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CRE CLO Introduction

▪ Commercial real estate 

collateralized loan obligations 

(“CRE CLOs”) are a repackaging 

of commercial mortgage loans, 

subordinate notes, junior 

participations and mezzanine 

loans. Can also include preferred 

equity if the issuer is a qualified 

REIT subsidiary (“QRS”)

▪ The resulting securities are multi-

class with highly-rated senior 

tranches and non-rated junior and 

equity tranches

▪ Balance Sheet CLOs:

– Secure long-term financing 

at better terms than 

warehouse lines of credit

– Match term of financing to 

maturities of the underlying 

assets

▪ Arbitrage CLOs:

– Arbitrage investment vehicle 

for the sponsor/equity 

holders

– Generate advisory fees for 

the collateral manager

– Increase assets under 

management
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CRE CLO Introduction (cont’d)

CRE CLO

▪ Any loan (or preferred equity if Issuer is a QRS)

▪ Can have ramp-up period; reinvestment of 

principal periods; allowed to trade collateral

▪ Structured as “corporate notes” – obligations of 

the issuer

▪ If Issuer is offshore (and not a QRS), Issuer will 

be subject to tax “guidelines”

CMBS (REMIC)

▪ Assets need to be “qualified” mortgage loans 

for REMIC purposes

▪ Static pool

▪ Structured as “pass-through” interests in a common 

law trust

Class A Notes

Class B Notes

Class C Notes

Class A Certificates

Class B Certificates

Class C Certificates

Class D Certificates

Residual (non-economic)

Investment Grade 

Notes Sold to 

Investors

Class D Notes

Equity (economic)

Below Investment 

Grade Notes and 

Equity Retained 

by Sponsor

All Classes Sold to 

Investors

CRE CLO vs. CMBS
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CRE CLOs: Tax Considerations

Taxable Mortgage Pools

▪ Code Section 7701(i) states that mortgage-pooling vehicles that do not meet the REMIC requirements are TMP’s and are treated 

as corporations that are potentially subject to corporate-level tax (currently 21%).

▪ An entity will be a TMP if:

substantially all of its assets are debt obligations, 50% of which are real estate mortgages,

it issues two or more classes of “debt” with different maturities, and 

payments on each debt class bear a relation to underlying mortgages

▪ Can a TMP avoid corporate level tax?

REMIC

Qualified REIT Subsidiary

Offshore corporation not engaged in a U.S. trade or business so that not subject to U.S. tax
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CRE CLOs: Tax Considerations (cont’d)

What is a REMIC?

▪ A Real Estate Mortgage Investment Conduit (“REMIC”) is a 

pass-through entity that holds a fixed pool of mortgages.

▪ REMICs were intended as a means of issuing multiple-class, 

mortgaged-backed securities in a tax-efficient manner.

▪ Two types of interests issued:

– Regular interests which are statutorily treated as debt, 

and

– Residual interests which are similar to equity (although 

may have a zero balance).

▪ REMICs do not pay entity-level tax. Instead, a certain amount of the 

REMIC’s net income (referred to as “excess inclusion income”) is 

subject to tax, no matter who receives the income (e.g., tax-exempt, 

foreigner, etc.).

Residual 

Holder

Mortgage Pool

Regular  

Interests

REMIC

Investors
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CRE CLOs: Tax Considerations (cont’d)

What is a QRS?

▪ Under the REIT rules, if a REIT owns all of the equity interests in another corporation (which is referred to as a QRS), then (absent 

an election otherwise) the QRS’s assets, liabilities, and items of income, loss, and deduction are treated as the assets, liabilities, 

and items of income, loss, and deduction of the REIT itself (i.e., a disregarded entity).

▪ So, if a CRE CLO issuer qualifies as a QRS, then the issuer will not be subject to U.S. corporate tax, even if it is also treated as a 

TMP (i.e., a QRS-TMP). 

▪ For U.S. tax purposes, the REIT is treated as the direct owner of the QRS’s investment portfolio and is treated as pledging the 

portfolio as collateral for the notes that the QRS issues.

▪ A CRE CLO that is done as a QRS has two major tax considerations that need to be addressed.

Tax Equity

Excess Inclusion Income
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CRE CLOs: Tax Considerations (cont’d)

QRS: Limitation on Issuing Tax Equity

The Tax Equity of a QRS must be 100% owned by a REIT:

▪ CRE-CLOs issue multiple classes of notes with cascading levels of seniority and subordination.

▪ To opine that a CRE-CLO formed by a REIT will be a QRS, U.S. tax counsel will require the REIT to retain any classes of notes 

issued by the CRE-CLO that is equity, or that are notes that could be recharacterized as equity for U.S. tax purposes.

Debt vs. Equity: 

▪ Consider reasonable likelihood of timely payment of principal and scheduled interest (a note’s credit rating)

▪ Tax counsel often require a note to receive an investment grade credit rating (i.e., Baa3 or higher from Moody’s, or BBB- or higher 

from S&P or Fitch) to conclude that the note “will” be debt.

Limitation: QRS CRE-CLOs generally may not issue below-investment-grade notes to third-

party investors; must be retained by the REIT (or any entity disregarded into a REIT)
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CRE CLOs: Tax Considerations (cont’d)

QRS: Excess Inclusion Income (“EII”)

REITs are treated as domestic corporations. 

▪ U.S. tax-exempt investors generally are not subject to “unrelated business income tax” (“UBTI”) on dividends 

that they receive from REITs.

▪ Non-U.S. investors are subject to 30% U.S. withholding tax on dividends from REITs but may be reduced by a 

tax treaty.

But, when a REIT holds a REMIC residual interest, the REIT must allocate a portion of the REMIC’s net income, 

referred to as “excess inclusion income” (“EII”), proportionally among the REIT’s shareholders.  

▪ Tax-exempt shareholders must pay tax on this income; no tax treaty benefits; no use of NOLs; and other 

adverse tax consequences.

If a REIT holds a TMP (such as a QRS CRE-CLO), then the REIT’s shareholders are subject to tax consequences 

“similar to” those that would apply if the REIT held a REMIC residual interest.

▪ IRS guidance provides that the REIT must determine the TMP’s excess inclusion income under “a reasonable 

method.” Notice 2006-97.
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CRE CLOs: Tax Considerations (cont’d)

Offshore Corporations: Avoid USTB / ECI

▪ Non-U.S. corporations are subject to U.S. corporate tax on income that is “effectively connected” with a “U.S. trade or business.”

▪ The IRS has asserted that “making loans to the public” within the United States (instead of purchasing the loans on the secondary 

market), whether directly or through a U.S. agent, constitutes a U.S. trade or business.

▪ To avoid being subject to U.S. tax, a foreign corporation must comply with “tax guidelines” that enable it to receive an opinion that 

it “will not” be engaged in a U.S. trade or business for U.S. tax purposes (and thus will not be subject to U.S. corporate tax).

▪ Accordingly, tax guidelines for offshore CRE-CLOs typically have three overarching principles:

▪ These principles are predicated on the traditional view of a “lender” as the party that negotiates the loan, funds the loan, bears first 

risk with respect to the loan, and holds itself out as the lender.

The issuer may not negotiate 

the terms of a loan;

The issuer may not be an 

original lender; and

The issuer may not be the first 

person to bear economic risk 

with respect to a loan.
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CRE CLOs: Tax Considerations (cont’d)

Conduit

CMBS (REMIC)

CRE CLO

(Qualified REIT Subsidiary) QRS

CRE CLO

OFFSHORE

Can sell entire capital stack

Can only sell IG notes

Can sell entire capital stack

Static pool

Managed Pool: ramp-up + 

reinvestment

Managed Pool: ramp-up + 

reinvestment

Only mortgage loans

Optional redemption allowed

Optional redemption allowed

Not accommodating for future funding 

loans

Can also include mezzanine loans and 

preferred equity

Restrictions on management -
subject to tax guidelines to avoid 
U.S. “origination” activity

All bonds treated as debt for tax 

Requires debt vs. equity analysis Requires debt vs. equity analysis

Can also include mezzanine loans

Pros

Cons

Can issue interest-only certificates

REIT formation costs; excess inclusion 

income rules

Potential adverse tax consequences for 

REITs

Summary of Available Tax Regimes
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CRE CLO Basics

Collateral Pool

Co-Issuer

Investors

Class A

Class B

Class C
Cash

Notes

(Indenture)

Cash

(Collateral

Management

Agreement)

Class D Notes &

Preferred EquityAssets

Placement 

Agent

Collateral

Manager

Trustee

Cash

Notes

Servicer/
Special 
Servicer

(Servicing Agreement)

Issuer

Sponsor/

Seller

Preferred Equity Holder

100% Equity

Generic CRE CLO Structure
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Non-call Period

CRE CLO Basics (cont’d)

Ramp-Up Period

▪ Period during which the collateral manager 

needs to identify and acquire additional 

collateral with the cash reserved at closing

Closing Date Ramp-Up/ 

Effective Date

Optional

Redemption Date

Auction Call 

Date

Final Maturity

Date

Timeline of a CRE CLO*

* Not to scale

Reinvestment Period

▪ Period during which collateral manager can 

reinvest principal proceeds into new collateral

▪ Purpose is to reinvest principal on shorter term 

underlying assets to maximize the efficiency of 

the funding

Ramp-Up Period

Reinvestment Period Amortization Period
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CRE CLO Basics (cont’d)

Mandatory Redemption

▪ If interest coverage or overcollateralization/par 

value ratio falls below a specified level, interest 

proceeds are diverted from lower classes in order 

to redeem the senior notes until the required 

ratios are restored. If interest proceeds are 

insufficient, principal proceeds that would have 

otherwise been reinvested are used to redeem 

the Notes until the coverage tests are satisfied

Optional Redemption

▪ Redemption by Issuer after a specified date at 

direction of holder of preferred equity

Tax Redemption

▪ Redemption by Issuer at direction of holder of 

preferred equity if certain negative tax events 

occur

Auction Call

▪ After specified date, Trustee is required to solicit 

bids for collateral on a monthly/quarterly basis. 

If bids are sufficient to pay off all Notes and 

administrative expenses, Trustee must sell 

collateral and redeem the Notes
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CRE CLO Basics (cont’d)

Overcollateralization (Par Value) 

Tests

▪ Used on a monthly basis to test 

levels of credit support. Compares 

balance of assets to liabilities

▪ Haircuts applied to defaulted 

assets (typically lower of fair 

market value and recovery rate) 

and certain modified assets 

Coverage Tests

Consequence of Failure

▪ Mandatory Redemption: Use 

interest proceeds to redeem 

principal until coverage tests are 

satisfied. If interest proceeds are 

insufficient, principal proceeds 

that would have otherwise been 

reinvested are used to redeem 

the notes until the coverage 

tests are satisfied

▪ Suspension of Reinvestment 

Period

Interest Coverage Tests

▪ Used on a monthly basis to 

test levels of interest 

coverage. Compares interest 

due from assets to interest 

owed on liabilities
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CRE CLO Basics (cont’d)

Basic Reinvestment Criteria

▪ Portfolio percentage limitations on:

– property type concentration

– geographic concentration

– collateral type concentration (i.e., loans, 

mezzanine, CMBS, etc.)

– affiliated issuer/obligor concentration

– fixed or floating rate assets

▪ Asset is not impaired or credit risk

▪ Outside maturity date

▪ Appropriate servicing is in place

▪ Appropriate representations and warranties are 

delivered

Additional Reinvestment Criteria

▪ Minimum Coupon and Weighted Average Coupon

▪ Maximum Maturity and Weighted Average Life

▪ Weighted Average Rating Factor (“WARF”) (measures 

overall credit quality)

▪ Weighted Average Recovery Rate

▪ Loan-to-Value Ratio

▪ Debt Service Coverage

▪ Debt Yield

Consequence of failure: Cannot acquire Ramp-up or Reinvestment Assets if tests will fail 

after giving effect to their acquisition

Reinvestment Criteria
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Option Description Notes

Pre-Funded Account ▪ Fully funded reserve account held by the trustee ▪ Results in negative arbitrage

Funded and Unfunded Notes ▪ Create separate funded and unfunded notes at 

loan origination  

▪ Borrower acknowledges that holder of unfunded 

note is sole responsible person for making future 

funding advances

▪ Since note balances are set at origination, 

this approach may limit flexibility to include 

future funding advances that are made 

post-origination but prior to the 

securitization date

Funded and Unfunded 

Participation Interests

▪ Create funded/unfunded participation interests in 

the loan

▪ Future funding holder to certify that it has 

sufficient liquidity to fund several quarters of future 

funding advances

▪ Future funding holder will be required to indemnify 

the issuer for failure to make an advance 

▪ Formula allows carve-outs for advances made for 

accretive costs

▪ Failure to certify as to liquidity will cause 

preferred share distributions to be trapped 

into a reserve account

▪ Can allow for Issuer to use principal  

proceeds to acquire unfunded participation 

interests as they are funded

CRE CLO Basics (cont’d)

Options for Structuring Future Funding Loans for Inclusion in CRE CLO 
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CRE CLO Basics (cont’d)

Servicing

▪ CMBS style servicing 

agreements with servicing 

standard override by master 

servicer and special servicer

Rating Agency Requirements for Collateral

Representations and Warranties

▪ Representations and warranties 

similar to those given in CMBS 

transactions, including repurchase 

remedy for breach. This applies to 

both initial collateral assets as 

well as future acquired assets

Advancing

▪ “Advancing Agent” is responsible 

for advancing interest to ensure 

timely payment of interest on most 

senior classes of Notes

Role of the Collateral Manager

▪ Importance depends upon how 
actively the portfolio may be 
managed

▪ Collateral Management 
Agreement

▪ “Key Man” termination 
provisions in documents

Issues Related to the Collateral Manager

Key factors to Consider and Disclose

▪ Experience and track record

▪ Dependence on key individuals

▪ Investment strategy

▪ Conflicts of interest
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Interest Proceeds

Reimburse Advances, Taxes, Trustee,

Collateral Manager and Administrative Expenses

Class A Interest

Class B Interest

Class C Interest

Coverage Tests

Class D Interest

Fail

Preferred Shares

Class A Principal, then

Class B Principal, then

Class C Principal

CRE CLO Basics (cont’d)

Sample Interest Waterfall
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Principal Proceeds

Reimburse Advances, Taxes,

Trustee, Collateral Manager,

and Administrative Expenses

Class A Interest

Yes Reinvest in new assets subject to the 

Reinvestment Criteria

Class A Principal, then Class B Principal, 

then Class C Principal, then Class D Principal,

then Class E Principal

Preferred Shares

Coverage Test
Fail

Class A Principal, then

Class B Principal, then

Class C Principal

CRE CLO Basics (cont’d)

Sample Principal Waterfall

Reinvestment

Period
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Certain Legal Considerations

▪ Securities Act of 1933

▪ Investment Company Act of 1940 

– 3(c)7 – Exemption for offerings that are limited to “Qualified Purchasers”

– 3(c)(5)(c) – Exemption for companies primarily engaged in acquiring mortgages and interests in real estate

– 3a-7 – Exemption for issuer of asset backed securities 

▪ Investment Advisers Act of 1940

– Application of antifraud provisions, including disclosure of conflicts of interest and affiliate transactions

▪ Dodd Frank

– Risk Retention

– Rule 15G

– Rule 17g-5

– Volcker

▪ ERISA Considerations

Legal Considerations
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Jeffrey Rotblat

Jeffrey Rotblat

Partner

New York

+1 212 504 6401

jeffrey.rotblat@cwt.com

Jeffrey practices primarily in commercial real estate securities representing major Wall Street investment 

banks and financial institutions in their roles as issuers, loan sellers, underwriters and placement agents in 

both public and private offerings of mortgage-backed securities and other structured finance products. He also 

represents investment banks, specialty finance companies and investment funds structuring and negotiating 

mortgage loan trades, mortgage loan participations, subordinate loans and asset-backed securities. He also 

represents special servicers and specialty finance funds in work-outs and restructurings of non-performing 

commercial mortgage loans in CMBS and CRE CLO transactions.

An active participant in CMBS industry trade organizations, Jeffrey often participates in panel presentations at 

industry conferences. He has been active on behalf of various CMBS industry trade groups in their 

communications with the U.S. Securities and Exchange Commission regarding legislation affecting the ABS 

industry. Jeffrey has been recognized for excellence and his specialist knowledge of CRE CLOs by Chambers 

USA.

Jeffrey received his B.A., summa cum laude, from Yeshiva University and his J.D., cum laude, from the 

University of Pennsylvania School of Law. He is admitted to practice law in the State of New York.
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Gary Silverstein

Gary Silverstein

Partner

New York

+1 212 504 6858

gary.silverstein@cwt.com

Gary Silverstein represents issuers, underwriters, insurers and other parties in connection with the tax aspects 

of mortgage-backed and asset-backed securities, REMICs, CLOs, CRE-CLOs and other debt issuances. He 

has extensive experience in structuring commercial and residential mortgage-backed securitizations and 

resecuritizations (including “RE-REMICs”), and in other capital markets transactions (both agency and 

“private-label”). Gary advises borrowers and lenders (including securitization vehicles) in connection with loan 

workouts, foreclosures and restructurings. He is also involved in the re-performing and distressed asset 

markets and in the formation of lending facilities to finance MSRs, new and/or seasoned mortgage loans and 

other securities.

He also works closely with Cadwalader's finance attorneys in the origination of large commercial loans for 

securitization or syndication and in advising loan participants that face challenges in volatile markets. In 

addition, Gary advises both lenders and borrowers in their negotiations of credit facilities, credit agreements 

and repos, with extensive knowledge of “taxable mortgage pool” issues and solutions.

Gary is a member of the Tax Section of the New York State Bar Association, the American Bar Association 

(ABA) and the Tax Subcommittee of the American Securitization Forum. He is the co-author of a chapter on 

taxation in the Mortgage and Asset Backed Securities Litigation Handbook (West). He has been a speaker at 

the ABA's annual convention in Washington, D.C., to discuss the taxation of mortgage securitization. Gary 

was acknowledged by The Legal 500 in 2010 for “building an excellent reputation for his work in 

securitization,” and again in 2011 for his “complex and innovative instructions.” More recently, Gary was 

recognized in the 2016 edition of The Legal 500 for Financial Products Tax and recognized by the IFLR 

1000 as a leading lawyer.

Gary graduated with a B.A., cum laude, in Economics from Yeshiva University, received his J.D. from 

Columbia University Law School, and earned his LL.M. degree in Taxation from New York University School 

of Law. He is admitted to practice in the State of New York.
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Matthew Pawling

Matthew Pawling

Special Counsel

Charlotte

+1 704 348 5329

matthew.pawling@cwt.com

Matthew Pawling is a special counsel in the Capital Markets Group, resident in Cadwalader's Charlotte office. 

His practice is concentrated in the area of structured finance, with an emphasis on representing issuers, 

underwriters and mortgage loan sellers in public and private commercial mortgage-backed securitization 

transactions.

He also has experience representing servicers of performing and distressed CMBS loans in a wide range of 

matters, including loan work-outs and restructurings. In addition, he has advised bank swap desks entering 

into interest rate and currency derivative transactions in connection with syndicated credit facilities.

Matt received his J.D. from Brooklyn Law School and his B.S. in Business Administration, with an emphasis in 

Finance, from the University of Southern California. He is admitted to practice in New York and North 

Carolina.


