, traders, 
research personnel, and others that are more integrally involved in the process of providing advice about 
investing, reinvesting or trading in securities.     

                                                     
10 Given the illiquid nature of many of these investments, RICs that may invest in these asset types would be 
classified as closed-end investment companies.  We expect that there may few of these RICs.  Because many more 
RICs are organized as open-end management investment companies that are restricted to holding no more than 15% 
of the value of their total assets in illiquid securities, we expect that there would be far fewer RICs that would invest to 
any significant extent in mortgage related instruments of the types originated and acquired by CMRs. 
11 For those CMRs that originate and acquire subordinate products and, therefore, are exposed to first loss 
positions, the risk of loss is amplified in the event of an underlying default.
12 Substantially all RICs are managed by an external investment adviser, with the Vanguard family of funds 
being perhaps the only notable mutual fund family that uses an internalized management structure.  By contrast, 
some CMRs are managed under an internalized structure, while there are others that use an external investment 
manager.   
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Second, an element that is common to many of the products originated and acquired by CMRs, as we 
discuss further below, is the ability of the CMR to obtain and exercise effective “control” over these 
products.  We describe “control” in this sense in Section II below as the ability of a CMR to get to the “dirt” 
(i.e., to claim ownership of the parcel of real property that serves as collateral for a commercial mortgage 
loan or other secured real estate loan) if the loan is not performing.  Exercising this “control” feature is an 
important and necessary part of a CMR’s operations. RICs, by contrast, typically do not invest to obtain 
control over an issuer of securities or assets of the types that CMRs originate and acquire. They generally 
are not positioned to invest in commercial mortgage loans and related instruments with the expectation of 
exercising the foreclosure and other rights associated with the instruments which CMRs typically hold and 
possibly acquiring the underlying real property for their portfolios.  A RIC’s typical response when a loan 
is perceived as non-performing is to seek to sell the loan, not to foreclose on the loan and become the 
owner of the underlying real property.

Third, given the nature of their structure and operations that are more in the nature of sophisticated, 
hands-on operating companies (and, thus, that are not investment companies), CMRs are comfortable 
utilizing leverage to meet their substantial operating costs relating mainly to the origination and acquisition 
of products and to enhance the returns provided to their common stockholders. A CMR’s potential to 
leverage its assets is not unlimited. The amount of leverage a CMR may undertake is dictated by market 
conditions and the market’s assessment of the company’s financial condition and cash flows. A CMR, in 
this regard, is much like an operating company: it or its manager has sustainable operations to manage 
the risks associated with its leverage, and its ability to undertake leverage is subject to market restraints. 
By contrast, Section 18 of the Investment Company Act significantly restricts the ability of a RIC to 
leverage its assets, a prudent restriction in light of the nature of the investment programs of RICs.13   

Finally, as we noted, CMRs publicly disclose in their filings made with the Commission and in their 
disclosure documents furnished to shareholders that they are engaged principally in the business of 
providing financing to borrowers in the commercial real estate market. They support these statements by 
describing in these filings and disclosure documents in much detail the nature of their business and 
operations substantially along the lines of the description provided above in this letter. The history of their 
operations described in these documents supports the bona fide nature of these public statements, and 
the activities of their officers, directors and employees (of the activities of the officers, directors and 
employees of the CMRs’ manager) provide additional support.  CMRs do not hold themselves out as 
registered investment companies entitled to the investor protections accorded by the Investment 
Company Act, and we are unaware of any empirical evidence that suggests that investors do not 

                                                     
13 In fact, Congress imposed these restrictions on RICs when it enacted the Investment Company Act in 1940 
because of significant losses incurred by investors in registered investment companies around the time of the Great 
Depression as a result of excessively overleveraging these companies’ assets. RIC insiders established these 
companies as lightly capitalized entities, and proceeded to burden them with debt to enhance the returns that might 
be received by the RIC insiders who retained the common equity. These RICs failed under the weight of their own 
excessive debt when their investments failed. In its Memorandum to Chairman Levitt entitled “Mutual Funds and 
Derivative Instruments” (Sept. 26, 1994), the Division of Investment Management (“Division”) explained the problem 
of leverage for RICs in the era preceding the enactment of the Investment Company Act: “One reason for limiting 
investment company leverage was to prevent the abuse of the purchasers of senior securities, which were sold to the 
public as low risk investments.  Investment company assets during the 1920s and 1930s consisted mostly of common 
stocks that did not provide the stable asset values or steady income stream necessary to support these senior 
charges.  Because the sponsors often kept all or most of the junior, voting securities for themselves, they could 
operate the company in their own interests.  Senior securities tended to lead to speculative investment policies to the 
detriment of senior securityholders because the common stockholder/sponsors, who often had a relatively small 
investment risk in the fund, looked to the capital gains for profit.  Multiple classes of senior securities and pyramiding 
frustrated senior securityholders’ attempts to determine whether secure returns were likely.”  See also Galbraith, John 
Kenneth, The Great Crash 1929, pp. 45-65 (1988) (providing a similar explanation of investment company leverage in 
this era).
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understand that the CMRs in which they invest are not subject to regulation under the Investment 
Company Act. Consistent with this position, CMRs disclose in their filings and in their disclosure 
documents that they are not registered as and, therefore, are not subject to regulation as investment 
companies.  By contrast, RICs make it clear in their public filings and disclosure documents, consistent 
with Commission regulation, that they are registered as investment companies and subject to the 
requirements of the Investment Company Act.

In sum, through their respective activities in the capital markets, CMRs and RICs provide capital to 
discrete but complementary components of a commercial property capital structure. Each of these 
components represents important capital for the commercial real estate industry. Investors are presented 
with the choice of vehicle in which they wish to invest based on their assessment of CMRs’ and RICs’ 
respective investment strategies and their operating capabilities.  We believe that CMRs operate with 
transparency and fully and fairly inform investors of their financing strategies and operating capabilities as 
well as of the risks associated with an investment in a CMR.  

F. Particular Concerns Raised by the Commission in the Concept Release

In the Concept Release, the Commission expressed particular concern that some REITs may raise the 
potential for abuses of the types applicable to RICs, such as overreaching by insiders, deliberate 
misvaluation of company holdings, and extensive leveraging.14  We believe that the extensive regulation 
that currently applies to public REITs, as described above and in Exhibit A to this letter, adequately 
addresses these areas of concern with respect to the operations of public REITs, including CMRs. We 
address below these concerns.

1. Overreaching by Insiders

The Commission noted that the Investment Company Act, among other things, contains protections, such 
as Section 17 and Section 10(f) of this Act, that seek to prevent investment companies from being 
organized, operated, managed, or having their portfolio securities selected in the interests of company 
insiders.15 While public REITs are not subject to particular restrictions on affiliated transactions such as 
those contained in Section 17 and Section 10(f) of the Investment Company Act, they are subject to 
various regulations that seek to protect against overreaching by company insiders. 

As noted in Exhibit A, as public companies registered under the Exchange Act, public REITs are subject 
to the provisions of the Sarbanes Oxley Act of 2002 (“SOX”).  Pursuant to its authority in SOX, the 
Commission has adopted rules requiring a public company, such as a public REIT, to disclose whether it 
has adopted a code of ethics for its chief executive officer, chief financial officer, chief administrative 
officer, controller and other persons performing similar functions and, if not, the reasons why it has not 
done so.  The code of ethics is a set of written standards reasonably designed to deter wrongdoing and to 
promote: (i) honest and ethical conduct, including ethical handling of conflicts of interest; (ii) full, fair, 
accurate, timely and understandable disclosure in SEC reports and public communications; (iii) 
compliance with applicable law; (iv) prompt internal reporting of violations; and (v) accountability for 
compliance with the code of ethics.  In addition, Section 404 of SOX and Rule 13a-15 under the 
Exchange Act require companies, such as public REITs, that file Form 10-Ks and 10-Qs with the 
Commission, to adopt internal controls over financial reporting that, among other things, require the 
adoption of policies and procedures reasonably designed to provide reasonable assurance regarding the 
prevention or timely detection of unauthorized acquisition, use or disposition of REIT assets that could 
have a material effect on its financial statements.  Further, Section 402 of SOX prohibits a public 
                                                     
14 See Concept Release, text accompanying n. 36.
15 See Concept Release, n. 32 and accompanying text. 
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company, such as a public REIT, from making loans to its directors or executive officers, subject to very 
narrow exemptions for certain types of loans made in the course of the company’s business. SOX 
contains various other requirements that indirectly protect against overreaching by insiders.

Exhibit A also summarizes NYSE and NASDAQ requirements that, among other things, serve to protect 
against overreaching by insiders and apply to REITs that are listed for trading on these exchanges.  A 
NASDAQ listed REIT must have a majority of independent directors and must satisfy various audit 
committee and other board requirements.  In addition, a NASDAQ listed REIT must require that the audit 
committee or other independent body of the board conduct a review of all related party transactions for 
potential conflicts of interest.  Further, a NASDAQ listed REIT must adopt a code of conduct applicable to 
officers, directors and employees of the REIT. This code must satisfy the requirements for a code of 
ethics under SOX.  Similar requirements apply to a REIT listed for trading on the NYSE.  Among other 
things, such a REIT must adopt and disclose a code of business conduct applicable to directors, officers 
and employees of the REIT and addressing conflicts of interest, corporate opportunities, confidentiality, 
fair dealing, protection and proper use of assets, compliance with laws, rules and regulations and 
reporting of any illegal or unethical behavior. 

Exhibit A further summarizes the disclosure requirements applicable to public REITs in registering the 
offer and sale of their shares under the Securities Act of 1933, as amended (the “Securities Act”) and in 
periodic reports filed with the Commission under the Exchange Act.  In particular, Item 404 of Regulation 
S-K requires a REIT to disclose in forms filed under the Securities and Exchange Acts certain 
transactions or proposed transactions exceeding $120,000 in which the REIT was or is to be a participant 
and in which the related person had or will have a direct or indirect material interest.  For this purpose, the 
term “related person” is defined very broadly to include a director or executive officer of the REIT, any 
immediate family member of a director or executive officer of the REIT, a security holder of the REIT 
covered by Rule 403(a) of Regulation S-K (generally, any person whom the REIT knows to be the 
beneficial owner of more than 5% of any class of its voting securities), and any immediate family member 
of this security holder.  In addition, a GAAP-compliant set of financial statements must include disclosure 
of all related party transactions, whether or not material. The requirement to make these disclosures and 
the resultant transparency into their operations impose an additional discipline on REITs to ensure that 
they have these protections against related party transactions in place.

In addition to the foregoing, as described in Exhibit A, market practices, including pressures stemming 
from competition, shareholders and directors, create certain industry standard practices for REITs (even 
though not mandated by law or regulation).  In this regard, most REITs maintain their assets with large, 
established financial institutions in order to minimize counterparty risk. In addition, investors, directors and 
competitive pressure impose limits on accepted transactions between a REIT and its affiliates, limiting 
self-dealing in the REIT industry.

2. Deliberate Misvaluation of REIT Holdings

The Commission noted that the Investment Company Act seeks to prevent RICs from employing unsound 
or misleading methods, or not receiving adequate independent scrutiny, when computing the asset value 
of their investments or their outstanding securities.16  As described in Exhibit A, REITs that are registered 
under the Exchange Act are required to prepare and disseminate audited financial statements prepared in 
accordance with generally accepted accounting principles (“GAAP”) and in doing so, must comply with 
the many sources of GAAP, including standards issued by the Financial Accounting Standards Board 
(“FASB”), as well as Commission guidance and regulations governing the preparation of financial 

                                                     
16 See Concept Release, n. 30 and accompanying text. 
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statements and accounting.  Even REITs that are not registered under the Exchange Act prepare and 
deliver to investors audited financial statements prepared in accordance with GAAP. 

Exhibit A describes a few of the Commission and FASB standards and contains a more comprehensive 
list of applicable requirements.  In preparing financial statements in accordance with GAAP, REITs (like 
other companies) seeking a GAAP-compliant audit, must ascertain a fair value for various financial assets 
and liabilities.  Financial Accounting Standard 157 (Determination of Fair Value) defines fair value for this 
purpose, and establishes a framework for measuring fair value as well as requires disclosure of fair value 
measurements.  Financial Accounting Standard 166 (Accounting for Transfers of Financial Assets) 
significantly affects the way in which originators account for transfers in securitizations by imposing 
requirements on when the transfer of an interest in a special purpose vehicle can be treated as a sale.  It, 
therefore, affects the accounting for securitized mortgage loans generally.  Financial Accounting Standard 
167 (Accounting for Transfers of Financial Assets) requires an enterprise to assess on an ongoing basis 
whether its interest in another entity makes that entity a “variable interest entity,” such that the enterprise 
must include in its financial statements the assets, liabilities and activities of the entity.  It, therefore, has a 
significant effect on originators of securitizations, special purpose vehicles and holders of interests in 
special purpose vehicles used for securitization.

The valuation of a CMR’s assets and liabilities has been an important area of focus for the CMR’s 
independent auditors in recent years, particularly in light of the promulgation of the FASB standards 
referred to above. These auditors obtain further assurances about the value ascribed to a CMR’s assets 
by performing procedures to validate the existence of these assets.  

The foregoing, as well as the more comprehensive description and listing of other requirements set forth 
in Exhibit A, indicates that, for a public REIT, there is a spotlight on the manner in which it values its 
holdings for public reporting purposes.  When these requirements are considered in the context of the 
financial reporting controls imposed by SOX (as well as in Commission rules), including disclosure 
controls and internal control over financial reporting imposed by Section 404 of SOX and Exchange Act 
Rule 13a-15, as further described in Exhibit A, we believe the likelihood of deliberate misvaluations of 
REIT holdings is remote.

3. Extensive Leverage

In the Concept Release, the Commission stated that the Investment Company Act seeks to prevent RICs 
from engaging in excessive borrowing and issuing excessive amounts of senior securities.17  The 
Commission explained in that release that prior to 1940, some investment companies were highly 
leveraged through the issuance of senior securities in the form of debt or preferred stock, which often 
resulted in the companies being unable to meet their obligations to the holders of their senior securities, 
and that excessive leverage also greatly increased the speculative nature of the common stock of these 
companies.  The Commission noted that Section 18 was enacted to limit the ability of RICs to engage in 
borrowing and to issue senior securities.

As we observed in an earlier section of this letter, although CMRs are not subject to limitations on 
leverage similar to the requirements of Section 18 of the Investment Company Act, CMRs are not 
investment companies and operate more like operating companies that are not subject to limits of this 
type.  Like an operating company, a CMR or its manager has operations that go beyond a mere 
investment in securities.  A review of a CMR’s balance sheet, including the notes to the financials, bears 
this out.  Therefore, there is more in the operations of a CMR than there is for a RIC to support the 
undertaking of leverage by a CMR.  A CMR is not the lightly capitalized entity that, because of excessive 

                                                     
17 See Concept Release, n. 31 and accompanying text. 
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leveraging of its assets, including leverage incurred by the pyramiding of investment companies, resulted 
in heavy losses to holders of this entity’s debt in 1929.18  A CMR is much better capitalized than the 
closed-end investment companies that existed around this period of history and is much better able to 
maintain its debt.

To our knowledge, except for statements made by the Commission in the Concept Release, no one 
considers the current level of leverage in the commercial mortgage REIT industry to be an area of 
material concern.  In expressing this concern in the Concept Release, the Commission cited to one 
instance of an offshore fund investing in mortgage-backed securities (but which, to our knowledge, did not 
elect treatment as a REIT for purposes of federal tax law) that had lost value when the fund could not 
service its debts. The Commission noted that this fund reportedly had a 32:1 leverage ratio.19  While we 
recognize that effective regulatory policy should not always be reactive (i.e., the Commission should not 
wait for a disaster to occur before implementing effective regulations), we believe that there is nothing 
about the borrowing activities of commercial mortgage REITs to warrant the level of concern the 
Commission has expressed as a basis for reexamining the Section 3(c)(5)(C) exclusion.  Any suggestion 
that it might be appropriate for the Commission to impose limits on a REIT’s ability to borrow similar to the 
limits that currently apply to RICs under Section 18 of the Investment Company Act should be based on 
more evidence that REITs’ existing borrowing activities present undue risks to investors.  As we have 
indicated, CMRs (and other REITs) benefit immensely from being able to borrow, including through the 
structuring of CDOs, to finance the origination and acquisition of their assets.  Any restriction on this 
ability, along the lines of the restrictions applicable to RICs, would have a significant effect on the 
business of REITs.  

II.
PROPOSED CODIFICATION OF SECTION 3(C)(5)(C) PERCENTAGE TEST AND A PROPOSED 

DEFINITION OF “QUALIFYING ASSET” 

CMRs generally agree that the current Section 3(c)(5)(C) percentage test developed by the Commission 
staff, requiring that at least 55% of the value of total assets of a CMR be “qualifying assets” and at least 
80% be “real estate-related assets,” has worked well.  We have accordingly developed systems to assure 
compliance with this test, and have successively refined this process over the approximately twenty-six 
years since the test was first enunciated by the Commission staff in a no-action letter.20 There is far less 
certainty, however, about the manner of categorizing products for purposes of this test.  Because of the 
lack of Commission or staff guidance in this area, CMRs have had difficulty deciding which products 
should be treated as “qualifying assets” and which as “real estate-related assets.”  The difficulty is 
compounded by the fact that the commercial mortgage finance industry has been active in innovating 
products in the last several years, as discussed above, and, except for two no-action letters issued to 
Capital Trust, Inc. in 2007 and 2009, the Commission staff has not promulgated any guidance in this area 

                                                     
18 See supra n. 13. 
19 See Concept Release, n. 35.
20 See, e.g., Salomon Brothers Inc., SEC Staff No-Action Letter (June 17, 1985) (no-action assurance granted 
where at least 55% of the issuer’s assets would be invested in mortgage bonds representing the entire outstanding 
issue of one or more issues of mortgage bonds, and the remaining 45% would be invested primarily in real estate-
type interests).  See also Bear Stearns & Co. Inc., SEC Staff No-Action Letter (Oct. 3, 1986) (issuer would invest at 
least 55% of its assets in whole pool FNMA certificates and the remaining 45% primarily in real estate-type interests); 
Citytrust, SEC Staff No-Action Letter (Dec. 19, 1990) (staff statement that that an issuer is excepted under Section 
3(c)(5)(C) if at least 55% of its assets consists of “mortgages and other liens on and interests in real estate” and the
remaining 45% consists primarily of real estate-type interests, and that the issuer would meet the 45% test if at least 
25% of its total assets were invested in real estate-type interests, subject to a reduction to the extent that it invests 
more than 55% of its total assets in assets meeting the 55% test). 
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since the early 1990’s.21  While other major commercial finance institutions have avoided Section 
3(c)(5)(C) interpretive questions because they may rely alternatively on other exclusions from regulation 
as investment companies (for example, banks, thrifts and insurance companies may rely alternatively on 
the exclusion from the definition of investment company provided by Section 3(c)(3) of the Investment 
Company Act), CMRs have had to contend with the difficult interpretive questions raised under Section 
3(c)(5)(C) in the face of such product innovation and in the absence of any alternative exclusion. 

We believe that the Commission would achieve the various goals highlighted in the Concept Release if it 
were to (i) codify with minor modifications the staff’s existing percentage test for the exclusion provided by 
Section 3(c)(5)(C), and (ii) adopt a definition of “qualifying asset” substantially along the lines of the 
definition we recommend below, which reflects the principles of “control” and “same investment or 
economic experience” we describe herein. In our view, the codification of the percentage test and 
adoption of the proposed “qualifying asset” definition would: (1) be consistent with the Congressional 
intent underlying the Section 3(c)(5)(C) exclusion; (2) ensure that the exclusion is administered in a 
manner that is consistent with the purposes and policies underlying the Investment Company Act, the 
public interest, and the protection of investors; (3) provide greater clarity, consistency and regulatory 
certainty for CMRs and other market participants in determining whether they qualify for the exclusion 
provided by Section 3(c)(5)(C); and (4) facilitate capital formation by permitting CMRs to continue to 
provide financing to borrowers in the commercial real estate markets without being hamstrung by 
questions about the permissible scope of their financing activities. Such action by the Commission would 
be consistent with the broad language contained in the statutory text of Section 3(c)(5)(C).  CMRs would 
thus be able to determine with reasonable certainty the appropriate treatment of commercial real estate 
mortgage instruments that not only are prevalent in the market today, but also new products that may be 
introduced in the future as the commercial mortgage finance market continues to evolve.  Adoption of this 
test and qualifying asset definition would serve the interests of both issuers and investors alike and 
facilitate a more efficient administration of the statutory exclusion by the Commission and its staff. This 
result would be preferable to continuing with the status quo, where staff no-action letters and other staff 
pronouncements inform CMRs as to how they should interpret the Section 3(c)(5)(C) exclusion but often 
leave CMRs with a degree of uncertainty and lead to inconsistency in the treatment of various assets.

A. Proposed Codification of Section 3(c)(5)(C) Percentage Test

We propose that the Commission codify with minor modification, either by rule or in an interpretive 
release, the staff’s existing percentage test for determining when an issuer qualifies for the Section 
3(c)(5)(C) exclusion, using language substantially along the lines of the following which we included in the 
document attached hereto as Exhibit B:22

                                                     
21 As the Commission itself observed in the Concept Release, it has not specifically addressed the scope of 
Section 3(c)(5)(C) since 1960, when it issued a release discussing the applicability of the federal securities laws to 
REITs. See Concept Release, n. 42 and accompanying text, citing to Real Estate Investment Trusts, Investment 
Company Act Release No. 3140 (Nov. 18, 1960) (discussing Section 3(c)(6)(C), which was subsequently 
redesignated as Section 3(c)(5)(C)).  Guidance on Section 3(c)(5)(C) since that time has been provided by the 
Commission staff through the no-action letter process.
22 The test for Section 3(c)(5)(C) we propose, as well as the test for “Qualifying Assets”, is intended to apply 
not just to commercial mortgage REITs which are the focus of this comment letter but to other REITs as well, 
including REITs that focus on investments that relate to residential mortgage loans and equity REITs (i.e., REITs that 
focus on investing in equity interests in real property).  We believe our proposed tests are expansive enough to cover 
all of these REITs. 
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1. An issuer is excluded from the definition of investment company pursuant to 
Section 3(c)(5)(C) of the Investment Company Act if the issuer is not engaged in the 
business of issuing redeemable securities, face-amount certificates of the installment 
type, or periodic payment plan certificates and, immediately after acquiring any security or 
other investment, at least 55% of the value of the issuer’s total assets (excluding cash 
items other than Qualifying Cash) consists of Qualifying Assets and at least 80% of the 
value of the issuer’s total assets (excluding cash items other than Qualifying Cash) 
consists of Qualifying Assets and Real Estate-Related Assets.23

For purposes of this test, the term “Qualifying Asset” would be defined in the manner discussed below.  
The term “Real Estate-Related Asset” would be defined to mean generally a beneficial ownership interest 
in a Qualifying Asset or in a company, pool of assets or class of securities of the type described in the 
definition of “Qualifying Asset” but which itself is not a Qualifying Asset. Similar to the definition of 
“investment company” in Section 3(a)(1)(C) of the Investment Company Act (and Rule 3a-1 thereunder), 
the value of an issuer’s total assets would be adjusted to deduct “cash items,”24 except for “Qualifying 
Cash,” which we have defined to mean the net cash proceeds received on sale of a Qualifying Asset (or 
on the payoff or paydown of a Qualifying Asset) and which are held, pending distribution or reinvestment 
in other Qualifying Assets, for a maximum period of one year after receipt of the cash proceeds.  We 
believe the exception for “Qualifying Cash” from the deduction for “cash items” would be appropriate if, as 
proposed, the Commission were to define “Qualifying Asset” to include a category for “Qualifying Cash.”  
We have also proposed the addition of the words “immediately after acquiring any security or other 
investment” to the foregoing test of Section 3(c)(5)(C) to be consistent with the time for testing numerical 
limits provided in other sections of the Investment Company Act (such as Section 3(c)(1)).

Although we propose that the Commission codify with minor modifications the existing Section 3(c)(5)(C) 
percentage test, we recommend in the alternative that the Commission adopt a simpler test that contains 
only a 55% Qualifying Asset test without the possible need to maintain additional investments in real 
estate-related assets.  We believe that a test of this type would be consistent with the single asset test 
applied to other provisions of the Investment Company Act, particularly Section 3(a)(1)(C) of the 
Investment Company Act, and would accomplish certain of the goals the Commission has stated in the 
Concept Release without compromising investor protection.  The Commission staff, to our knowledge, 
has never fully explained its reasons for treating real estate assets, for purposes of the Section 3(c)(5)(C) 
exclusion, more restrictively than other asset types when interpreting other provisions of the Investment 
Company Act, and there is nothing about real estate assets that, in our view, justifies this more restrictive 
treatment.  We emphasize, however, that because CMRs, like other mortgage REITs, have relied on the 
existing test for such an extended period of time (approximately twenty six years) and have established 
appropriate systems to comply with these requirements, we are proposing as a first alternative that the 

                                                     
23 The Commission has not raised any question in the Concept Release concerning the meaning of 
“redeemable securities” as referenced in Section 3(c)(5)(C), which is the other requirement that must be met in order 
to qualify for the Section 3(c)(5)(C) exclusion.  Nevertheless, we believe that any guidance that the Commission 
might choose to provide on the meaning of this term as used in that section should clarify that partnership units in an 
operating partnership in a so-called umbrella partnership (UPREIT) structure are not “redeemable securities.”  An 
UPREIT structure is a legal structure in which a REIT serves as controlling general partner and majority limited 
partner of an operating partnership that holds real estate assets directly or indirectly.  Over two-thirds of listed equity 
REITs use the UPREIT structure.  In this structure, limited partners generally have the right to sell their securities in 
the operating partnership to the REIT general partner, which has the option of paying cash or REIT common stock as 
consideration for the sale.  The Commission has accepted the UPREIT structure since the first public, exchange-
listed UPREIT initial public offering was conducted in 1992.    
24 The term “cash item” would be interpreted in the same manner as it is interpreted for purposes of Section 
3(a)(1)(C) and Rule 3a-1. See Investment Company Act Release No. 10937, n. 29 (Nov. 13, 1979) (proposing Rule 
3a-1); Willkie Farr & Gallagher, SEC Staff No-Action Letter (Oct. 23, 2000). 
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Commission codify the existing percentage test and only secondarily consider our alternative to adopt a 
simple 55% Qualifying Asset only test.  

B. Proposed Definition of “Qualifying Asset”

The text of Section 3(c)(5)(C), particularly given the paucity of legislative history, suggests that the 
exclusion for companies primarily engaged in real estate businesses can reasonably be read to have 
broad application for enterprises engaged in such businesses.  When this provision was first enacted in 
1940, the real estate industry operated in a relatively simple manner.  Since that time, however, the real 
estate industry has evolved substantially and there has been significant innovation in the financial 
markets, with the introduction of financing techniques that more efficiently provide and intermediate the 
flow of capital necessary to acquire, own and operate real estate. Specifically, tranched interests in and 
divisible interests in mortgage loans through participation agreements, mezzanine loan structures and 
interests in securitization arrangements collateralized by pools of mortgage loans have become prevalent, 
displacing in large part traditional direct whole mortgage loan investing. The financial markets can be 
expected to continue to evolve and innovate, especially given the looming refinancing problem coming 
due in the next few years, as discussed above. 

It is for these reasons that we propose the following principles-based definition of “Qualifying Assets” as 
one we believe will introduce clarity, consistency and certainty with respect to the treatment of existing 
and new assets alike for purposes of Section 3(c)(5)(C) without unduly impeding the critical flow of capital 
into the mortgage sector: 

2. An investment is a Qualifying Asset for purposes of Section 3(c)(5)(C) if, under the 
terms and conditions of the instrument governing this investment, the investor acquires: 

(a) a beneficial ownership interest in real property (including ownership by fee 
simple or leasehold);

(b) a beneficial ownership interest in a company that is not an investment 
company as defined in Section 3(a)(1) of the Investment Company Act because it is 
primarily engaged in the business of owning, holding or investing in Qualifying Assets of 
the type described in paragraph 2(a) above or which is excluded from the definition of 
investment company pursuant to Section 3(c)(5)(C) of this Act, provided that (i) the 
investor’s beneficial ownership interest in the company is a general partner interest, a 
joint venture interest or another interest that is not deemed to be a “security” as defined in 
Section 2(a)(36) of the Investment Company Act, and (ii) in determining the value of the 
investor’s beneficial ownership interest in this company that shall be deemed to be a 
Qualifying Asset, the investor shall apportion the value of its beneficial ownership interest 
among Qualifying Assets, Real Estate-Related Assets and other assets, as applicable, 
based on the company’s percentage ownership interest in these assets;25

                                                     
25 The definition of Qualifying Asset we propose in paragraph 2(b) is generally consistent with the staff’s no-
action position in the following no-action letters: NAB Asset Corporation, SEC Staff No-Action Letter (June 20, 1991) 
(no-action assurance granted to permit a company seeking to rely on Section 3(c)(5)(C) to treat real estate loans and 
real estate held indirectly through wholly owned or majority-owned subsidiaries or through a general partnership as 
qualifying assets, real estate-related assets or other assets, and to value its interest in each loan or real estate held 
by the subsidiary based on the company’s percentage ownership interest of the company in the subsidiary); United 
States Property Investments, NV, SEC Staff No-Action Letter (May 1, 1989) (no-action assurance granted to permit a 
company’s wholly owned subsidiary to rely on Section 3(c)(5)(C) where the subsidiary proposed to invest, among 
other things, in joint ventures formed to make real estate mortgage loans that it proposed to treat as qualifying assets, 
and where the subsidiary retained the right, by itself, to foreclose on the mortgage securing the loan in the event of 
default); MSA Realty Corporation, SEC Staff No-Action Letter (March 19, 1984) (no-action assurance granted to 
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(c) a controlling beneficial ownership interest in a company that itself qualifies 
for the exclusion from the definition of investment company in Section 3(c)(5)(C) of the 
Investment Company Act, provided that in determining the value of such a Qualifying 
Asset, the investor shall apportion the value of its beneficial ownership interest among 
Qualifying Assets, Real Estate-Related Assets and other assets, as applicable, based on 
the company’s percentage ownership interest in these assets;26 27

(d) a controlling beneficial ownership interest in a pool substantially all of 
whose assets consists of Qualifying Assets as defined in paragraph 2(e) or agency 
mortgage-backed securities;  

(e) a beneficial ownership interest in a loan to the extent such loan is secured 
by real property, or by all of the beneficial ownership interests in an entity substantially all 
of whose total assets consists of a direct or indirect beneficial ownership interest in real 
property, and which gives the investor the right, whether conditional or unconditional, to 
foreclose or direct foreclosure on the underlying collateral or otherwise to acquire 
beneficial ownership of this collateral, including in case of loan default;         

(f) a controlling beneficial ownership interest in a class of securities issued 
with respect to a pool of assets that itself qualifies for the exclusion from the definition of 
investment company in Section 3(c)(5)(C) of the Investment Company Act, which class 
entitles its security holders to receive payments that depend primarily on the cash flows 
from these assets, and which gives the investor with respect to a particular asset in the 
pool the right, whether conditional or unconditional, to direct foreclosure on the 
underlying real property that secures the asset or otherwise to acquire beneficial 
ownership of the property in the event of a loan default, provided that in determining the 
value of the investor’s controlling beneficial ownership interest in this class of securities 
that shall be deemed to be a Qualifying Asset, the investor shall apportion the value of its 
controlling beneficial ownership interest among Qualifying Assets, Real Estate-Related 

                                                                                                                                                                          
permit a corporation to rely on Section 3(c)(5)(C) where it proposed to invest, among other things, in equity interests 
in joint ventures that it proposed to treat as qualifying assets for purposes of this exclusion).    
26 We emphasize that the Qualifying Asset definitions we propose in paragraph 2(b) and 2(c) apply only with 
respect to a company’s beneficial ownership interest in a subsidiary in cases in which the investing company is 
seeking to rely on the Section 3(c)(5)(C) exclusion.  Many investing REITs that serve as holding companies for one or 
more majority-owned subsidiaries seeking to rely on Section 3(c)(5)(C) are not subject to registration under the 
Investment Company Act because they do not fall within the Section 3(a)(1)(C) definition of “investment company” 
since their interests in these subsidiaries, among other reasons, are not “investment securities.”   The proposed 
Qualifying Asset definitions in paragraphs 2(b) and 2(c) do not apply to these REITs that fall outside the definition of 
“investment company” for Section 3(a)(1)(C) purposes, and thus they would treat the interests in their Section 
3(c)(5)(C) subsidiaries not as “investment securities” when calculating the value of such securities on an 
unconsolidated basis to determine whether they fall under the prescribed 40% ceiling. 
27 Because we recommend pro rata treatment under the Qualifying Asset definitions proposed in paragraphs 
2(b) and 2(c), we believe that it would be inappropriate for purposes of these definitions to consolidate the financial 
information for a REIT that seeks to rely on Section 3(c)(5)(C) with the financial information for one or more majority 
owned or wholly owned subsidiaries that either do not fall within the Section 3(a)(1) definition of investment company 
or that are relying on the Section 3(c)(5)(C) exclusion from the definition of investment company.  An investing REIT 
should determine the value of its Qualifying Assets in these subsidiaries for purposes of these definitions on an 
unconsolidated basis.   
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Assets and other assets, as applicable, held in the pool based on the pool’s percentage 
ownership interest in these assets;28 or

(g) Qualifying Cash.

For purposes of the foregoing definition of “Qualifying Asset,” we propose the inclusion of the following 
section of the rule or interpretive release that would define terms used in the test of Section 3(c)(5)(C) 
and in defining “Qualifying Asset”:

3. For purposes of the foregoing:

(a) An investor has a beneficial ownership interest in a company, a pool of 
assets, or class of securities if the investor, directly or indirectly through any contract, 
arrangement, understanding, relationship or otherwise has or shares (i) voting power, 
which includes the power to vote, or direct the voting of, such interest, and/or (ii) 
investment power, which includes the power to dispose, or to direct the disposition of, 
such interest. 

(b) An investor has a controlling beneficial ownership in a company, a pool of 
assets, or class of securities referred to in paragraph 2(f) if the investor owns at least 50% 
of the outstanding voting securities issued by or with respect to this company, pool or 
class or is able by contract, arrangement, understanding, relationship or otherwise to 
exert a controlling influence over the material decisions relating to ownership of these 
assets including, in the case of Qualifying Assets described in paragraph 2(f) above, the 
right to direct foreclosure on the underlying property or other remedies in the event of 
loan default.

(c) An agency mortgage-backed security is a security interest issued with 
respect to a mortgage loan or a pool of mortgage loans that is issued or guaranteed by a 
U.S. Government agency or a U.S. Government sponsored enterprise such as Fannie Mae 
or Freddie Mac.

(d) A Real Estate-Related Asset is a beneficial ownership interest in a 
Qualifying Asset or in a company, pool of assets or class of securities of the type 
described in paragraphs 2(b), (c), (d) and (f) above, but which itself is not a Qualifying 
Asset.

(e) A loan is secured by real property to the extent the note is secured by a 
mortgage, deed of trust or deed to secure debt, or if it is a cooperative loan or a 
condominium loan. For this purpose, an installment sales contract related to 
manufactured housing is considered a loan secured by real estate. 

(f) A right to direct foreclosure on underlying property or collateral is 
conditional if, under the terms and conditions governing a loan as described in paragraph 

                                                     
28 Because we recommend pro rata treatment under the Qualifying Asset definitions proposed in paragraphs 
2(b) and 2(c), we believe that it would be inappropriate for purposes of these definitions to consolidate the financial 
information for a REIT that seeks to rely on Section 3(c)(5)(C) with the financial information for one or more majority-
owned or wholly owned subsidiaries that either do not fall within the Section 3(a)(1) definition of investment company 
or that are relying on the Section 3(c)(5)(C) exclusion from the definition of investment company.  An investing REIT 
should determine the value of its Qualifying Assets in these subsidiaries for purposes of these definitions on an 
unconsolidated basis.   
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2(e) or the issuance of a class of securities as described in paragraph 2(f), the investor is 
able to exercise this right only (i) if the holder of a more subordinate interest in the loan or 
class of securities loses its ability to exercise this right, or (ii) with the approval of the 
holder of a more senior loan encumbering the underlying real property or a more senior 
interest in the loan or class of securities.   

(g) Qualifying Cash are the net cash proceeds received on sale or the payoff or 
paydown of a Qualifying Asset and which are held, pending distribution or reinvestment in 
other Qualifying Assets, for a maximum period of one year after receipt.            

Two principles underlie most of the instruments included in the foregoing proposed test of “Qualifying 
Asset”: (1) the “control” principle, and (2) the “same investment or economic experience” principle. These 
principles, in our view, sufficiently distinguish the types of products that CMRs (and, more generally, 
REITs) hold from the types of investments that are typical for RICs. “Qualifying Cash,” which we propose 
for inclusion in the definition of “Qualifying Asset,” would not be based on either of these principles.  
Nevertheless, we propose its inclusion because it would be an acknowledgement that a CMR, in the 
ordinary course of business and fully consistent with its investment objectives and policies, will sell a 
Qualifying Asset from time to time, or receive cash from the payoff or paydown of a Qualifying Asset, and 
can be expected to hold the cash proceeds for temporary periods of time pending distribution or 
reinvestment in other Qualifying Assets.29 Given the time needed to source, structure and underwrite its 
originations or acquisitions prudently, CMRs can be expected to hold these cash proceeds for some 
period of time.  A CMR in these circumstances should not be “penalized” by being required to treat such 
cash proceeds as miscellaneous assets for purposes of the Section 3(c)(5)(C) test.    

The “control” element is common to many of the types of products included within our proposed test of 
“Qualifying Asset” and, in our view, serves to distinguish these products from the types of investments 
RICs typically make. “Control” in this sense means the ability of a CMR (or other REIT) to “get to the dirt” 
with respect to a loan that it has originated or acquired – i.e., to claim full ownership of (generally through 
exercise or control of exercise of the right to foreclose on) real property underlying a loan, whether 
conditional or unconditional, in case of loan default.  The “control” element is present in the type of 
Qualifying Asset described in paragraph 2(a) (although a CMR may better be described as already 
owning the “dirt” under this paragraph, by virtue of its equity interest in real property),30 in paragraph 2(b) 
(by virtue of the controlling influence the CMR exercises over the management and operations of the 
company that owns real property and other Qualifying Assets), in paragraph 2(c) (also by reason of the 
controlling influence the CMR exercises over the management and operations of the company that owns 
Qualifying Assets), in paragraph 2(d) (although treatment of this asset type as a Qualifying Asset is based 
also and more appropriately on the “same investment or economic experience” principle discussed 
below), in paragraph 2(e) (describing a CMR’s beneficial ownership interest in a whole mortgage loan, a 
mortgage loan participation, a mezzanine loan, or a mezzanine loan participation and the CMR’s ability to 
control, whether conditional or unconditional, the foreclosure process in case of loan default), and in 
paragraph 2(f) (describing a CMR’s ability, as a majority owner of interests in the controlling class of a 
CMBS issuance, to control the foreclosure process over the underlying mortgage loans).

The “control” element may be demonstrated by the treatment of B Notes as Qualifying Assets, which we 
propose to treat as such in paragraph 2(e) above consistent with the no-action letter granted to Capital 

                                                     
29 A CMR also receives sizable amounts of cash when it refinances a CDO after the 5-year refinancing window 
that is typical for these structures.  This cash also is held temporarily pending reinvestment in Qualifying Assets.
30 As described above, a CMR may hold real estate-owned (REO) property acquired by direct investment or 
through the exercise of the foreclosure remedy when a commercial mortgage loan has gone into default.  
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Trust, Inc., SEC Staff No-Action Letter (Feb. 3, 2009).  In that letter, the staff granted no-action assurance 
based on the argument that a B Note is a participation interest in a mortgage loan that is fully secured by 
real property, that the company holding the B Note has rights with respect to the administration and 
servicing of the mortgage loan, such as approval rights in connection with any material decisions 
pertaining to the administration and servicing of the loan, and that the company has effective control over 
the remedies relating to the enforcement of the mortgage loan, including ultimate control of the 
foreclosure process even though the company does not have the unilateral right to foreclose on the 
mortgage loan (or even though the special servicer is not required to act in the best interests of both the A 
Note holder and the B Note holder).  On the question of effective “control,” the staff noted particularly the 
representations that the company as B Note holder has the right to select the special servicer, that the 
company often appoints its wholly owned subsidiary to act as special servicer, that in the event the 
mortgage loan becomes non-performing, the company is able to pursue remedies it desires by advising, 
directing or approving the actions of the special servicer, and that the company, if dissatisfied with the 
action of the special servicer, could terminate and replace the special servicer at any time with or without 
cause, cure the default so that it no longer is a non-performing loan, or purchase the A Note at par plus 
accrued interest, thereby acquiring the entire mortgage loan.

Under paragraph 2(f) of our proposed “Qualifying Asset” definition, a controlling beneficial ownership 
interest in a class of CMBS held by a CMR would also be treated as a Qualifying Asset when the CMR, 
under the terms and conditions of the instrument governing the CMBS issuance, has the right (whether 
conditional or unconditional) to direct foreclosure on the underlying real property that secures the 
Qualifying Asset or otherwise to acquire beneficial ownership of this property in the event of a loan 
default. Treatment as a Qualifying Asset in such cases would be based on the presence of the “control” 
element, as evidenced by considerations substantially similar to those that the Commission staff has 
identified in the case of B Notes. To assure proper valuation, however, the CMR would determine the 
value of its Qualifying Asset in such cases by apportioning the value of its controlling beneficial ownership 
interest of the CMBS class among Qualifying Assets, Real Estate-Related Assets and other assets, as 
applicable, based on the CMBS pool’s percentage ownership interest in these assets.

We recognize that under our proposed test, certain products would be treated as Qualifying Assets even 
though the CMR’s ability to “get to the dirt” might be a bit attenuated.  For example, we are proposing that 
certain beneficial ownership interests in mortgage loan participations or mezzanine loans be treated as 
Qualifying Assets even though the CMR’s ability to foreclose on the underlying real property is 
“conditional,” which we define to mean that a CMR is able to exercise the right of foreclosure only if the 
holder of a more subordinate interest in the loan loses its ability to exercise this right.31  We believe this 
treatment is appropriate given the business objectives and investment policies of CMRs, the nature of 
their operations and their infrastructure, as described above.  As noted, a CMR is structured to originate 
or acquire commercial mortgage loans which may include subordinate interests of the types described 
above and, in accordance with its business objectives and policies, is prepared to accept within its 
portfolio a loan that has become distressed or the underlying real property itself.  A RIC, by contrast, 
generally is not prepared to accept such a loan or underlying real property in its portfolio, and holding 
these products within its portfolio to any meaningful extent generally would not be consistent with the 

                                                     
31 We also define the term “conditional” to mean that a CMR is able to exercise the right of foreclosure with the 
approval of the holder of a more senior loan encumbering the underlying real property or a more senior position in the 
loan or class of securities.  Such approval might be required, for example, by the holder of a first mortgage loan 
before the holder of a second mortgage loan secured by a mortgage on the same underlying real property may 
exercise the right of foreclosure.  The Commission staff in the past has granted no-action assurance to treat a second 
mortgage loan as a Qualifying Asset in such cases. See, e.g., The State Street Mortgage Co., SEC Staff No-Action 
Letter (July 17, 1986); Prudential Mortgage Bankers & Investment Corp., SEC Staff No-Action Letter (Dec. 4, 1977). 
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recitation of its investment policies set forth in its registration statement.32  It should not matter, therefore, 
if under the terms and conditions of an instrument governing a loan, a CMR is able to exercise the right of 
foreclosure only if the holder of a more subordinate interest in the loan loses its ability to exercise this 
right.  A CMR should still be regarded as being able to get to the “dirt” for purposes of treating this product 
as a Qualifying Asset even though its ability to do so is contingent.  A CMR that holds to some extent 
these asset types is every bit about the business of originating or acquiring commercial mortgage loan 
type assets, and there is little danger that such a CMR might be mistakenly viewed by the investing public 
as a company that is primarily engaged in the business of a RIC. 

Similarly, we have proposed that certain controlling beneficial ownership interests in companies that 
qualify for the exclusion in Section 3(c)(5)(C) be treated as Qualifying Assets.  For the reasons stated 
above, we believe such treatment is appropriate.  We take this view even though the CMR’s ability to “get 
to the dirt” derives indirectly from its ability to exert a controlling influence over the management and 
operations of the underlying Section 3(c)(5)(C) company that holds Qualifying Assets. To prevent the 
possibility of abuse in these circumstances, however, we have proposed that the value of a CMR’s 
controlling beneficial ownership interest in an underlying Section 3(c)(5)(C) company be pro rated among 
the Qualifying Assets, Real Estate-Related Assets, and other assets of the underlying company based on 
the company’s percentage ownership interest in these assets and valued accordingly.33           

Under the Qualifying Asset test we propose, an A Note would be treated as a Qualifying Asset because 
the A note retains many of the features of a whole mortgage loan and the A note holder retains sufficient 
control over the related mortgage loan. The A Note is fully secured by a mortgage lien on real property. 
The A Note holder, as the senior lender, holds legal title to the mortgage loan and is listed as the lender 
of record with the appropriate governmental authority.  The A Note holder is in contractual privity with the 
borrower and is able to pursue remedies for collection directly against the borrower in the event of the 
borrower's default on the commercial mortgage loan.  Because the A Note holder typically originates a 
commercial mortgage loan that has been divided into the A/B participation structure, the A Note holder 
generally is fully engaged in the lending process, including checking the creditworthiness of the borrower 
and making the decision whether to lend.  The A Note holder retains non-default servicing rights with 
respect to the mortgage loan and, therefore, directly or indirectly continues to be involved in servicing the 
loan. In these circumstances, the A Note has all of the indicia of a whole mortgage loan, except for control 
of the right to foreclose, which is retained by the B Note holder.  Giving up this one right should not cause 
the A Note to become a Real Estate-Related Asset for 3(c)(5)(C) purposes, notwithstanding that the 
related B Note might be considered a Qualifying Asset for this purpose.

Our proposed definition of “Qualifying Asset” for certain asset types is based alternatively on the “same 
investment or economic experience” principle or jointly on the “control” and “same investment experience” 
principles.  The investments described in paragraph 2(d) of our proposed definition of “Qualifying Asset” 
include “whole pool” investments that, based on a line of no-action letters granted by the Commission 

                                                     
32 Section 8(b) of the Investment Company Act requires a RIC to recite in its registration statement its policy 
with respect to the purchase and sale of real property, among other things.
33 In paragraph 2(b) of the definition of “Qualifying Asset” above, we also propose that certain non-security 
beneficial ownership interests in a company that does not fall within the definition of “investment company” in Section 
3(a)(1) of the Investment Company Act be treated as Qualifying Assets, provided that these non-security beneficial 
ownership interests are pro rated among the Qualifying Assets, Real Estate-Related Assets and other assets held by 
the underlying company.  We emphasize that we are proposing this treatment only for a CMR or other REIT that 
seeks to rely on Section 3(c)(5)(C) of the Investment Company Act.  As noted above, we are not proposing that pro 
rata treatment be applied with respect to a CMR’s (or other REIT’s) beneficial ownership interest in a Section 
3(c)(5)(C) underlying company when the CMR (or other REIT) does not register as an investment company on the 
basis that it does not fall within the Section 3(a)(1) definition of investment company.    
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staff in the context of agency-backed securities34 and a very few involving conventional loans,35 have 
been treated as Qualifying Assets because a holder of these interests is considered to have the same 
investment experience as if the holder owned the underlying mortgage loans.  We have also proposed in 
paragraph 2(d) that the Commission treat partial pool certificates, in cases in which the holder owns a 
controlling beneficial ownership interest in the related pool of mortgage loans, as Qualifying Assets based 
also on the “same investment experience” principle.  Our reasoning is that taking such a controlling 
ownership interest in a pool of underlying mortgage loans is a type of investment that is particular to 
REITs and is not the type of investment in which RICs typically invest. 

Under our proposal, a mezzanine loan would be treated as a Qualifying Asset based in part on the 
“control” principle and in part on the “same investment or economic experience” principle.36  A CMR, as a 
mezzanine lender, obtains ongoing control rights over the management of the underlying property, such 
as rights relating to the approval of major leases, budget improvements, capital expenditures and the 
application of insurance proceeds or condemnation awards, as well as the right to replace the property 
manager in case of default on the loan.  In addition, a CMR, as the mezzanine lender, has the right to 
foreclose on the collateral and, through its ownership of the property-owning entity, become the owner of 
the underlying real property, thus getting to the “dirt.”  Treatment of a mezzanine loan as a Qualifying 
Asset is also supported by the “same investment experience” rationale because a CMR, as mezzanine 
lender, has the same investment or economic experience as a second mortgage lender, and the staff has 
granted no-action assurance to permit second mortgage loans to be treated as Qualifying Assets. This 
conclusion is based principally on the fact that the value of the collateral under both a mezzanine loan 
and a second mortgage loan is economically the same because the ownership interests in the property-
owning entity have no economic value apart from the underlying real property (other than incidental 
assets related to the ownership of the property) since the property-owning entity is not permitted to 
engage in any business except the ownership of the real property.

Under our proposal, other tiers of mezzanine loans (such as junior or senior mezzanine loans) would also 
be treated as Qualifying Assets based on the same reasoning as set forth above for tier 1 mezzanine 
loans.  In our view, this reasoning applies equally well to other tiers of mezzanine loans.         

C. Other Issues

As an alternative to Section 3(c)(5)(C) (and Section 3(a)(1)(C)),37 Section 3(c)(6) of the Investment 
Company Act may be relied on by CMRs to be excluded from the definition of “investment company.”  
Reliance on Section 3(c)(6), however, has been difficult for CMRs (and other mortgage REITs) because 
of the lack of Commission or staff guidance on the requirements of this exclusion.  We believe that the 
effort undertaken by the Commission by issuance of the Concept Release to examine various questions 
relating to the interpretation of Section 3(c)(5)(C) with a view to issuing meaningful guidance on these 

                                                     
34 See, e.g., American Home Finance Corp., SEC Staff No-Action Letter (April 9, 1991).
35 See, e.g., Premier Mortgage Corp., SEC Staff No-Action Letter (March 14, 1983).
36 In a letter granted to Capital Trust, Inc., SEC Staff No-Action Letter (May 24, 2007), the Commission staff 
granted no-action assurance to permit tier 1 mezzanine loans (which the staff described as mezzanine loans made 
specifically and exclusively for the financing of real estate) to be treated as Qualifying Assets for purposes of Section 
3(c)(5)(C) of the Investment Company Act.  Under our proposal, other tiers of mezzanine loans would also be treated 
as Qualifying Assets.   
37 As noted, many CMRs are not registered under the Investment Company Act on the basis that they do not 
fall within the definition of investment company in Section 3(a)(1)(C) of this Act because no more than 40% of the
value of their adjusted total assets on an unconsolidated basis consists of “investment securities.”  For this purpose, a 
CMR treats its net equity and other interests in a majority-owned subsidiary that is relying on Section 3(c)(5)(C) as 
non-investment securities. 
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matters provides an opportune time for the Commission to examine as well questions concerning the 
interpretation of Section 3(c)(6).

One question that arises under Section 3(c)(6) is the meaning of “primarily engaged” for purposes of this 
exclusion. To our knowledge, neither the Commission nor its staff has provided any meaningful guidance 
on this matter. The Commission staff has indirectly addressed this question in at least one no-action 
letter, Financial Trustco Capital Ltd., SEC Staff No-Action Letter (Aug. 14, 1985) (“Financial Trustco”).  In 
that letter, the staff noted that it had previously concurred with the position taken in the context of its 
review of a registration statement that an issuer satisfied the “primarily engaged” requirement for relying 
on Section 3(c)(6) when it held approximately 69% of its total assets (consolidated with the assets and 
liabilities of its wholly owned subsidiary that was engaged primarily in the business of making real estate 
mortgage loans) in the form of mortgage loans and other interests in real estate. The staff declined to 
grant no-action assurance to the requesting issuer, however, because the issuer did not satisfy the 25% 
gross income test of Section 3(c)(6),38 but the staff did not express disapproval with the issuer’s position 
that it would continue to satisfy the asset test of Section 3(c)(6) if it invested the proceeds of its proposed 
public offering to acquire a majority ownership interest in one or more non-investment company 
businesses. 

We believe that the Commission should take the interpretive position implied in the Financial Trustco 
letter on the meaning of “primarily engaged” for purposes of the Section 3(c)(6) exclusion: i.e., that an 
issuer satisfies the “primarily engaged” test of Section 3(c)(6) if at least 55% of the value of its total assets 
consists of the following: (1) direct holdings of Qualifying Assets, as defined above (or other assets that 
would be considered qualifying interests for purposes of Section 3(c)(5)(A) or Section 3(c)(5)(B)); (2) 
interests in one or more majority-owned subsidiaries that are relying on the exclusion provided by Section 
3(c)(3), Section 3(c)(4), or Section 3(c)(5)(A), (B) or (C); or (3) interests in majority-owned subsidiaries 
that do not fall within the definition of investment company in Section 3(a)(1)(C) or Section 3(a)(1)(A) of 
the Investment Company Act.  Under this test, consistent with existing requirements and the text of 
Section 3(c)(6), an issuer must have assets of the type described in (2) to qualify for the Section 3(c)(6) 
exclusion.39 The issuer may, however, hold in addition assets of the types described in (1) and (3).  We 
believe such a test would be consistent with the requirements for determining “investment company” 
status in other provisions of the Investment Company Act and would provide much needed clarity to 
CMRs and other mortgage REITs in conducting their activities.

Another question that arises under Section 3(c)(6) is how to value investments in a Section 3(c)(5)(C) or 
other majority-owned subsidiary for purposes of the Section 3(c)(6) exclusion – whether consolidation 
treatment is appropriate in the case of Section 3(c)(5)(C) or other subsidiaries that are wholly owned by a 
CMR that seeks to rely on the Section 3(c)(6) exclusion. 

In making the asset and income determinations of Rule 3a-1 under the Investment Company Act, the 
Commission permits an issuer to use the consolidated financial results of its wholly owned subsidiaries.  
We believe that the Commission should take a similar view with respect to the asset and income 
determinations of Section 3(c)(6) for wholly owned subsidiaries that are relying on the exclusions 
provided in Sections 3(c)(3), 3(c)(4), or 3(c)(5)(A), (B) or (C), or that are companies that do not fall within 
                                                     
38 The issuer in the Financial Trustco letter proposed to use the proceeds of a follow on offering to invest in 
majority-owned subsidiaries that were not investment companies but which were not companies relying on the 
Section 3(c)(5)(C) exclusion.  The staff indicated that in order to meet the 25% gross income requirement of Section 
3(c)(6), an issuer must derive more than 25% of its gross income from majority-owed businesses that are engaged in 
Sections 3(c)(3), (4) and (5) activities. 
39 The issuer must hold assets of this type because in order to satisfy the income requirement of Section 
3(c)(6), the issuer must derive more than 25% of its gross income in its last fiscal year from majority-owned 
subsidiaries that are primarily engaged in Sections 3(c)(3), 3(c)(4) or 3(c)(5) activities.  
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the definition of investment company in Section 3(a)(1)(C) or Section 3(a)(1)(A).  Consolidation treatment 
in such case would help an issuer determine whether it qualifies for the Section 3(c)(6) exclusion, 
particularly if the issuer conducts its business through wholly owned subsidiaries and prepares its GAAP-
compliant financial statements on a consolidated basis.  In addition, because these subsidiaries would be 
wholly owned, there should be little opportunity for an issuer to seek to circumvent the requirements of 
the Investment Company Act through the use of consolidated financial statements.40   

III.
ANPR RELEASE

A. Reasons to Permit Asset-Backed Issuers to Continue to Rely on Section 3(c)(5)

In the ANPR Release, the Commission requested comments on whether Section 3(c)(5) should be 
amended to limit the ability of asset-backed issuers to rely on Section 3(c)(5). The Commission stated 
that asset-backed issuers that rely are Section 3(c)(5) and those that rely on Rule 3a-7 are subject to 
somewhat disparate treatment based solely on the type of assets held. The Commission reiterated a 
concern that issuers of mortgage-backed securities that relied on Section 3(c)(5) played a role in the 
current financial crisis.

The ANPR Release asks about structural or operational reasons why an asset-backed issuer may need 
to rely on Section 3(c)(5) rather than Rule 3a-7. A CMR may finance its mortgage holdings in a variety of 
ways, including through the transfer of these holdings to a subsidiary that issues commercial mortgage-
backed securities (“CMBS”). An issuer of CMBS might be excluded under both Section 3(c)(5)(C) and 
Rule 3a-7.

There are good reasons for preserving the ability of asset-backed issuers to rely on the Section 3(c)(5)(C) 
exclusion. For example, given the current financial environment, commercial foreclosure properties and 
defaulted commercial loans are abundant. To the extent a CMR wishes to securitize distressed assets, 
the exclusion under Section 3(c)(5)(C) might be available, but the exclusion under Rule 3a-7 would not 
be. Rule 3a-7 requires that the security holders of the issuer receive payments that depend on the cash 
flow from eligible assets. The term “eligible assets” means financial assets that by their terms convert into 
cash within a finite time period. REO property, for instance, does not qualify as an eligible asset under 
Rule 3a-7. The securitization of these distressed assets could provide crucial capital to the distressed 
asset market. Preserving the availability of the Section 3(c)(5)(C) exclusion for these CMBS issuers will 
ensure the flow of capital necessary to help manage the country’s mortgage default and foreclosure 
problems and the looming refinancing problem.

Another reason that CMBS issuers should be permitted to rely on Section 3(c)(5)(C) relates to the 
exclusions used by CMRs themselves.  Many CMRs rely on Section 3(c)(5)(C) or Section 3(c)(6), holding 
most of their mortgage assets through subsidiaries, including subsidiaries that are CMBS issuers.  If a 
CMBS issuer that owns commercial mortgage loans relies on Section 3(c)(5)(C), then the CMRs treat 
those investments as qualifying assets for purposes of their own Section 3(c)(5)(C) or Section 3(c)(6) 
exclusion.  If a subsidiary is required to rely solely on Rule 3a-7, it is unclear whether the CMR’s 
investment in that subsidiary is a qualifying asset.

The language of Section 3(c)(5)(C) sets out an asset-based exclusion. Eliminating the availability of 
Section 3(c)(5)(C) for CMBS issuers through rulemaking would introduce an operational test (i.e., 
                                                     
40 Cf. Investment Company Act Release No. 11551 (Jan. 14, 1981) (adoption of Rule 3a-1), describing the 
efforts to circumvent the requirements of the Investment Company Act that might arise with respect to use of 
consolidation financial statements with majority-owned subsidiaries but recognizing that similar efforts are not likely to 
occur in the case of wholly owned subsidiaries.   
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necessity of qualification under Rule 3a-7 for an entity that qualifies for the Section 3(c)(5)(C) exclusion) 
where none was intended. The Commission cannot act to alter the asset-based nature of Section 
3(c)(5)(C) absent new legislation from Congress. In any event, if asset-backed issuers were excluded 
from reliance on Section 3(c)(5)(C), these asset-backed issuers and companies that hold similar assets 
would be subject to somewhat disparate treatment based solely on how a particular company is 
structured.

B. Reasons to Continue to Treat Rule 3a-7 Subsidiaries as Non-Investment Companies for Section 
3(a)(1)(C) Purposes

In the ANPR Release, the Commission requested comments on whether Rule 3a-7 should be modified so 
that a company’s investments in majority-owned securitization vehicles that rely on Rule 3a-7 are deemed 
“investment securities,” as defined in Section 3(a)(2) of the Investment Company Act, for purposes of 
determining that company’s own status under Section 3(a)(1)(C) of this Act. The Commission is especially 
concerned that some companies may invest virtually all their assets in securities issued by Rule 3a-7 
subsidiaries and still not meet the definition of investment company under Section 3(a)(1)(C).  In the view 
of the Commission, such companies appear to be in the business of investing in securities. 

As discussed above, many CMRs (including those that rely on Section 3(a)(1)(C)) securitize assets they 
originate or acquire in order to finance their non-investment company businesses. The assets are 
securitized through issuers that may hold a mix of qualifying and non-qualifying assets. Depending on the 
asset mix, Section 3(c)(5)(C) may be unavailable to these issuers. The risk retention rules proposed by 
the Dodd-Frank Act and other regulations would require CMRs to retain an interest in securitization 
issuers, a retained interest that in the case of Rule 3a-7 securitization issuers the Commission proposes 
to deem “investment securities.” This result would be detrimental to many CMRs because a fundamental 
financing mechanism would at the very least become less attractive and possibly be eliminated 
altogether. This result would be particularly harsh for CMRs that are motivated to undertake these 
arrangements because of a need to obtain capital to originate and acquire new assets and not as a 
means possibly to circumvent the registration requirements of the Investment Company Act. 

It seems that the Commission is mainly concerned with a discrete use of the Rule 3a-7 exclusion by a 
limited number of companies that invest primarily in Rule 3a-7 majority-owned subsidiaries with a view to 
avoid regulation under the Investment Company Act and that are concerned only secondarily with 
financing the acquisition of new assets.  If true, it would be unwise to establish a blanket rule that states 
that investments in all Rule 3a-7 majority-owned subsidiaries are “investment securities,” particularly 
when the Rule 3a-7 exclusion is widely used by CMRs to finance the acquisition of assets through 
securitization subsidiaries.

For the foregoing reasons, we do not believe any changes regarding the treatment of investments in Rule 
3a-7 majority-owned subsidiaries would be wise.  If the Commission decides, however, that some change 
is absolutely necessary to protect against potential abuses, we would suggest that the Commission set a 
limitation on the percentage of investments in Rule 3a-7 majority-owned subsidiaries that could be treated 
as non-investment securities. For example, the Commission could provide that an investment of 40% of a 
company’s assets in Rule 3a-7 majority-owned subsidiaries would not constitute investment securities, 
but that any further investment in Rule 3a-7 majority-owned subsidiaries would presumptively be deemed 
to be investment securities. This presumption could be rebutted depending on the circumstances, such as 
the way in which the company originated or acquired the assets underlying the securitizations.

*   *   *   *   *   *   *   *   *   *   *   *   *   *   *   *
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We would be pleased to have the opportunity to discuss these matters further with you or with any 
member of the Commission staff.  Please feel free to contact the undersigned at gjervis@capitaltrust.com
or (212) 655-0247.

Sincerely,

        Capital Trust, Inc.

cc:  Mary L. Shapiro, Chairman
      Elisse B. Walter, Commissioner
      Luis A. Aguilar, Commissioner
      Troy A. Paredes, Commissioner
      Eileen Rominger, Director, Division of Investment Management
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EXHIBIT B

Text of Proposed Rule or Interpretive Position For the Exclusion in Section 3(c)(5)(C) of the 
Investment Company Act

1. An issuer is excluded from the definition of investment company pursuant to Section 
3(c)(5)(C) of the Investment Company Act if the issuer is not engaged in the business of issuing 
redeemable securities, face-amount certificates of the installment type, or periodic payment plan 
certificates and, immediately after acquiring any security or other investment, at least 55% of the
value of the issuer’s total assets (excluding cash items other than Qualifying Cash) consists of 
Qualifying Assets and at least 80% of the value of the issuer’s total assets (excluding cash items 
other than Qualifying Cash) consists of Qualifying Assets and Real Estate-Related Assets.

2. An investment is a Qualifying Asset for purposes of Section 3(c)(5)(C) if, under the terms 
and conditions of the instrument governing this investment, the investor acquires: 

(a) a beneficial ownership interest in real property (including ownership by fee 
simple or leasehold);

(b) a beneficial ownership interest in a company that is not an investment 
company as defined in Section 3(a)(1) of the Investment Company Act because it is 
primarily engaged in the business of owning, holding or investing in Qualifying Assets of 
the type described in paragraph 2(a) above or which is excluded from the definition of 
investment company pursuant to Section 3(c)(5)(C) of this Act, provided that (i) the 
investor’s beneficial ownership interest in the company is a general partner interest, a 
joint venture interest or another interest that is not deemed to be a “security” as defined in 
Section 2(a)(36) of the Investment Company Act, and (ii) in determining the value of the 
investor’s beneficial ownership interest in this company that shall be deemed to be a 
Qualifying Asset, the investor shall apportion the value of its beneficial ownership interest 
among Qualifying Assets, Real Estate-Related Assets and other assets, as applicable, 
based on the company’s percentage ownership interest in these assets; 

(c) a controlling beneficial ownership interest in a company that itself qualifies 
for the exclusion from the definition of investment company in Section 3(c)(5)(C) of the 
Investment Company Act, provided that in determining the value of such a Qualifying 
Asset, the investor shall apportion the value of its beneficial ownership interest among 
Qualifying Assets, Real Estate-Related Assets and other assets, as applicable, based on 
the company’s percentage ownership interest in these assets;

(d) a controlling beneficial ownership interest in a pool substantially all of 
whose assets consists of Qualifying Assets as defined in paragraph 2(e) or agency 
mortgage-backed securities;  

(e) a beneficial ownership interest in a loan to the extent such loan is secured 
by real property, or by all of the beneficial ownership interests in an entity substantially all 
of whose total assets consists of a direct or indirect beneficial ownership interest in real 
property, and which gives the investor the right, whether conditional or unconditional, to 
foreclose or direct foreclosure on the underlying collateral or otherwise to acquire 
beneficial ownership of this collateral, including in case of loan default;         

(f) a controlling beneficial ownership interest in a class of securities issued 
with respect to a pool of assets that itself qualifies for the exclusion from the definition of 
investment company in Section 3(c)(5)(C) of the Investment Company Act, which class 
entitles its security holders to receive payments that depend primarily on the cash flows 
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from these assets, and which gives the investor with respect to a particular asset in the 
pool the right, whether conditional or unconditional, to direct foreclosure on the 
underlying real property that secures the asset or otherwise to acquire beneficial 
ownership of the property in the event of a loan default, provided that in determining the 
value of the investor’s controlling beneficial ownership interest in this class of securities 
that shall be deemed to be a Qualifying Asset, the investor shall apportion the value of its 
controlling beneficial ownership interest among Qualifying Assets, Real Estate-Related 
Assets and other assets, as applicable, held in the pool based on the pool’s percentage 
ownership interest in these assets; or

(g) Qualifying Cash.

3. For purposes of the foregoing:

(a) An investor has a beneficial ownership interest in a company, a pool of 
assets, or class of securities if the investor, directly or indirectly through any contract, 
arrangement, understanding, relationship or otherwise has or shares (i) voting power, 
which includes the power to vote, or direct the voting of, such interest, and/or (ii) 
investment power, which includes the power to dispose, or to direct the disposition of, 
such interest. 

(b) An investor has a controlling beneficial ownership in a company, a pool of 
assets, or class of securities referred to in paragraph 2(f) if the investor owns at least 50% 
of the outstanding voting securities issued by or with respect to this company, pool or 
class or is able by contract, arrangement, understanding, relationship or otherwise to 
exert a controlling influence over the material decisions relating to ownership of these 
assets including, in the case of Qualifying Assets described in paragraph 2(f) above, the 
right to direct foreclosure on the underlying property or other remedies in the event of 
loan default.

(c) An agency mortgage-backed security is a security interest issued with 
respect to a mortgage loan or a pool of mortgage loans that is issued or guaranteed by a 
U.S. Government agency or a U.S. Government sponsored enterprise such as Fannie Mae 
or Freddie Mac.

(d) A Real Estate-Related Asset is a beneficial ownership interest in a 
Qualifying Asset or in a company, pool of assets or class of securities of the type 
described in paragraphs 2(b), (c), (d) and (f) above, but which itself is not a Qualifying 
Asset.

(e) A loan is secured by real property to the extent the note is secured by a 
mortgage, deed of trust or deed to secure debt, or if it is a cooperative loan or a 
condominium loan. For this purpose, an installment sales contract related to 
manufactured housing is considered a loan secured by real estate. 

(f) A right to direct foreclosure on underlying property or collateral is 
conditional if, under the terms and conditions governing a loan as described in paragraph 
2(e) or the issuance of a class of securities as described in paragraph 2(f), the investor is 
able to exercise this right only (i) if the holder of a more subordinate interest in the loan or 
class of securities loses its ability to exercise this right, or (ii) with the approval of the 
holder of a more senior loan encumbering the underlying real property or a more senior 
interest in the loan or class of securities.    

(g) Qualifying Cash are the net cash proceeds received on sale or the payoff or 
paydown of a Qualifying Asset and which are held, pending distribution or reinvestment in 
other Qualifying Assets, for a maximum period of one year after receipt.             
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