
                      

                   

                                                 

                                                     

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 

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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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 
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 

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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existing guidance. In Part III, we address other questions raised by the SEC in the ANPR Release that 
apply to CMRs. 

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) 

Commercial Mortgage REITs

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 $5,331.8  $39,225.9 

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

Private Pension Funds Comm. Mortgage REITs 

Life Insurance 

Companies (16%, 

$304 Bil) 

Finance Companies 

(3%, $58 Bil) 

(1%, $12 Bil) (2%, $35 Bil) 

Comm. Banks & 
Thrifts 

(79%, $1.5 Tril) 

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

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. 

Net Change in Commercial & Multifamily Mortgage Debt Outstanding 

Commercial Mortgage
 REITs 

Private Pension Funds 

Life Insurance 
Companies 

Finance Companies 

Commercial Banks 

-50,000 -40,000 -30,000 -20,000 -10,000 0 10,000 
H1 2011 (in $ Billions) 

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

CMBS 

2007 2011 

25% 25% 

75% 

62% 

First Mortgage Debt 

EQUITY EQUITY 

First Mortgage Debt 

Alternative/ 
Subordinate Capital 

13% 

Source: RAIT Financial Trust 

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. 
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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 

$400
	

$350
	

$300
	

$250
	

$200
	

$150
	

$100
	

$50 

$0 
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 

Commercial Banks CMBS Life Companies Other 

Sources: Foresight Analytics, SNL, Intex, Trepp, Morgan Stanley, RAIT Financial Trust 

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. 

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. 

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-holder

6
 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 

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 

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 adviser

12
 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 

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 

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 

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 

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 

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 

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 securities
34

 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. 

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., 

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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