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WHEN M&A MEETS

SECURITIZATION: A DEEPER

DIVE (PART ONE)

by Elizabeth A. Raymond

Elizabeth Raymond is an M&A partner and co-head of the

Financial Institutions M&A group in the Chicago office of

Mayer Brown LLP. Contact: eraymond@mayerbrown.com.

Mergers and acquisition transactions for securitization

sponsors and servicers present unique issues that require in-

depth knowledge of the underlying securitization structures

and risks, as well as related financing, regulatory and

technology issues. M&A lawyers and business teams should

maintain a holistic view of how M&A affects past and future

securitizations by both the seller and the buyer, what financ-

ing plans are likely for the buyer, what consents are needed

and how the securitization transactions and securitization

systems will be integrated post-closing. Some of the more

prominent issues are discussed below.

Issue 1: Is It a Securitization? Is It a Whole Loan
Deal? No, It’s an M&A Deal!

Where the buyer’s primary goal is to purchase a large

portfolio of loans, leases, or other receivables, a threshold

issue for the acquisition of a securitization sponsor or

servicer is whether the transaction will be executed as a

portfolio sale or a platform sale or both. The securitization

sponsor’s “platform” includes the assets needed to operate

the finance business, including employees, facilities and real

estate, information technology and contracts. If the spon-

sor’s platform assets include state licenses, change of control

consents and other state agency notices and approvals may

be required. These approvals can create uncertainty and

increase the time required to close the transaction. Many

buyers are already in a finance company business and do not

need the facilities, people and information technology assets

that may be offered as part of a platform sale along with the

loans, leases or other receivables and related rights included

as part of a loan portfolio. These buyers may only be willing

to purchase the platform (other than the licenses) as a reduc-

tion to the purchase price for the portfolio or may view the

platform as a very small part of a much bigger asset play.

This view by buyers is more likely where the seller is a large

commercial bank that either cannot offer its information

technology assets in the transaction or its information

technology assets represent older and less versatile solu-

tions than buyer’s existing technology.

M&A Deal or Loan Portfolio Sale?

If a valuable operating platform is being sold along with

loan assets, a traditional M&A structure, such as a merger or

a stock or asset purchase, will typically be used, and the

purchase agreement will likely contain traditional M&A

representations, covenants, and indemnities. On the other

hand, if only or predominantly loans or other financial as-

sets are being sold, the parties may opt for execution of the

transaction in a manner that is more typical of a capital

markets trade and follow a whole loan portfolio format. The

decision to structure the sale using an M&A or a loan

portfolio sale format may depend as much on the experience

of the deal team executing the transaction as anything else.

It may also depend on whether the buyer intends to im-

mediately finance the loans in the capital markets after the

purchase, in which case a whole loan portfolio execution

may be more desirable for the buyer. Finally, the valuation

method being used (whole business versus loan portfolio or

assets under management) may lead to a particular type of

execution.

Advantages and disadvantages of M&A execution in-

clude the following:

E Ability to divest an entire business. A seller that

desires to divest an entire business line may find the

M&A-style execution more favorable for avoiding

trailing liabilities of the business and allowing a

“clean break.” If the seller divests only the portfolio

of assets (and not the platform that supported the

operation of those assets), it will be left with a platform

(employees, office leases, etc.) that it no longer needs.

The buyer will need to consider what effect its acquisi-

tion of the operating platform has on value.

E Ability to limit indemnification remedies. An M&A

indemnity regime may allow the seller to cap certain

of the buyer’s indemnification remedies to a relatively

low threshold, such as 10% to 20% of the purchase

price, and to require a relatively high deductible, such

as 1% to 3% of the purchase price, before certain of

the seller’s indemnity obligations kick in. This may

contrast favorably for the seller with a more typical
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loan portfolio remedy, which is to repurchase individ-

ual loans on a loan-by-loan basis if the seller’s repre-

sentations are breached. The warranty repurchase is a

remedy borrowed from capital markets transactions,

such as securitizations. The buyer may seek a war-

ranty repurchase remedy the terms of which mirror as

closely as possible the repurchase remedy imposed on

the buyer in the capital markets transaction it executes

to finance the loan portfolio purchase. However, if the

seller is divesting an entire business line, it may no

longer be able to service repurchased loans or may

find it cost prohibitive to do so. These differing

indemnity regimes have tended to infiltrate both types

of deals, with warranty repurchases cropping up in

M&A-style transactions and caps and deductibles

cropping up in the warranty repurchase remedy of

loan portfolio sales.

E Ability to limit representations and warranties. M&A

representations tend to be more general and qualified

as to materiality or a “material adverse effect” and

knowledge than representations in a securitization or

whole loan transaction. The spectrum of representa-

tions that can apply to financial assets ranges from the

detailed and numerous representations found in capital

markets/securitization transactions (e.g., 20 to 30

representations covering the financial assets being

financed) to a medium number of representations in

performing whole loan transactions to very limited

“as is, where is” representations contained in nonper-

forming loan sales to what may only be a single

paragraph of loan representations in an M&A transac-

tion qualified by materiality and knowledge. Where

the buyer has the ability to do extensive diligence on

the loan portfolio, an “as is, where is” or more limited

M&A-style execution may be possible.

E Risk of receiving a lower purchase price for the

portfolio. A disadvantage that may come hand in hand

with the limited recourse and limited representations

points discussed above is that the buyer may pay a

lower price for the portfolio. In effect, the buyer may

“price in” the cost of its limited rights.

Advantages and disadvantages of a whole loan portfolio

style of execution include the following:

E Faster execution and lower cost. Because only finan-

cial assets are being purchased in a whole loan portfo-

lio sale, it is typically quicker and has lower legal and

other transaction costs than an M&A-style transaction.

E Ability to quickly finance or securitize the loans. Exe-

cution as a whole loan portfolio sale will be preferred

if the buyer plans to finance or securitize the loans im-

mediately after or simultaneous with the closing of

the purchase. The buyer’s goal will be to match to the

greatest extent possible the representations, warran-

ties and covenants it receives from the seller to those

demanded by its underwriters and investors in the

capital markets.

E Ability to accommodate a forward flow arrangement.

The whole loan portfolio style of execution is better

suited to a forward flow arrangement, which is a loan

sale program that will involve multiple loan sales over

a period of time. The seller may seek a forward flow

sale arrangement where it has a large portfolio of

financial assets for which it can obtain better value by

selling in blocks over time.

E Retention of post-closing liabilities for individual

loans. The seller may achieve higher pricing in a

whole loan portfolio sale, but it will retain trailing li-

abilities for the portfolio, typically on a loan-by-loan

basis. As discussed above, the buyer in a portfolio sale

typically seeks to obtain a warranty repurchase rem-

edy to sell individuals loans back to the seller if the

seller’s representations relating to the loans are

breached.

E Importance of data tape. The data tape for the portfo-

lio of loans takes on heightened importance in a loan

portfolio execution. The data tape typically is a large

Excel spreadsheet that contains hundreds of line items.

It may be difficult to verify the accuracy of each and

every line item in the data tape, particularly for an

older pool with multiple servicers and information

technology systems over time. On the other hand, the

buyer must have a high degree of confidence that the

loan data is accurate if it intends to launch a capital

markets deal immediately after or simultaneous with

the closing. As discussed below, an accurate data tape

will be essential to the buyer’s financing plans, as well
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as its compliance with the securities laws in capital

markets transactions going forward.

Whole Business v. Assets Under Management
Valuations

The negotiation and drafting of the purchase price for the

acquisition of a securitization sponsor or servicer can be

quite complex and require a deep understanding of the

securitization business being purchased. Once the valuation

and purchase price mechanics are set, the rest of the transac-

tion terms should support the valuation and pricing

methodology.

The pricing for the acquisition of a securitization busi-

ness falls into two primary categories: (1) pricing based on a

valuation of the business as a whole; and (2) pricing based

on the “assets under management” or “AUM,” which are

the loans, leases or other financial assets or rights compris-

ing the bulk of the assets being sold. Some transactions share

elements of both the whole business and AUM approach.

The whole business valuation approach is likely to lead to

an M&A platform sale execution while an AUM approach

lends itself to a whole loan portfolio execution.

When to Choose a “Whole Business” Valuation. Where

a business is thriving and purchasing the entire operation,

including hiring substantially all the employees, is attractive

to the buyer, a “whole business” valuation may make sense.

The buyer may also be more likely to desire the simplicity

of a stock acquisition or merger as opposed to an asset

acquisition, and may be willing to assume all of the li-

abilities of the business without cherry picking assets and

liabilities.

When to Choose an AUM Valuation. If the buyer of a

securitization business perceives the business as risky, the

buyer will more likely structure the deal as a loan portfolio

transaction or as an asset acquisition and refuse to assume

specified or unknown liabilities. A typical valuation formula

for a loan portfolio or an asset acquisition would be some

percentage, e.g., 105% or 95%, depending on the perceived

risk of the financial assets, of the outstanding principal bal-

ance of the portfolio of loans, leases or other assets. Simi-

larly, in the acquisition of a servicing business, if the servicer

receives a 100 basis point fee in the servicing agreements

being assumed, the buyer may offer a price equal to the 100

basis points (or 95 basis points again based on the perceived

risk of the servicing rights) times the outstanding principal

balance of the loans, leases or other assets being serviced.

An asset acquisition may become a loan portfolio purchase

that is much more similar to a whole loan purchase or a

securitization than a traditional M&A deal. The buyer may

close the transaction in multiple closings for tranches of as-

sets as consents to transfer become available, using a

structure that is more akin to a whole loan flow purchase or

a securitization.

Combination Type Valuations. Acquisitions of securiti-

zation sponsors and servicers may combine aspects of both

types of valuation methods. For example, a financial buyer

like a private equity firm or hedge fund may need the

origination and servicing platform to run the target business

as well as the financial assets of the business. A financial

buyer may initially value the business on a portfolio basis

and then add a premium for the whole business and assume

various employee, IT and other assets and liabilities, such as

litigation tied to the financial assets that may be more ef-

fectively handled by the owner of those financial assets after

closing. In a distressed situation, a financial buyer may insist

on buying the portfolio at a portfolio valuation price only

and essentially purchase the platform for “free” or even

value the platform as a subtraction to the purchase price.

Effect of Valuation Method. The decision to value a

whole business versus a portfolio will generally affect all

the deal terms, including the representations, covenants and

of course the purchase price mechanics. For example, a

portfolio-based valuation will lead to more extensive

representations as to the financial assets being purchased

and the financing agreements with customers and lenders

related to the financial assets. Operations-based representa-

tions, such as, for example, these relating to real property

and real property leases, employees and employee benefits

or environmental issues of the business, will be less

important. Some representations, such as those relating to

the financial assets themselves and information technology,

will likely be relevant to the securitization business regard-

less of the valuation method. Similarly, covenants between

signing and closing will vary depending on whether the

focus is the entire business or the portfolio alone.
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Whole Business Valuations and Working Capital
or Net Assets Adjustments

Closing and post-closing adjustments will vary depend-

ing on the type of business being purchased and the valua-

tion method used in calculating the purchase price. If the

purchase price is based on a valuation of a whole business,

the purchase price may include a traditional adjustment for

changes in the working capital (current assets less current li-

abilities) or the net assets (total assets less total liabilities) of

the business from the last audited balance sheet prepared

prior to closing or the balance sheet on which the valuation

for the buyer’s initial offer was prepared. A typical mecha-

nism would value the working capital or net assets as of the

specified balance sheet date and base a preliminary purchase

price for the closing on that amount. The parties would

calculate an estimated closing date purchase price based on

an estimated working capital or net assets amount a few days

or the last month end date prior to closing. Within some pe-

riod (e.g., 60 to 90 days) after closing, a final closing date

balance sheet would be prepared and a true up payment

made by either the seller or the buyer based on the differ-

ence between the estimated and final working capital or net

assets.

AUM Valuation and Adjustments Tied to Portfolio

Fluctuations

Where a portfolio valuation method is used, the purchase

price will be tied to the fluctuations in the portfolio. Thus, if

the purchase price is 105% of the aggregate outstanding

principal balance of the loans in the portfolio, the price will

go up or down based on the size of the portfolio. The parties

may prefer a closing date, such as a month-end or end-of-

week date so that back office systems personnel can freeze

the portfolio as of a “cut-off date” that can be calculated

precisely. For a healthy business, new loan originations may

equal or exceed the loans being paid down so the purchase

price will likely go up. In a distressed situation, the portfolio

typically will decline as loans pay down or are written off.

More complicated mechanics may include an audit of the

loan portfolio to ensure that the loan amounts are correct

and are being properly serviced. The deal negotiators will

need an intimate familiarity with how the loan portfolio

performs, and any financing or securitization agreements re-

lated to the portfolio, to negotiate the purchase price provi-

sions effectively. Classic areas for dispute may be inade-

quate or overly generous loan reserves or changes in the

collection strategies or advancing practices by the seller or

the buyer. The seller’s compliance with its financing or

securitization agreements can also affect the portfolio

valuation.

Issue 2: How Will the Purchase Be Financed?

A key consideration for the buyer of a securitization

sponsor or servicer is whether and how the business and

financial assets will be financed. A related question is

whether the current financing on the financial assets placed

by the seller is attractive to the buyer or whether the buyer

would like to pay it down. A strategic buyer, such as a large

bank or finance company, may not need financing or may

find the seller’s financing less attractive than what it could

raise itself. A financial buyer typically will seek financing in

part to increase its rate of return on the investment by add-

ing leverage. The buyer will need to do careful diligence of

the seller’s existing securitizations and other financings as

well as any impediments to financing the financial assets.

Financing conditions are very unusual in the current M&A

environment, but the buyer can reduce many of the risks of

financing by obtaining representations and covenants

designed to cover their risks. A financial buyer will often

negotiate a “reverse termination fee” whereby it pays the

seller a termination fee (currently approximately 3% to 5%

of the purchase price) as the sole remedy for the seller if the

transaction does not close because the buyer fails to obtain

financing.

Due Diligence of Financing Arrangements

Buyers and sellers will need to diligence the seller’s

existing financing arrangements for assignability and plan

for what can often be a complex and time-consuming

consent process. The buyer will need to understand how the

finance business is currently financed and determine whether

it seeks to keep that financing in place.

Review When Using the Buyer’s Existing Financing. If

the buyer has its own sources of financing that it prefers to

the seller’s existing sources, the buyer’s counsel will need

to review the seller’s financing facilities for prepayment

restrictions or penalties. Private secured credit facilities are

typically prepayable at any time, but many public or Rule

144A securitizations (“term securitizations”) cannot be
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prepaid. As a result, the buyer will need to consider the cost

and operational hassle of leaving the seller’s term securitiza-

tions outstanding while they wind down to the deal’s

clean-up call, which is typically available when the securiti-

zation has amortized down to 5% to 15% of the assets

securitized. It may be possible for the buyer to do a tender

offer to retire the seller’s outstanding asset-backed securi-

ties, but the process can be time-consuming and may not

fully retire the deal unless a premium is paid.

Review When Retaining the Seller’s Financing

Facilities. Where the buyer seeks to retain the seller’s

financing facilities, a complex review process must be

undertaken.

E Review in a Stock Deal. In a stock deal, if the seller

has multiple securitizations, the buyer will need to

understand the merger and change in control provi-

sions contained in the securitization deal documents.

In term securitizations, the merger provision is typi-

cally permissive and only applies to the entities in the

deal—typically the deal sponsor (which may be the

entity whose stock is being sold to the buyer), the de-

positor and the issuer trust or limited liability

company. Other transaction parties, such as the rating

agencies, trustees and perhaps third-party credit

enhancement providers, typically only get notice of

the merger. In private deals and bank lending facili-

ties, change in control covenants and events of default

are much more common and will likely require direct

negotiations with lenders.

E Review in an Asset Deal. In an asset deal, the analysis

is even more complex. The buyer needs to determine

exactly which assets it wants to purchase. For ex-

ample, it may seek to purchase the stock of the deposi-

tors in each securitization and the seller’s residual

interests in the transactions, each of which will likely

require their own analysis. Consents and multiple

legal opinions (as to compliance with the securitiza-

tion agreements and tax and UCC matters) may be

required for each transaction. For the purchase of sev-

eral repeat securitizations issued by the same sponsor,

it may be possible to aggregate consents so that each

rating agency, indenture trustee and credit enhance-

ment provider consents for the assignment of all the

deals in which it is involved. The buyer must also be

sure that it meets all eligibility requirements for the

sponsor, depositor or servicer roles and consider

amending the transaction documents if needed. Where

consents will be protracted and the parties seek to

close quickly, it may be possible to structure an

interim servicing arrangement whereby the seller runs

the transaction on behalf of the buyer until all consents

are received. Here again, the securitization agreements

must be reviewed to see if there is any prohibition on

subservicing or outsourcing arrangements.

Review When the Buyer Seeks New Securitization

Financing. In some cases, a strategic financial buyer will

seek to place its own securitization facilities in order to

finance the purchase of the financial assets. Like any other

leveraged acquisition, the buyer may enter into a short-term

bridge facility in the form of a loan warehouse facility pend-

ing access to a syndicated secured loan facility or a struc-

tured finance capital markets transaction.

Complexity increases if the buyer seeks to finance the

financial assets simultaneously with the closing of the

acquisition. For example, the buyer may seek to purchase

the financial assets as of a “cut-off date” a month or more

before closing so that the buyer has an existing pool to use

as collateral for its financing. The seller will dislike giving

up a month or more of collections without an increase to the

purchase price. Integrity of data and access to detailed

servicing information will be key issues because the finan-

cial assets cannot be financed without accurate data. The

buyer’s counsel and underwriters will seek to diligence the

financial assets in the same way as they would if they were

doing a standalone securitization without an M&A deal.

For mortgage loan assets, the buyer may seek to finance

the servicer advances or mortgage servicing rights it intends

to buy. Each of these securitization facilities have issues

specific to the assets being financed and are subject to mar-

ket conditions at the time. Servicing advances are readily

financeable, including simultaneously with closing, in a bi-

lateral or club loan facility at relatively attractive advance

rates. Key diligence activities include a review of all servic-

ing agreements for explicitly permissive financing provi-

sions and confirmation that servicer advances are reimbursed

at the top of the waterfall. Lenders will give more or less
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credit for advances depending on their type (e.g., principal

and interest, escrows and taxes) and the state where the

mortgaged property exists. Buyers will need to negotiate

acknowledgement agreements with Fannie Mae and reim-

bursement agreements with Freddie Mac. On the other hand,

mortgage servicing rights (“MSRs”) financing facilities are

less attractive based on the volatility of MSRs and the cliff

risk that the MSR asset will disappear if the servicer is

terminated. As a result, buyers of MSRs are more likely to

seek a general senior secured loan facility at closing with a

blanket lien on all assets purchased, including the MSRs.

Issue 3: How Will Licenses Affect Structure and
Timing?

Impact of Licensing Issues on Structure

State licensing issues may have a significant impact on

structure and speed of execution of an M&A transaction

involving a securitization sponsor or servicer. Financial buy-

ers, such as private equity and hedge funds (unlike strategic

buyers), typically do not have all the state licenses needed to

hold and service consumer loans or hold and operate other

financial assets or businesses. The financial buyer must an-

ticipate a lengthy process, potentially as long as six months

to a year, to obtain all these licenses. Moreover, applications

for these licenses often require disclosure of personal infor-

mation about principals, criminal record checks, fingerprint-

ing and the like.

Required Licenses

Licenses and notifications or approvals that may be

required in acquisitions involving a securitization sponsor

or servicer include the following:

State Licenses to Hold Consumer Loans. While state li-

censes are required for non-banks to originate or service

consumer loans, some states also require licenses merely to

hold consumer loans or retail installment sales contracts.

For example, approximately 12-18 states require a license

or registration to purchase or hold residential mortgage

loans. These licensing requirements arguably apply even if

the loans were originated by a licensed lender or an exempt

entity and are being serviced by a licensed servicer. While

many entities historically have not obtained state licenses to

merely own or acquire (as contrasted with originating or

servicing) mortgage and other consumer loans, over the past

several years there has been a heightened awareness of state

licensing and regulatory issues. Based upon the rising

number of defaults and the need for significant loan modifi-

cations, holders of mortgage loans and other consumer

credit receivables after the credit crisis needed to address

the varied and changing state regulatory regimes in a practi-

cal and comprehensive manner. As a result, market partici-

pants typically either obtain state licenses in a subset of

states (i.e., those where the statutory regime appears to

include the holding of mortgage or consumer loans) or rely

upon a trust or participation structure typically seen in the

securitization context. Under the participation structure, the

buyer would typically acquire an undivided interest in the

loans while the seller would retain bare title to the loan.

Under the trust structure, the loans would typically be sold

to a common law or statutory trust with a national bank

trustee holding legal title to the loans.

Mortgage Servicing Licenses. For mortgage transac-

tions, every state requires mortgage servicing and/or debt

collection licenses to service and make collections on

mortgage loans. The government-sponsored enterprises, the

Federal National Mortgage Association (“Fannie Mae”), the

Federal Home Loan Mortgage Corporation (“Freddie Mac”)

and the Government National Mortgage Association (“Gin-

nie Mae”), will also require that a new servicer be an eligible

originator and servicer to originate, hold and service con-

forming mortgage loans.

Debt Collection Licenses. For consumer loans other than

mortgages, the buyer may need debt collection licenses (es-

pecially if the loans were in default at the time of the acquisi-

tion) or may need to file notifications with state regulators.

Change of Control Filings/Approvals. As noted above,

acquiring the seller’s licenses will typically require change

of control filings and approvals from the various state

regulators.

Servicing Arrangements

As mentioned previously, obtaining all of the necessary

licenses, even if the transaction is structured as a stock

purchase or a merger, can take a significant amount of time.

In order to present a more attractive bid, the financial buyer

may team up with an existing servicer to make its bid or

may enter into an interim or long-term servicing agreement
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with the seller or a third-party. Particularly in the mortgage

industry, it may be less practical for the buyer to request that

the seller provide an interim servicing arrangement pending

the buyer’s receipt of licenses because, in many states, the

buyer will need state licenses merely to hold loans or servic-

ing rights and receipt of these licenses should be a condition

to closing. The seller may be willing to provide interim

servicing as an accommodation with “as is, where is” servic-

ing standards as opposed to the quite robust service level

agreements currently seen for consumer loan servicing. In

the mortgage industry, mortgage loan servicing agreements

with third-party servicers follow relatively established

patterns. For other consumer assets, the practice is less

uniform and the liability and service level standards may be

hotly negotiated. Regulatory considerations for any servic-

ing relationship should include credit reporting obligations,

debt collection issues and the possible need for borrower

notices of the sale or transfer of servicing. The obligations

of the servicer and the time frame for performance of these

obligations should be clearly established by the servicing

agreement. The buyer and the seller should also agree on the

timing and content of any borrower notices. For example,

the Real Estate Settlement Procedures Act and its imple-

menting regulation, Regulation X, generally requires the

new and old servicer to provide notice to borrowers within a

prescribed period of time regarding the transfer of servicing

for their residential mortgage loans.

Licensing and the Marketplace Funding Model

In Madden v. Midland Funding LLC,1 a federal appeals

court ruled that federal law did not preempt a state’s interest

rate limitations when applied to the non-bank debt buyer of

a loan seeking to collect interest at the rate originally

contracted for by a national bank. Uncertainties surrounding

Madden and the overall business model of the online

marketplace lending sector have negatively impacted inves-

tor demand and increased regulatory scrutiny beginning in

2016, resulting in a challenging environment for these

lenders. If a court were to find that the Madden holding ap-

plied to marketplace loan platforms, any such loans carrying

annual percentage rates that exceed the amount permitted

by usury laws in the relevant states could be found to be

unenforceable and void or subject to reduction of the inter-

est rate and/or repayment of interest or subject to other

penalties or damages, or parties to any securitization of

marketplace loans could be subject to claims for damages or

enforcement actions. It is also possible that similar litigation

or regulatory actions may have success in challenging the

origination bank’s status as a loan’s true lender, and in such

instances, the marketplace lenders and parties to any securi-

tization could be recharacterized by a court or a regulatory

agency to be a loan’s lender and therefore obligated to

comply with state lender licensing and other consumer

protection requirements.

As a reaction to Madden, investors may avoid buying

loans in the Second Circuit or loans with interest rates that

exceed usury rates in any Second Circuit state. Most online

lenders have restructured their relationships with their

origination bank to insert a more obvious ongoing interest

by the origination bank in the loans. Examples include the

origination bank retaining a 1% stake in loans originated by

it or a random allocation of loans originated by it. The

originating bank may also receive an oversight fee for loans

originated by it as compensation for its ongoing oversight of

the loan platform. Techniques such as these are seen as bet-

ter aligning the incentives of investors and the marketplace

lender than a pure “originate to sell” model. Federal legisla-

tion was introduced in late 2017 that would clarify that any

loan originated by a national or FDIC-insured bank would

be entitled to the benefits of federal preemption on claims of

usury provided that certain criteria are met. While this

legislation was approved by the House of Representatives in

2018, the Senate has not taken action.

Issue 4: What Due Diligence Should Be
Performed on the Contracts Relating to the
Financial Assets?

Due Diligence and Reverse Due Diligence

The buyer’s due diligence in an acquisition of a securiti-

zation sponsor or servicer requires extensive familiarity with

the underlying securitization transactions, including the

structures, risks and regulatory issues that relate to these

transactions. Increasingly, a seller must also engage in due

diligence of the buyer, especially if the seller is a bank or

finance company subject to regulation by the banking

regulators or the Consumer Financial Protection Bureau.

Due Diligence of Loans, Loan Files and Servicing

Agreements

Review of Loans, Leases and Other Receivables. The
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buyer typically will want to review the forms of loans, leases

or other receivables that comprise the bulk of the assets be-

ing sold. Other items of interest to the buyer would typically

include consumer complaint information, compliance

audits, licenses, and policies and procedures. Some issues to

consider in reviewing loans, leases and other receivables

include the following:

E Selective Review/Sampling. Buyers and sellers will

debate over how extensive the buyer’s review of

actual loan files should be. Most buyers will insist on

at least sampling a statistically significant number of

loan files for missing documents and other potential

defects. The buyer’s accountants or financial advisors

can assist in determining what represents a statisti-

cally significant number of files, which will depend in

part on the diversity of the loan assets. Consumer law

counsel should undertake at least a selective review of

the basic form of loans, leases or other receivables to

ensure that they comply with relevant consumer laws

on both a federal and state level, as applicable. In a

consumer business, it may not be practical or cost ef-

fective for legal counsel to review all the forms in

every state. In this case, it should be possible for legal

counsel to review a sampling of the loan forms,

perhaps in the more important states for the portfolio,

and provide a checklist for outside due diligence

consultants to review the forms for consumer law or

other regulatory compliance. For example, does the

form contain the mandated Regulation Z, Truth in

Lending Act disclosure, and an arbitration waiver if

arbitration is desired? If a mortgage is a “high cost

loan,” does it contain the disclosure required under

the Truth in Lending Act as amended by the Home

Ownership and Equity Protection Act?

E APR Calculations and “High-Cost Mortgages” Laws.

An outside consultant may also be hired to review the

lender’s original calculations regarding the Annual

Percentage Rate (APR) and finance charge disclosures

required under the Truth in Lending Act. In addition,

a review of the points and fees paid by the borrower

(as set forth in the Truth in Lending Act disclosures

and the HUD-1 or HUD-1A required by the Real

Estate Settlement Procedures Act) is often conducted

to determine whether the loan exceeded the “points

and fees” trigger and should have been treated as a

federal or state “high-cost mortgage” laws. If the loan

is a “high-cost mortgage,” the buyer may be poten-

tially liable for the acts or omissions of the originator.

E Process to Update Forms. The buyer’s counsel should

also review the seller’s process for updating its forms

or agreeing to changes to its forms. Any lender en-

gaged in a nationwide lending program will need to

rely upon legal counsel, trade associations and other

vendors to track changes to the applicable laws and

regulations and ensure that such changes are reflected

in the revised loan agreements.

E Assignability. In an asset deal or loan portfolio sale,

counsel should confirm that the loans, leases or other

receivables are freely assignable by the seller as lender

without notice to or consent from the borrower. In a

commercial lending business where the borrowers

may have more leverage to negotiate their form of

lending arrangement, the loans may not be assignable

by the seller as lender and consents will be required.

E Effect of Defects on Purchase Price and Structure.

Older consumer loan and mortgage portfolios may

have a host of defects and be missing key documents

that will affect the value of the portfolio even if the

loans are performing. If the loans are non-performing

and the loan files show a high level of defects, the

purchase price will be severely affected. The buyer

may seek to exclude certain types of loans if it deter-

mines that the risk of enforcing these loans is too high

or servicing the loans is not cost-effective. The seller

may be willing to entertain a lower price from the

buyer if the buyer is willing to take on all types of

loans on essentially an “as is, where is” basis.

Review of Servicing Agreements. Servicing agreements

are often key assets being sold in a securitization-related

M&A transaction and must be carefully vetted for consents

and issues relating to assignability. The seller typically has

multiple servicing agreements to provide collection and

administration services for its portfolio of loans, leases or

receivables. These servicing agreements may be with the

seller’s affiliate or with third-party servicers or both.

Specific specialty services may be subserviced to other

servicers. A loan aggregator may front the servicing obliga-
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tions as a master servicer for multiple servicers that have

originated the loans. The buyer’s financing arrangements for

the M&A transaction may require amendments to the servic-

ing agreement to ensure that the buyer is an “eligible

servicer” or that the servicing rights can be pledged to the

buyer’s lender.

An active area in M&A involving securitization sponsors

and servicers is the sale of MSRs by mortgage servicers,

particularly by bank sellers, seeking relief from increased

capital requirements and mark-to-market volatility, to non-

bank servicers. The assets involved in these transactions are

rights under the mortgage servicing agreements and thus

numerous servicing agreements must be carefully reviewed

for assignability, eligibility and licensing requirements for

the servicer, the buyer’s ability to pledge the MSR in a

financing, and related issues.

Servicer Advances. Similarly, the buyer should consider

requesting from the seller a schedule delivered prior to clos-

ing (or a series of updated schedules if there is a period of

time between signing and closing) that sets forth any ad-

vances made by the seller as servicer as of the date of the

schedule. Note that servicer advances are most relevant in

mortgage securitization or other mortgage financing transac-

tions and are much less common for other asset classes, such

as auto loans, credit cards and student loans. If the buyer is

acquiring advances as part of the transaction, this schedule

will allow the buyer to closely proximate the amount of

money needed to acquire these assets. In addition, in order

to assess the quality and collectability of these advances, the

buyer should propose that the seller represent that these ad-

vances have been made in accordance with the relevant

servicing agreements and the seller’s advances policy and

that they are unencumbered, valid and subsisting amounts

owed to the seller.

Servicing Agreements and Underlying Servicing Rights.

Because the relevant servicing agreements and the underly-

ing servicing rights are critical to many securitization-

related acquisitions, sellers will often provide representa-

tions specifically related to the quality of these documents.

To ensure that it acquires these servicing agreements (and

all rights under these agreements) unencumbered, the buyer

will typically request the seller to represent that it owns the

entire right, title and interest in the servicing agreements

and that it is not in default under these agreements. In addi-

tion to other more general representations regarding the

quality of the servicing agreements (e.g., each servicing

agreement is in full force and effect, etc.), because the

servicing rights underlying the servicing agreements are so

valuable, the buyer will also normally require the seller to

represent that it has the sole right to act as servicer under the

servicing agreements and that the transfer of the servicing

rights will grant to the buyer all of the seller’s servicing

rights under these agreements free and clear at closing.

Quality of Servicing. Securitization buyers also typically

request certain representations regarding the quality of

servicing related to the underlying financial assets in a

transaction. Normally a seller who also acted as servicer for

the loans or leases in the transaction will be required to rep-

resent and warrant that servicing has been performed in

compliance with the applicable loan documents, servicing

agreements and law.

Data Tape Issues and Information Technology

Another area for the buyer to explore is the accuracy and

reliability of the data tape for any portfolio of loans, leases

or other receivables. Data tape issues are one of the most

common areas of stress for a seller, especially for a seller

with an older portfolio where the seller’s information

technology systems may represent an amalgamation of

many older systems that may have grown by past

acquisitions. The seller is well-advised to carefully detail

any quirks of its data tape in detailed notes to the data tape.

For example, if finance companies in the industry typically

show delinquencies at 30, 60 and 90 days but the seller

shows this information at 31, 61 and 91 days, detailed notes

on the tape should be added to explain this unusual

characteristic. The buyer will base its valuation to a large

extent on the data tape. As a result, the seller should not

launch its sales process until it has adequate assurances,

which may include assistance from outside experts, that

nasty surprises about the tape will not crop up later.

Information technology in general will be a detailed area

for due diligence as well if the seller intends to sell its

technology systems. Large financial institutions may not be

able to easily separate the systems for the securitization

business from the systems for the businesses it is retaining

and thus may not include information technology assets in
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the sale or may need to provide detailed IT transition ser-

vices to the buyer.

Litigation and Regulatory Issues

Buyers and sellers will want to carefully diligence any

litigation or regulatory issues that have arisen with the other

party. Even in an asset sale where all pre-closing liabilities

will be retained by the seller, the buyer needs to understand

what the problems have been and whether they will require

changes to the operations of the business after the closing.

For example, the seller may be retaining responsibility for

lawsuits alleging violations of the Telephone Consumer

Protection Act, but the buyer will need to understand how

collections practices and policies regarding the use of cell

phones may need to be changed in the future and whether

they mesh with the buyer’s own practices and policies.

Pending regulatory investigations must be explored with

careful consideration as the parties must refrain from reveal-

ing confidential supervisory information or waiving

attorney-client privilege. In the mortgage M&A area, many

transactions after the credit crisis were structured as asset

sales to avoid the many liability issues surrounding mortgage

origination and servicing. Significant litigation or regulatory

issues may cause the buyer to seek to restructure a stock

sale to an asset sale to attempt to isolate the buyer from any

lingering liabilities.

This article will conclude in the May 2019 issue of The

M&A Lawyer.

ENDNOTES:

1Madden v. Midland Funding, LLC, 786 F.3d 246 (2d
Cir. 2015), cert. denied, 136 S. Ct. 2505 (June 27, 2016).
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FROM THE EDITOR

The Unknowns Get Cloudier

As this issue went to press in early April, the fate of the

United Kingdom’s “Brexit” from the European Union

remained unknown. After multiple Parliamentary defeats in

March of PM Theresa May’s negotiated Brexit plan with the

EU, it seemed most likely (as of our deadline) that the UK

would ask for yet another extension from the EU, or that it

would crash out of the EU in a “no-deal” Brexit. While in

2016, “no deal” was considered an unlikely worst-case sce-

nario for Brexit, it’s now essentially one of a handful of

remaining options.

For our cover article, The M&A Lawyer talked to Jones

Day lawyers based in London and Brussels who have been

advising clients on how best to manage the various Brexit

scenarios. This conversation ranged over a number of top-

ics, one of which was what impact the seemingly endless

Brexit negotiations have had on new issuance in the UK and

Europe. In short, not good.

Thomson Reuters’ data for the first quarter summed it up.

Global M&A fell 17% in first-quarter 2019, driven in part

by fears of a no-deal Brexit and its potential results—a

UK/EU economic slump and the cratering of the value of

the UK pound sterling, among others. To no surprise, many

companies considering cross-border deals are waiting for

some resolution. UK new issue activity fell by 62% while

cross-border M&A sunk by 45% in first-quarter 2019.

European M&A fell even further, sinking 67% compared to

first-quarter 2018 (and in turn, German M&A fared even

worse, dropping 76% compared to the year-ago period).

What deals got done tended to be on the smaller side, with

average deal size falling below $5 billion.

The saving grace for global M&A is the United States,

which kicked off the year with its strongest start in nearly

two decades: roughly $490 billion in announced deals, up

9.4% compared to the year-ago period. As the number of

deals fell by 40% year-over-year, however, it showed this

growth was fueled by such “megadeals” as Bristol-Myers

Squibb’s $74 billion acquisition of Celgene. The U.S. also

saw some of the few big-ticket prospective cross-border

deals, like Germany’s Merck’s hostile $5.9 billion offer for

Versum Materials, which challenged Versum’s agreed-upon

merger with Entegris. And Berry Global wooed Britain’s

RPC Group away from Apollo Global Management by mak-

ing a higher offer of roughly $4.4 billion.

The healthcare industry, in part thanks to the Bristol-

Myers deal, was the dominant sector of the quarter, though

deal activity is being driven by other factors. As Sullivan &

Cromwell’s Krishna Veeraraghavan told Reuters, “between

competition for new drugs, improving technology, [and] the

aging of the global population, a number of factors will

continue to drive M&A in the healthcare sector, whether it’s

biotech or insurance providers.” Another factor driving

healthcare M&A is that companies are getting ahead of the

2020 presidential election, in which healthcare companies

expect to get bashed on the campaign trail (likely by both

Democrats and President Trump) and will be more wary of

undertaking mergers or acquisitions then.

Chris O’Leary

Managing Editor
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Top 10 Issues in M&A for Securitization Sponsors and Servicers

Article March 2019

Mergers and acquisition transactions 
for securitization sponsors and ser-
vicers present unique issues that 
require in depth knowledge of the 
underlying securitization structures and 
risks, as well as related financing, 
regulatory and technology issues. M&A 
lawyers and business teams should 
maintain a holistic view of how M&A 
affects past and future securitizations 
by both the seller and the buyer, what 
financing plans are likely for the buyer, 
what consents are needed and how the 
securitization transactions and securiti-
zation systems will be integrated 
post-closing. Some of the more 
prominent issues are discussed below.

Issue 1. Is It a 
Securitization? Is It a 
Whole Loan Deal?  
No, It’s an M&A Deal!
Where the buyer’s primary goal is to 
purchase a large portfolio of loans, 
leases or other receivables, a threshold 
issue for the acquisition of a securitiza-
tion sponsor or servicer is whether the 
transaction will be executed as a 
portfolio sale or a platform sale or 
both. The securitization sponsor’s 
“platform” includes the assets needed 
to operate the finance business, 
including employees, facilities and real 
estate, information technology and 
contracts. If the sponsor’s platform 

assets include state licenses, change of 
control consents and other state 
agency notices and approvals may be 
required. These approvals can create 
uncertainty and increase the time 
required to close the transaction. Many 
buyers are already in a finance com-
pany business and do not need the 
facilities, people and information 
technology assets that may be offered 
as part of a platform sale along with 
the loans, leases or other receivables 
and related rights included as part of a 
loan portfolio. These buyers may only 
be willing to purchase the platform 
(other than the licenses) as a reduction 
to the purchase price for the portfolio 
or may view the platform as a very 
small part of a much bigger asset play. 
This view by buyers is more likely where 
the seller is a large commercial bank 
that either cannot offer its information 
technology assets in the transaction or 
its information technology assets 
represent older and less versatile 
solutions than buyer’s existing 
technology.

M&A Deal or Loan Portfolio Sale? If 
a valuable operating platform is being 
sold along with loan assets, a tradi-
tional M&A structure, such as a 
merger or a stock or asset purchase, 
will typically be used, and the pur-
chase agreement will likely contain 
traditional M&A representations, 
covenants and indemnities. On the 
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other hand, if only or predominantly loans or other 
financial assets are being sold, the parties may opt 
for execution of the transaction in a manner that is 
more typical of a capital markets trade and follow a 
whole loan portfolio format. The decision to struc-
ture the sale using an M&A or a loan portfolio sale 
format may depend as much on the experience of 
the deal team executing the transaction as anything 
else. It may also depend on whether the buyer 
intends to immediately finance the loans in the 
capital markets after the purchase, in which case a 
whole loan portfolio execution may be more desir-
able for the buyer. Finally, the valuation method 
being used (whole business versus loan portfolio or 
assets under management) may lead to a particular 
type of execution. 

Advantages and disadvantages of M&A execution 
include the following:

• Ability to divest an entire business. A seller that 
desires to divest an entire business line may find 
the M&A-style execution more favorable for 
avoiding trailing liabilities of the business and 
allowing a “clean break.” If the seller divests only 
the portfolio of assets (and not the platform that 
supported the operation of those assets), it will 
be left with a platform (employees, office leases, 
etc.) that it no longer needs. The buyer will need 
to consider what effect its acquisition of the 
operating platform has on value.

• Ability to limit indemnification remedies. An M&A 
indemnity regime may allow the seller to cap 
certain of the buyer’s indemnification remedies 
to a relatively low threshold, such as 10% to 20% 
of the purchase price, and to require a relatively 
high deductible, such as 1% to 3% of the purchase 
price, before certain of the seller’s indemnity 
obligations kick in. This may contrast favorably 
for the seller with a more typical loan portfolio 
remedy, which is to repurchase individual loans 
on a loan-by-loan basis if the seller’s representa-
tions are breached. The warranty repurchase is a 
remedy borrowed from capital markets transac-
tions, such as securitizations. The buyer may 
seek a warranty repurchase remedy the terms of 
which mirror as closely as possible the repurchase 
remedy imposed on the buyer in the capital 
markets transaction it executes to finance the 
loan portfolio purchase. However, if the seller is 

divesting an entire business line, it may no longer 
be able to service repurchased loans or may find it 
cost prohibitive to do so. These differing indem-
nity regimes have tended to infiltrate both types 
of deals, with warranty repurchases cropping up in 
M&A-style transactions and caps and deductibles 
cropping up in the warranty repurchase remedy of 
loan portfolio sales.

• Ability to limit representations and warranties. 
M&A representations tend to be more general 
and qualified as to materiality or a “material 
adverse effect” and knowledge than representa-
tions in a securitization or whole loan transaction. 
The spectrum of representations that can apply 
to financial assets ranges from the detailed 
and numerous representations found in capital 
markets/securitization transactions (e.g., 20 to 30 
representations covering the financial assets being 
financed) to a medium number of representations 
in performing whole loan transactions to very 
limited “as is, where is” representations contained 
in nonperforming loan sales to what may only 
be a single paragraph of loan representations in 
an M&A transaction qualified by materiality and 
knowledge. Where the buyer has the ability to do 
extensive diligence on the loan portfolio, an “as 
is, where is” or more limited M&A-style execution 
may be possible.

• Risk of receiving a lower purchase price for the 
portfolio. A disadvantage that may come hand 
in hand with the limited recourse and limited 
representations points discussed above is that 
the buyer may pay a lower price for the portfolio. 
In effect, the buyer may “price in” the cost of its 
limited rights.

Advantages and disadvantages of a whole loan 
portfolio style of execution include the following:

• Faster execution and lower cost. Because only 
financial assets are being purchased in a whole 
loan portfolio sale, it is typically quicker and has 
lower legal and other transaction costs than an 
M&A-style transaction.

• Ability to quickly finance or securitize the loans. 
Execution as a whole loan portfolio sale will be 
preferred if the buyer plans to finance or securi-
tize the loans immediately after or simultaneous 
with the closing of the purchase. The buyer’s goal 
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will be to match to the greatest extent possible 
the representations, warranties and covenants it 
receives from the seller to those demanded by its 
underwriters and investors in the capital markets.

• Ability to accommodate a forward flow arrange-
ment. The whole loan portfolio style of execution 
is better suited to a forward flow arrangement, 
which is a loan sale program that will involve 
multiple loan sales over a period of time. The 
seller may seek a forward flow sale arrangement 
where it has a large portfolio of financial assets 
for which it can obtain better value by selling in 
blocks over time.

• Retention of post-closing liabilities for individual 
loans. The seller may achieve higher pricing in a 
whole loan portfolio sale, but it will retain trailing 
liabilities for the portfolio, typically on a loan-by-
loan basis. As discussed above, the buyer in a 
portfolio sale typically seeks to obtain a warranty 
repurchase remedy to sell individuals loans back 
to the seller if the seller’s representations relating 
to the loans are breached.

• Importance of data tape. The data tape for the 
portfolio of loans takes on heightened importance 
in a loan portfolio execution. The data tape 
typically is a large excel spreadsheet that contains 
hundreds of line items. It may be difficult to verify 
the accuracy of each and every line item in the 
data tape, particularly for an older pool with mul-
tiple servicers and information technology systems 
over time. On the other hand, the buyer must 
have a high degree of confidence that the loan 
data is accurate if it intends to launch a capital 
markets deal immediately after or simultaneous 
with the closing. As discussed below, an accurate 
data tape will be essential to the buyer’s financing 
plans, as well as its compliance with the securities 
laws in capital markets transactions going forward.

Whole Business v. Assets Under Management 
Valuations. The negotiation and drafting of the 
purchase price for the acquisition of a securitiza-
tion sponsor or servicer can be quite complex and 
require a deep understanding of the securitization 
business being purchased. Once the valuation and 
purchase price mechanics are set, the rest of the 
transaction terms should support the valuation 
and pricing methodology.

The pricing for the acquisition of a securitization 
business falls into two primary categories: (1) pricing 
based on a valuation of the business as a whole; and 
(2) pricing based on the “assets under management” 
or “AUM,” which are the loans, leases or other financial 
assets or rights comprising the bulk of the assets being 
sold. Some transactions share elements of both the 
whole business and AUM approach. The whole 
business valuation approach is likely to lead to an M&A 
platform sale execution while an AUM approach lends 
itself to a whole loan portfolio execution.

• When to Choose a “Whole Business” Valuation. 
Where a business is thriving and purchasing the 
entire operation, including hiring substantially 
all the employees, is attractive to the buyer, a 
“whole business” valuation may make sense. 
The buyer may also be more likely to desire the 
simplicity of a stock acquisition or merger as 
opposed to an asset acquisition, and may be will-
ing to assume all of the liabilities of the business 
without cherry picking assets and liabilities. 

• When to Choose an AUM Valuation. If the buyer 
of a securitization business perceives the business 
as risky, the buyer will more likely structure the 
deal as a loan portfolio transaction or as an asset 
acquisition and refuse to assume specified or 
unknown liabilities. A typical valuation formula for 
a loan portfolio or an asset acquisition would be 
some percentage, e.g., 105% or 95%, depending 
on the perceived risk of the financial assets, of 
the outstanding principal balance of the portfolio 
of loans, leases or other assets. Similarly, in the 
acquisition of a servicing business, if the servicer 
receives a 100 basis point fee in the servicing 
agreements being assumed, the buyer may offer 
a price equal to the 100 basis points (or 95 basis 
points again based on the perceived risk of the 
servicing rights) times the outstanding principal 
balance of the loans, leases or other assets being 
serviced. An asset acquisition may become a loan 
portfolio purchase that is much more similar to 
a whole loan purchase or a securitization than a 
traditional M&A deal. The buyer may close the 
transaction in multiple closings for tranches of 
assets as consents to transfer become available, 
using a structure that is more akin to a whole loan 
flow purchase or a securitization.
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• Combination Type Valuations. Acquisitions 
of securitization sponsors and servicers may 
combine aspects of both types of valuation 
methods. For example, a financial buyer like a 
private equity firm or hedge fund may need the 
origination and servicing platform to run the 
target business as well as the financial assets of 
the business. A financial buyer may initially value 
the business on a portfolio basis and then add a 
premium for the whole business and assume vari-
ous employee, IT and other assets and liabilities, 
such as litigation tied to the financial assets that 
may be more effectively handled by the owner 
of those financial assets after closing. In a dis-
tressed situation, a financial buyer may insist on 
buying the portfolio at a portfolio valuation price 
only and essentially purchase the platform for 
“free” or even value the platform as a subtraction 
to the purchase price.

• Effect of Valuation Method. The decision to value 
a whole business versus a portfolio will generally 
affect all the deal terms, including the representa-
tions, covenants and of course the purchase 
price mechanics. For example, a portfolio-based 
valuation will lead to more extensive representa-
tions as to the financial assets being purchased 
and the financing agreements with customers and 
lenders related to the financial assets. Operations-
based representations, such as, for example, these 
relating to real property and real property leases, 
employees and employee benefits or environmen-
tal issues of the business, will be less important. 
Some representations, such as those relating to 
the financial assets themselves and information 
technology, will likely be relevant to the securitiza-
tion business regardless of the valuation method. 
Similarly, covenants between signing and closing 
will vary depending on whether the focus is the 
entire business or the portfolio alone.

Whole Business Valuations and Working Capital or 
Net Assets Adjustments. Closing and post-closing 
adjustments will vary depending on the type of 
business being purchased and the valuation method 
used in calculating the purchase price. If the purchase 
price is based on a valuation of a whole business, the 
purchase price may include a traditional adjustment 

for changes in the working capital (current assets 
less current liabilities) or the net assets (total assets 
less total liabilities) of the business from the last 
audited balance sheet prepared prior to closing or 
the balance sheet on which the valuation for the 
buyer’s initial offer was prepared. A typical mecha-
nism would value the working capital or net assets as 
of the specified balance sheet date and base a 
preliminary purchase price for the closing on that 
amount. The parties would calculate an estimated 
closing date purchase price based on an estimated 
working capital or net assets amount a few days or 
the last month end date prior to closing. Within some 
period (e.g., 60 to 90 days) after closing, a final 
closing date balance sheet would be prepared and a 
true up payment made by either the seller or the 
buyer based on the difference between the esti-
mated and final working capital or net assets.

AUM Valuation and Adjustments Tied to Portfolio 
Fluctuations. Where a portfolio valuation method is 
used, the purchase price will be tied to the fluctuations 
in the portfolio. Thus, if the purchase price is 105% of 
the aggregate outstanding principal balance of the 
loans in the portfolio, the price will go up or down 
based on the size of the portfolio. The parties may 
prefer a closing date, such as a month-end or weekend 
date so that back office systems personnel can freeze 
the portfolio as of a “cut-off date” that can be calcu-
lated precisely. For a healthy business, new loan 
originations may equal or exceed the loans being paid 
down so the purchase price will likely go up. In a 
distressed situation, the portfolio typically will decline 
as loans pay down or are written off. More complicated 
mechanics may include an audit of the loan portfolio to 
ensure that the loan amounts are correct and are being 
properly serviced. The deal negotiators will need an 
intimate familiarity with how the loan portfolio per-
forms, and any financing or securitization agreements 
related to the portfolio, to negotiate the purchase 
price provisions effectively. Classic areas for dispute 
may be inadequate or overly generous loan reserves or 
changes in the collection strategies or advancing 
practices by the seller or the buyer. The seller’s compli-
ance with its financing or securitization agreements can 
also affect the portfolio valuation.
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Issue 2: How Will the Purchase 
Be Financed? 
A key consideration for the buyer of a securitization 
sponsor or servicer is whether and how the business 
and financial assets will be financed. A related 
question is whether the current financing on the 
financial assets placed by the seller is attractive to 
the buyer or whether the buyer would like to pay it 
down. A strategic buyer, such as a large bank or 
finance company, may not need financing or may 
find the seller’s financing less attractive than what it 
could raise itself. A financial buyer typically will seek 
financing in part to increase its rate of return on the 
investment by adding leverage. The buyer will need 
to do careful diligence of the seller’s existing securi-
tizations and other financings as well as any 
impediments to financing the financial assets. 
Financing conditions are very unusual in the current 
M&A environment, but the buyer can reduce many 
of the risks of financing by obtaining representations 
and covenants designed to cover their risks. A 
financial buyer will often negotiate a “reverse 
termination fee” whereby it pays the seller a termi-
nation fee (currently approximately 3% to 5% of the 
purchase price) as the sole remedy for the seller if 
the transaction does not close because the buyer 
fails to obtain financing.

DUE DILIGENCE OF FINANCING ARRANGEMENTS 
Buyers and sellers will need to diligence the seller’s 
existing financing arrangements for assignability and 
plan for what can often be a complex and time-con-
suming consent process. The buyer will need to 
understand how the finance business is currently 
financed and determine whether it seeks to keep that 
financing in place. 

Review When Using the Buyer’s Existing Financing. 
If the buyer has its own sources of financing that it 
prefers to the seller’s existing sources, the buyer’s 
counsel will need to review the seller’s financing 
facilities for prepayment restrictions or penalties. 
Private secured credit facilities are typically prepay-
able at any time, but many public or Rule 144A 
securitizations (“term securitizations”) cannot be 
prepaid. As a result, the buyer will need to consider 
the cost and operational hassle of leaving the seller’s 
term securitizations outstanding while they wind 

down to the deal’s clean-up call, which is typically 
available when the securitization has amortized down 
to 5% to 15% of the assets securitized. It may be 
possible for the buyer to do a tender offer to retire 
the seller’s outstanding asset-backed securities, but 
the process can be time-consuming and may not fully 
retire the deal unless a premium is paid.

Review When Retaining the Seller’s Financing 
Facilities. Where the buyer seeks to retain the 
seller’s financing facilities, a complex review process 
must be undertaken. 

• Review in a Stock Deal. In a stock deal, if the 
seller has multiple securitizations, the buyer will 
need to understand the merger and change in 
control provisions contained in the securitization 
deal documents. In term securitizations, the 
merger provision is typically permissive and only 
applies to the entities in the deal – typically the 
deal sponsor (which may be the entity whose 
stock is being sold to the buyer), the depositor 
and the issuer trust or limited liability company. 
Other transaction parties, such as the rating 
agencies, trustees and perhaps third-party credit 
enhancement providers, typically only get notice 
of the merger. In private deals and bank lending 
facilities, change in control covenants and events 
of default are much more common and will likely 
require direct negotiations with lenders.

• Review in an Asset Deal. In an asset deal, the 
analysis is even more complex. The buyer needs 
to determine exactly which assets it wants to 
purchase. For example, it may seek to purchase 
the stock of the depositors in each securitization 
and the seller’s residual interests in the transac-
tions, each of which will likely require their own 
analysis. Consents and multiple legal opinions (as 
to compliance with the securitization agreements 
and tax and UCC matters) may be required for 
each transaction. For the purchase of several 
repeat securitizations issued by the same sponsor, 
it may be possible to aggregate consents so that 
each rating agency, indenture trustee and credit 
enhancement provider consents for the assignment 
of all the deals in which it is involved. The buyer 
must also be sure that it meets all eligibility require-
ments for the sponsor, depositor or servicer roles 
and consider amending the transaction documents 
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if needed. Where consents will be protracted 
and the parties seek to close quickly, it may be 
possible to structure an interim servicing arrange-
ment whereby the seller runs the transaction on 
behalf of the buyer until all consents are received. 
Here again, the securitization agreements must 
be reviewed to see if there is any prohibition on 
subservicing or outsourcing arrangements.

Review When the Buyer Seeks New Securitization 
Financing. In some cases, a strategic financial buyer 
will seek to place its own securitization facilities in 
order to finance the purchase of the financial assets. 
Like any other leveraged acquisition, the buyer may 
enter into a short-term bridge facility in the form of a 
loan warehouse facility pending access to a syndi-
cated secured loan facility or a structured finance 
capital markets transaction. 

Complexity increases if the buyer seeks to finance the 
financial assets simultaneously with the closing of the 
acquisition. For example, the buyer may seek to 
purchase the financial assets as of a “cut-off date” a 
month or more before closing so that the buyer has an 
existing pool to use as collateral for its financing. The 
seller will dislike giving up a month or more of collec-
tions without an increase to the purchase price. 
Integrity of data and access to detailed servicing 
information will be key issues because the financial 
assets cannot be financed without accurate data. The 
buyer’s counsel and underwriters will seek to diligence 
the financial assets in the same way as they would if 
they were doing a standalone securitization without an 
M&A deal.

For mortgage loan assets, the buyer may seek to 
finance the servicer advances or mortgage servicing 
rights it intends to buy. Each of these securitization 
facilities have issues specific to the assets being 
financed and are subject to market conditions at the 
time. Servicing advances are readily financeable, 
including simultaneously with closing, in a bilateral or 
club loan facility at relatively attractive advance rates. 
Key diligence activities include a review of all servicing 
agreements for explicitly permissive financing provi-
sions and confirmation that servicer advances are 
reimbursed at the top of the waterfall. Lenders will give 
more or less credit for advances depending on their 
type (e.g., principal and interest, escrows and taxes) 
and the state where the mortgaged property exists. 

Buyers will need to negotiate acknowledgement 
agreements with Fannie Mae and reimbursement 
agreements with Freddie Mac. On the other hand, 
mortgage servicing rights (“MSRs”) financing facilities 
are less attractive based on the volatility of MSRs and 
the cliff risk that the MSR asset will disappear if the 
servicer is terminated. As a result, buyers of MSRs are 
more likely to seek a general senior secured loan 
facility at closing with a blanket lien on all assets 
purchased, including the MSRs. 

Issue 3. How Will Licenses Affect 
Structure and Timing?
IMPACT OF LICENSING ISSUES ON STRUCTURE
State licensing issues may have a significant impact 
on structure and speed of execution of an M&A 
transaction involving a securitization sponsor or 
servicer. Financial buyers, such as private equity and 
hedge funds (unlike strategic buyers), typically do 
not have all the state licenses needed to hold and 
service consumer loans or hold and operate other 
financial assets or businesses. The financial buyer 
must anticipate a lengthy process, potentially as 
long as six months to a year, to obtain all these 
licenses. Moreover, applications for these licenses 
often require disclosure of personal information 
about principals, criminal record checks, fingerprint-
ing and the like.

Required Licenses. Licenses and notifications or 
approvals that may be required in acquisitions 
involving a securitization sponsor or servicer 
include the following:

• State Licenses to Hold Consumer Loans. While 
state licenses are required for non-banks to 
originate or service consumer loans, some 
states also require licenses merely to hold 
consumer loans or retail installment sales con-
tracts. For example, approximately 12-18 states 
require a license or registration to purchase or 
hold residential mortgage loans. These licens-
ing requirements arguably apply even if the 
loans were originated by a licensed lender or 
an exempt entity and are being serviced by a 
licensed servicer. While many entities histori-
cally have not obtained state licenses to merely 
own or acquire (as contrasted with originating 



7 MAYER BROWN  |  Top 10 Issues in M&A for Securitization Sponsors and Servicers

or servicing) mortgage and other consumer 
loans, over the past several years there has 
been a heightened awareness of state licensing 
and regulatory issues. Based upon the rising 
number of defaults and the need for significant 
loan modifications, holders of mortgage loans 
and other consumer credit receivables after the 
credit crisis needed to address the varied and 
changing state regulatory regimes in a practi-
cal and comprehensive manner. As a result, 
market participants typically either obtain state 
licenses in a subset of states (i.e., those where 
the statutory regime appears to include the 
holding of mortgage or consumer loans) or rely 
upon a trust or participation structure typically 
seen in the securitization context. Under the 
participation structure, the buyer would typically 
acquire an undivided interest in the loans while 
the seller would retain bare title to the loan. 
Under the  
trust structure, the loans would typically be  
sold to a common law or statutory trust with  
a national bank trustee holding legal title to  
the loans. 

• Mortgage Servicing Licenses. For mortgage
transactions, every state requires mortgage
servicing and/or debt collection licenses to
service and make collections on mortgage
loans. The government-sponsored enterprises
(“GSEs”), the Federal National Mortgage
Association (“Fannie Mae”), the Federal Home
Loan Mortgage Corporation (“Freddie Mac”) and
the Government National Mortgage Association
(“Ginnie Mae”), will also require that a new
servicer be an eligible originator and servicer to
originate, hold and service conforming mortgage
loans.

• Debt Collection Licenses. For consumer loans
other than mortgages, the buyer may need debt
collection licenses (especially if the loans were
in default at the time of the acquisition) or may
need to file notifications with state regulators.

• Change of Control Filings/Approvals. As noted
above, acquiring the seller’s licenses will typically
require change of control filings and approvals
from the various state regulators.

Servicing Arrangements. As mentioned previously, 
obtaining all of the necessary licenses, even if the 
transaction is structured as a stock purchase or a 
merger, can take a significant amount of time. In 
order to present a more attractive bid, the financial 
buyer may team up with an existing servicer to make 
its bid or may enter into an interim or long-term 
servicing agreement with the seller or a third-party. 
Particularly in the mortgage industry, it may be less 
practical for the buyer to request that the seller 
provide an interim servicing arrangement pending 
the buyer’s receipt of licenses because, in many 
states, the buyer will need state licenses merely to 
hold loans or servicing rights and receipt of these 
licenses should be a condition to closing. The seller 
may be willing to provide interim servicing as an 
accommodation with “as is, where is” servicing 
standards as opposed to the quite robust service 
level agreements currently seen for consumer loan 
servicing. In the mortgage industry, mortgage loan 
servicing agreements with third-party servicers follow 
relatively established patterns. For other consumer 
assets, the practice is less uniform and the liability 
and service level standards may be hotly negotiated. 
Regulatory considerations for any servicing relation-
ship should include credit reporting obligations, debt 
collection issues and the possible need for borrower 
notices of the sale or transfer of servicing. The 
obligations of the servicer and the time frame for 
performance of these obligations should be clearly 
established by the servicing agreement. The buyer 
and the seller should also agree on the timing and 
content of any borrower notices. For example, the 
Real Estate Settlement Procedures Act and its 
implementing regulation, Regulation X, generally 
requires the new and old servicer to provide notice to 
borrowers within a prescribed period of time regard-
ing the transfer of servicing for their residential 
mortgage loans.

LICENSING AND THE MARKETPLACE  
FUNDING MODEL 
In Madden v. Midland Funding, LLC, 786 F.3d 246 
(2d Cir. 2015), cert. denied, 136 S. Ct. 2505 (June 27, 
2016), a federal appeals court ruled that federal law 
did not preempt a state’s interest rate limitations 
when applied to the non-bank debt buyer of a loan 
seeking to collect interest at the rate originally 
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contracted for by a national bank. Uncertainties 
surrounding Madden and the overall business model 
of the online marketplace lending sector have 
negatively impacted investor demand and increased 
regulatory scrutiny beginning in 2016, resulting in a 
challenging environment for these lenders. If a court 
were to find that the Madden holding applied to 
marketplace loan platforms, any such loans carrying 
annual percentage rates that exceed the amount 
permitted by usury laws in the relevant states could 
be found to be unenforceable and void or subject to 
reduction of the interest rate and/or repayment of 
interest or subject to other penalties or damages, or 
parties to any securitization of marketplace loans 
could be subject to claims for damages or enforce-
ment actions. It is also possible that similar litigation 
or regulatory actions may have success in challenging 
the origination bank’s status as a loan’s true lender, 
and in such instances, the marketplace lenders and 
parties to any securitization could be recharacterized 
by a court or a regulatory agency to be a loan’s 
lender and therefore obligated to comply with state 
lender licensing and other consumer protection 
requirements. 

As a reaction to Madden, investors may avoid buying 
loans in the Second Circuit or loans with interest rates 
that exceed usury rates in any Second Circuit state. 
Most online lenders have restructured their relation-
ships with their origination bank to insert a more 
obvious ongoing interest by the origination bank in 
the loans. Examples include the origination bank 
retaining a 1% stake in loans originated by it or a 
random allocation of loans originated by it. The 
originating bank may also receive an oversight fee for 
loans originated by it as compensation for its ongoing 
oversight of the loan platform. Techniques such as 
these are seen as better aligning the incentives of 
investors and the marketplace lender than a pure 
“originate to sell” model. Federal legislation was 
introduced in late 2017 that would clarify that any 
loan originated by a national or FDIC-insured bank 
would be entitled to the benefits of federal preemp-
tion on claims of usury provided that certain criteria 
are met. While this legislation was approved by the 
House of Representatives in 2018, the Senate has not 
taken action.

Issue 4. What Due Diligence 
Should Be Performed on the 
Contracts Relating to the 
Financial Assets?
DUE DILIGENCE AND REVERSE DUE DILIGENCE 
The buyer’s due diligence in an acquisition of a 
securitization sponsor or servicer requires extensive 
familiarity with the underlying securitization transac-
tions, including the structures, risks and regulatory 
issues that relate to these transactions. Increasingly, 
a seller must also engage in due diligence of the 
buyer, especially if the seller is a bank or finance 
company subject to regulation by the banking 
regulators or the Consumer Financial Protection 
Bureau (the “CFPB”).

DUE DILIGENCE OF LOANS, LOAN FILES AND  
SERVICING AGREEMENTS 
Review of Loans, Leases and Other Receivables. The 
buyer typically will want to review the forms of loans, 
leases or other receivables that comprise the bulk of 
the assets being sold. Other items of interest to the 
buyer would typically include consumer complaint 
information, compliance audits, licenses, and policies 
and procedures. Some issues to consider in reviewing 
loans, leases and other receivables include the 
following:

• Selective Review/Sampling. Buyers and sellers will
debate over how extensive the buyer’s review of
actual loan files should be. Most buyers will insist
on at least sampling a statistically significant
number of loan files for missing documents and
other potential defects. The buyer’s accountants
or financial advisors can assist in determining
what represents a statistically significant number
of files, which will depend in part on the diversity
of the loan assets. Consumer law counsel should
undertake at least a selective review of the
basic form of loans, leases or other receivables
to ensure that they comply with relevant con-
sumer laws on both a federal and state level, as
applicable. In a consumer business, it may not
be practical or cost effective for legal counsel to
review all the forms in every state. In this case, it
should be possible for legal counsel to review a
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sampling of the loan forms, perhaps in the more 
important states for the portfolio, and provide a 
checklist for outside due diligence consultants 
to review the forms for consumer law or other 
regulatory compliance. For example, does the 
form contain the mandated Regulation Z, Truth 
in Lending Act disclosure, and an arbitration 
waiver if arbitration is desired? If a mortgage is 
a “high cost loan,” does it contain the disclosure 
required under the Truth in Lending Act as 
amended by the Home Ownership and Equity 
Protection Act? 

• APR Calculations and “High-Cost Mortgages” 
Laws. An outside consultant may also be hired to 
review the lender’s original calculations regarding 
the Annual Percentage Rate (APR) and finance 
charge disclosures required under the Truth in 
Lending Act. In addition, a review of the points 
and fees paid by the borrower (as set forth in the 
Truth in Lending Act disclosures and the HUD-1 
or HUD-1A required by the Real Estate Settlement 
Procedures Act) is often conducted to determine 
whether the loan exceeded the “points and fees” 
trigger and should have been treated as a federal 
or state “high-cost mortgage” laws. If the loan 
is a “high-cost mortgage,” the buyer may be 
potentially liable for the acts or omissions of the 
originator. 

• Process to Update Forms. The buyer’s counsel 
should also review the seller’s process for updating 
its forms or agreeing to changes to its forms. Any 
lender engaged in a nationwide lending program 
will need to rely upon legal counsel, trade associa-
tions and other vendors to track changes to the 
applicable laws and regulations and ensure that 
such changes are reflected in the revised loan 
agreements. 

• Assignability. In an asset deal or loan portfolio 
sale, counsel should confirm that the loans, 
leases or other receivables are freely assign-
able by the seller as lender without notice to 
or consent from the borrower. In a commercial 
lending business where the borrowers may have 
more leverage to negotiate their form of lending 
arrangement, the loans may not be assignable by 
the seller as lender and consents will be required. 

• Effect of Defects on Purchase Price and Structure. 
Older consumer loan and mortgage portfolios 
may have a host of defects and be missing 
key documents that will affect the value of the 
portfolio even if the loans are performing. If the 
loans are non-performing and the loan files show 
a high level of defects, the purchase price will be 
severely affected. The buyer may seek to exclude 
certain types of loans if it determines that the risk 
of enforcing these loans is too high or servicing 
the loans is not cost-effective. The seller may be 
willing to entertain a lower price from the buyer 
if the buyer is willing to take on all types of loans 
on essentially an “as is, where is” basis. 

Review of Servicing Agreements. Servicing agree-
ments are often key assets being sold in a 
securitization-related M&A transaction and must be 
carefully vetted for consents and issues relating to 
assignability. The seller typically has multiple servicing 
agreements to provide collection and administration 
services for its portfolio of loans, leases or receivables. 
These servicing agreements may be with the seller’s 
affiliate or with third-party servicers or both. Specific 
specialty services may be subserviced to other ser-
vicers. A loan aggregator may front the servicing 
obligations as a master servicer for multiple servicers 
that have originated the loans. The buyer’s financing 
arrangements for the M&A transaction may require 
amendments to the servicing agreement to ensure that 
the buyer is an “eligible servicer” or that the servicing 
rights can be pledged to the buyer’s lender. 

An active area in M&A involving securitization 
sponsors and servicers is the sale of MSRs by 
mortgage servicers, particularly by bank sellers, 
seeking relief from increased capital requirements 
and mark-to-market volatility, to non-bank servicers. 
The assets involved in these transactions are rights 
under the mortgage servicing agreements and thus 
numerous servicing agreements must be carefully 
reviewed for assignability, eligibility and licensing 
requirements for the servicer, the buyer’s ability to 
pledge the MSR in a financing, and related issues.

Servicer Advances. Similarly, the buyer should 
consider requesting from the seller a schedule 
delivered prior to closing (or a series of updated 
schedules if there is a period of time between signing 
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and closing) that sets forth any advances made by the 
seller as servicer as of the date of the schedule. Note 
that servicer advances are most relevant in mortgage 
securitization or other mortgage financing transac-
tions and are much less common for other asset 
classes, such as auto loans, credit cards and student 
loans. If the buyer is acquiring advances as part of the 
transaction, this schedule will allow the buyer to 
closely proximate the amount of money needed to 
acquire these assets. In addition, in order to assess 
the quality and collectability of these advances, the 
buyer should propose that the seller represent that 
these advances have been made in accordance with 
the relevant servicing agreements and the seller’s 
advances policy and that they are unencumbered, 
valid and subsisting amounts owed to the seller. 

Servicing Agreements and Underlying Servicing 
Rights. Because the relevant servicing agreements 
and the underlying servicing rights are critical to 
many securitization-related acquisitions, sellers will 
often provide representations specifically related to 
the quality of these documents. To ensure that it 
acquires these servicing agreements (and all rights 
under these agreements) unencumbered, the buyer 
will typically request the seller to represent that it 
owns the entire right, title and interest in the servicing 
agreements and that it is not in default under these 
agreements. In addition to other more general 
representations regarding the quality of the servicing 
agreements (e.g., each servicing agreement is in full 
force and effect, etc.), because the servicing rights 
underlying the servicing agreements are so valuable, 
the buyer will also normally require the seller to 
represent that it has the sole right to act as servicer 
under the servicing agreements and that the transfer 
of the servicing rights will grant to the buyer all of the 
seller’s servicing rights under these agreements free 
and clear at closing.

Quality of Servicing. Securitization buyers also 
typically request certain representations regarding the 
quality of servicing related to the underlying financial 
assets in a transaction. Normally a seller who also acted 
as servicer for the loans or leases in the transaction will 
be required to represent and warrant that servicing has 
been performed in compliance with the applicable loan 
documents, servicing agreements and law.

DATA TAPE ISSUES AND INFORMATION 
TECHNOLOGY 
Another area for the buyer to explore is the accuracy 
and reliability of the data tape for any portfolio of 
loans, leases or other receivables. Data tape issues 
are one of the most common areas of stress for a 
seller, especially for a seller with an older portfolio 
where the seller’s information technology systems 
may represent an amalgamation of many older 
systems that may have grown by past acquisitions. 
The seller is well-advised to carefully detail any quirks 
of its data tape in detailed notes to the data tape. For 
example, if finance companies in the industry typically 
show delinquencies at 30, 60 and 90 days but the 
seller shows this information at 31, 61 and 91 days, 
detailed notes on the tape should be added to 
explain this unusual characteristic. The buyer will base 
its valuation to a large extent on the data tape. As a 
result, the seller should not launch its sales process 
until it has adequate assurances, which may include 
assistance from outside experts, that nasty surprises 
about the tape will not crop up later. 

Information technology in general will be a detailed 
area for due diligence as well if the seller intends to 
sell its technology systems. Large financial institu-
tions may not be able to easily separate the systems 
for the securitization business from the systems for 
the businesses it is retaining and thus may not 
include information technology assets in the sale or 
may need to provide detailed IT transition services 
to the buyer.

LITIGATION AND REGULATORY ISSUES 
Buyers and sellers will want to carefully diligence any 
litigation or regulatory issues that have arisen with the 
other party. Even in an asset sale where all pre-closing 
liabilities will be retained by the seller, the buyer needs 
to understand what the problems have been and 
whether they will require changes to the operations of 
the business after the closing. For example, the seller 
may be retaining responsibility for lawsuits alleging 
violations of the Telephone Consumer Protection Act, 
but the buyer will need to understand how collections 
practices and policies regarding the use of cell phones 
may need to be changed in the future and whether 
they mesh with the buyer’s own practices and policies. 
Pending regulatory investigations must be explored 
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with careful consideration as the parties must refrain 
from revealing confidential supervisory information or 
waiving attorney-client privilege. In the mortgage 
M&A area, many transactions after the credit crisis 
were structured as asset sales to avoid the many 
liability issues surrounding mortgage origination and 
servicing. Significant litigation or regulatory issues may 
cause the buyer to seek to restructure a stock sale to 
an asset sale to attempt to isolate the buyer from any 
lingering liabilities.

Issue 5. What Consents Are 
Required?
CONSENT ISSUES
As discussed above, M&A transactions involving 
financial assets that are subject to securitization may 
require the consent of numerous third parties. The 
consents required to transfer these financial assets, 
regardless of whether a buyer is proposing to acquire 
an entire loan origination and/or servicing business 
or just certain financial assets, is often driven by the 
transaction structure. Generally, if the transaction is 
structured as an asset sale, which would trigger the 
various assignment provisions in the operative 
servicing agreements, the consent process is more 
time-consuming and complicated because the 
transaction will entail a complicated third-party 
consent process. If the transaction is structured as a 
merger or a sale of stock (or, in some instances, as a 
sale of substantially all of the seller’s servicing 
platform assets), however, the transfer process is 
generally less complicated and time-consuming 
because the third-party consent provisions may not 
be triggered (although there may be other require-
ments that the parties must satisfy before closing).

Consent Issues in an Asset Sale. If a buyer and a 
seller structure a securitization M&A transaction as 
an asset sale, nearly all of the operative servicing 
agreements involved will contain an assignment 
provision that sets forth extensive requirements that 
must be satisfied prior to the transfer/assignment. 
Because servicing is such a critical component of any 
financial asset financing, third-party stakeholders in 
the financing will want to confirm that a proposed 
M&A transaction involving the transfer of servicing 
to a new servicer will not weaken the performance of 

the financing. In nearly every instance, therefore, 
various third-party deliveries will typically need to be 
obtained prior to closing. 

• Rating Agencies. Some of the more important 
third parties in a securitization that the buyer 
and the seller will need to work with during the 
M&A transaction process are the rating agencies. 
Under the operative servicing agreements, the 
identified rating agencies may have to confirm 
prior to transfer that the proposed transaction will 
not result in a reduction of credit ratings, which 
requires the parties to obtain a “no downgrade” 
letter from each of these agencies prior to closing. 
Similarly, servicing agreements in the mortgage 
context will often require that the new servicer be 
Fannie Mae- and/or Freddie Mac-approved and 
that each of Fannie Mae and Freddie Mac provide 
written consent to the transfer. The buyer may 
need to complete the relatively complicated and 
time-consuming Fannie Mae and/or Freddie Mac 
qualification process prior to servicing the assets. 
Obtaining written consent from the GSEs can also 
be time-consuming, and this process, along with 
the qualification process (if applicable), should 
be initiated as soon as practicable in the deal 
timeline.

• Master Servicer, Trustee, Trust Administrator, 
Depositor. Generally, prior written consent of 
the master servicer, trustee, trust administrator, 
depositor, purchaser and owner (in each case, 
as applicable) is also required under servicing 
agreements prior to a transfer of servicing. 
Although time-consuming, obtaining these 
third-party consents is typically not problematic, 
except in cases where security holder consent is 
required. 

• Security Holders. Some servicing agreements will 
expressly require the consent of security hold-
ers (typically, the noteholders of asset-backed 
securities) holding a certain percentage (often 
a majority or 66%) of the outstanding securities 
prior to the transfer of servicing. In addition, even 
though trustees may have discretionary powers 
under servicing agreements as to whether security 
holder consent should be obtained prior to a 
servicing transfer, trustees may be more likely 
to seek security holder consent following the 
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credit crisis in an attempt to insulate the process 
from potential liability. Soliciting security holder 
consent is generally undesirable for a buyer and a 
seller in a M&A transaction because of the inher-
ent difficulty of attempting to obtain consent from 
a wide pool of public security holders. The time 
and expense required to properly stage a security 
holder consent and the potential unpredictability 
of the results makes it a very onerous process. 
As such, the parties should work with the trustee 
as soon as possible in the transaction process 
to determine whether security holder consent is 
needed (if it is not expressly required under the 
servicing agreements). Trustees will typically take 
into account the experience and creditworthiness 
of the proposed servicer and the extensiveness 
of other security holder protections, such as 
rating agency confirmation and master servicer 
consent, when determining whether security 
holder consent is needed. Understanding what a 
trustee needs to consent to a servicing transfer 
without obtaining security holder consent in the 
early stages of the transaction can save the parties 
considerable transaction costs.

Consent-Based Price Adjustments. A purchase 
price variation seen in securitization-related M&A 
transactions arises from consent-based price adjust-
ments. Where the primary assets of the business are 
securitization or customer agreements and multiple 
consents are needed to transfer ownership, the 
buyer may only be willing to close on assets for 
which consents have been received. In this case, 
each contract is assigned a price and the buyer 
closes and pays for that contract only when consent 
is obtained.

Consent Issues in a Merger or Stock Sale. If a 
buyer and a seller structure a securitization M&A 
transaction as a merger or a stock sale (or, in some 
instances, as a sale of substantially all of the ser-
vicer’s assets), the transfer process can be less 
difficult, because the transfer provisions in servicing 
agreements are generally more relaxed in the case 
of a merger or stock sale. Typically, under these 
transaction structures, third-party consents are not 
needed, but the buyer’s proposed servicer must 
satisfy several regulatory and financial requirements. 
For example, in a mortgage transaction the buyer’s 

servicer must generally be Fannie Mae, Freddie Mac 
and/or HUD approved and its deposits must be 
FDIC-insured. In addition, the buyer’s servicer may 
be required to satisfy certain financial thresholds 
(e.g., have a GAAP net worth of at least $25 million) 
and the proposed transfer cannot result in a reduc-
tion of credit ratings (i.e., a “no downgrade” letter 
must be obtained from the relevant rating agencies). 
Given the complex language of servicing agree-
ments and ambiguities that may arise, each relevant 
agreement should be carefully analyzed by the 
parties to ensure that the transfer process outlined 
in the agreements is correctly interpreted.

Approval of State and/or Federal Mortgage 
Regulators. Finally, because of the heightened 
scrutiny that governmental authorities have placed on 
the consumer finance industry, a mortgage M&A 
transaction may require the approval of state and/or 
federal mortgage regulators. These regulators may want 
to confirm that the buyer will adequately manage the 
financial assets that it is proposing to acquire. These 
regulatory concerns may lead to detailed pre- and 
post-closing covenants for the buyer and the seller.

Amendments to Servicing Agreements. In addi-
tion to the often lengthy and complicated consent 
process, the proposed transfer of a securitization 
sponsor’s platform or certain of its assets (in 
particular, servicing rights) also generally requires 
that each of the operative servicing agreements be 
amended in order to effect the proposed transac-
tion. This process is typically document intensive 
involving numerous parties, which can essentially 
require a mini-closing for each of the amendments. 
This process normally involves a negotiation with 
the trustee and depositor that are parties to the 
relevant servicing agreement with respect to the 
language of the amendment, obtaining a “no 
downgrade” letter from each of the relevant rating 
agencies (the rating agencies typically provide one 
“no downgrade” letter that covers the consent to 
the amendment and the transfer of servicing 
rights), obtaining legal opinions with respect to the 
authorization of the amendment and tax matters 
and obtaining miscellaneous third-party consents 
(e.g., consent from a collection agent if a collection 
agent agreement is in place).
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Issue 6. Should the Seller Engage 
in Reverse Due Diligence?
AN EMERGING AREA: THE NEED FOR REVERSE 
DUE DILIGENCE
A new issue arising for bank and non-bank sellers that 
are regulated by the CFPB is what level of due 
diligence sellers must engage in with respect to their 
buyers. Non-bank servicers that are owned by private 
equity or hedge funds have become very common 
bidders. A seller should be concerned with the 
regulatory and litigation history of its bidders as well 
as their licensing status, including whether a prospec-
tive bidder has taken aggressive positions relating to 
compliance matters. These compliance issues can 
impact a bidder’s ability to close a transaction and 
may present potential liability for the seller. Buyer 
representations and covenants relating to its pre-
closing and post-closing conduct have become much 
more common and assist the seller in completing its 
due diligence of the buyer. 

The Office of the Comptroller of the Currency (the 
“OCC”) and the CFPB have made it clear that a 
seller cannot just walk away from a consumer loan 
portfolio without some assurances that the portfo-
lio will be handled properly after the closing. For 
example, 2014 CFPB regulations impose affirmative 
obligations on transferors of servicing to mitigate 
servicing disruptions when loans are transferred, 
and provide that examiners will consider the steps 
taken by the transferor servicer to minimize disrup-
tions, including transferring loan information and 
identifying loss mitigation in process. In addition, in 
2013 the OCC issued best practices for national 
banks and federal savings associations involved in 
consumer debt sales, including requiring that 
national banks have risk management policies in 
place and take a number of steps prior to selling 
any debts to a third party, which include establish-
ing initial and ongoing due diligence of third-party 
debt buyers and minimum criteria for approving 
debt buyers. Consent decrees issued by the OCC, 
the CFPB and states regulators provide strong 
warnings to banks reselling distressed debt (e.g., a 
bank cannot sell debts that have been paid, set-
tled, discharged or do not have the required 
documentation and must not use robo-signed 
affidavits). Even if the seller is not directly regulated 

by the OCC or the CFPB, it should consider 
whether the seller or the buyer may be swept within 
OCC or CFPB supervision, or similar federal or state 
supervision, in the future and whether the seller 
should diligence the buyer as if their rules and 
guidance applied. 

Finally, the bank seller may need to address OCC 
and FRB guidance regarding outsourcing and 
third-party vendors. While the outsourcing guidance 
may not typically apply in a sale context, where a 
transaction contemplates future loan sales on a flow 
basis or a subservicing agreement for certain assets 
not transferred, this guidance should be considered. 
Covenants addressing third-party risk management 
issues (audit, compliance, indemnity, etc.) may be 
needed for the seller.

While the OCC guidance only applies to national 
banks and federal savings associations, the CFPB 
guidance and regulations are applicable to all 
residential mortgage and other servicers. The OCC 
bulletins are generally applicable to national banks, 
which includes most of the largest issuers of credit 
cards. However, the CFPB has also expressed some 
similar concerns about these types of practices and 
has viewed its UDAAP provisions as applicable to 
both first- and third-party debt collection. Given the 
focus by the New York Department of Financial 
Services and banking regulators on MSR and other 
financial asset sales to non-bank finance companies, 
reverse due diligence will continue to be a hot topic. 

Issue 7. What SEC Disclosure 
Issues Arise?
Both the buyer and the seller must be aware of what 
SEC disclosure requirements will be triggered in 
connection with an M&A transaction involving a 
securitization sponsor or servicer. Potential SEC 
disclosures could be triggered by (i) events or 
circumstances that occurred prior to the M&A 
transaction and (ii) any ongoing or future deals after 
the M&A transaction closes. These potential SEC 
disclosure requirements are very fact-specific and 
will heavily depend on the structure of the M&A 
transaction. A non-exhaustive list of some common 
disclosure requirements for sponsors and servicers 
in public securitization transactions during and after 
M&A transactions is contained below.
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REGULATION AB

Sponsor:
Rule 1104(c) of Regulation AB (“Reg AB”) provides 
that a description of the sponsor must be provided 
and that the description must include “to the extent 
material, a general discussion of the sponsor’s 
experience in securitizing assets of any type….” In 
addition to the general description, a more detailed 
discussion of the sponsor’s experience should be 
included when securitizing assets of the type 
included in the current transaction. An example of a 
material instance that should be disclosed includes 
“whether any prior securitizations organized by the 
sponsor have defaulted or experienced an early 
amortization triggering event.” Even though no clear 
time period for this disclosure requirement is pro-
vided in Rule 1104(c)(1), the materiality qualifier 
makes it clear that, if it is determined the experience 
is material, it should be disclosed no matter how 
long ago it happened. The buyer should diligence 
the sponsor’s securitization history and anticipate 
the need to make these disclosures.

Rule 1104(e) of Reg AB provides that the issuer must 
disclose the information required by Rule 15Ga-1(a) 
(17 CFR 240.15Ga-1(a)) concerning “all assets securi-
tized by the sponsor that were the subject of a 
demand to repurchase or replace for breach of the 
representations and warranties concerning the pool 
assets for all asset-backed securities” for a period of 
three years. Therefore, the buyer must obtain 
information from the seller as to whether any assets 
it is buying were subject of a demand during this 
time frame. 

Static Pool:
Rule 1105(a)(1) of Reg AB requires that static pool 
information, to the extent material, should be 
provided for either (i) the previous five years or (ii) 
“[f]or so long as the sponsor has been either securi-
tizing assets of the same asset type…if less than five 
years.” Static pool information should include 
delinquencies, cumulative losses and prepayments 
for prior securitized pools of the sponsor (for the 
same asset type). Since this potentially ongoing 
disclosure could affect how investors view current 
and future transactions, the buyer should diligence 
this information for at least the relevant time period 
mentioned above. 

Depositor: 
Rule 1106 of Reg AB contains the same disclosure 
requirements for the depositor as included in Rule 
1104(c) for the sponsor. 

Servicer:
Rule 1108(b)(2) of Reg AB requires disclosure, to the 
extent material, of “a general discussion of the 
servicer’s experience in servicing assets of any type 
as well as a more detailed discussion of the servicer’s 
experience in, and procedure for the servicing 
function it will perform in the current transaction for 
assets of the type included in the current transac-
tion.” Similar to the sponsor’s disclosure requirement, 
Reg AB only requires a “general” discussion of all 
other asset types and requires more detail when the 
current transaction includes the same assets. Rule 
1108(b)(3) states that any material changes to the 
servicer’s policies or procedures in the servicing 
function it will perform in the current transaction for 
assets of the same type should be disclosed for the 
previous three years. Since policies and procedures 
may change when a servicer is purchased by a buyer, 
it is important to have a clear understanding of the 
previous policies and procedures and know the 
differences that will be implemented as a result of 
the M&A transaction. Finally, Rule 1108(d) provides 
that the “material terms” of the servicer’s removal, 
replacement, resignation or transfer be disclosed. A 
buyer may need to provide this information if a 
servicer is actively servicing one or more of the 
seller’s outstanding deals and will no longer be 
doing so after the M&A transaction. 

Legal Proceedings:
Rule 1117 of Reg AB emphasizes a point that should 
already be taking place in an M&A transaction – a 
buyer should diligence legal proceedings pending 
against the sponsor, depositor or servicer, as appli-
cable. This information should be disclosed if it is, or 
will be, deemed “material to security holders.” Once 
again, there is no clear time period provided in Reg 
AB. Therefore, as long as the proceeding is pending 
or active against a relevant entity, it should be 
disclosed to investors, if material. 

Compliance with Applicable Servicing Criteria:
Rule 1122(c)(1) of Reg AB includes additional disclo-
sures that should be included in Form 10-K. For 
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example, material instances of noncompliance with 
the servicing criteria, otherwise known as “MINCs,” 
should be disclosed on Form 10-K. Whether the 
identified instance involved assets of the same type 
or different type should be disclosed in the Form 
10-K. This is another reason why the buyer should 
ensure it receives an acceptable data tape and 
thoroughly review the data tape for diligence reasons. 
There is no time period included in Rule 1122(c)(1). 

Instruction 1 to Rule 1122 clarifies that the “assess-
ment should cover all asset-backed securities 
transactions involving such party that are backed by 
the same asset type backing the class of asset-
backed securities which are the subject of the SEC 
filing.” For example, if the buyer is purchasing both 
the mortgage and auto businesses of the seller, 
MINCs arising in servicing the mortgages will not 
need to be disclosed in the public auto securitiza-
tions. This has created an incentive for parties to 
actively separate its platforms, especially when 
dealing with a sponsor that securitizes multiple asset 
types. A buyer may want to keep the newly pur-
chased platforms and assets separate to limit the 
scope of the required assessment. 

Form SF-3:

Any registrant that meets the eligibility requirements 
of Form SF-3 may use Form SF-3 for the registration 
of asset-backed securities. To be able to use Form 
SF-3, the transaction and registrant requirements 
must be met. The transaction requirements specify 
that the registrant must timely file (i) a certification in 
accordance with Item 602(b)(36) of Regulation S-K 
signed by the CEO of the depositor and (ii) all 
transaction agreements containing Reg AB’s asset 
review, dispute resolution and investor communica-
tion provisions. The registration requirements 
specify that, during the 12 calendar months (and any 
portion of a month) prior to filing, the depositor and 
all affiliated depositors of the same asset class must 
have timely filed (i) all 1934 Act Reports and (ii) all 
documents listed under the transaction require-
ments above. The buyer should carefully diligence 
the seller’s compliance with these requirements.

There is an annual compliance check 90 days after the 
end of the depositor’s fiscal year. Failure to timely file 
the 1934 Act reports will result in (i) the inability to file 
a new shelf registration statement and (ii) the inability 

to issue additional securities from the applicable shelf 
registration statement for a period of one year 
(starting on the date of the compliance check). 
However, note that the depositor would be able to 
complete takedowns from the date of the failure up 
to the date of the compliance check. This penalty is 
commonly referred to as the “death penalty” since 
there is no cure once the filing deadline is missed. 
Failure to timely file the documents related to the 
transaction requirements will result in the inability to 
file a new shelf registration statement. A filing failure 
in connection with the transaction requirements will 
be deemed cured 90 days after all required filings are 
filed. Note that, if the filing failure was corrected at 
least 90 days prior to the date of the compliance 
check, there would be no lapse in ability to issue. 

However, Form SF-3 includes a carve-out for busi-
ness combination transactions that states: 

“Regarding an affiliated depositor that became 
an affiliate as a result of a business combina-
tion transaction during such period, the filing of 
any material prior to the business combination trans-
action relating to asset-backed securities of an 
issuing entity previously established, directly or 
indirectly, by such affiliated depositor is excluded 
from this section, provided such business combina-
tion transaction was not part of a plan or scheme to 
evade the requirements of the Securities Act or 
the Exchange Act.”

Therefore, assuming the business combination 
transaction was not completed with the intention of 
evading SEC requirements, a buyer may be able to 
avoid liability and/or penalties in connection with 
missed filing deadlines by the seller. However, the 
buyer typically seeks a representation from the 
securitization seller that it has timely filed all of its 
securities filings in any event.

Form 8-K
Section 6 of Form 8-K provides that, even though 
many of the disclosure requirements in Form 8-K 
exclude asset-backed issuers, a change in servicer 
will still need to be disclosed. If a servicer, as con-
templated by Rule 1108 of Reg AB, has “resigned or 
has been removed, replaced or substituted, or if a 
new servicer has been appointed,” the date of the 
event and the circumstances surrounding the 
change must be disclosed in Form 8-K. Therefore, if 
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a seller sells a servicer with outstanding deals, it will 
have to report the date and circumstances. Similarly, 
if a buyer is replacing a servicer with a newly pur-
chased servicer for its outstanding deals, it will also 
have to report the date and circumstances. 

Issue 8. Who Will Service the 
Assets After Closing?
Transfer of Servicing. In addition to the customary 
covenants present in most M&A deals, in financial 
asset M&A transactions, because the transfer of an 
origination and/or servicing platform and any related 
securitization or other financing agreements can be 
such a complicated and technical process, the buyer 
and the seller often agree to cooperate with each 
other to work to effectuate the transfer of servicing. 
This covenant will generally set forth the transfer 
procedures and require the parties to develop a more 
comprehensive set of transfer instructions in order to 
ensure that all rights and obligations are properly 
transferred under the operative securitization or other 
financing documents. 

Deficiencies in Loan Files. Depending on the 
relative bargaining power of the buyer in a financial 
asset M&A transaction, it can also require the seller 
to covenant that it will address the deficiencies in its 
loan files between signing and closing. Because loan 
origination and servicing activities are so paper 
intensive and the loan portfolios are so voluminous, 
platform operators often fail to fully comply with the 
regulatory requirements regarding the contents of 
each of its loan files. To ensure that it does not 
assume any liability with respect to deficient loan 
files post-closing and to ensure that it can enforce 
the debt and has received clean title to any underly-
ing security, the buyer can require the seller to clean 
up its files and to cure any deficiencies before 
closing. Who bears the cost of these clean-up 
activities is a negotiated point between the buyer 
and the seller.

Interim Subservicing or Servicing Agreements. If the 
parties are unable to obtain all necessary consents 
and/or satisfy all necessary requirements to transfer 
the servicing business under the servicing agreement 
prior to closing, the parties may be able to enter into 
an interim subservicing arrangement where the seller 
will continue to service the receivables acquired by the 

buyer until the buyer is fully qualified to do so, includ-
ing as required under any securitization or other 
financing agreements. In these circumstances, the 
parties will negotiate an interim subservicing agree-
ment prior to closing, which will remain in effect for a 
relatively short period of time post-closing. Similarly, if 
the seller retains some of the financial assets after its 
platform and financial assets are sold, it may require a 
short-term or long-term servicing agreement from the 
buyer’s servicer.

Issue 9. How Will the Technology  
Be Transitioned? 
A key factor in the current financial services M&A 
environment is the ongoing convergence of tech-
nology and financial services, with regulated 
industries in particular facing digital transformation. 
Financial institutions are making huge investments 
in technology and cybersecurity, as well as devel-
oping more sophisticated technology driven 
products for millennials and Generation Z who 
interact predominantly online. The rise of non-bank 
players in financial services has been in part 
enabled by their lack of cumbersome legacy 
systems and branch operations often found at large 
commercial banks. A 2017 McKinsey & Co. report 
predicted a split between the “manufacturers” of 
banking (the core business of financing and lending 
that is hard for technology firms to replace) versus 
the “distributors” of financial services, which 
includes the origination and sales side of the business 
where outside competitors have an easier time 
entering the financial services system. Distribution 
platforms according to McKinsey produce 65% of the 
profits with a much higher return on equity. On the 
other hand, incumbent financial institutions benefit 
from vast resources to invest in technology, a massive 
ability to manufacture financial products and the trust 
of the customer base, including technology savvy 
millennials. Successful new digital offerings by large 
banks include Marcus by Goldman Sachs, Finn by 
Chase and Ally Bank’s solely online bank offering. 
Even the mortgage industry, which has been slow to 
adopt technology solutions in part because of state 
regulations requiring the use of notarized physical 
notes to transfer real property, is moving towards 
digital solutions with online mortgage platforms 
seeing increasing usage. Not surprisingly given this 
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background, M&A deals involving a securitization 
platform are increasingly impacted by technology.

Key issues in a technology-driven acquisition include 
the following:

1. Open Source Software. Open source software is 
computer software developed though collabora-
tive efforts in which source code is released 
under a license in which the copyright holder 
grants users the rights to use, change and distrib-
ute the software to anyone and for any purpose. 
The presence of open source and third-party 
software in so-called proprietary technology can 
seriously undermine the value of the business 
being purchased and the buyer’s business 
post-closing. Open source software can also 
present serious security vulnerabilities because 
the software is dynamic and not within the control 
of the business or the developer. Other issues 
with open source software include: (i) the risk of 
being required to share a business’s proprietary 
technology with third parties or without charging 
a fee, (ii) the absence of warranty and protection 
against infringement risks, and (iii) the potential 
for conflicts among the various license terms that 
govern open source code. Third-party consul-
tants such as Black Duck can scan software for 
open source usage and categorize risks and 
propose remediation steps and alternatives. The 
buyer should also include representations and 
covenants in the purchase agreement designed 
to address any open source risks identified.

2. Cybersecurity and Data Privacy. Vulnerability to 
cybersecurity breaches and compliance with 
increasingly complex data privacy rules are 
another key issue in buying a technology business. 
Extensive due diligence should be undertaken 
relating to a host of related issues, such as review-
ing written information security policies, 
compliance with privacy and data protection laws, 
and reviewing whether the seller can lawfully 
disclose or transfer personal data to the buyer at 
closing. The buyer will typically insist on thorough 
representations in the purchase agreement to the 
effect that the seller has complied with its written 
information security policies, has no known or 
suspected data breaches or other cyber incidents, 
and has obtained any consents needed to transfer 
personal data. 

3. Technology Agreements. Technology agreements 
increasingly accompany the main purchase 
agreement in financial services M&A. These 
“ancillary” agreements may be as simple as a 
short-term transition services agreement where 
the seller provides interim technology services to 
the buyer pending conversion to the buyer’s 
system. In transition services agreements, the 
seller typically provides the services as an accom-
modation to the buyer and at the same level of 
service that it provided to itself before the sale 
because the seller is not in the business of 
providing outsourced services and cannot 
provide the level of service expected of an 
outsourced service provider. In other transac-
tions, such as the carve-out of a financial services 
business from a bank, the bank seller may seek a 
long term arrangement to receive services back 
from the buyer. These situations more closely 
resemble outsourcing agreements than transition 
services agreements and will result in much more 
complex and time-consuming negotiations. The 
bank seller will need to comply with bank regula-
tory guidance on third-party vendor agreements, 
which may be viewed as unduly cumbersome to 
the buyer.

Issue 10. How Will the Purchase 
Agreement Differ from a 
“Regular” M&A Deal?
REPRESENTATIONS AND WARRANTIES
Buyers in M&A transactions for securitization 
businesses will typically customize traditional M&A 
representations as appropriate so that they 
specifically address the issues that are unique to 
M&A involving securitization sponsors and servicers. 
Buyers will typically request that the seller make 
detailed representations as to the loans, leases or 
other financial assets being purchased and the 
servicing and securitization or other financing 
transactions related to the business. These additional 
representations allow the buyer to obtain information 
regarding, and assess the risks associated with, the 
financial assets that the buyer is proposing to 
acquire. However, these M&A-style representations 
will typically not be nearly as detailed as those found 
in a securitization or whole loan purchase of the 
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same financial assets, which may cause difficulties in 
negotiations.

Loans or Leases. Regardless of whether a buyer is 
proposing to acquire an entire origination and/or 
servicing platform or just specific financial assets, it 
should consider negotiating with the seller for 
representations that cover the loan or lease portfo-
lio, including any related servicing agreements and 
securitization transactions and the underlying loans 
or leases being acquired. In this regard, the buyer 
should request that the seller provide: 

• a current loan or lease schedule that sets forth 
the information required under, and is prepared 
in accordance with, the servicing agreements 
with respect to the financial assets that are part 
of the transaction; and 

• an electronic data tape that sets forth detailed 
information regarding each loan or lease and any 
security that the buyer is acquiring, including the 
unpaid principal balance of each loan, interest 
terms, payment terms and any modifications. 

Often times, if there is a period of time between 
signing the acquisition agreement and closing, the 
seller will deliver to the buyer monthly updated loan 
schedules and data tapes in order to provide the 
buyer with the most current information regarding 
the loan portfolio that it is acquiring. The buyer may 
request that the seller represent that the information 
contained in each of these loan schedules, or at least 
specific data fields in the loan schedules and data 
tapes, is true and correct as of the date that each 
schedule and data tape is delivered.

Compliance with Law. Given the current regulatory 
environment, the seller may also be concerned with 
what it needs to disclose under the typical “compli-
ance with law” representation. The seller’s counsel 
may encourage the seller to disclose anything that 
could possibly have gone or go wrong from a legal 
compliance point of view on the seller’s disclosure 
schedules despite the fact that none of those issues 
are likely to be material. The buyer may seek several 
compliance with law representations that separately 
address multiple layers of legal compliance under 
several statutes. This proliferation of legal compli-
ance representations will likely lower the level of 
materiality for a breach of representations by the 
seller, again forcing the seller to disclose any 

conceivable compliance issue. Disclosure issues can 
be aggravated where there are emerging views on 
“best practices” for compliance by finance compa-
nies, as is the case with CFPB regulation. Both the 
buyer and the seller need sophisticated regulatory 
counsel to navigate these issues. The question of 
whether the seller can update the disclosure sched-
ules between signing and closing also becomes 
trickier when legal compliance standards are rapidly 
changing.

Buyer Representations. Another product of the 
current regulatory environment is that the seller is 
much more likely to seek representations and 
covenants from the buyer. 

• Privacy and Data Security. The seller may seek 
assurances that the buyer has and will handle 
nonpublic personal information of borrowers in 
accordance with the Gramm-Leach-Bliley Act and 
other applicable laws both before and after the 
closing, particularly if any consumer information 
is disclosed during the buyer’s due diligence. 
Because of the potential impact on businesses 
and their customer relationships, privacy and data 
security are increasingly important considerations 
in transactions involving consumers and nonpublic 
personal information. Note that the seller may be 
inclined to not include any nonpublic personal 
information on the pre-closing data tapes so this 
covenant would only apply to the buyer’s review of 
loan files prior to the closing and servicing activi-
ties after closing. 

• Licenses, Registration and Insurance. The seller 
should also seek assurances that the buyer has all 
licenses, registration and insurance that it needs 
to originate, own, service and collect on the 
loans or leases being purchased and to fund any 
open-end lines of credit. 

• Loss Mitigation. The seller may also seek 
assurances (and may be required by its own 
regulators to seek assurances) that the buyer 
has the employee, technology and compliance 
resources to allow it to continue any loss mitiga-
tion programs relating to the loans or leases being 
purchased. Proper continuation of loss mitigation 
arrangements is a huge concern for regulators 
with respect to subprime and other legacy mort-
gage loans. Furthermore, the Home Affordable 
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Modification Program and other loss mitigation 
programs may require written assurances from the 
buyer.

• Loan File Due Diligence. Depending on the 
seller’s leverage, it may seek assurances from 
the buyer that the buyer has been able to 
conduct loan and loan file due diligence as 
it deems appropriate and that the buyer is 
aware that the loan files are incomplete and 
that no representations are being made as 
to the collectability of the loans or leases. 
Any contractual provisions regarding the 
incompleteness or inaccuracy of the loan files 
may serve as a “red flag” to the seller’s or the 
buyer’s regulators and raise questions about 
the ability to properly service the loans. For 
example, OCC guidance and regulatory actions 
would generally preclude issuers from sell-
ing delinquent accounts without the records 
needed to collect them properly.

COVENANTS 
The majority of the key covenants in the acquisition 
agreement cover the period between signing and 
closing, but certain covenants remain in effect after 
the closing. As with representations and warranties, 
covenants will also vary depending on whether the 
securitization buyer is acquiring the entire business 
or just a portfolio. 

Conduct of the Business between Signing and 
Closing. As with most M&A transactions, one of the 
most important covenants made by the seller in a 
securitization-related M&A transaction concerns the 
operation of the acquired business during the 
period between signing and closing. The seller 
generally agrees to conduct its business operations 
in the ordinary course and to maintain the assets of 
the business to provide the buyer with comfort that 
the platform and assets it is proposing to acquire 
remain materially unchanged between signing and 
closing. 

Consents. The parties can also covenant to work 
together to obtain the necessary consents needed 
under the servicing agreements, which is a compli-
cated process that typically requires the active 
involvement of both parties. 

Governmental Inquiries. Moreover, given the 
increased scrutiny that governmental agencies now 
give to financial asset transactions and the increase 
in litigation affecting financial asset participants, the 
parties will also typically agree to cooperate with 
each other to handle any governmental inquiries 
regarding the proposed transaction and current 
litigation affecting the financial assets being trans-
ferred. These covenants will also typically require the 
parties to work together following the closing to 
take any action to complete the transfer to the 
extent the action was not (and should have been) 
taken prior to closing.

Post-Closing Covenants. Covenants that carry over 
post-closing were relatively minimal in financial asset 
M&A transactions in the past but have become 
much more extensive in the wake of the post-credit 
crisis regulatory environment. Other covenants that 
may apply to sellers and buyers after closing include: 

• Delivery of loan files, including from third-party 
storage facilities; 

• Procedures to notify credit reporting agencies of 
the loan sale; 

• Procedures to terminate or transfer agreements 
with third-party subservicers, collection agents 
and other vendors; 

• Procedures to properly transfer servicing on loans 
undergoing loss mitigation; 

• Procedures to handle any ancillary products, such 
as credit or other insurance related to the loans 
or leases; 

• Procedures to transfer ordinary course collections 
litigation that will follow the loans or leases to the 
buyer; and 

• A detailed conversion plan to ensure that the 
servicing transition occurs in an orderly fashion. 

INDEMNITIES 
The indemnification provisions in an acquisition 
agreement involving financial assets are not particu-
larly different from non-finance company deals. 
However, these M&A-style indemnities are quite 
different from those found in a securitization or 
whole loan sale, where the buyer’s remedy is typi-
cally to have the seller repurchase the financial asset 
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with respect to which a representation has been 
breached, Some transactions may contain a hybrid 
set of remedies that combine aspects of both an 
M&A indemnity regime and a securitization-style 
warranty repurchase.

Buyer Indemnities. Given the extensive liability 
that can be associated with financial assets in 
today’s market, buyers in a securitization-related 
M&A transaction may insist on an asset sale 
structure with clear language in the indemnifica-
tion provisions that provides that all pre-closing 
liabilities remain with the seller without regard to 
time limits or caps. Although less common in a 
stock deal, the buyer may also insist that the seller 
indemnify it for particular pre-closing liabilities in a 
stock deal. This “our watch, your watch” approach 
is not uncommon in non-finance company M&A 
transactions, but it is likely more standard in 
consumer finance company M&A transactions. 
Given the current regulatory environment, the 
buyer may seek broad indemnification for certain 
identified pre-closing liabilities, such as liabilities 
relating to litigation (other than any ordinary 
course collections proceedings that the buyer will 
assume), breach of the loan documents to the  
extent arising prior to the closing and any  
violations of law prior to the closing. 

Seller Indemnities. The seller will seek to clarify that 
the buyer is solely responsible for how it operates the 
business after closing, even if the buyer is continuing 
practices of the seller prior to closing. In other words, 
the buyer needs to assess the seller’s operations, 
servicing and legal compliance and make any changes 
it deems necessary after closing in light of a fast 
evolving regulatory environment. Depending on its 
leverage, the seller may seek to carve out known 
deficiencies in its operations or compliance regime 
that it has disclosed to the buyer in reasonable detail. 
The seller will seek indemnification for the buyer’s 
operation of the business after the closing and the 
liabilities the buyer is assuming. The seller may also 
seek an indemnity for the buyer’s misuse of any power 
of attorney granted by the seller, which is essentially 
protection against post-closing claims based on the 
buyer’s collections activities. 

Ms. Raymond is a financial institution M&A partner at Mayer Brown 
LLP. She appreciates the assistance of Julie Gillespie, Angela Ulum, 
Chadwick Hoyt and Jeffrey Taft, partners at Mayer Brown LLP, and 
Pablo Puente, an associate at Mayer Brown LLP.
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2 Our Legal Update on the anti-hybrid regulations is available at https://www.mayerbrown.com/en/perspectives-

events/publications/2019/01/irs-releases-proposed-anti-hybrid-regulations.  

Editor’s Note

We note with sadness the passing of the US 

Internal Revenue Service’s (“IRS”) Tax Reform 

Implementation Office (“TRIO”), the unit in 

charge of Tax Cuts and Jobs Act of 2017  

(“TCJA”) regulations. With TRIO having issued 

over a dozen proposed and final regulation 

packages in 2018 and early 2019, the TCJA has 

now been turned over to the IRS’s normal 

regulation writing units. If history is any guide, 

the lawyers who worked on the various 

regulation packages will be hot commodities 

on the speaking circuit for months, if not 

years, into the future as they explain the 

intensely complicated provisions that they 

have wrought. At the same time, practitioners 

are still struggling with the intricacies of many 

of the TCJA provisions and still trying to distill 

parts of the proposed regulations for their true 

meaning. Cases in point are the Section 267A 

anti-hybrid proposed regulations, which, 

despite the title of this section of the Internal 

Revenue Code of 1986, as amended (the 

“Code”),1  (i) do not only apply to disallow 

interest deductions on hybrid debt and (ii) do 

not only apply to related party hybrid 

instruments.2
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Editor’s Note (cont.) 

This quarter’s CMTQ covers a number of developments in capital markets taxation. Most important is 

the taxpayer's decision to apply for a writ of certiorari to the US Supreme Court in Estate of McKelvey 

v. Comm'r, a case that has provided pages of copy for us over the last two years. As you may recall, 

McKelvey extended two pre-paid forward contracts shortly before death. The Tax Court held that, 

while he had received nearly $200 million dollars, there was no tax when McKelvey extended the 

contracts. The US Court of Appeals for the Second Circuit reversed and held that McKelvey might be 

taxed twice: once on the long shares when he extended the contract and again on the contract 

extension itself. The two holdings stand in stark contrast. The plaintiff’s brief rolls out a theory of 

“phantom regulation,” which it explains involves the courts filling in the blanks on regulations that 

Congress has told the Department of the Treasury (“Treasury”) to write, but Treasury has not done so. 

There has been some academic writing about this, but whether it becomes an accepted way to 

challenge a regulation is yet to be seen. Also, the Supreme Court only grants a writ if there is a split in 

the circuits, if the case could have national significance, and/or where the Supreme Court believes a 

lower court has misapplied or misinterpreted a prior Supreme Court precedent.  If the case does 

make it to the Supreme Court, it will be one of the biggest financial instrument cases ever to get that 

far, and that, for students of financial instruments tax, cannot be a bad thing (we hope).  

Other things that we cover in CMTQ this quarter include some early-stage proposals on share 

buybacks from both sides of the aisle and a couple of updates with respect to FATCA. 

Legislative Proposals on Share Buybacks 

Members of Congress on both sides of the aisle have proposed changes to the US federal income 

taxation of share buybacks. As most are aware, TCJA made a number of changes to the Code that 

have fueled the surge in buybacks. Most importantly, the TCJA required US shareholders owning at 

least 10% of a foreign corporation with accumulated foreign earnings in foreign subsidiaries to pay a 

one-time repatriation tax and in connection implemented a new rule allowing a US domestic 

corporation owning 10% or more of a foreign corporation a 100% deduction for the foreign-source 

portion of dividends received from the foreign subsidiary. In addition, the TCJA included a temporary 

expensing provision generally allowing taxpayers to deduct 100% of the cost of certain property and 

reduced the corporate tax rate from 35% to 21%. These changes brought back and freed up cash for 

US corporations. Many US corporations have used this cash to buy back their own shares. Share 

buybacks increased by 50% in the first half of 2018 and hit a record $1 trillion for the full year 2018, 

which some Congress members apparently feel was outside the spirit of the TCJA changes.3

A distribution from a corporation is treated as a dividend for US federal income tax purposes to the 

extent the distribution is made out of the distributing corporation’s earnings and profits. Thereafter, 

3 See https://www.cnbc.com/2018/12/18/stock-buybacks-hit-a-record-1point1-trillion-and-the-years-not-over.html.
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the distribution is a return of capital to the extent of a shareholder’s basis in its shares and capital 

gain to the extent of the excess.  

Generally, a sale/redemption is treated as a redemption for tax purposes, rather than as a dividend, if 

that sale/redemption (1) is not “essentially equivalent to a dividend,” (2) is substantially 

disproportionate to the recipient-shareholder or (3) terminates the recipient-shareholder’s interest.4

In a tender offer, a company can ask for information from tendering shareholders that it can use to 

determine whether a purchase pursuant to a tender ought to be treated as a dividend or sale for 

federal income tax purposes. In an open-market repurchase, a corporation generally does not have 

access to this information and, in the absence of information, treats the purchase as a sale. Moreover, 

a shareholder selling on an exchange likely will not know that the corporate issuer is on the other 

side of the trade and will also treat the transaction as a sale rather than a dividend for federal income 

tax purposes.

Under current law, there is a difference in the taxation of dividends and capital gains for each of 

individual US taxpayers, corporate US taxpayers, and non-US taxpayers: 

4 See Code section 302(b). The IRS has provided guidance in the form of published revenue rulings with respect to whether the reduction in 

interest of a de minimis shareholder is “essentially equivalent to a dividend.” See Revenue Ruling 76-385 (holding that a tendering 

shareholder going from 0.0001118% ownership of a publicly traded corporation to 0.0001081% was not essentially equivalent to a 

dividend; but see Revenue Ruling 81-289 (holding that a tendering shareholder that owns 0.2% of a publicly traded corporation before a 

redemption and 0.2% after was essentially equivalent to a dividend).  

Capital Gain Consequences Dividend Consequences

US Individuals - Short-term capital gains taxed 

at ordinary income rates at up to 

37% plus 3.8% Medicare tax

- Long-term capital gains taxed at 

up to 20% plus 3.8% Medicare tax 

- Basis in shares limits gain 

recognized 

- Dividends taxed at ordinary 

income rates up to 37% 

(preferential rates for certain 

qualified dividends) 

- Long-term capital gains taxed at 

up to 20% plus 3.8% Medicare tax 

- Basis in shares not generally 

utilized 

US Corporations - All capital gains taxed at 

corporate income tax rate (21%) 

- Dividend eligible for dividends-

received deduction 

 Less than 20% by vote and 

value: 50% DRD 

 20%–80% by vote and 

value: 65% DRD 

 80% or more by vote and 

value: 100% DRD 

Non-US Taxpayers - Generally, no US tax on capital 

gains (with exceptions for capital 

- Dividends subject to 30% 

withholding tax on US source 
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Rubio Proposal 

On February 2, 2019, Senator Marco Rubio (R-FL) released a proposal to tax share buybacks as a 

distribution to all shareholders rather than solely as a sale by the shareholders selling in the buyback. 

The details of Senator Rubio’s plan are currently unknown. It appears he plans to treat a share 

buyback as a deemed dividend to all shareholders (both redeeming and non-redeeming 

shareholders) resulting in phantom income to the non-redeeming shareholders.5 A formal proposal in 

the form of proposed legislation is not yet available. 

Schumer/Sanders Proposal 

In February 2019, Senator Charles E. Schumer (D-NY) and Senator Bernie Sanders (I-VT) proposed 

another, less technical plan for buybacks. Specifically, their plan proposes to bar a company from 

buying back its shares unless the company pays all workers a minimum wage of at least $15. Not 

much more detail is available about the plan, which was unveiled on February 3, 2019 in the New 

York Times.6

Estate of McKelvey Files Writ of Certiorari 

On March 8th, the taxpayer filed a writ of certiorari with the US Supreme Court in Estate of McKelvey v. 

Comm’r.7

The petition focuses on the Second Circuit's conclusion that, when his prepaid forward contracts were 

extended McKelvey triggered a constructive sale of his long stock under Code section 1259.  

Although Congress directed the US Treasury to issue regulations in Code section 1259(f), the Treasury 

has not done so. The petition argues that the Second Circuit then effectively wrote the regulations by 

adopting a probability analysis to determine whether the number of shares to be delivered under the 

contracts was substantially fixed within the meaning of Section 1259(d). This, according to the 

taxpayer, is "phantom regulation." "Phantom regulation is a specific outgrowth of the fact that the 

5 See Rubio, Made in China 2025 and the Future of American Industry, available at https://www.rubio.senate.gov/public/_cache/files/0acec42a-

d4a8-43bd-8608-a3482371f494/262B39A37119D9DCFE023B907F54BF03.02.12.19-final-sbc-project-mic-2025-report.pdf. Rubio’s 

plan makes a vague reference to an article by Marvin A. Chirelstein titled “Optional Redemptions and Optional Dividends: Taxing the 

Repurchase of Common Shares” (1969), which makes such a proposal. 

6 Schumer and Sanders, “Limit Corporate Stock Buybacks” (February 3, 2019), available at 

https://www.nytimes.com/2019/02/03/opinion/chuck-schumer-bernie-sanders.html.  

7 For a refresher on the facts, see Capital Markets Tax Quarterly Vol. 1, Issue 1, available at https://www.mayerbrown.com/-

/media/files/perspectives-events/publications/2018/10/capital-markets-tax-quarterly/files/capital-markets-tax-quarterly-update_oct-

2018_v7/fileattachment/capital-markets-tax-quarterly-update_oct-2018_v7.pdf.  

gain effectively connected with a 

US trade or business and FIRPTA 

gains) 

dividends (subject to reduction by 

treaty) 
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Internal Revenue Code currently requiring hundreds of provisions 'requiring regulations to be issued 

to achieve a particular result," citing Philip Gall, Phantom Tax Regulations: The Curse of Spurned 

Delegations, 56 Tax Law 413, 414 (2003).  The petition points out a number of provisions involving 

financial instruments including Code section 1260 (constructive ownership), Code section 163(j)(5) 

(dealing with the "old" earnings stripping rules), Code section 246A(f)(dividends), Code section 

457A(e)(deferral of income) and Code section 1092(a)(2)(D)(straddles) where Congress has prescribed 

regulations but none have been issued. 

The Supreme Court only grants a writ of certiorari if there is a split in the circuits, if the case could 

have national significance, and/or where the Supreme Court believes a lower court has misapplied or 

misinterpreted a prior Supreme Court precedent. Only time will tell is whether the taxpayer's 

arguments are enough to entice the Court to accept McKelvey's unique case. 

House Democrats Propose Legislation That Would Change Swap 
Sourcing Rules

Typically, payments on a notional principal contract are sourced to the residence of the recipient. 

Accordingly, a non-US person receiving swap payments from a US counterparty is generally not 

subject to US withholding tax, while interest payments on debt are sourced to the residence of the 

payor. On March 13, 2019, Representative Lloyd Doggett (D-TX) and other representatives proposed 

the Stop Tax Haven Abuse Act of 2019 (H.R. 1712),8 which would source payments on swaps to the 

residence of the payor (among other significant changes to the US system of international taxation). 

This would be a significant departure from current law and would have a sweeping impact on cross-

border swaps. 

Although we've already seen disclosure on this proposed legislation creep into prospectuses, one of 

CMTQ's jobs is to give our readers a little perspective. First, this is not the first time Representative 

Doggett has introduced a bill like this one. On March 3, 2009, he introduced the Stop Tax Haven 

Abuse Act of 2009 (H.R. 1265),9 which would have imposed a tax on dividend equivalent payments 

(now addressed by Code section 871(m) and the regulations thereunder). The currently proposed 

Stop Tax Haven Abuse Act expands on that notion with the swap sourcing rule. Second, the currently 

proposed Stop Tax Haven Abuse Act would make other dramatic changes, such as treating foreign 

corporations managed and controlled in the United States as domestic corporations in certain cases. 

Given the current makeup of Congress, however, the Stop Tax Haven Abuse Act may have a hard 

time getting traction. 

8 Available at https://www.congress.gov/bill/116th-congress/house-bill/1712/text.  

9 Available at https://www.congress.gov/bill/111th-congress/house-bill/1265/text#toc-H780642A8763A4BABAA78237481E8B591/.  
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Final Regulations on RIC Income Test 

On March 18, 2019, the IRS released final regulations regarding the manner in which regulated 

investment companies (“RICs”) take into account income from foreign companies for purposes of 

annual income test compliance. Generally, at least 90% of a RIC’s annual income must be “qualifying 

income,” which includes dividends, interest, gains and “other income” with respect to the RIC’s 

business of investing in stock, securities or currencies. Separately, anti-deferral regimes under the 

Code may require US shareholders of foreign corporations, in certain circumstances, to include 

income with respect to the foreign corporation prior to the receipt of dividends from the corporation. 

One such anti-deferral regime applies to US persons that are “United States Shareholders” (a 10% 

owner by vote or value) of a foreign corporation that is a “controlled foreign corporation” (“CFC”), 

where 50% of the vote or value of the CFC is held by United States Shareholders. In that case, United 

States Shareholders are generally subject to current tax on the CFC’s “Subpart F” income, which 

generally includes passive income earned by the CFC. Similarly, a US person that owns stock in a 

“passive foreign investment corporation” (“PFIC”) may be required to include income with respect to 

the PFIC on a current basis if the US person has, in effect, a “qualified electing fund” (“QEF”) election 

with respect to the PFIC. Where a RIC is required to include income on a current basis under the CFC 

or PFIC rules, a question arises whether this income should be treated as a qualifying income for 

purposes of the RIC’s annual income test. 

In 2016, the IRS issued proposed regulations that would have treated CFC and PFIC inclusions as 

dividend income for purposes of the RIC income test (and, thus, qualifying income) only to the extent 

the inclusions were accompanied by actual distributions from the CFC or PFIC. Under the proposed 

regulations, any other CFC or PFIC inclusions would not have been qualifying RIC income. In the final 

regulations, the IRS reversed course. While the final regulations continue to treat CFC or PFIC 

inclusions as dividends only if accompanied by actual distributions, the final regulations provide that 

inclusions that are not treated as dividends (because there is no corresponding distribution from the 

CFC or PFIC) will nonetheless be treated as “other income” with respect to the RIC’s business of 

investing in stock, securities or currencies. Therefore, such inclusions will constitute qualifying income 

for RIC purposes, regardless of whether the underlying CFC or PFIC makes cash distributions to 

match the deemed income inclusions. Explaining the rationale for the shift in stance, the IRS cited 

commentators who noted that the rule in the proposed regulations would produce inconsistent 

results, for example, by treating RICs that elect mark-to-market treatment with respect to a PFIC as 

earning qualifying income (even if no distributions are made) but not providing for the same 

treatment for RICs holding PFICs that make QEF elections. 

The preamble to the final regulations also confirms the IRS’s position (announced in the proposed 

regulations) that the IRS will not ordinarily rule on whether or not a financial instrument is a “security” 

for purposes of the RIC tests. Generally, the determination of whether an instrument is a “security” for 

RIC purposes depends on whether the instrument is a “security” under the Investment Company Act 

of 1940 (the “1940 Act”). However, the IRS may consider a requested ruling if the security status of an 

instrument is sufficiently clear under the 1940 Act or if the Securities and Exchange Commission has 

issued relevant guidance. Additionally, in response to comments, the IRS determined that it would 
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not withdraw earlier rulings, such as Rev. Rul. 2006-1, in which the IRS had ruled on whether an 

instrument was a security.

TAM 201902030 - Determination of Functional Currency for Foreign 
Currency Exchange Gain or Loss in Partnership Context 

In Technical Advice Memorandum 201902030 (the “TAM”), the IRS concluded that, in determining 

foreign currency gain or loss on debt used to acquire a group of corporations, the functional currency 

of the beneficial owners (rather than that of the partnership they held the group through) should be 

used. 

Code section 988 provides rules governing foreign currency gain or loss from certain transactions 

where the amounts received or required to be paid are denominated in terms of a “nonfunctional 

currency.” Under Code section 985(b), a taxpayer’s “functional currency” is either the dollar or, in the 

case of a “qualified business unit,” the currency of the place in which a significant part of its activities 

are conducted and that is used by the qualified business unit in keeping its books and records. A 

“qualified business unit” is any separate and clearly defined unit of a trade or business of a taxpayer 

that maintains separate books and records. 

In the TAM, the taxpayer purchased a group of corporations from a seller in another country, holding 

the group through a disregarded entity. This acquisition was financed with debt of the disregarded 

entity denominated in four different currencies. The taxpayer then contributed the disregarded entity 

to a partnership in a third country, which was treated as a partnership for US federal income tax 

purposes and was owned by subsidiaries of the taxpayer whose functional currency was Currency A. 

This partnership’s sole operating asset was a management agreement in the third country, and its 

functional currency was Currency B. 

The IRS concluded that Currency A was the correct functional currency for computing foreign 

currency gain or loss from principal and interest payments on the debt, stating that the 

determination turned on whether the debt was “properly attributed to the books of the Partnership 

or the books of the partners of the Partnership.” Because the debt had been used to finance the 

purchase of stock, rather than in a trade or business of the partnership, the IRS concluded it would 

not be appropriate to attribute the debt to the books of the partnership, and instead attributed it to 

the books of the partners. 

Final FATCA Regulations on Sponsoring Entities 

On March 25, 2019, the IRS published final regulations that provide compliance requirements and 

verification procedures for sponsoring entities of foreign financial institutions pursuant to FATCA (the 
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“Final Regulations”).10 The Final Regulations make limited changes to proposed regulations issued in 

January 2017. This article focuses on two sections of the Final Regulations: responsible officers and 

written sponsorship agreements. 

Definition of Responsible Officer. The proposed regulations required (1) a sponsoring entity of a 

sponsored foreign financial institution (“FFI”) to appoint a responsible officer to oversee the 

compliance of the sponsoring entity with respect to each sponsored FFI and (2) the responsible 

officer to be an individual who is an officer of the sponsoring entity. The preamble of the Final 

Regulations notes that, in practice, the person in the best position to know and represent if the 

sponsoring entity is complying with its obligations may be an individual other than an officer of the 

sponsoring entity, given industry practices. Thus, the Final Regulations define “responsible officer” 

with respect to a sponsoring entity to include an officer of an entity who establishes and maintains 

policies and procedures for, and has general oversight over, the sponsoring entity provided that such 

individual has sufficient authority to fulfill the duties of a responsible officer described in Treas. Reg. 

section 1.1471-5(j) or section 1.1472-1(f). 

Requirement for a Written Sponsorship Agreement. The proposed regulations also required a 

responsible officer of a sponsoring entity to certify that the sponsoring entity has a written 

sponsorship agreement in effect with the sponsored entity authorizing the sponsoring entity to fulfill 

the applicable requirements (either pursuant to the regulations or an applicable Model 2 IGA). The 

Final Regulations retain this requirement but clarify that the written sponsorship agreement does not 

have to be a standalone agreement and may be part of another agreement between the sponsoring 

entity and the sponsored FFI provided that the agreement refers to the requirements of a sponsored 

FFI under FATCA. The Final Regulations provide that a sponsoring entity of a sponsored FFI must 

have a written sponsorship agreement in place with the sponsored FFI by the later of March 31, 2019, 

or the date when the sponsoring entity begins acting as a sponsoring entity for the sponsored FFI.  

Aside from sponsored FFIs, the Final Regulations also provide guidance on sponsored NFFEs and 

consolidated compliance programs and compliance FFIs.

FATCA FAQs: Some Penalty Relief for Dividend Equivalents 
Withholding and Reporting in a Subsequent Year 

On its FATCA FAQ general webpage,11 the IRS announced that, for the 2017 and 2018 calendar years, 

a withholding agent will not be subject to interest or penalties with respect to a dividend equivalent 

payment made with respect to a derivative referencing a partnership, provided that the withholding 

agent withholds and reports on Forms 1042 and 1042-S with respect to the payment by September 

17, 2018 (for the 2017 calendar year) or September 16, 2019 (for the 2018 calendar year). See FAQ23 

under “General Compliance.” In a situation where a withholding agent withholds after March 15 of 

10 TD 9852. 

11 The FATCA FAQ webpage is available at https://www.irs.gov/businesses/corporations/frequently-asked-questions-faqs-fatca-compliance-

legal#GeneralQ23.   
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the subsequent year, the withholding agent should file a Form 1042 or an amended Form 1042 by 

September 17, 2018 or September 16, 2019 (as applicable) and write “Dividend Equivalent—

Partnership” in the top center portion of the 2017 or 2018 Form 1042. The withholding agent should 

also file a Form(s) 1042-S or an amended Form(s) 1042-S by September 17, 2018, or September 16, 

2019 (as applicable). Finally, when depositing the tax withheld for a dividend equivalent payment 

made in 2017 or 2018, the withholding agent must designate the payment as being made for the 

applicable calendar year in accordance with the instructions for Form 1042.  

Oral Arguments Heard in SIH Partners – Validity of Code Section 956 
Regulations 

On March 8, 2019, the US Court of Appeals for the Third Circuit heard oral arguments in SIH Partners 

LLLP v. Commissioner, where the taxpayer is appealing a January 2018 Tax Court decision which 

upheld the validity of Treasury Regulations under Section 956 (150 T.C. No. 3, 2018). This is a case 

worth watching both for its analysis of the tax consequences of pledges and guarantees by CFCs and, 

more generally, for the court’s approach to the judicial review of tax regulations.  

In the case, two CFCs had guaranteed certain promissory notes issued by a related US person to its 

bank lender. Code section 956(d) provides that, under regulations to be issued by Treasury, a CFC will 

be deemed to hold an obligation of a US person if the CFC is a guarantor or pledgor of the 

obligation, thus potentially resulting in an income inclusion (sometimes referred to as a “deemed 

dividend”) for the US shareholders of the CFC.  

In SIH Partners, the taxpayer requested that the court invalidate the regulations under Code section 

956(d) due to their lack of a reasoned explanation and highlighted that the regulations could allow 

for duplicative income inclusions that, in the aggregate, exceed the principal value of the guaranteed 

obligation. The Tax Court rejected the taxpayer’s arguments and upheld the validity of the Code 

section 956(d) regulations. The court was also not moved by the argument regarding duplicative 

inclusions and noted that, even though it may be the case in other scenarios, for SIH the aggregate 

amount of inclusions under Code section 956 did not exceed the principal amount of the guaranteed 

obligations. Finally, the court dismissed the taxpayer’s claim that Code section 956 income inclusions 

should constitute “qualified dividend income” taxable at the preferential long-term capital gains rate. 

Following precedent, the court concluded that the preferential rate was not available given that Code 

section 956 inclusions are not properly “dividends.”12

Importantly, recent proposed regulations would eliminate the adverse impact of Code section 956 for 

many US corporate borrowers.13 That said, the SIH Partners case should still serve as a reminder of the 

significant exposures that may result from CFC pledges and guarantees in those contexts where Code 

12 See Rodriguez v. Commissioner, 137 T.C. 147 (2011), aff’d, 722 F.3d 306 (5th Cir. 2013). 

13 See REG-114540-18, Federal Register, Vo. 83, No. 214.  
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section 956 remains relevant (namely, in pre-2018 tax years and, for subsequent years, in the case of 

non-corporate US borrowers or corporate US borrowers that do not satisfy the conditions for relief 

under the recent proposed rules). In particular, it will be interesting to see how the Third Circuit 

responds to SIH’s argument that the Code section 956(d) regulations allow for multiple inclusions in 

excess of the principal amount of the guaranteed obligation, which many consider an unreasonable 

result.14

More generally, the appellate decision will likely offer important insights into the contours of judicial 

review of tax regulations as the Third Circuit addresses SIH’s contention that a one-sentence 

explanation in the preamble cannot constitute the reasoned analysis that would be required for the 

issuance of a valid regulation. 

14 It should be noted that Treasury and the IRS recognized this problem and are considering whether to exercise their regulatory authority to 

allocate the principal amount of an obligation among its multiple CFC pledgors and guarantors. See TD 9792, 81 FR 76497 (Nov. 2, 

2016); FSA 200216022 (Jan. 8, 2002).  
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In the News 

RECENT RECOGNITION 

GlobalCapital has shortlisted Mayer Brown in the following categories for their 2019 Americas 

Derivatives Awards:  America Law Firm of the Year – Overall; US Law Firm of the Year – Transactional; 

and US Law Firm of the Year – Regulatory.  GlobalCapital named Mayer Brown the 2018 Americas 

Law Firm of the Year – Overall at their Americas Derivatives Awards.  In addition, GlobalCapital named 

Mayer Brown their 2018 European Law Firm of the Year – Transactions at their Global Derivatives 

Awards.  

International Tax Review named Mayer Brown 2018 New York Tax Firm of the Year and North America 

Tax Disputes Firm of the Year at their Americas Tax Awards. Law360 named Mayer Brown Tax Group 

of the Year in 2018. 

UPCOMING EVENTS 

REVERSEinquiries Workshop Series:   

Certificate of Deposit Programs and Brokered CD Programs

Please join us on April 29, 2019, for our latest REVERSEinquiries Workshop webinar.   

Program: 1:00 p.m. – 2:15 p.m. EDT. Click here to RSVP.

We will provide an overview of the documentation and other requirements to establish a certificate of 

deposit program or brokered certificate of deposit program. We will review the bank regulatory, 

distribution related, FINRA related, and suitability related considerations. Among other things, we will 

discuss: 

 Setting up a CD program; 

 Disclosure and documentation 

considerations; 

 Settlement issues; 

 The bank regulatory differences between 

CD and brokered CD issuances; 

 The FDIC advance notice of proposed 

rulemaking on brokered CDs; and 
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 FINRA and securities law considerations. 

Save the dates for our entire 2019 REVERSEinquiries Workshop series.  For more information, please e-

mail REVERSEinquiries@mayerbrown.com.  

 June 13, 2019  

New Product Governance and  

Post-Sale Reviews

 October 17, 2019  

ETNs and Daily Redeemable Notes

 November 14, 2019  

Platforms and Securities Law and 

Commercial Considerations

TEI Region 2 Tax Forum 

 Mayer Brown is a co-sponsor of the TEI Region 2 Forum on May 20-21, 2019 in Atlantic City. 

Click here to Register and View the Agenda

Topics to be covered include: 

 Tax Cuts and Jobs Act ("TCJA") - Federal, 

International and State Tax 

Developments; 

 Partnership and Joint Ventures 

 Developments in International Tax 

Planning and The Taxation of Digital 

Services; 

 Developments and Business 

Considerations in Mergers and 

Acquisition; 

 Managing Tax Attributes (NOLs, 

Depreciation, etc.) Post Tax Reform -  

Federal and State Implications; and 

 Protecting Your Company by Protecting 

Your Documents (Ethics and Privilege). 

TEI Audits and Appeals 

 Mayer Brown is a sponsor of the TEI Audits and Appeals Seminar on May 20-23, 2019 in Minneapolis. 

Click here to Register and View the Agenda

Topics to be covered include: 

 Post-TCJA Deals, Positions & 

Restructurings: How Prepared Are You to 

Defend Them Today?; 

 Transfer Pricing Controversy – The 

OECD’s Harmful Tax Practices Report; 

 Transfer Pricing – Is the Bell Tolling for 

the Arm’s Length Standard?; 

 Transfer Pricing – Intangibles, Sections 

936 and 367(d); 

 Transfer Pricing – Offshore or Onshore?; 
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 Transfer Pricing and BEAT; 

 Bringing Your Tax Examination to 

Closure; 

 Tax Opinion Letters – New Shapes, Sizes 

and Uses: A Critical Look; 

 Transfer Pricing – Effective Competent 

Authority Management; and 

 Preparing for Appeals. 

RECENT SPEAKING ENGAGEMENTS  

New Financing Techniques – On January 28, Mark Leeds spoke on New Financing Techniques at the 

eighth annual IBA Financing and Capital Markets event in London. 

REVERSEinquiries Workshop Series: Benchmark and Proprietary Indices – On February 4, Tom 

Humphreys, Anna Pinedo and Brad Berman hosted a seminar in New York on benchmark and 

proprietary indices as part of Mayer Brown’s REVERSEinquiries Workshops.  During the seminar, the 

speakers discussed rule-based indices, the various definitions of indices, index governance and index 

rules discretion, the Advisers Act, and tax considerations, index descriptions and rulebooks, conflicts 

of interest and the IOSCO and ESMA guidance, and European benchmark regulation. 

Financing Alternatives for Life Sciences Companies – On February 7, Anna Pinedo and Dave Bakst, 

joined by Steve Maletzky (William Blair), discussed financing alternatives for pre-IPO companies; the 

late-stage (or “cross-over”) private placements market; considering milestones when planning a 

financing strategy; and post-IPO alternatives, including registered direct offerings, PIPE transactions, 

at the market offerings, and related financing considerations. 

Federal Tax Update – On February 18, Tom Humphreys and Mike Lebovitz joined the TEI Houston Tax 

School, where they provided a Federal Tax Update. 

Obtaining Liquidity Through Bought Deals and Block Trades – On February 19, Anna Pinedo and 

Brian Hirshberg joined a West LegalEdCenter webinar where they discussed when a bought deal or a 

block trade may be a good alternative, the documentation and execution issues for bought deals, 

addressing Regulation FD and other diligence and disclosure issues, variable reoffer transactions, 

documenting block trades, reporting block trades to the tape and trade reporting requirements, and 

distinguishing block trades from distributions. 

US Taxation of Canadian Banks – On February 20, Tom Humphreys presented a briefing on US 

Taxation of Canadian Banks: New US Guidance on the Base Erosion Anti-Abuse Tax (“BEAT”) and Anti-

Hybrid Rules at the Fairmont Royal York in Toronto, Canada.   
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International Trends in M&A Structuring – On February 21, Lucas Giardelli spoke on International 

Trends in M&A Structuring at the Mexican Institute of CPAs 13th Annual Forum on the Tax Aspects of 

International Transactions. 

Qualified Opportunity Zone Funds: Structuring and Implementing Tax-Advantaged Fund Transactions 

– On February 26, Mark Leeds joined a seminar hosted by Hedge Fund Association in Mayer Brown’s 

New York office discussing Qualified Opportunity Zone Funds and how hedge funds and investors 

can structure and implement these tax-advantaged transactions. 

Late-Stage Private Placements & Private Secondary Market Liquidity – On February 26, Anna Pinedo, 

joined by Kevin Gsell (Nasdaq Private Markets) and Gregory Ogborn (Wells Fargo Securities) hosted a 

seminar in New York where they discussed timing and process for late-stage private placements; 

terms of late-stage private placements; principal concerns for cross-over funds; diligence, projections 

and information sharing; IPO and acquisition ratchets; participation by strategic investors; issuer and 

third-party tender offers; and private secondary market opportunities. 

Preparing Periodic Disclosures for Life Sciences Companies; Areas of SEC Comment – On March 7, 

Anna Pinedo and Dave Bakst, joined by Polia Nair (EY), discussed SEC comment letter trends; Brexit, 

LIBOR and cyber disclosures’ recent accounting pronouncements; milestones and collaboration and 

license agreement-related disclosures; revenue recognition and contingent consideration; and other 

MD&A disclosures. 

Understanding How Regulation M Applies to Your Offering – On March 26, Anna Pinedo joined a 

West LegalEdCenter webinar where she provided an overview of Regulation M and discussed the 

most important excepted activities, how Regulation M applies to private placements and hybrid 

offerings, its application in the case of merger/exchange transactions, FINRA Reg M notice 

requirements and Rule 105 and SEC enforcement activities. 

Expanded Regulation An Exemption – On March 28, Anna Pinedo and Mike Hermsen joined a PLI 

webinar where they discussed the basics of Regulation A; how private companies are using 

Regulation A; the amendments to Regulation A; the types of companies likely to benefit most from 

the amendments; and possible offering methodologies for Exchange Act reporting companies using 

Regulation A. 
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Article 

Window of Opportunity: The IRS Issues Initial Guidance on 

Qualified Opportunity Zone Rules 

By David Burton, Mark Leeds, Zal Kumar and Maria Carolina Grecco1

It is extremely rare that a section of the US 

Internal Revenue Code of 1986, as amended (the 

“Code”), achieves rock star status. It’s fair to say 

that the Code equivalent of the Beatles is Section 

401(k), the section providing rules for 

retirement savings. This Code section is known 

to virtually all Americans. Recently enacted Code 

§ 1400Z-2 clearly has a shot at equivalent fame.

This Code section provides taxpayers through

2026 with a 180-day window from the date of

the recognition of certain capital gains to invest

in a Qualified Opportunity Zone Fund

(sometimes a “QOF”) and defer the tax on the

lesser of the amount invested and the gains. The

Treasury estimates that over $100 billion will be

invested through these structures.2 If the

investment is held long enough, a portion of

those gains can escape tax altogether. If this

Code section had been around when George

Harrison penned Taxman, maybe the song

wouldn’t have been so negative about taxes.

This Legal Update provides an overview of the

initial collection of guidance, including 74 pages

of proposed regulations, a revenue ruling

and forms.

Overview 

Broadly speaking, the QOF rules operate as 

follows. An eligible taxpayer invests an amount 

equal to the gain that the taxpayer desires to 

defer in a QOF. The QOF may be a partnership 

or corporation. This rule prevents the taxpayers 

who recognized the gains to be deferred from 

making qualified opportunity zone investments 

directly. The QOF then must make an 

investment in qualified opportunity zone 

property. Qualified opportunity zone property 

may be qualified opportunity zone stock, 

qualified opportunity zone partnership interests 

or qualified opportunity business property. We 

provided an overview of the statutory scheme in 

our prior Legal Update, Gain Deferral Using 

Qualified Opportunity Zone Investment 

Strategies.3

Mechanically, the statute operates as follows. 

The taxpayer is initially deemed to have a zero 

tax basis in the QOF, despite having invested 

cash.4 If they hold the investment for at least five 

years, they increase their basis in the QOF by 10 

percent of the amount of the originally deferred 

gain (and the tax on 10 percent of the deferred 

gain is essentially forgiven).5 After they have 

held the property for at least seven years, they 

increase their basis in the QOF by another 5 

percent of the originally deferred gain (and the 

tax on 5 percent of the deferred gain is 

essentially forgiven).6 If they hold their QOF 

investment for at least 10 years, they may elect, 

on the date of disposition, to increase their basis 

to the fair market value of the investment, thus 

providing a tax-free return on the QOF 

investment.7 The investor must pay tax on the 
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excess of the originally deferred gain over its 

basis in the QOF investment, on December 31, 

2026 (which by 2026 coul be incresed to 15 

percent of the original deferred gain), or earlier 

if they dispose of their QOF investment.8

Gains Eligible for Deferral  

Eligible taxpayers (discussed below) are able to 

defer the tax only on capital gains through QOF 

investments. The preamble to the proposed 

regulations states that the Internal Revenue 

Service (IRS) considered, but rejected, allowing 

deferral of ordinary gains as inconsistent with 

Congress’s intent. The capital gains eligible for 

deferral include gains from both actual and 

deemed sales or exchanges (the latter of which 

might include, for example, disguised sales of 

property between partnerships and partners).9

Taxpayers Eligible to Defer Gain 

The proposed regulations take an expansive view 

on taxpayers who are eligible to defer gain. The 

list of taxpayers eligible to defer gain under the 

qualified opportunity zone rules include 

individuals, C corporations (including regulated 

investment companies (RICs) and real estate 

investment trusts (REITs)), partnerships and 

other pass-through entities.10

Partnerships and other pass-through entities 

pose special issues and the proposed regulations 

provide initial guidance for these situations. 

Specifically, a partnership may elect to defer 

gain.11 The partners are required to include the 

gain in income at the end of the deferral period, 

that is, when recognized by the partnership.12

There is no indication that the gain is personal to 

a partner or that it is triggered on the sale of a 

partnership interest. Accordingly, a partner who 

acquires the interest of a person who was a 

partner at the time of the deferral election 

should be allocated the gain when it is 

recognized. To the extent that a partnership does 

not elect to defer gain eligible for investment 

pursuant to the Qualified Opportunity Zone 

rules, the gain is attributed to the individual 

partners, and the partners may elect to defer 

their allocable share of the gain under the 

qualified opportunity zone rules.13

Qualified Opportunity Funds and Eligible 
Investments 

A QOF must be a partnership or corporation 

formed under US law (a “Fund”) that makes an 

election to be treated as a QOF as of a specified 

month in 2018 or later and that holds at least 90 

percent of its assets in eligible property or 

eligible partnership interests or stock.14 The 

eligible taxpayer deferring capital must invest in 

“equity” for income tax purposes. However, if 

the QOF is a corporation, the investment can be 

preferred equity, and if the QOF is a partnership, 

the investment can benefit from “special 

allocations;” such a special allocation can 

effectively result in a preference for the taxpayer 

with respect to cash flow from operations or in a 

liquidation.15

CHOICE OF ENTITY 

A QOF must be an entity classified as a 

partnership or corporation for federal income 

tax purposes and be organized under the law of 

one of the 50 states, District of Columbia or a US 

possession. It can be a limited liability company 

that (i) elects to be taxed as a corporation or (ii) 

has two or members (each of which are 

recognized as separate “taxpayers” for federal 

income tax purposes) and that is characterized 

as a partnership for federal income tax purposes. 

(A limited liability company with a single 

member that does not make a corporate election 

is not eligible to be a QOF as it would be 

characterized as a “disregarded” entity for 

federal income purposes.) 

If a QOF is organized under the law of a US 

possession, it must be organized for the purpose 

of investing in a business operated in that 

possession. For instance, a QOF formed under 

the law of Puerto Rico must have the purpose of 
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investing in Puerto Rico (and not, for example, 

New York or the US Virgin Islands). For this 

purpose, a US possession is defined as American 

Samoa, Guam, the Commonwealth of the 

Northern Mariana Islands, Puerto Rico and the 

US Virgin Islands.  

Presumably, a QOF can be either a C corporation 

or an S corporation, as both are “corporations” 

for purposes of federal tax law. Oddly, the 

proposed regulations expressly provide that an S 

corporation can be an investor in a QOF but are 

silent on whether a QOF can be an S 

corporation, but the general of definition of 

“corporation” in the Code suggests that an S 

corporation does qualify.  

 PRE-EXISTING ENTITIES 

A pre-existing entity can elect to be a QOF. 

However, only assets acquired by a pre-existing 

entity after 2017 count towards the requirement 

that 90 percent of a QOF’s assets constitute 

eligible property or investments.16 Although the 

proposed regulations allow a QOF to both 

identify the taxable year in which the entity 

becomes a QOF and (as noted above) to choose 

the first month within that year to be treated as a 

QOF, a pre-existing entity with material pre-

2018 assets electing to be a QOF would be at a 

disadvantage in meeting the requirement that 

90 percent of the assets be eligible property or 

investments. Thus, the owners of such existing 

entities with material pre-2018 assets would be 

better served to a form a new entity to be 

their QOF. 

THE 90 PERCENT QUALIFYING ASSETS TEST 

A QOF must hold 90 percent of its assets in 

“qualified opportunity zone property,” which can 

be one of three items: (1) newly issued stock of a 

corporation, (2) newly issued partnership 

interests and (3) tangible business property in a 

qualified opportunity zone. For stock or a 

partnership interest to constitute qualified 

opportunity zone business property for purposes 

of the 90 percent test, the corporation or 

partnership must conduct a “qualified 

opportunity business.” 

The proposed regulations, in something of a gift, 

require that if the QOF invests in a partnership 

or corporation to meet the qualified opportunity 

business requirement, only 70 percent of the 

tangible property of the subsidiary corporation 

or partnership be held for use in qualified 

opportunity zone business property.17 For 

instance, if a QOF has $10 million in assets and 

wants to hold only $6.3 million in qualified 

opportunity zone business property, it can do so 

by investing $9 million in a partnership and 

having the partnership invest $6.3 million (i.e., 

70 percent of its assets) in qualified opportunity 

zone business property. For instance, the 

operating partnership could hold the remaining 

$2.7 million in the form of $450,000 (i.e., 5 

percent of its assets) in cash or other financial 

instruments and $2.25 million in non-qualifying 

tangible assets, such as real estate in the 

Hamptons. The QOF could hold its remaining $1 

million (i.e., $10 million less the $9 million 

invested in the partnership subsidiary) in cash, 

bonds, the S&P 500, etc. 

In contrast, if the QOF opted to purchase the 

qualified opportunity zone business property 

itself, it would have to buy $9 million of 

qualified opportunity zone business property, all 

of which would have to constitute tangible 

assets, and could then hold the remaining $1 

million in cash, stocks, the S&P 500, Hamptons 

real estate, etc. (but without the 5 percent limit 

on financial assets). 

The rationale the IRS gave for this leniency is 

that this “clarity [i.e., the 70 percent standard] 

provides taxpayers greater certainty when 

evaluating potential investment opportunities as 

to whether the potential investment would 

satisfy the statutory requirements.” This seems 

to be saying that QOFs will have greater comfort 

investing in lower-tier entities if the trigger for 

losing their QOF status is the subsidiary entity 
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having 30 percent ineligible assets rather than 

the much smaller 10 percent threshold.  

The preamble to the proposed regulations also 

note that if a QOF sells qualified opportunity 

zone property shortly before a testing date in a 

manner that may jeopardize the QOF’s 

satisfaction of the 90 percent test, the QOF 

should be permitted to bring itself into 

compliance within “a reasonable amount of 

time.” Soon-to-be proposed additional 

regulations are expected to provide guidance on 

such reinvestment activity by QOFs, mainly on 

(i) what constitutes "a reasonable amount of 

time" and (ii) the income tax treatment of any 

gains that the QOF reinvests during that period. 

Qualified Opportunity Zone Business 

Requirements 

If the QOF opts for the qualified opportunity 

zone business route, rather than directly 

investing in qualified opportunity zone property, 

that business is subject to four requirements that 

would otherwise be avoided if the QOF owned 

the qualified opportunity zone business 

property directly. 

Fifty Percent “Active” Gross Income 

First, 50 percent of the Qualified Opportunity 

Zone Business’s gross income must be from the 

“active conduct of” a business in a qualified 

opportunity zone.18 The proposed regulations 

reserve on the definition of the “active conduct” 

of a business. 19 The Code has a variety of 

definitions of “active” in various contexts. One of 

the primary questions regarding of what “active” 

means is to what extent net leasing can qualify 

as active. Another question is to what extent an 

active business can be conducted by 

independent contractors rather than employees. 

A Substantial Portion of the Intangible Assets Must 

Be Used in the “Active” Business 

To the extent the qualified opportunity zone 

business owns intangible assets, a substantial 

portion of such assets must be used in the active 

business.20 As noted above, the proposed 

regulations have not defined “active business.” 

Also, it is not clear if “substantial” portion will 

mean 90 percent, 70 percent or some other 

percentage. 

Five Percent Limit on Financial Assets 

The business is treated as a qualified 

opportunity zone business only if it meets the 

requirements specified in Code § 1397C(b)(8).21

This statute limits the amount of “nonqualified 

financial property” that can be held in the 

business to 5 percent of the average unadjusted 

bases of property held in such trade or business. 

Nonqualified financial property means debt, 

stock, partnership interests, options, futures, 

swaps and similar property.22 Working capital 

held in cash (or cash equivalents) is not treated 

as nonqualified financial property.23 Under the 

QOF statute, because the QOF is tested for 

compliance on its semi-annual and annual 

anniversaries, this rule could be read to provide 

only a maximum six-month period for cash to 

be invested in the qualified opportunity zone 

property.24

The proposed regulations provide certain QOFs 

relief from the requirement to quickly put cash 

to work in order to avoid disqualification. 

Specifically, if the QOF prepares a written plan 

to invest its cash in tangible property (real or 

personal) in the opportunity zone within 31 

months, cash will not be treated as nonqualified 

financial property during that period.25 The 

working capital must be expended in a manner 

that is substantially consistent with the plan.26

Furthermore, the investment earnings on the 

cash or cash equivalents satisfying the 

requirements outlined in the preceding 

paragraph do not count against the requirement 

that at least 50 percent of the qualified 

opportunity business’s gross income be from an 

active business. Thus, depending on how long it 

takes a qualified opportunity business to invest 

cash in tangible property in a qualified 



5 Mayer Brown | Window of Opportunity: The IRS Issues Initial Guidance on Qualified Opportunity Zone Rules 

opportunity zone, a qualified opportunity 

business could hold solely cash equivalents for 

almost 31 months. 

No Sin Businesses 

Finally, a qualified opportunity business may not 

operate so-called “sin businesses” that are 

statutorily enumerated: golf course, country 

club, massage parlor, hot tub facility, suntan 

facility, racetrack, casino or sale of alcohol to be 

consumed away from the premises. There does 

not appear to be a prohibition on leasing real 

estate to such businesses so long as the qualified 

opportunity business is not operating the sin 

business itself.27

Qualified Opportunity Zone Business Property  

Qualified opportunity zone business property is 

tangible property (e.g., equipment, real estate) 

used in business in a qualified opportunity zone 

that is either (i) land in a qualified opportunity 

zone, (ii) a building in a qualified opportunity 

zone that is first used by the QOF or the 

qualified opportunity business, (iii) a building in 

a qualified opportunity zone that was previously 

used but is “substantially improved” (as 

discussed below) by the QOF or the qualified 

opportunity business, (iv) equipment that was 

never previously used in a qualified opportunity 

zone or (v) equipment that was previously used 

in a qualified opportunity zone but is 

“substantially improved” by the QOF or the 

qualified opportunity business.28

The “Substantial Improvement” Requirement  

The “substantial improvement” requirement 

applies to tangible property, other than land, 

that was used in a qualified opportunity zone 

prior to its acquisition by the QOF (or the 

qualified opportunity business). To constitute a 

substantial improvement, the QOF (or qualified 

opportunity business) must invest more in the 

tangible property during any 30-month period 

than the adjusted basis in the property at the 

beginning of such period.29 The proposed 

regulations and Revenue Ruling 2018-29 both 

make clear that basis attributable to land is 

excluded from this calculation.30

For instance, a QOF buys an existing commercial 

building for $10 million on March 1, 2019. 

Assume that $2 million is attributable to the 

land and $8 million is attributable to the 

structure. Both the statute and the proposed 

regulations support the conclusion that the 

building will be treated as satisfying the original 

use requirement if, at any time during the 

holding period of the building, the amount 

invested in rehabilitating the building over a 30-

month period exceeds the adjusted basis of the 

building at the beginning of that 30-month 

period. In other words, the substantial 

improvement test appears to be a rolling, but 

non-recurring, test. There is no indication how 

this rule interacts with the bonus depreciation 

rules enacted as part of the Tax Cuts and Jobs 

Act. The bonus depreciation rules allow a 

taxpayer to fully expense certain assets (but not 

real estate) upon acquisition, resulting in a zero 

basis in those assets. A literal application of the 

QOF rules to those assets would mean that one 

cent of capital improvements resulted a 

substantial improvement to the assets. 

Although the substantial improvement may be 

applied over “any” 30-month period, neither the 

proposed regulations nor Revenue Ruling 2018-

29 clarify how long the QOF can wait to apply 

the substantial improvement requirement. The 

example in the revenue ruling meets the 

requirement in the first 30-month period but is 

silent as to how long that could have been 

deferred. The example in the revenue ruling uses 

a capital expenditure of 25 percent more than 

the acquisition cost of the existing asset. 

However, that is clearly just an example and not 

a rule. 

The IRS is still considering how to determine 

whether equipment was previously used in a 

qualified opportunity zone and how to 

determine whether equipment owned by QOF is 
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used in a qualified opportunity zone. This is a 

particularly challenging question for equipment 

that can be moved as there are multiple indicia 

of location, such as what the address is on the 

equipment’s title (which could be a leasing 

company’s address for leased equipment), where 

the equipment is stored or garaged and where 

the equipment is actually used (which may cover 

many geographic areas). 

Although the statute does not expressly address 

the application of the substantial improvement 

requirement to land, the proposed regulations, 

as elaborated on in Revenue Ruling 2018-29 

(discussed below), provide that the substantial 

improvement requirement does not apply 

to land.  

The 180-Day Rule for Deferring Gain by 
Investing in a QOF 

As noted above, taxpayers must invest an 

amount equal to the gain to be deferred in a QOF 

within 180 days of the sale of the property.31 The 

proposed regulations provide that the 180-day 

period begins on the day on which the gain 

would be recognized if the taxpayer did not elect 

to defer recognition of that gain. In order to 

illustrate the rule, the proposed regulations list 

the following examples: (i) in regular-way trades 

of stock, the 180-day period begins on the trade 

date; (ii) for capital gain dividends received by 

RIC and REIT shareholders, the 180-day period 

begins on the day on which the dividend is paid; 

and (iii) the 180-day period for undistributed 

capital gains allocated to shareholders by RICs 

and REITs shareholders begins on the last day of 

the RIC’s or REIT’s taxable year.32

Special rules are provided for partnerships. 

Importantly, the 180-day clock does not begin 

with respect to gains allocated to partners until 

the last day of the taxable year of the partner 

that includes the year in which it was allocated 

the gain.33 Similarly, the 180-day period with 

respect to Section 1256 net income begins on the 

last day of the taxpayer’s taxable year (even if 

one or more Section 1256 contracts have been 

disposed of during the year).34 Partners may 

elect, however, to have the 180-day period 

correspond to the partnership’s 180-day 

period.35 Analogous rules apply to other pass-

through entities.36

The 10-Year Rule 

A taxpayer is entitled to step up its basis in its 

investment in a QOF to fair market value if it has 

held that investment for at least 10 years.37 This 

basis step-up after 10 years allows taxpayers who 

have held the QOF investment for the requisite 

holding period to avoid any tax on the 

disposition of the QOF investment. However, the 

statute provides that all QOFs in existence on 

December 31, 2026, will cease to be QOFs. This 

leads to the question as to what happens to 

taxpayers that invest in a QOF after December 

31, 2018, as they will not meet the 10-year 

holding period before the QOF ceases to be 

deemed a QOF. The proposed regulations take a 

lenient approach and provide that taxpayers who 

have not met the 10-year holding period by 

December 31, 2026, can merely continue to hold 

their investment until the 10-year holding period 

is achieved, despite their QOF technically 

ceasing to be one.38

Furthermore, the IRS was concerned that 

“disposal after the ten-year holding period 

would diverge from otherwise desirable business 

conduct, and, absent the additional time some 

taxpayer may lose the [basis step up] benefit.” 

Therefore, it allows the step-up to fair market 

value for any sale of an interest in a QOF until 

December 31, 2047.39

The proposed regulations are silent as to what 

requirements or filings the QOF must make after 

December 31, 2026, until the last interest in the 

former QOF is sold, which could be as late as 

December 31, 2047.40 This presents an 

interesting policy decision for the IRS to address 

in subsequent proposed regulations as it is 

somewhat onerous to require QOFs to have to 
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meet all of the requirements and make filings for 

an additional 19 years. However, if the investors 

are able to capture the step-up anytime during 

that 19 years, the IRS may not deem it 

appropriate for QOFs to sell all of their assets in 

opportunity zones after 2028 and become 

hedge funds. 

Attributes of Included Income When 
Gain Deferral Ends 

At the end of the deferral period (i.e., the earlier 

of the sale of the taxpayer’s investment in the 

QOF and December 31, 2026), a taxpayer must 

include in income the excess of (i) the lesser of 

(A) the eligible gain that the taxpayer rolled-over 

or (B) the fair market value of the taxpayer's 

QOF's investment as of the end of the deferral 

period over (ii) the taxpayer’s basis for the QOF 

investment.41 The proposed regulations clarified 

that the gain to be included has the same 

attributes in the taxable year of inclusion that it 

would have had if tax on the gain had not been 

deferred. These attributes include those taken 

into account by Sections 1(h), 1222, 1256 and 

any other applicable provisions of the Code. 

The proposed regulations address situations in 

which the taxpayer holds investment interests 

with identical rights (fungible interests) in a 

QOF that were acquired on different days. If, on 

a single day, the taxpayer disposes of less than 

all of these interests, then the first-in-first-out 

(FIFO) method must be used to identify which  

interests were disposed of. The FIFO method 

determines (i) whether the gain deferral election 

under Section 1400Z-2(a) is applicable to an 

investment or not; (ii) in case of a gain subject to 

a deferral election under Section 1400Z-2(a), the 

attributes of this gain at the time it is included in 

income; and (iii) the extent of an increase, if any, 

under Section 1400Z-2(b)(2)(B) in the basis of 

an investment interest that is disposed of. 

If the FIFO method does not provide a complete 

answer, such as where gains with different 

attributes are invested in identical interests at 

the same time, the proposed regulations provide 

that a pro-rata method must be used to 

determine the character, and any other 

attributes, of the gain recognized. Examples in 

the proposed regulations illustrate the 

aforementioned rules. 

Special Rules for Section 1256 Contracts 
and Straddles 

Gain and loss from regulated futures contracts 

and other “Section 1256 contracts” is recognized 

on the mark-to-market method of accounting 

and is statutorily mandated as 60 percent long-

term capital gain or loss and 40 percent short-

term capital gain or loss.42 The proposed 

regulations require holders of Section 1256 

contracts to net gains and losses and only treat 

the amount of any net gain as eligible for an 

investment in a QOF.43 If a Section 1256 contract 

is held as part of a straddle transaction, broadly 

defined, any gain from the Section 1256 contract 

is not eligible gain that can be deferred through 

an investment in a QOF.44 The proposed 

regulations treat a transaction as a straddle for 

this purpose even if the offsetting position is not 

a position with respect to publicly traded 

property. Furthermore, if any Section 1256 

contract is part of an offsetting positions 

transaction with a position that is not a Section 

1256 contract, no Section 1256 net income may 

be deferred through an investment in a QOF.45

Section 1400Z-2(e) Investments from 
Mixed Funds 

A taxpayer is not limited in their investment in a 

QOF solely to the amount of capital gain that the 

taxpayer desires to defer. The Code itself 

provides that in a case in which only a portion of 

the investment consists of gain to which an 

election under Code § 1400Z-2 (a) is in effect, 

the investment will be treated as two separate 

investments: (i) one investment will include only 

the amounts to which a deferral election under 

subsection (a) applies and (ii) any amounts to 
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which an election does not apply will be treated 

as a separate investment not entitled to the 

benefits of the QOF rules.46 The proposed 

regulations provide that if a taxpayer invests 

money in a QOF and does not make an election 

under Code § 1400Z-2(a) with respect to that 

investment, the investment will be treated as a 

separate investment to which the 

aforementioned provisions of Code § 1400Z-

2(a), (b) and (c) do not apply. 

In the case of a QOF classified as a partnership, 

the deemed contribution of money described in 

Code § 752(a) from an increase in a partner’s 

share of liabilities does not create or increase an 

investment in the fund that makes realized 

capital gains eligible for deferral. Thus, any basis 

increase resulting from a deemed Code § 752(a) 

contribution is not taken into account in 

determining the partner’s investment subject to 

the deferral election under Code § 1400Z-2(a) or 

what portion is not subject to the deferral 

election under Code § 1400Z-2(a). 

Disposition of the Investment 

As a general rule, the original deferred gain from 

the sale of the capital asset must be recognized 

by the taxpayer when the taxpayer sells its 

interest in the QOF. The proposed regulations 

provide that a taxpayer may use its QOF's 

interest as collateral for a loan, however, 

whether as part of a purchase-money borrowing 

or otherwise, without triggering the 

deferred gain.47

The proposed regulations contain generous 

provisions for roll-overs.  If a taxpayer disposes 

of all (but not less than all) of an investment in a 

QOF, triggering recognition on both of the 

deferred gain and the qualified opportunity zone 

property, the taxpayer may make a qualifying 

investment in a new QOF and roll-over the 

deferred gain.48  The roll-over investment must 

be made prior to December 31, 2026, the date at 

which all deferred gains must be recognized.

Self-Certifications for QOFs 

The proposed regulations permit corporations 

and partnerships (referred to as “eligible 

entities”) to self-certify that they meet the 

requirements to be treated as QOFs.49 The IRS 

released draft Form 8996 concomitantly with 

the proposed regulations. Entities that desire to 

be treated as QOFs must include this form with 

their regular tax returns.50

Revenue Ruling 2018-29 

Contemporaneous with the release of the 

proposed regulations, the IRS issued a revenue 

ruling of particular interest to the real estate 

industry. The revenue ruling addresses the 

application of the “original use” requirement and 

the “substantial improvement” requirement in 

the real estate development context.  Under the 

facts of the ruling, a taxpayer purchased a 

factory and the land on which it was situated 

(both wholly within a qualified opportunity 

zone) with the intent to convert the building into 

residential real property. After noting that the 

original use of land can never be considered to 

have commenced with a QOF, the IRS concluded 

that (1) the requirement that the original use of 

property commence with a QOF is not applicable 

to the land on which the building was situated, 

(2) the QOF’s satisfaction of the “substantial 

improvement” requirement is measured by the 

QOF’s additions to the adjusted basis of the 

building and (3) the QOF is not required to 

separately improve the land. This  revenue 

ruling should provide considerable comfort to 

real estate investors seeking to develop or 

redevelop buildings situated on land located 

within qualified opportunity zones.  

State Income Tax Effects 

Most state income tax laws are structured so that 

deferral under Code § 1400Z-2(a) will apply for 

state income tax purposes as well. States 

generally conform to the current Code, which 

means that the starting point for state income 
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tax calculations is, depending on the state 

scheme, a taxpayer’s federal taxable income, net 

taxable income, adjusted gross income or gross 

income—each of which would include the 

benefits of making a QOF investment because 

Code § 1400Z-2(a) operates as an exclusion from 

gross income for gains that a taxpayer chooses 

to defer.  

States often apply modifications to the federal 

calculation, but so far no state has specifically 

decoupled from Code § 1400Z-2. Accordingly, in 

each state that conforms to the current Code, all 

of the provisions of Code § 1400Z-2 would apply, 

together with the regulatory framework, unless 

and until the state specifically decouples from 

the Code section. Corporations, partnerships, 

REITs, RICs, individuals and other business 

entities that take advantage of deferral would 

therefore automatically exclude their applicable 

gains from state taxable income and eventually 

include future gains under the terms of 

Code § 1400Z-2(b). Because the gains are 

excluded from gross income, they should be 

excluded from state business income 

apportionment formulas as well. 

The state benefits can be meaningful, often 

because states apply the same tax rate to capital 
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Second Time Around: The IRS Issues More Qualified 
Opportunity Fund Regulations 
By: Mark H. Leeds, Matthew A. McDonald and JoonBeom Pae

Maybe because it’s spring, but it seems to us 

that love and the US Internal Revenue Service 

(“IRS”) guidance on qualified opportunity 

funds (individually, a “QOF”) have a lot more 

in common than we would have suspected. 

Poets tell us that love is lovelier the second 

time around.1 And, it turns out, so is QOF 

guidance. On April 17, 2019, the IRS released a 

second set of proposed regulations 

addressing the issues faced by taxpayers in 

structuring QOF transactions.2 These 

regulations supplement and, in certain cases, 

override the proposed regulations issued by 

the IRS in October 2018.3 The IRS is allowing 

taxpayers to rely on the April 2019 proposed 

regulations in 2018 and after, provided that 

they adopt all of the regulations and not just 

selected portions. This Legal Update explores 

the new proposed regulations and their 

implications for structuring QOF transactions.

Brief Background 

Broadly speaking, the QOF rules operate as 

follows. An eligible taxpayer invests an 

amount equal to the capital gain that the 

taxpayer desires to defer in a QOF within 180 

days from the date of the actual or deemed 

recognition of the capital gain. The QOF must 

be a partnership or corporation. This rule 

prevents the taxpayers who recognized the 

gains to be deferred from making qualified 

opportunity zone investments directly. The 

QOF then must make an investment in 

qualified opportunity zone property. Qualified 

opportunity zone property may be qualified 

opportunity zone stock, qualified opportunity 

zone partnership interests or qualified 

opportunity business property.4

Mechanically, the statute operates on two 

separate tracks. One track governs the 

deferred gain and the second track governs 

the investment in the QOF. The taxpayer is 

initially deemed to have a zero tax basis in the 

QOF, despite having invested cash. If it holds 

the investment for at least five years, it 

increases its basis in the QOF by 10% of the 

amount of the originally deferred gain (and 

the tax on 10% of the deferred gain is 

essentially forgiven). After it has held the 

property for at least seven years, it increases 

its basis in the QOF by another 5% of the 

originally deferred gain (and the tax on 5% of 

the deferred gain is essentially forgiven). In 

2026 (or earlier if the investment is disposed 

of or there is an another inclusion event), the 

lesser of all deferred gain and the excess of 
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the fair market value of the QOF investment 

over the taxpayer’s basis is then recognized 

and subject to tax.5

If the investor holds its QOF investment for at 

least 10 years, the taxpayer may elect, on the 

date of disposition, to increase its basis to the 

fair market value of the investment, thus 

providing a tax-free return on gains 

recognized with respect to the QOF 

investment. In all cases, the income earned by 

the QOF during its life is taxed to the investor 

(or the QOF itself if it is a corporation) under 

the regular tax rules, that is, the QOF rules do 

not impact current income from the QOF 

investment.  

Gains Eligible for Deferral 

The April 2019 regulations provide two rules 

with respect to gains taxable under Code § 

1231. First, such gains are eligible for deferral 

only to the extent that they exceed losses 

from dispositions of section 1231 property.6

Second, such net gains are deemed to be 

realized on the last day of the taxable year. 

Importantly, if a taxpayer recognizes gain on 

the transfer of property (whether by 

contribution or sale) to a QOF in exchange for 

an interest in the QOF, such gain is not eligible 

for deferral under the QOF regime.7

Contributions 

The April 2019 regulations provide special 

rules for determining the amount contributed 

to a QOF. Under these special rules, if the 

contribution by the investor to the QOF is a 

carry-over basis transaction, the amount 

contributed is equal to the lesser of the basis 

of the property transferred and the fair market 

value of the QOF interest received in the 

transaction.8 Contributions in excess of the 

amount permitted to transferred to a QOF will 

create a mixed-use fund.9 Taxable dispositions 

of property to a QOF in exchange for an 

interest in the QOF are specifically treated as 

qualifying transfers to the QOF.10 Transfers to 

a QOF partnership that are treated as 

disguised sales, however, are not treated as a 

QOF investment.11 Certain debt-financed 

distributions by QOF partnerships can result in 

disguised sales for this purpose.  

The April 2019 regulations contain a special 

rule that treats the acquisition of an 

outstanding eligible interest in a QOF as a 

qualifying contribution to the QOF.12 This rule 

should allow an investor to purchase a QOF 

interest from a third party and be considered 

to have made a qualifying contribution to the 

QOF. It is unclear why the IRS proposed to 

treat acquisitions of QOF interests from third 

parties as qualifying acquisitions of QOF 

interest while at the same time treating 

disguised sales of partnership interests and 

stock as not be qualifying contributions. 

Basis and Basis Step-Up Guidance 

As noted above, a taxpayer’s initial basis in a 

QOF is zero.13 In the case of QOF partnerships, 

however, the investor does receive outside 

basis for its share of partnership debt.14 Basis 

is stepped up by 10% of the deferred gain 

after five years and by another 5% after seven 

years.15 An investor does not tack on any 

holding period prior to the contribution to the 

QOF in determining whether the holding 

period requirement is met. The April 2019 

proposed regulations clarify that such basis 

increases will result in the allowance of 

suspended losses. The April 2019 proposed 

regulations also clarify that if the QOF is a 

partnership, the partnership will take a carry-

over basis in property transferred to the QOF 

even though the investor’s basis in the QOF 

partnership is zero. 

Basis adjustments resulting from the 

recognition of the deferred gain in 2026 are 

made immediately after the income is 

recognized. Basis adjustments resulting from 

inclusion events, including redemptions or 
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other reductions in direct tax ownership, 

however, are made immediately prior to the 

inclusion event. Basis adjustments with respect 

to dispositions of QOF investments held at 

least 10 years are made immediately prior to 

the disposition. Any such basis adjustments 

are pushed down to the assets of the QOFB 

that is a partnership.16

The QOF Asset Test 

The QOF statue itself provides that a 

partnership or corporation will be treated as a 

QOF only if at least 90% of its assets are 

invested in qualified opportunity zone 

property on each testing date.17 The April 

2019 proposed regulations provide a relief 

rule under which cash capital contributed to a 

QOF will not be counted against satisfaction 

of the 90% asset test if the capital was 

contributed within the 6 months preceding an 

asset testing date. QOFs can selectively apply 

this rule from testing period to testing period. 

In addition, if a QOF fails the asset test during 

its first year, it will be subject to a penalty but 

will not be disqualified from being treated as a 

QOF.18 The calculation of the amount of the 

penalty remains uncertain. 

The April 2019 regulations provide further 

relief from the 90% asset test for proceeds 

from the disposition of QOF investments. 

Specifically, the regulations provide that 

disposition proceeds will count towards 

satisfaction of this test during the 12-month 

period beginning on the date of such 

disposition, provided the proceeds are held in 

cash or debt instruments with a term of less 

than 18 months.19 The 12-month period may 

be extended for any period during which the 

reinvestment is delayed due to governmental 

action. 

“Substantially All” Requirements 

The QOF statute uses the phrase “substantially 

all” in five places. The statute, however, does 

not define when this standard will be met in 

any of these cases. The October 2018 

proposed regulations provided that a qualified 

opportunity zone business (a “QOZB”) would 

meet the requirement that substantially all of 

its tangible property be owned or leased in 

the qualified opportunity zone if 70% of the 

tangible property was used in the QOZB (the 

“QOZB Asset Test”).20 The April 2019 proposed 

regulations provide guidance on when the 

“substantially all” requirement will be met in 

the other instances in which such requirement 

appears: 

REQUIREMENT STANDARD 

Substantially all of 

the use of tangible 

property be in a 

qualified opportunity 

zone (“QOZ”):21

70% 

Holding period for 

tangible property 

during which the 

property is used as a 

QOZB:22

90% 

Corporation will be 

treated as a QOZB if 

during substantially 

all of the time that 

the taxpayer held the 

stock the corporation 

was engaged in a 

QOZB:23

90% 

Partnership will be 

treated as a QOZB if 

during substantially 

all of the time that 

the taxpayer held the 

partnership interest, 

the partnership was 

engaged in a QOZB:24

90% 



4  Mayer Brown   |   Second Time Around: The IRS Issues More Qualified Opportunity Fund Regulations 

The preamble notes that the combination of 

these rules allows a transaction to qualify as a 

QOF even if as little as 40% of the tangible 

property in the transaction is used in a QOZ. 

Specifically, a QOF may hold 10% of its assets 

in non-qualifying property. A QOZB need hold 

only 70% of its tangible assets in qualified 

opportunity zone property. Qualified 

opportunity zone property must be held for 

use in the QOF for 70% of use. In addition, a 

QOZB need hold the property for 90% of its 

holding period in its QOZB. This yields 40% of 

QOZB use: 90% x 70% x 70% x 90%. 

The Original Use and Substantial 

Improvement Requirement 

A business will not be treated as a QOZB 

unless the “original use” of its tangible 

property commences in the QOZ or the 

property is “substantially improved” by the 

QOZB.25 The April 2019 proposed regulations 

provide guidance on when original use is 

considered to commence. Specifically, 

property will satisfy the original use 

requirement only if it is first placed in service 

in the QOZ.26 Used property, that is, property 

for which another taxpayer previously claimed 

depreciation deductions for use inside of the 

QOZ, cannot meet the original use 

requirement. Conversely, used property that 

has not been used inside a QOZ can meet the 

original use test when used by a QOF.  The 

use of a building or other tangible property 

that has been vacant (unused) for at least five 

(5) years in a QOZB, however, will be 

considered to meet the original use 

requirement. Also importantly, the April 2019 

regulations explicitly state that leasehold 

improvements made by a lessee will be 

considered to meet the original use 

requirement. Land itself is not subject to the 

original use requirement.27

The substantial improvement test requires 

that during any 30-month period, the cost of 

improvements equal the adjusted basis of the 

property at the beginning of the 30-month 

period.28 The proposed regulations state the 

substantial improvement test is conducted on 

an asset-by-asset approach. The application of 

this approach to operating businesses is likely 

to be challenging. The preamble to the 

regulations states, however, that the IRS 

would consider input as to when assets should 

be grouped for purposes of this test. 

The Trade or Business Requirement 

The statute only specifies that the activities 

must constitute a trade or business to be a 

QOZB.29 The April 2019 proposed regulations 

make clear that holding of land for investment 

will not constitute a valid QOZB. The proposed 

regulations also state that the use of land for 

the production of an agricultural crop will not 

be treated as a QOZB. Most likely, this rule is 

intended to curb the benefits of the QOF rules 

to cannabis businesses. 

Rules for Leased Property 

The issue as to the treatment of leased 

property comes up in two contexts. First, there 

is an issue as to whether leased property 

counts towards the requirement that 90% of 

the assets of a QOF be invested in qualified 

opportunity zone property (the “90% QOF 

Asset Test”).30 Second, there is an issue as to 

how leases are accounted for with respect to 

the QOZB Asset Test (i.e., the requirement that 

substantially all of the assets of a QOZB be 

qualified opportunity zone property).31 The 

April 2019 proposed regulations provide 

several rules for determining when and how 

leased property will be taken into account 

under these provisions. 

First, leased property will count towards 

satisfaction of the 90% QOF Asset Test and 

QOZB Asset Test only if the lease is entered 

into after December 31, 2017. Second, 

substantially all of the use of the leased 

tangible property, that is, at least 70% of the 
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use, must be in a QOZ. In other words, leased 

property is included in both the numerator 

and denominator of these fractions. Thus, 

start-up businesses that lease office space in 

QOZs are more likely to be able to satisfy the 

90% QOF Asset Test and the QZOB Asset Test. 

In contrast to the rule for purchased property, 

however, the original use of the leased 

property need not originate in the QOZ nor 

must the leased property satisfy the 

substantial improvement test, but the lease 

must be entered into after December 31, 

2017.32 Although the proposed regulations do 

not prohibit leases with related parties, related 

party lease prepayments must be limited to 12 

months or less. If the QOZB has a related 

party lease over personal property, such lease 

will not be qualified opportunity zone 

property unless the lessee also becomes the 

owner of tangible property that has a value 

that is not less than the value of the leased 

personal property. The April 2019 proposed 

regulations do, however, require that a related 

party lease be a “market rate lease,” that is, 

the lease terms must be on arm’s length.33 The 

proposed regulations also contain an anti-

abuse rule that prevents real property leases 

from being treated as qualified opportunity 

zone property if, at the inception of the lease, 

there was a plan, intent or expectation that 

the lessee would acquire the property for an 

amount that is less than the fair market value 

of the property at the time of any such sale.34

The April 2019 proposed regulations contain 

rules for the valuation of leased tangible 

property. The leased property must be valued 

annually under one of two methods.35 The 

chosen method applies to all leased property 

held in that year. The taxpayer may use the 

value shown on an applicable financial 

statement, provided that statement is 

prepared in accordance with US generally 

accepted accounting principles (“GAAP”). 

Alternatively, a taxpayer may value leased 

property by discounting the rent payments 

using the applicable federal rate. An election 

to use the discounted rent value must be 

made at the time of the lease inception and is 

binding once made. 

The Gross Income Requirement 

A QOZB must derive at least 50% of its gross 

income from the active conduct of trade or 

business within a QOZ (the “50% Gross 

Income Test”).36 The April 2019 regulations 

provide three safe harbors with respect to this 

requirement. First, a QOZB will meet the 50% 

Gross Income Test if at least 50% of the 

services provided by employees and 

independent contractors are performed in the 

QOZ. The preamble notes that service-

intensive businesses can use this safe harbor 

even when their sales occur outside of the 

QOZ. Second, a business will meet the 50% 

Gross Income Test if at least 50% of the 

amount paid for employee and independent 

contractor services are paid for services 

performed within the QOZ. Last, the 50% 

Gross Income Test will be considered satisfied 

if: (i) tangible property of the business within 

the QOZ and (ii) the management or 

operations with the QOZ are necessary to 

generate 50% of the gross income of the 

business. The preamble uses, as an example 

for this third test, a landscaping concern that 

is run from and equipment is stored within a 

QOZ, but whose services are performed 

outside the QOZ. A business that fails the safe 

harbors may still establish that it satisfies the 

50% Gross Income Test based upon relevant 

facts and circumstances. 

If a business uses intangibles, a substantial 

portion of such intangibles must be used in 

the active conduct of the QOZB. The April 

2019 regulations define a “substantial portion” 

as at least 40%. 

The April 2019 regulations define a trade or 

business with reference to activities that give 

rise to trade or business deductions under 
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Code § 162. In addition, the April 2019 

regulations contain a special rule that treats all 

leases of real property as trade or business 

activities but caution that this rule should be 

extended beyond the QOF rules. 

The April 2019 regulations provide additional 

clarity for businesses that hold real property 

straddling both a QOZ and a non-QOZ. 

Specifically, when it is necessary to determine 

whether a QOZ is the location of services, 

tangible property or business functions (such 

as, for example, for purposes of the 50% Gross 

Income Test), all of the business’s property will 

be deemed to be located within a QOZ if two 

requirements are met. First, the amount of real 

property based on square footage located 

within a QOZ must be substantial as 

compared to the amount of real property 

based on square footage located outside of 

the QOZ. Second, the real property outside of 

the QOZ must be contiguous to all or part of 

the real property located inside the QOZ.  

The Working Capital Rule 

The October 2018 proposed regulations 

provided a safe harbor pursuant to which 

working capital would be considered to count 

towards satisfaction of the QOF Asset Test, the 

QOZB Asset Test and not count against the 

requirement that no more than 5% of assets 

be held in financial instruments. Specifically, 

all amounts held as working capital would be 

treated as qualified assets if there is a written 

plan to acquire, construct and/or substantially 

improve tangible property use in the QOZ 

within 31 months.37 The April 2019 regulations 

expand the safe harbor in two ways. First, it is 

extended to include working capital 

accumulated to develop a trade or business. 

Second, the 31-month rule will not be 

considered violated if it is extended due to 

governmental action. In addition, the April 

2019 regulations contain an example that 

makes clear that the 31-month rule is applied 

from the date of each capital contribution to 

the QOF or QOZB. 

Rules for Multi-Asset QOFs 

The April 2019 proposed regulations 

effectively allow a pass-through QOF to invest 

in multiple assets. As discussed above, if a 

taxpayer holds an interest in a QOF for at least 

ten years, such taxpayer can elect to increase 

its basis in the interest in the QOF to the fair 

market value, thus providing a tax-free return 

on the QOF investment. Prior to this new 

guidance, however, it was unclear whether a 

taxpayer could receive a comparable tax 

benefit if a pass-through QOF sells its QOZ 

property after 10 years. This uncertainly led 

many pass-through QOFs to be set up as a 

single asset fund to permit investors in such a 

QOF to exit their investments in an underlying 

QOZ property by way of selling their interests 

in the QOF. 

The April 2019 proposed regulations clarify 

that if a pass-through QOF sells a QOZ 

property, each qualifying investor in the QOF 

can elect to exclude from gross income its 

share of the capital gain on the sale (to the 

extent such gain is separately stated in the 

applicable Schedule K-1), if the sale occurs 

after the investor's 10-year holding period. If a 

taxpayer makes this election, the excluded 

amount of capital gains will increase the 

taxpayer's outside basis in the QOF. Similarly, 

the April 2019 proposed regulations authorize 

a QOF REIT to designate its long-term gains 

on sales of QOZ property as "special capital 

gain dividends" that are not taxable to those 

shareholders holding the REIT shares for at 

least 10 years. It is worth noting that this 

special election does not apply with respect to 

the sale of any non-QOZ property held by a 

QOF. Therefore, there still may be some 

marginal tax benefits for a single asset QOF, if 

such QOF owns a meaningful amount of non-

QOZ property and investors can exit their 
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investments by way of selling their interests in 

the QOF. 

Events That Cause Inclusion of 

Deferred Gain 

The 2019 proposed regulations provide 

guidance on events that will cause an investor 

to recognize all or a portion of their deferred 

gain prior to December 31, 2026 (“inclusion 

events”).38 Subject to certain exceptions, an 

inclusion event generally occurs where a 

taxpayer transfers its interest in a QOF in a 

way that reduces the taxpayer’s equity interest 

in the QOF. The stated aim of these rules is to 

prevent taxpayers from “cashing out” of their 

investment without recognizing as income any 

amount of their deferred gain. The regulations 

provide a nonexclusive list of inclusion events, 

including taxable dispositions of direct or 

indirect QOF interests, transfers by gift of QOF 

investments (e.g., charitable contributions), 

certain distributions in excess of basis from 

QOF partnerships and QOF corporations and 

certain redemptions of stock and liquidating 

distributions from QOF corporations, as well 

certain transactions that are otherwise treated 

as tax-deferred transactions under the Code. 

Neither transfers by reason of death nor 

contributions to grantor trusts generally are 

considered inclusion events under the 

proposed regulations.39

The amount of deferred gain recognized upon 

an inclusion event generally is the lesser of (a) 

the fair market value of the portion of the 

QOF interests sold or (b) a proportionate 

amount of the remaining deferred gain, over 

the taxpayer’s basis for the interest sold. A 

special rule for partnerships requires a 

different calculation based on the percentage 

of the QOF interest disposed of.  

Carried Interest Not Entitled to QOZ 

Benefits 

The treatment of carried interest under the 

QOF rules has been one key area of 

uncertainty for sponsors of QOFs. The 

proposed regulations clarify that the share of 

gain attributable to the service component of 

an interest in a QOF partnership is not eligible 

for the benefits of the QOZ program, even 

though all of the partnership’s assets might 

consist of qualifying QOZ property.40 Thus, if a 

service provider makes a capital investment 

consisting of eligible gain and also receives a 

profits interest in a QOF partnership for the 

performance of services, the investment is 

effectively bifurcated, with only the capital 

portion of the investment being entitled to 

QOZ benefits. Special rules apply in 

calculating the allocation of QOZ benefits 

between the capital interest and the profits 

interest, with the percentage attributable to 

the profits interest being treated as a non-

qualifying investment to the extent of the 

highest percentage interest in residual profits 

the service provider would receive with 

respect to that interest. 

Dispositions of QOZB Investments 

by a QOF 

The April 2019 regulations provide special 

rules for the dispositions of QOZB investments 

by QOFs. Under the proposed regulations, 

gain is recognized with respect to such 

dispositions. Deferred gain of an investor in 

the QOF is not triggered however, provided 

that the disposition proceeds are reinvested 

within 12 months.  
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Consolidated Return Guidance 

The April 2019 proposed regulations provide 

that a QOF organized as a corporation cannot 

be a member of an affiliated group of 

corporations filing a consolidated federal 

income tax return, but can be the common 

parent of an affiliated group. In addition, if a 

member of an affiliated group filing a 

consolidated return has gain that it desires to 

be deferred through a QOF investment, that 

member must make the investment into the 

QOF. The April 2019 proposed regulations 

also contain technical rules of application for 

members of affiliated groups filing 

consolidated returns that make QOF 

investments. These rules include tiering up 

adjustments for basis increases in QOFs and 

attribute reduction rules for stock dispositions. 

Broad Anti-Abuse Rule  

Using the broad authority granted to the IRS 

in the statute itself, the April 2019 proposed 

regulations provide that if a significant 

purpose of a transaction is to achieve results 

that are inconsistent with the purposes of the 

QOZ program, the IRS can recast a transaction 

(or series of transactions) to achieve 

appropriate tax results. All facts and 

circumstances will be considered when 

1 Our apologies to Sammy Cahn and Jimmy Van Heusen for 

mauling the lyrics to their fine song, “The Second Time 

Around” (1960). 

2 REG-120186-18 (April 2019). 

3 REG-115420-18 (October 2018). For our coverage of the 

October 2018 proposed regulations, see 

https://www.mayerbrown.com/en/perspectives-

events/publications/2018/10/just-released-irs-qualified-

opportunity-fund-guida

4 The operation of the QOF rules are explained in an earlier 

Legal Update: https://www.mayerbrown.com/ 

en/perspectives-events/publications/2018/08/gain-

deferral-using-qualified-opportunity-zone-inv

determining whether a tax result is 

inconsistent with the QOZ rules. Specific areas 

of concern highlighted throughout the 

preamble include speculative “land banking” 

by QOFs or QOZBs, inappropriate use of the 

special election by partnerships with regard to 

asset sales and the proposed safe harbors for 

the 50% Gross Income Test. The IRS signaled 

that additional anti-abuse rules may be 

forthcoming. 
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March 27, 2019 

SEC Adopts Rules to Modernize and Simplify Disclosure 

On March 20, 2019, the US Securities and 
Exchange Commission (SEC) adopted 
amendments intended to modernize and 
simplify certain disclosure requirements of 
Regulation S-K and related rules and forms.1  
The amendments represent the next step in a 
series the SEC has taken to update and 
modernize the disclosure requirements in 
Regulation S-K. For example, in August 2018, 
the SEC adopted disclosure update and 
simplification amendments that became 
effective in November 2018.2  We anticipate 
the SEC will continue to address other pending 
changes to Regulation S-K in the near future. 

The amendments were adopted pursuant to 
the Fixing America’s Surface Transportation 
Act (FAST Act). The FAST Act required the SEC 
to prepare a report on modernizing and 
simplifying the disclosure requirements of 
Regulation S-K and related rules and forms, 
which the SEC Staff completed in November 
2016.3  In October 2017, the SEC issued a 
proposal to implement the recommendations 
in that report. According to the SEC’s 
adopting release, these amendments “are 
intended to improve the quality and 
accessibility of disclosure in filings by 
simplifying and modernizing” SEC 
requirements, consistent with the FAST Act. 

Overview of the Amendments 
The amendments cover many provisions 
within Regulation S-K and affect various forms 
that rely on the integrated disclosure 
requirements of Regulation S-K. The 
amendments are designed to enhance the 
readability and navigability of SEC filings, to 
discourage repetition and disclosure of 
immaterial information and to reduce the 
burdens on registrants, all while still providing 
material information to investors. Many of the 
amendments are technical in nature. Some 
amendments eliminate redundant or obsolete 
requirements or streamline the applicable 
rules. For consistency, parallel amendments 
have been adopted to rules other than 
Regulation S-K, as well as to forms for 
registration statements and reports. Some 
amendments are designed to streamline or 
otherwise improve disclosure requirements, 
while others update rules to reflect 
developments since their adoption or last 
amendment. In some cases, the amendments 
require additional disclosure or use of 
technology. This Legal Update discusses 
highlights of the amendments. 

MD&A. The pre-amendment instructions for 
management’s discussion and analysis of 
financial condition and results of operations 



 

2  Mayer Brown   |   SEC Adopts Rules to Modernize and Simplify Disclosure 

(MD&A), set forth in Item 303(a) of Regulation 
S-K, generally specify that discussion of the 
three-year period covered by the financial 
statements shall either use year-to-year 
comparisons or other formats that, in the 
registrant’s judgment, would enhance a 
reader’s understanding of a company’s 
financial condition, changes in financial 
condition and results of operations. These 
instructions also state that where trend 
information is relevant, reference to five-year 
selected data may be necessary. 

The amendments eliminate the reference to 
year-to-year comparisons in the instructions 
to Item 303(a). The revised instructions 
provide that a registrant may use any 
presentation that in its judgment enhances a 
reader’s understanding of the registrant’s 
financial condition, changes in financial 
condition and results of operations, but does 
not suggest that any one mode of 
presentation is preferable to another. The 
amendments to the Item 303(a) instructions 
also eliminate the need to discuss the earliest 
year in certain circumstances if financial 
statements included in a filing cover three 
years. As amended, the discussion of the 
earliest year is not required in MD&A if 
discussion was already included in the 
registrant’s prior filings on the SEC’s Electronic 
Data Gathering and Retrieval (EDGAR) system, 
provided that the registrant identifies the 
location in the prior filing where the omitted 
discussion may be found. 

The elimination of the earliest (i.e., the third) 
year discussion in the MD&A does not impact 
smaller reporting companies (SRCs) or 
emerging growth companies (EGCs). The 
amendments do not change the existing rule 
allowing SRCs to limit their MD&A to the two-
year period covered by their financial 
statements. Nor does it change the ability of 
EGCs to limit their MD&A to audited periods 
presented in the financial statements when the 

EGCs provided two years of audited financial 
statements in an initial public offering. 

The MD&A amendments eliminate the 
reference to discussion of the five-year 
selected financial data being needed when 
trend information is important. Trend 
information is already required for a number 
of parts of MD&A, including liquidity and 
capital resources and results of operations. 
Eliminating the requirement to also show five 
years of selected financial information was 
intended to eliminate duplication and focus 
companies on providing the trend disclosure 
in the MD&A. 

The amendments make conforming changes 
to the MD&A requirements for foreign private 
issuers contained in the instructions to Item 5 
(Operating and Financial Review) of Form 20-F. 
However, because the MD&A contained in 
Form 40-F, which is used by Canadian issuers, 
is prepared in accordance with applicable 
Canadian requirements, there are no 
corresponding revisions to that form. 

Confidential Portions of Exhibits. The SEC 
made several changes to Item 601 of 
Regulation S-K relating to confidential 
information contained in exhibits that are 
designed to streamline the confidential 
treatment process. The amendments revise 
Item 601(b)(10) to permit registrants to omit 
confidential information from material 
contracts filed as exhibits without submitting a 
confidential treatment request (CTR) to the 
SEC if such information is both not material 
and would likely cause competitive harm if 
disclosed. A similar amendment was made to 
Item 601(b)(2) to allow redaction of immaterial 
provisions or terms in agreements relating to 
acquisitions, reorganizations, arrangements, 
liquidations or successions that would likely 
cause competitive harm if publicly disclosed. 
The SEC also expanded this type of redaction 
to certain exhibit-related requirements in 
specified disclosure forms for which Item 
601(b)(10) does not apply, such as Form 20-F. 
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In addition, the amendments also made 
conforming changes to Item 1.01 of Form 8-K 
with respect to material contracts filed with 
that form. 

When relying on these provisions, 
registrants must: 

• limit the redacted information to no more 
than necessary to prevent competitive harm;  

• mark the exhibit index to indicate that 
portions have been omitted;  

• include a prominent statement on the first 
page of each redacted exhibit indicating that 
information in the marked sections of the 
exhibit has been omitted because it is both 
not material and would likely cause 
competitive harm to the company if publicly 
disclosed; and 

• indicate with brackets where the 
information has been omitted from the filed 
version of the exhibit.  

In addition, upon request of the SEC Staff, 
registrants are required to provide supplemental 
materials to the SEC Staff, including both an 
unredacted paper copy of the exhibit in question 
and an analysis of why the redacted information 
satisfies the test for non-disclosure. Companies 
would be able to continue to use Rule 83 to 
request confidential treatment of supplemental 
information provided to the SEC Staff.  

If a company has a CTR pending on the effective 
date for the amended rules covering redaction 
of confidential information in material contracts, 
it may, but is not required to, withdraw its 
application. The adopting release advises 
companies that opt to withdraw a pending 
request in such circumstances to refile redacted 
exhibits in accordance with the amendments. 

In addition, the SEC added a new paragraph 
(a)(5) of Item 601 of Regulation S-K to allow 
registrants to omit entire schedules and similar 
attachments to exhibits unless they contain 
material information that is not otherwise 
disclosed in the exhibit or the disclosure 

document. A list briefly identifying the contents 
of omitted schedules must be contained in the 
exhibit and any omitted schedule would need to 
be submitted to the SEC Staff on a supplemental 
basis upon request. The existing provision 
contained in Item 601(b)(2) of Regulation S-K, 
which permitted only the omission of schedules 
and attachments relating to plans of acquisition, 
reorganization, arrangement, liquidation or 
succession, was deleted since the new paragraph 
(a)(5) now covers all exhibits filed under Item 
601. 

The SEC also added a new paragraph (a)(6) of 
Item 601 of Regulation S-K that allows 
registrants to omit personally identifiable 
information from exhibits without submitting a 
CTR. 

Other Exhibit Amendments. Prior to the 
amendments, Item 601(b)(10) of Regulation S-K 
required material contracts to be filed not only 
when the contract must be performed in whole 
or in part at or after the filing of the registration 
statement or report but also when the contract 
was entered into not more than two years 
before the filing. The amendments eliminate the 
two-year look-back for material contracts for all 
but newly reporting registrants. Investors will 
continue to have access to previously filed 
material contracts through EDGAR. 

Item 601(b)(4)(vi) of Regulation S-K, setting 
forth exhibit requirements for instruments 
defining the rights of security holders, was 
amended to require registrants to provide an 
additional exhibit to Form 10-K containing the 
description required by Items 202(a)-(d) and (f) 
of Regulation S-K for each class of their 
securities that is registered under Section 12 of 
the Securities Exchange Act of 1934, as 
amended (Exchange Act). Previously, a 
description of securities had been required by 
Item 202 in registration statements, but not in 
Form 10-K or Form 10-Q. The new requirement 
does not change existing disclosure obligations 
under Form 8-K or Schedule 14A, which require 
registrants to disclose certain modifications to 
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the rights of their security holders and 
amendments to their charter or bylaws, or the 
current requirement to file a complete copy of 
the amended charter or bylaws.  

The amendments make conforming changes to 
the exhibit requirements for foreign private 
issuers in Form 20-F, which continues a long-
standing attempt to conform the exhibit 
requirements for Form 20-F with the exhibit 
requirements for registration statements filed by 
domestic issuers. However, the SEC did not 
make similar changes to Form 40-F. 

Property. The SEC has amended Item 102 of 
Regulation S-K to emphasize materiality by 
requiring disclosure of principal physical 
properties to the extent material to the 
registrant. These disclosures may be provided 
on a collective basis if appropriate. However, the 
amendments do not modify instructions to Item 
102 that are specific to the oil and gas industry. 

Section 16 Disclosure. The amendments revise 
Item 405 of Regulation S-K to clarify that 
registrants may rely on Section 16 reports filed 
on EDGAR (as opposed to copies furnished to 
the registrant) to determine if there are any late 
filings. Also, the heading for such disclosure is 
changed to “Delinquent Section 16(a) Reports” 
instead of “Section 16(a) Beneficial Ownership 
Reporting Compliance.” An instruction 
encourages this caption to be excluded if there 
are no delinquencies to report. The 
amendments also eliminate the checkbox on the 
cover page of Form 10-K relating to late Section 
16 filing disclosure. 

Executive Officer Disclosure. The 
instructions to Item 401 of Regulation S-K 
have been revised to clarify that registrants do 
not need to duplicate executive officer 
disclosure under such item in their proxy 
statements if they have already provided it in 
Part I of their Form 10-K. The prior location of 
the applicable instruction in Item 401(b) 
created uncertainty as to whether it covered 
those executive officers disclosures required 

by the other paragraphs of Item 401. To 
reflect a “plain English” approach, the 
amendments change the caption for such 
disclosure to “Information about our  
Executive Officers.” 

Registration Statement/Prospectus 
Requirements. The amendments modify Item 
501 of Regulation S-K so that if the offering 
price will be determined by a particular 
method or formula, the description of the 
method or formula may be omitted from the 
prospectus cover page and be more fully 
explained in the prospectus. This disclosure 
requires a cross-reference to the offering price 
method or formula disclosure, including a 
page number that is highlighted by prominent 
type or in another manner. 

Item 501 of Regulation S-K was amended to 
require the cover page of a prospectus to 
disclose the principal US markets for the 
securities being offered and their 
corresponding trading symbols rather than 
limiting such information to listings on a 
national securities exchange. The amendments 
limit disclosure relating to markets that are 
not national securities exchanges to those 
principal US markets where the registrant, 
through the engagement of a registered 
broker-dealer, had achieved quotation. 

The amendments also permit registrants to 
exclude the portion of the “Subject to 
Completion” legend relating to state law if the 
offering is not prohibited by state blue sky law.  

Risk Factors. The SEC’s risk factor disclosure 
amendments reflect regulatory streamlining 
rather than any change in the principles-based 
requirement of risk factor disclosure. The 
amendments move the requirements for risk 
factor disclosure out of Item 503 of Regulation 
S-K into a new Item 105. The SEC eliminated 
the specific examples of risk factors from 
Regulation S-K to encourage registrants to 
focus on their own risk identification process. 
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Incorporation by Reference. Rule 12b-23(b) 
under the Exchange Act, which addresses 
incorporation by reference, has been 
amended to prohibit financial statements from 
incorporating by reference, or cross-
referencing, information that is contained 
outside of the financial statements unless 
otherwise specifically permitted or required by 
the SEC’s rules, US generally accepted 
accounting principles (US GAAP) or 
International Financial Reporting Standards, 
whichever is applicable. According to the SEC, 
such incorporation by reference from outside 
the financial statements can raise questions as 
to the scope of an auditor’s responsibilities. 
On the other hand, the SEC did not change 
the ability of registrants to cross-reference to 
or incorporate information from the financial 
statements to satisfy the narrative disclosure 
requirements of Regulation S-K.  

The amendments eliminate provisions in Rule 
12b-23 under the Exchange Act and Rule 411 
of the Securities Act of 1933, as amended, 
that had required information incorporated 
by reference to have been filed as an exhibit, 
with limited exceptions. In addition, the 
amendments eliminate the requirement 
previously contained in Item 10(d) of 
Regulation S-K that generally prohibits 
registrants from incorporating documents by 
reference that have been on file with the SEC 
for more than five years. 

Additional Hyperlinks. Some of the 
disclosure modernization and simplification 
amendments require incorporation of 
technology developments. For example, the 
SEC already requires that the exhibit index 
of specified SEC filings be hyperlinked to the 
location of the relevant exhibit on EDGAR. 
The amendments expand the use of 
hyperlinking by requiring registrants to 
provide hyperlinks to information that is 
incorporated by reference, whether or not 
the information is in a document filed as an 
exhibit, if that information is available on 

EDGAR. Unlike the exhibit hyperlink 
requirement, a registrant is not required to 
correct inaccurate hyperlinks in an effective 
registration statement by including a 
corrected hyperlink in a subsequent periodic 
report or post-effective amendment. 

Exchange Act Filings. To further enhance 
investors’ ability to use interactive data, the 
amendments provide that information on the 
cover pages of Forms 10-K, 10-Q, 8-K, 20-F 
and 40-F will be required to be tagged in 
Inline XBRL, HTML format with embedded 
XBRL data, subject to a transition period 
described below. The Inline XBRL requirement 
is similar to a recent SEC rule change requiring 
Inline XBRL for operating company financial 
statements. In addition, the amendments 
require the cover pages of Forms 10-K, 10-Q, 
8-K, 20-F and 40-F to include the trading 
symbol for each class of the registrant’s 
registered securities. 

Updating Regulation S-K. The amendments 
eliminate a reference to an outdated auditing 
standard contained in Item 407(d) of 
Regulation S-K relating to audit committee 
discussions with independent auditors, 
replacing it with a general reference to the 
applicable requirements of the Public 
Company Accounting Oversight Board. The 
amendments also update Item 407(e) to 
specifically exclude EGCs from the 
requirement to provide a compensation 
committee report because they are not 
required to provide a compensation 
discussion and analysis. In addition, the SEC 
eliminated certain obsolete undertakings 
contained in Item 512 of Regulation S-K. 

Effective Date 
Most of the amendments will be effective 30 
days following publication of the adopting 
release in the Federal Register. However, the 
amendments relating to the redaction of 
confidential information in certain exhibits will 



 

6  Mayer Brown   |   SEC Adopts Rules to Modernize and Simplify Disclosure 

become effective upon publication in the 
Federal Register.  

The requirements to tag data on the cover 
pages of certain filings are subject to a three-
year phase-in. Large accelerated filers that 
prepare their financial statements in 
accordance with US GAAP will need to comply 
with this tagging requirement in reports for 
fiscal periods ending on or after June 15, 2019. 
Accelerated filers that prepare their financial 
statements in accordance with US GAAP will 
need to comply with this requirement for 
reports for fiscal periods ending on or after 
June 15, 2020. All other filers will need to 
comply for reports for fiscal periods ending on 
or after June 15, 2021. 

All investment company registration statement 
and Form N-CSR filings made on or after April 
1, 2020 must be made in HTML format and 
comply with the rule and form amendments 
pertaining to the use of hyperlinks. 

Practical Considerations 
As of the date of this Legal Update, the 
amendments have not yet been published in 
the Federal Register. Accordingly, it is not yet 
known whether the amendments will be in 
effect for upcoming SEC filings, including 
quarterly reports on Form 10-Q that 
calendar-year companies will be filing by 
mid-May 2019. However, the amendments to 
Regulation S-K and related rules and forms 
have been adopted, so they will come into 
effect in the near future. Therefore, 
companies should review the rule changes 
now and consider how they will impact their 
disclosure, regardless of whether the 
compliance date affects their next SEC filing 
or a subsequent one. 

Some of the amendments are designed to 
encourage companies to take a “fresh look” 
at prior year disclosures and to focus on 
materiality. Companies should review their 
applicable disclosure controls and 

procedures in light of the amendments. This 
is particularly true for the changes to MD&A 
and risk factor disclosure rules. 

The amendments did not modify the executive 
compensation disclosure requirements 
contained in Item 402 of Regulation S-K, which 
were the subject of a separate SEC comment 
request. The amendments did move 
Instruction 3 to Item 401(b) to make it a 
general instruction to Item 401 in order to 
clarify that disclosure about an issuer’s 
executive officers need not be duplicated in 
proxy statements if provided in Part 1 of Form 
10-K.  

Companies will need to include a new exhibit 
for their Form 10-K to provide a brief 
description of each class of their capital stock, 
debt securities, warrants, rights, American 
Depositary Receipts or other securities 
registered under the Exchange Act. While this 
information should already be available in 
other forms, for example, in a registration 
statement, companies should review that 
disclosure to determine if any information 
needs to be updated for their Form 10-K 
exhibit. Calendar-year companies may have 
plenty of time to assess the readiness of their 
prior disclosures for this new exhibit, but some 
non-calendar year companies may need to do 
this sooner. For issuers with many series of 
listed debt securities, these disclosures may be 
extensive. In future years, if any changes are 
made to the rights and privileges of a 
registrant’s securities, whether material or 
non-material, new Item 601(b)(4)(vi) will 
require the registrant to update the 
description of its securities for its next Form 
10-K exhibit. 

As a reminder, in August 2018 the SEC adopted 
disclosure update and simplification 
amendments that became effective on 
November 5, 2018, which was around the time 
that many companies were preparing quarterly 
reports on Form 10-Q. Those amendments 
contained a new requirement to present the 
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changes in shareholders’ equity in the interim 
financial statements (either in a separate 
statement or footnote) in Form 10-Q. Because 
of the proximity of the effectiveness of those 
amendments to a Form 10-Q filing date, the SEC 
Staff issued temporary transitional relief from 
complying with that new requirement. 
Compliance and Disclosure Interpretation 
105.09 stated that the staff would not object if a 
filer’s first presentation of the changes in 
shareholders’ equity is included in its Form 10-Q 
for the quarter that begins after November 5, 
2018. Companies that have relied on this 
guidance need to be sure to include changes in 
shareholder’s equity in their upcoming reports 
on Form 10-Q. 

Although the SEC encourages issuers to delete 
the caption for Section 16 delinquencies if 
there are none to be reported in a given year, 
registrants should consider whether this 
deletion may lead to inadvertent omissions of 
required disclosures in subsequent years. 

Endnotes 
1   Available at https://www.sec.gov/rules/final/2019/33-

10618.pdf. 
2  For further information see our Legal Update “Capital 

Markets Implications of Amendments to Simplify and 
Update SEC Disclosure Rules,” dated August 29, 2018, 
available at https://www.mayerbrown.com/-
/media/files/perspectives-
events/publications/2018/08/capital-markets-implications-
of-amendments-to-
simp/files/updatecapitalmarketsimplicationsofamendments
tosimp/fileattachment/updatecapitalmarketsimplicationsof
amendmentstosimp.pdf and our Legal Update “Form 10-Q 
Guidance on SEC’s Disclosure Update and Simplification 
Amendments," dated September 27, 2018, available at 
https://www.mayerbrown.com/en/perspectives-
events/publications/2018/09/form-10q-guidance-on-secs-
disclosure-update-and-si. 

3  See Report on Modernization and Simplification of 
Regulation S-K (Nov. 23, 2016), available at 
https://www.sec.gov/reportspubs/sec-fast-act-report-
2016.pdf. 
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January 8, 2019

SEC Is Serious About “Equal Prominence” Rule in 
Presentation of Non-GAAP Financial Measures in  
Earnings Releases 

The US Securities and Exchange Commission 

(SEC) recently gave a strong reminder of the 

importance of providing equal or greater 

prominence to the most directly comparable 

financial measures calculated and presented in 

accordance with Generally Accepted Accounting 

Principles (GAAP) in disclosures containing non-

GAAP financial measures. On December 26, 

2018, the SEC issued a cease and desist 

order and imposed a $100,000 civil penalty on a 

company for including non-GAAP financial 

measures (such as adjusted EBITDA, adjusted net 

income and free cash flow before special items) 

in two earnings releases without giving equal or 

greater prominence to the most directly 

comparable GAAP financial measures. 

The SEC’s order specifically noted that the 

earnings releases’ headlines presented a non-

GAAP financial measure without mentioning the 

comparable GAAP financial measure. Its order 

also pointed out that the bullet points in the 

highlights section on the first page of one of the 

earnings releases contained non-GAAP financial 

measures but did not include the comparable 

GAAP financial measures. According to the SEC 

order, although the comparable GAAP financial 

measures were contained later in the body of 

the earnings release, the failure to include them 

in the headlines and the highlights that 

contained the non-GAAP financial measures 

constituted a violation of the Securities 

Exchange Act of 1934 and the applicable rules 

thereunder. 

Item 10(e)(1)(i)(A) of Regulation S-K requires that 

a presentation in an SEC filing of a non-GAAP 

financial measure must be accompanied, with 

equal or greater prominence, by the most 

directly comparable GAAP financial measure. 

Since an earnings press release is included in a 

filing with the SEC, the earnings press release is 

subject to this requirement, as Instruction 2 to 

Item 2.02 of Form 8-K makes clear. 

The staff of the SEC’s Division of Corporation 

Finance (Staff) provided guidance on the use of 

non-GAAP financial measures in May 2016 by 

issuing and revising a dozen Compliance and 

Disclosure Interpretations (C&DIs) on non-GAAP 

financial measures. While indicating that facts 

and circumstances determine whether a non-

GAAP financial measure is presented more 

prominently than the comparable GAAP financial 

measure, C&DI 102.10 identified several types of 
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presentations for which the Staff would consider 

the non-GAAP disclosures to be impermissibly 

prominent. Among those specified examples are 

the following: 

 Omitting comparable GAAP measures 

from an earnings release headline or 

caption that includes non-GAAP measures; 

 Presenting a non-GAAP measure using a 

style of presentation (e.g., bold, larger 

font) that emphasizes the non-GAAP 

measure over the comparable GAAP 

measure; 

 Including a non-GAAP measure that 

precedes the most directly comparable 

GAAP measure (including in an earnings 

release headline or caption); 

 Describing a non-GAAP measure as, for 

example, “record performance” or 

“exceptional” without at least an equally 

prominent descriptive characterization of 

the comparable GAAP measure; and 

 Providing discussion and analysis of a 

non-GAAP measure without a similar 

discussion and analysis of the comparable 

GAAP measure in a location with equal or 

greater prominence. 

For more information on the non-GAAP C&DIs, 

see our Legal Update “SEC Provides Guidance on 

Non-GAAP Financial Measures,” dated May 26, 

2016. 

Since issuing the May 2016 C&DIs on non-GAAP 

financial measures, the Staff has continued to 

closely review presentations filed and furnished 

to the SEC for compliance with the disclosure 

requirements for use of non-GAAP financial 

measures, issuing numerous comment letters. 

Many of the Staff’s comments have been 

directed at the requirements for presenting the 

most directly comparable GAAP financial 

measure with equal or greater prominence. 

The recent cease and desist order serves as a 

warning that failure to heed the SEC’s guidance 

on the presentation of non-GAAP financial 

measures can have consequences far more 

serious than responding to a comment letter. In 

particular, companies must give equal or greater 

prominence to comparable GAAP financial 

measures when presenting non-GAAP financial 

measures in an SEC filing—including in earnings 

release headlines and bullet point highlights. In 

light of the SEC’s order, companies should take 

the time to carefully review any upcoming 

presentations containing non-GAAP financial 

measures for compliance with applicable SEC 

rules and guidance in this area.  

For more information, please contact any of the 

following lawyers. 

Laura D. Richman  
lrichman@mayerbrown.com
+1 312 701 7304 

David S. Bakst 
dbakst@mayerbrown.com
+1 212 506 2551

John P. Berkery 
jberkery@mayerbrown.com
+1 212 506 2552

Edward S. Best 
ebest@mayerbrown.com
+1 312 701 7100

Jennifer J. Carlson  
jennifer.carlson@mayerbrown.com
+1 650 331 2065

Robert F. Gray, Jr.  
rgray@mayerbrown.com
+1 713 238 2600

Lawrence R. Hamilton  
lhamilton@mayerbrown.com
+1 312 701 7055

William T. Heller IV  
wheller@mayerbrown.com
+1 713 238 2684

Michael L. Hermsen 
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+1 312 701 7960



 

April 3, 2019 

Follow-Up on Regulation S-K Modernization and 
Simplification 

As described in our Legal Update “SEC Adopts 
Rules to Modernize and Simplify Disclosure,” 
dated March 27, 2019,1 the US Securities and 
Exchange Commission (SEC) adopted 
amendments intended to modernize and 
simplify certain disclosure requirements of 
Regulation S-K and related rules and forms.2  
The SEC’s adopting release was published in 
the Federal Register on April 2, 2019. As a 
result, the amendments to the rules governing 
redaction of confidential information in 
material contracts became effective on that 
date. Most of the remaining amendments will 
become effective on May 2, 2019.  

In addition, on April 1, 2019, the staff of the 
SEC’s Division of Corporation Finance (Staff) 
announced guidance with respect to the new 
rules and procedures for the filing of exhibits 
containing immaterial, competitively harmful 
information.3 

The amendments to Item 601(b) of Regulation 
S-K require companies to identify the location 
of information that has been omitted from an 
exhibit by doing the following: 

• Marking the exhibit index to indicate that 
portions of the exhibit or exhibits have been 
omitted, 

• Including a prominent statement on the first 
page of a redacted exhibit that certain 
identified information has been excluded 
because it both (i) is not material and (ii) 
would be competitively harmful if publicly 
disclosed, and 

• Indicating through the use of brackets 
where information has been omitted from 
the filed version. 

The Staff indicated that it will be reviewing 
filings for compliance with the new rules. If the 
review is also being made in connection with a 
review of the related filing, the Staff will 
separate requests for supplemental 
information related to redacted exhibits from 
its regular filing review comments. Companies 
should respond separately to any requests for 
supplemental information with respect to 
compliance with the new rules regarding 
redacted exhibits. 

In the guidance, the Staff indicated it will 
initiate a redacted exhibit review request by a 
letter requesting a paper copy of the 
complete exhibit that is marked to highlight 
the redacted information. After the Staff 
reviews the unredacted materials, it may ask 
for further substantiation of the redaction 
decisions. If the Staff has questions regarding 
potential immateriality or competitive harm, it 
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will communicate those comments to the 
company separately from comments on the 
associated filing. The Staff will also send the 
company a letter confirming when its 
compliance review of redacted exhibits is 
complete. 

With respect to registration statements filed 
under the Securities Act of 1933, as amended, 
companies should resolve questions relating 
to redacted exhibits before submitting a 
request for acceleration of the effective date. 

In terms of what is made public about the 
exhibit-redaction review process, the Staff’s 
initial request for an unredacted exhibit and 
the closing of review letter will be publicly 
posted on EDGAR. However, to avoid public 
disclosure of competitively harmful 
information, neither the Staff’s comments 
regarding redacted exhibits nor company 
responses to those comments will be posted 
publicly.  

Companies are permitted to request 
confidential treatment of supplemental 
materials while they are in the SEC’s 
possession pursuant to Rule 83. The Staff will 
provide specific delivery instructions for 
supplemental material when requesting 
unredacted exhibits.  

The new rules did not change the rules for 
new or pending confidential treatment 
requests (CTR), which can continue to be 
made and will continue to be processed. 
Orders granting confidential treatment that 
are still in effect will remain in effect until the 
date stated in the order. Companies have the 
option to withdraw a pending CTR in favor of 
reliance on the new rules for exhibit redaction. 
The Staff has stated that in such situations a 
company must amend its filing to conform to 
the new rule requirements. 

Practical Considerations 
Given how quickly the new requirements come into 
effect, companies should be reviewing the 
amendments to Regulation S-K and related forms as 
soon as possible—especially if they will be filing 
reports or registration statements with the SEC in 
May—to determine the extent to which the rule 
changes impact their upcoming filings. 

To maintain confidentiality, companies that 
receive a request from the Staff for copies of 
complete exhibits or other supplemental 
material relating to unredacted exhibits 
should follow the specific delivery instructions 
that the Staff will provide when requesting 
such material. Companies should not deviate 
from the specialized delivery instructions for 
such material by sending them directly to the 
Staff member who made the request. 

 

For more information about the topics raised in this 
Legal Update, please contact the author, Laura D. 
Richman, any of the following lawyers or any other 
member of our Corporate & Securities practice. 

Laura D. Richman 
+1 312 701 7304 
lrichman@mayerbrown.com 

David S. Bakst 
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dbakst@mayerbrown.com 

Paul C. de Bernier 
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1 Available at https://www.mayerbrown.com/-
/media/files/perspectives-
events/publications/2019/03/skmodernizationadopted.pdf. 

2 Available at https://www.sec.gov/rules/final/2019/33-
10618.pdf. 

3 Available at 
https://www.sec.gov/corpfin/announcement/new-rules-
and-procedures-exhibits-containing-immaterial. 
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Legal Update 

February 21, 2019 

Testing the Waters for All?  Proposed New Rule Would Expand 

Accommodation to All Issuers 

Since the Jumpstart Our Business Startups (JOBS) 

Act was enacted in 2012, emerging growth companies 

(EGCs) have benefited from the opportunity to test 

the waters with investors and gauge interest in a 

potential offering.  Title I of the JOBS Act amended 

Section 5 of the Securities Act of 1933 (the Securities 

Act) in order to provide that certain communications 

made by EGCs or persons acting on their behalf with 

institutional accredited investors and qualified 

institutional buyers (QIBs), either prior to or 

following the filing of a registration statement, would 

not constitute “gun jumping.” 

Now, the US Securities and Exchange Commission 

(Commission) has proposed a new rule1 under the 

Securities Act that would extend the ability to test the 

waters to all issuers.  This has been highly 

anticipated.  In prior sessions of Congress, legislation 

had been proposed to do exactly this.   Although most 

of the issuers that have undertaken IPOs in recent 

years are EGCs and already benefit from the ability to 

communicate with institutional investors, the notion 

of extending this communications safe harbor to 

other issuers has been viewed as providing greater 

flexibility without raising any investor protection 

concerns.  The Commission has proposed Rule 

163B.  The rule would allow all issuers to engage in 

test the waters communications with potential 

investors that are reasonably believed to be 

institutional accredited investors or QIBs either prior 

to or following the date of filing of a registration 

statement relating to the offering.  The proposed rule 

would provide an exemption from the registration 

requirements of Section 5 of the Securities Act.  The 

communications could be oral or written, would not 

be required to be filed with the Commission, and 

would not be required to bear any legends.  Since 

written communications will be permitted, the 

Commission also proposes to amend Rule 405 in 

order to exclude written test the waters 

communications from the definition of “free writing 

prospectus.”   Of course, information shared in any 

test the waters communication must not conflict with 

material information included in the registration 

statement for the offering.  The Commission notes 

that issuers subject to Regulation FD would need to 

consider whether such communications trigger any 

Regulation FD obligations.  Presumably, an issuer 

could obtain a confidentiality undertaking.  This is 

interesting in that a significant percentage of follow-

on offerings are undertaken on a “wall-crossed” or 

confidential basis with investors that have 

undertaken to keep information confidential.  It will 

be interesting to consider whether this will change 

market practice for such transactions. 

The proposed rule would be available to be relied 

upon by reporting and non-reporting companies, and 

also would be available to investment companies, 

such as closed-end funds and business development 

companies.  The legislative proposals that had 

addressed extending the test the waters provisions to 

all issuers had not addressed investment 

companies.  The Commission is required to propose 

amendments to the securities offering and the 

communications rules applicable to business 

development companies and closed-end funds by the 
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spring, so it may have decided to include investment 

companies for that reason. 

The Commission notes that this proposed rule would 

be non-exclusive.  For certain issuers, for example, 

well-known seasoned issuers (WKSIs), other 

communications safe harbors already may be 

available, such as Rule 163.  There are some 

references in the proposing release that suggest the 

Commission may consider further revisions to the 

communications safe harbors, which would be 

welcome given that the last significant changes were 

made in connection with  The Commision’s 2005 

securities offering reform.  Much has changed since. 

The proposed rule is subject to a 60-day comment 

period. 

1 Available at:  https://www.sec.gov/rules/proposed/2019/33-

10607.pdf.  

For more information about the topics raised  

in this Legal Update, please contact any of  

the following lawyers. 
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Laura Richman 

+1 312 701 7304 

lrichman@mayerbrown.com 
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Non-GAAP Financial Measures Used by REITs: Frequent SEC Comments

This note examines some of the issues raised in comment letters issued by the staff of the Securities and Exchange Commission’s
(“SEC”) Division of Corporation Finance (the “Staff”) to real estate investment trusts (“REITs”) regarding their use of financial
measures not presented in accordance with generally accepted accounting principles (“GAAP”) in the United States (“non-GAAP
financial measures”). We provide excerpts from, and links to, representative Staff comment letters. For each comment discussed,
we offer drafting and other suggestions to address these frequent issues. This note is not intended to set forth an exhaustive list of
comments that the Staff can issue relating to a REIT’s use of non-GAAP financial measures. Staff comments can vary widely and
depend on a particular registrant’s business, financial condition and on specific facts and circumstances.

In recent years, the Staff has increased its focus on compliance with the presentation and disclosure requirements for the use of non-
GAAP financial measures. Public companies are prohibited from presenting non-GAAP financial measures in ways that are misleading or
that give them greater prominence than the comparable GAAP measures. These prohibitions apply to both the order of presentation
and the degree of emphasis. In May 2016, the Staff updated its guidance on the use of non-GAAP financial measures and identified
certain uses that the Staff considers misleading or providing undue prominence. This guidance, which has since been further updated,
is available here: www.goo.gl/UiNFsA.

Common SEC Comments

Labeling

While REITs are permitted to present non-GAAP financial measures in their public disclosures in order to enable management to
convey a clearer picture of the REIT’s financial results to investors, the Staff is concerned with non-GAAP financial measures that are
further adjusted from commonly understood non-GAAP financial measures and are referenced with a label that superficially
mischaracterizes the adjusted non-GAAP financial measures. Examples of this type of “mislabeling” comment include:

“Measures calculated differently from EBITDA should not be characterized as EBITDA and their titles should
be distinguished from EBITDA, such as adjusted EBITDA.” (SEC Comment Letter to Camden Property Trust
(June 8, 2016).)

“In arriving at FFO, you start with net income attributable to GGP Inc. and make adjustments for redeemable
non-controlling interests and preferred stock dividends. As a result, it appears FFO and ultimately Company
FFO, are attributable to common shareholders and redeemable non-controlling interest holders. Please clarify
and/or revise the labeling of your non-GAAP financial measures in future filings to adequately reflect what is
being presented.” (SEC Comment Letter to GGP Inc., (March 30, 2017).)

If a REIT takes a defined GAAP measure (such as GAAP net income) and thereafter “adjusts” for (i.e., excludes or includes) one or
more expense or revenue items that are components of that GAAP measure (for instance, excluding an expense identified as “non-
recurring”), then the resulting measure (called “adjusted net income,” for example) is a non-GAAP financial measure. Similarly,
EBITDA (earnings before interest, taxes, depreciation and amortization) is another common and widely used non-GAAP financial
measure. It is a non-GAAP financial measure because the REIT takes GAAP earnings (i.e., net income as presented in the statement
of operations under GAAP) and then adjusts for interest, taxes, depreciation and amortization components (which are elements
derived from GAAP financial presentations) to arrive at a measure (EBITDA) that is not presented in accordance with GAAP.

The Staff generally acknowledges the use and acceptance of GAAP measures that are adjusted in order to present non-GAAP financial
measures, such as EBITDA. However, the Staff is likely to comment if these commonly understood non-GAAP financial measures are
further adjusted by a REIT without providing the investor with prominent disclosure and a clear identification of the adjustment made
to that non-GAAP financial measure. REITs are advised to correctly describe what is being disclosed to investors. The adjustments to a
commonly used non-GAAP financial measure should identify the adjustment in the title of the adjusted measure in order to distinguish
it from other commonly accepted and understood non-GAAP financial measures. An example of this would be:

https://www.sec.gov/Archives/edgar/data/906345/000090634516000055/filename1.htm
https://www.sec.gov/Archives/edgar/data/906345/000090634516000055/filename1.htm
https://www.sec.gov/Archives/edgar/data/1496048/000149604817000025/filename1.htm
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“The Company determines FFO based upon the definition set forth by National Association of Real Estate
Investment Trusts (“NAREIT”). The Company determines FFO to be its share of consolidated net income (loss)
[attributable to common shareholders and redeemable non-controlling common unit holders] computed in
accordance with GAAP, excluding real estate related depreciation and amortization, excluding gains and losses
from extraordinary items, excluding cumulative effects of accounting changes, excluding gains and losses from the
sales of, or any impairment charges related to, previously depreciated operating properties, plus the allocable
portion of FFO of unconsolidated joint ventures based upon the Company’s economic ownership interest, and all
determined on a consistent basis in accordance with GAAP. As with the Company’s presentation of NOI, FFO has
been reflected on a proportionate basis.” (GGP, Inc.).

Adjustments to Core Earnings

Another area of concern for the Staff is ensuring that adjustments to the frequently used non-GAAP financial measure “core
earnings” are prominently explained to REIT investors. REITs often employ core earnings as a non-GAAP financial measure to
characterize their core business and exclude adjustments that are considered by management to constitute non-core expenses or
activities. Core earnings is typically defined as net income (loss) excluding realized and changes in unrealized gains (losses), gains
(losses) on financial derivatives, and any other nonrecurring items of income (loss). Core earnings and similar metrics are typically
useful for mortgage REIT investors because they provide an indication of a mortgage portfolio’s performance based on its effective
net yield.

Recently, the Staff has requested that REITs explain and specify adjustments used to arrive at core earnings in order to clarify the
items that an issuer is designating as non-recurring (and thereby excluded from the core earnings calculation). Examples of this
type of comment include:

“Please revise your disclosure of core earnings in future filings to include all of the disclosures required by Item
10(e) of Regulation S-K. In particular, please include a reconciliation of core earnings that begins with the most
directly comparable GAAP measure. Your revised reconciliation should provide disaggregated disclosure of all the
adjustments necessary to arrive at core earnings from the most directly comparable GAAP measure.” (SEC
Comment Letter to Two Harbors Investment Corp. (March 29, 2018).)

“We note your presentation of core earnings, and the exclusion of non-cash (recovery of) provision for CRE loan
losses. Please tell us your rationale for adjusting to exclude this amount from core earnings given it appears to be
integral to operating your business. Additionally, tell us your basis for excluding incentive management fees, which
are recurring operating expenses paid primarily in cash; refer to Item 10(e)(1)(i)(C) of Regulation S-K and Question
100.01 of the C&DIs on Non-GAAP Financial Measures.” (SEC Comment Letter to Resource Capital Corp. (December
1, 2017).)

“We note that your measure of core earnings generally recognizes income earned from equity method
investments as your initial capital investment amortized over the life of the project using a constant yield. We
further note this methodology differs from the hypothetical liquidation at book value method used to calculate
your share of earnings in your financial statements. Please tell us how you applied the guidance in question 100.04
in the C&DI related to Non-GAAP Financial Measures in determining your adjustments were appropriate.” (SEC
Comment Letter to Hannon Armstrong Sustainable Infrastructure Capital, Inc. (June 26, 2017).)

Typical adjustments to GAAP net income in order to arrive at core earnings include excluding gains or losses on disposals of
investments and termination of interest rate swaps, gains or losses on foreign currency transactions, depreciation and amortization
charges, and acquisition-related expenses. In response to these types of comments, REITs have explained to the Staff the method
used to calculate core earnings and why management believes the particular method or exclusion is appropriate. For example, Two
Harbors responded to the first comment above by including the following reconciliation of core earnings to net income (loss) and
core earnings definition in its subsequent public filings:

Non-GAAP Reconciliation:

Net income (loss) available to common stockholders
Net realized (gain) loss on investments
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Net unrealized (gain) loss on investments
Net realized and unrealized (gain) loss on derivative instruments
Net unrealized (gain) loss on [Federal Home Loan Bank] advances

Core Earnings:

“Core Earnings is a non-U.S. GAAP measure that Two Harbors defines as comprehensive (loss) income attributable
to common stockholders, excluding "realized and unrealized gains and losses" (impairment losses, realized and
unrealized gains and losses on the aggregate portfolio, reserve expense for representation and warranty
obligations on mortgage servicing rights and non-cash compensation expense related to restricted common stock).
As defined, Core Earnings includes interest income or expense and premium income or loss on derivative
instruments and servicing income, net of estimated amortization on mortgage servicing rights. Dollar roll income is
the economic equivalent to holding and financing agency residential mortgage-backed securities using short-term
repurchase agreements. Two Harbors believes the presentation of Core Earnings, including dollar roll income,
provides investors greater transparency into its period-over-period financial performance and facilities
comparisons to peer REITs.”

Question 100.03 of the Staff’s updated Compliance and Disclosure Interpretations (“C&DIs”) provides that a non-GAAP financial
measure that is adjusted only for non-recurring charges and not for non-recurring gains, even if there were non-recurring gains that
occurred during the same period, may violate Rule 100(b) of Regulation G for being misleading. In a number of comments, the Staff
observed that the non-GAAP financial measures employed by REITs appeared to only exclude charges and not gains.

TBA Forward Contracts

The Staff may comment if there is not an enhanced discussion of income generated from to-be-announced (“TBA”) forward
contracts. This particularly is an area where REITs should be mindful to include a detailed discussion. The Staff may ask for more
detail in this section, similar to the following comment:

“Please expand your disclosure in future filings to include an enhanced discussion of TBA dollar roll income. Please
include the following in your revised disclosure: a discussion of why you believe dollar roll income represents the
equivalent of interest income on the underlying security less an implied cost of financing.” (SEC Comment Letter to
Annaly Capital Management, Inc. (April 20, 2017).)

Here, the REIT responded by including a proposed section of its future disclosure that incorporated the changes requested by the
Staff. The new section reads as follows:

“From time to time, we enter into to-be-announced forward contracts (TBAs) as an alternate means of investing in
and financing Agency mortgage-backed securities. A TBA contract is an agreement to purchase or sell, for future
delivery, an Agency mortgage-backed security with a specified issuer, term and coupon. A TBA dollar roll
represents a transaction where TBA contracts with the same terms but different settlement dates are
simultaneously bought and sold. The TBA contract settling in the later month typically prices at a discount to the
earlier month contract with the difference in price commonly referred to as the “drop.” The drop is a reflection of
the expected net interest income from an investment in similar Agency mortgage-backed securities, net of an
implied financing cost, that would be foregone as a result of settling the contract in the later month rather than in
the earlier month. The drop between the current settlement month price and the forward settlement month price
occurs because in the TBA dollar roll market, the party providing the financing is the party that would retain all
principal and interest payments accrued during the financing period. Accordingly, TBA dollar roll income generally
represents the economic equivalent of the net interest income earned on the underlying Agency mortgage-backed
security less an implied financing cost.

TBA dollar roll transactions are accounted for under US GAAP as a series of derivatives transactions. The fair value
of TBA derivatives is based on methods similar to those used to value Agency mortgage-backed securities. The
Company records TBA derivatives at fair value on its Consolidated Statements of Financial Condition and
recognizes periodic changes in fair value as Net gains (losses) on trading assets in the Consolidated Statements of

https://www.sec.gov/Archives/edgar/data/1043219/000115752317001095/filename1.htm
https://www.sec.gov/Archives/edgar/data/1043219/000115752317001095/filename1.htm
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Comprehensive Income (Loss), which includes both unrealized and realized gains and losses on derivatives
(excluding interest rate swaps).

TBA dollar roll income is calculated as the difference in price between two TBA contracts with the same terms but
different settlement dates multiplied by the notional amount of the TBA contract. Although accounted for as
derivatives, TBA dollar rolls capture the economic equivalent of net interest income, or carry, on the underlying Agency
mortgage-backed security (interest income less an implied cost of financing). TBA dollar roll income is reported as a
component of Net gains (losses) on trading assets in the Consolidated Statements of Comprehensive Income (Loss).”

The Staff was satisfied with the detailed response provided above.

Undue Prominence

Undue prominence is another area of Staff focus. In particular, locating a non-GAAP financial measure in front of a GAAP financial
measure is likely to generate a Staff comment. For example, the Staff has issued the following comments:

“You discuss funds from operations and company-defined funds from operations before you discuss your financial
information prepared in conformity with U.S. GAAP. This presentation appears to put greater prominence on your
non-GAAP measures, which is inconsistent with Question 102.10 from the updated Compliance and Disclosure
Interpretations issued on May 17, 2016. Please review this guidance when preparing your future periodic filings.”
(SEC Comment Letter to Black Creek Diversified Property Fund Inc. (January 13, 2017).)

“You disclose the non-GAAP financial measure funds from operations with greater prominence than financial
information prepared in conformity with U.S. GAAP, which is inconsistent with Question 102.10 from the updated
Compliance and Disclosure Intrepretations issued on May 17, 2016. Please review this guidance when preparing
your future periodic filings.” (SEC Comment Letter to CIM Commercial Trust Corp. (September 12, 2016).)

Because these types of comments are strictly about ordering or presentation of information, most REITs simply agree to relocate the
non-GAAP financial measure as requested by the Staff in future filings. By ensuring that GAAP financial measures are placed before,
and given greater prominence than, non-GAAP financial measures, REITs can avoid this type of comment.

Usefulness of the Metric

The Staff will also ask how non-GAAP financial measures are used and how useful these are to investors. This information will help
the Staff decide whether the measure serves a useful purpose. An example of this type of comment includes:

“Please expand your disclosure to provide a more detailed discussion of the reasons why management believes
the measures of FFO as adjusted and FAD are useful non-GAAP measures for investors.” (SEC Comment Letter to
HCP, Inc. (September 27, 2016).)

In responding to such a comment, it is helpful to explain the purpose behind the non-GAAP financial measure. For example, HCP,
Inc. responded:

“Management believes that FFO as adjusted provides a meaningful supplemental measurement of our FFO run-
rate and is frequently used by analysts, investors and other interested parties in the evaluation of our performance
as a REIT. At the same time that NAREIT created and defined its FFO measure for the REIT industry, it also
recognized that ‘management of each of its member companies has the responsibility and authority to publish
financial information that it regards as useful to the financial community.’ We believe stockholders, potential
investors and financial analysts who review our operating performance are best served by an FFO run-rate
earnings measure that includes, in addition to adjustments made to arrive at the NAREIT defined measure of FFO,
other adjustments to net income (loss). FFO as adjusted is used by management in analyzing our business and the
performance of our properties, and we believe it is important that stockholders, potential investors and financial
analysts understand this measure used by management. We use FFO as adjusted to: (i) evaluate our performance
in comparison with expected results and results of previous periods, relative to resource allocation decisions,
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Understanding the Requirements Related to the Use of Non-GAAP  

Financial Measures 

It is no secret that the use of non-GAAP financial measures, which are financial measures that are neither calculated nor 

presented in accordance with U.S. generally accepted accounting principles (“GAAP”), has been a focus of attention for the 

U.S. Securities and Exchange Commission (“SEC”).  In December 2015, the then SEC Chair Mary Jo White called this an area 

that “deserves close attention, both to make sure that our current rules are being followed and to ask whether they are 

sufficiently robust in light of current market practices.”1  Wesley R. Bricker, then the SEC’s chief accountant, observed in a 

speech in May 2016 that certain company practices related to the use of non-GAAP financial measures have raised 

concerns and may be potentially misleading to investors.2  On May 17, 2016, the SEC’s Division of Corporation Finance 

(the “Staff”) provided guidance on the use of non-GAAP financial measures in the form of new and updated Compliance 

and Disclosure Interpretations (“C&DIs”).3  Since that time, the use of non-GAAP financial measures has become one of the 

most cited issues in Staff comment letters.  In addition, since the release of said C&DIs, there have been SEC enforcement 

actions and a criminal action brought by the U.S. Attorney’s Office for the Southern District of New York that have 

culminated in a securities fraud conviction relating to the use of non-GAAP financial measures. 

In this guide, we discuss the nature and purpose of non-GAAP financial measures and the rules governing the use of such 

financial measures.  We also examine recent SEC comment letters and discuss areas of concern identified by the Staff.  

Last, we look at recent pronouncements that provide guidance on best practices for companies and offer some practical 

guidance. 

What is a non-GAAP financial measure? 

The SEC adopted the term “non-GAAP financial measures” in order to identify information targeted by the Sarbanes-Oxley 

Act of 2002 (the “Sarbanes-Oxley Act”), which sought to eliminate the manipulative or misleading use of what the 

Sarbanes-Oxley Act referred to as “pro forma financial information” and enhance the comparability with GAAP financial 

measures.  In 2003, the SEC adopted Regulation G and Item 10(e) of Regulation S-K (“Item 10(e)”), which both define a 

non-GAAP financial measure as a numerical measure of a company’s historical or future financial performance, financial 

position, or cash flows, that: 

 excludes amounts, or is subject to adjustments that have the effect of excluding amounts, that are included in the 

most directly comparable measure calculated and presented in accordance with U.S. GAAP (or in the case of 

foreign private issuers (“FPIs”) whose primary financial statements are prepared in accordance with non-U.S. 

generally accepted accounting principles, references to GAAP also include the principles under which those 

primary financial statements are prepared) in the statement of income, balance sheet, or statement of cash flows 

(or equivalent statements) of the issuer; or 

 includes amounts, or is subject to adjustments that have the effect of including amounts, that are excluded from 

the most directly comparable measure so calculated and presented. 

1 See Mary Jo White, “Keynote Address at the 2015 AICPA National Conference:  ‘Maintaining High-Quality, Reliable Financial Reporting: A Shared and 

Weighty Responsibility,’” December 9, 2015, available at https://www.sec.gov/news/speech/keynote-2015-aicpa-white.html. 
2 See Wesley R. Bricker, “Remarks before the 2016 Baruch College Financial Reporting Conference,” May 5, 2016, available at 

http://www.legalexecutiveinstitute.com/wp-content/uploads/2016/09/22.-Bricker-May-Speech-Baruch-College-Financial-Reporting-Conference.pdf. 
3 See Compliance & Disclosure Interpretations on Non-GAAP Financial Measures, available at:  

https://www.sec.gov/divisions/corpfin/guidance/nongaapinterp.htm. 
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In addition, the SEC’s releases leading to the 2003 adoption of Regulation G and Item 10(e) (the “SEC Releases”) explain 

that the non-GAAP financial measure definition is intended to capture all measures that have the effect of presenting: 

 a measure of performance that is different from that presented in the financial statements, such as income or loss 

before taxes, or net income or loss as calculated in accordance with GAAP; or 

 a measure of liquidity that is different from cash flow or cash flow from operations computed in accordance with 

GAAP.4

The following are excluded from the definition of a non-GAAP financial measure: 

 operating and other statistical measures such as unit sales, number of employees, subscribers or advertisers; 

 ratios or statistical measures that are calculated using exclusively one or both: 

o financial measures calculated in accordance with GAAP.  For example, operating margin derived from 

GAAP revenue divided by GAAP operating income would not be considered a non-GAAP measure; and 

o operating measures or other measures that are not non-GAAP financial measures such as measures 

calculated in accordance with GAAP (i.e., sales per square foot or same store sales); 

 financial information that does not have the effect of providing numerical measures that are different from the 

comparable GAAP measure such as: 

o disclosure of amounts of expected indebtedness, including contracted and anticipated amounts; 

o disclosure of amounts of repayments that have been planned or decided upon but not yet made; 

o disclosure of estimated revenues or expenses of a new product line, so long as such amounts were 

estimated in the same manner as would be computed under GAAP; and  

o measures of profit or loss and total assets for each segment required to be disclosed in accordance with 

GAAP; and 

 financial measures required to be disclosed by GAAP, SEC rules, or a system of regulation of a government or 

governmental authority or self-regulatory organization that is applicable to the registrant such as measures of 

capital or reserves calculated for regulatory purposes.5

Examples of commonly used non-GAAP measures include “adjusted net income” or EBITDA.  If a company takes a GAAP 

measure like net income and adjusts that by excluding or including one or more expense or revenue items which are 

“non-recurring,” the resulting measure, or “adjusted net income” as it is sometimes presented, would be considered a 

non-GAAP measure.  Companies that use EBITDA derive this non-GAAP measure by taking GAAP earnings, such as GAAP 

net income as presented in the statement of operations, and adjusting for interest, taxes, depreciation, and amortization 

components, which are elements derived from GAAP financial presentations.  Other common examples of non-GAAP 

financial measures include variations of EBITDA, such as EBIT (earnings before interest and taxes), EBITA (earnings before 

interest, taxes, and amortization), EBITD (earnings before interest, taxes, and depreciation or sometimes called PBDIT or 

profit before depreciation, interest, and taxes), EBITDAR (earnings before interest, taxes, depreciation, amortization, and 

restructuring or rent costs), adjusted EBITDA, core earnings, adjusted earnings, adjusted earnings per share, adjusted 

revenues, free cash flow, funds from operations (“FFO”), and Adjusted FFO (“AFFO”). 

4 See SEC Release No. 33-8145, Proposed Rule: Conditions for Use of Non-GAAP Financial Measures (Nov. 4, 2002), available at:  

https://www.sec.gov/rules/proposed/33-8145.htm (hereinafter, the “Proposing Release”), and SEC Release No. 33-8176, Final Rule:  Conditions for Use of 

Non-GAAP Financial Measures (Jan. 22, 2003), available at:  https://www.sec.gov/rules/final/33-8176.htm (hereinafter, the “Final Rule Release” and, 

together with the Proposing Release, the “SEC Releases”).
5 Regulation G, Rule 101(a)(2) and (3); Regulation S-K, Item 10(e)(4) and (5); see also Final Rule Release. 
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Do non-GAAP measures serve a purpose? 

Companies usually present non-GAAP financial measures in order to supplement GAAP financial presentations and to 

provide investors with a better illustration of their performance, liquidity, and financial position.  Non-GAAP financial 

measures often enable a company’s management to present a company’s financial condition or results of operations and 

provide meaningful performance measures in a manner that GAAP results alone may not properly convey.  The SEC allows 

the presentation of non-GAAP financial measures in order to provide information to investors that a registrant believes is 

relevant and useful in understanding its performance or liquidity.  When used, non-GAAP financial measures are typically 

disclosed in the “Management’s Discussion and Analysis” (“MD&A”) section of periodic reports, earnings releases, investor 

presentations, and other company communications.  In addition, research analysts, rating agencies, and other financial 

professionals often use non-GAAP operating measures to evaluate or compare the performance of comparable 

companies.  For example, EBITDA is commonly found in debt covenants and used in financial projections and assessments 

of a company’s operating cash flow or cash available to service its debt.  Analysts also use EBITDA in the valuation of 

businesses, including a company’s enterprise value which is usually calculated as a multiple of EBITDA. 

Which rules govern the use of non-GAAP measures? 

Regulation G 

Companies subject to the filing requirements of Sections 13(a) or 15(d) of the Securities Exchange Act of 1934, as 

amended (the “Exchange Act”) must comply with Regulation G when publicly disclosing material information that includes 

a non-GAAP financial measure.  This includes the use of non-GAAP financial measures in public disclosures such as a SEC-

filed reports, earnings releases or investor presentations.  In such public disclosures, a registrant must provide the 

following to accompany the non-GAAP financial measure: 

 A presentation of the most directly comparable financial measure calculated and presented in accordance with 

GAAP; and 

 A quantitative reconciliation of the differences between the non-GAAP financial measure and the most directly 

comparable GAAP financial measure.6

For example, if a registrant presents EBIT or EBITDA as a non-GAAP performance measure, that measure should be 

reconciled to net income as presented in the statement of operations under GAAP as net income is the most directly 

comparable financial measure calculated and presented in accordance with GAAP.  Even for companies where operating 

income is a GAAP financial measure, operating income would not be considered the most directly comparable GAAP 

financial measure because EBIT and EBITDA make adjustments for items that are not included in operating income.7

Regulation G also requires registrants to provide quantitative reconciliation of forward-looking non-GAAP financial 

measures such as a schedule or other presentation detailing the differences between the forward-looking non-GAAP 

financial measure and the appropriate forward-looking GAAP financial measure.  If the most directly comparable GAAP 

financial measure is not available on a forward-looking basis, the registrant must disclose that fact, explain why it is not 

available on a forward-looking basis, provide any reconciling information that is available without an unreasonable effort 

and disclose its probable significance.8

When using non-GAAP financial measures and presenting the required Regulation G information, registrants must be 

mindful that under Regulation G a registrant or a person acting on its behalf may not disclose a non-GAAP financial 

measure, which taken together with the required accompanying information, misstates a material fact or omits to state a 

6 Regulation G, Rule 100(a). 
7 See C&DI Question 103.02. 
8 See SEC Release No. 33-8176, supra note 4.  See also C&DI Question 102.10. 
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material fact necessary to make the presentation of the non-GAAP financial measure not misleading, in light of the 

circumstances under which it is presented.9

Regulation G applies to the use of non-GAAP financial measures in all written and oral public disclosures by registrants, 

including SEC-filed reports, earnings releases, webcasts and broadcasts, investor presentations, and other materials posted 

to websites.  When using non-GAAP financial measures in public communications, a registrant can comply with the 

Regulation G requirements by: 

 Providing the Regulation G required information on the registrant’s website at the time the non-GAAP financial 

measure is made public; and 

 Making public the location of the website in the same presentation in which the non-GAAP financial measure is 

made public.10

Item 10(e) of Regulation S-K 

Item 10(e) applies to disclosure of non-GAAP financial measures in SEC filings made by the registrant under the Securities 

Act of 1933, as amended (the “Securities Act”) and the Exchange Act, including registration statements, annual reports on 

Form 10-K, quarterly reports on Form 10-Q, free writing prospectuses (if included in an Exchange Act filing, or included or 

incorporated by reference into a registration statement),11 proxy statements, and current reports on Form 8-K.  Instruction 

2 of Item 2.02 “Results of Operations and Financial Conditions” of Form 8-K (“Item 2.02”) specifically references the 

requirements under Paragraph (1)(i) of Item 10(e), which requires the presentation of non-GAAP financial measures to be 

presented with equal or greater prominence as the most directly comparable GAAP financial measure.   

When using non-GAAP financial measures in SEC filings, registrants must provide the following to comply with Item 10(e): 

 a presentation, with equal or greater prominence, of the most directly comparable financial measure or measures 

calculated and presented in accordance with GAAP; 

 a quantitative reconciliation (by schedule or other clearly understandable method) of the differences between the 

disclosed non-GAAP financial measure and the most directly comparable GAAP financial measure; 

 a statement explaining the basis for which the registrant’s management believes that the presentation of the non-

GAAP financial measure would be useful to investors in understanding the registrant’s financial condition and 

results of operations; and 

 to the extent material, a statement disclosing the purpose, if any, for which the registrant’s management uses the 

non-GAAP financial measure.12

The SEC recently reminded registrants of the importance of the “equal or greater prominence” requirement.  On 

December 26, 2018, the SEC issued a cease and desist order and imposed a $100,000 civil penalty on a company for 

including non-GAAP financial measures (such as adjusted EBITDA, adjusted net income and free cash flow before special 

items) in two earnings releases without giving equal or greater prominence to the most directly comparable GAAP 

financial measures.  The SEC’s order specifically noted that the earnings releases’ headlines presented a non-GAAP 

financial measure without mentioning the comparable GAAP financial measure. The order also pointed out that the bullet 

points in the highlights section on the first page of one of the earnings releases contained non-GAAP financial measures 

but did not include the comparable GAAP financial measures. According to the SEC order, although the comparable GAAP 

financial measures were contained later in the body of the earnings release, the failure to include them in the headlines 

9 Regulation G, Rule 100(b). 
10 Note 1 to Regulation G, Rule 100. 
11 See C&DI Question 102.08.
12 Regulation S-K, Item 10(e)(1)(i). 
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and the highlights that contained the non-GAAP financial measures constituted a violation of the Exchange Act and the 

applicable rules thereunder.13

In addition to the prohibition on giving greater prominence to non-GAAP financial measures mentioned above, Item 10(e) 

also contains a number of specific prohibitions as set forth below: 

 excluding charges or liabilities that required, or will require, cash settlement, or would have required cash 

settlement absent an ability to settle in another manner, from non-GAAP liquidity measures other than EBIT and 

EBITDA; 

 adjusting a non-GAAP performance measure to eliminate or smooth items identified as non-recurring, infrequent 

or unusual, when the nature of the charge or gain is such that it is reasonably likely to recur within two years or 

there was a similar charge or gain within the prior two years; 

 presenting non-GAAP financial measures on the face of the registrant's financial statements prepared in 

accordance with GAAP or in the accompanying notes; 

 presenting non-GAAP financial measures on the face of any pro forma financial information required to be 

disclosed by Article 11 of Regulation S-X; and 

 using titles or descriptions of non-GAAP financial measures that are the same as, or confusingly similar to, titles or 

descriptions used for GAAP financial measures.  

Item 10(e) requirements are intended to be more extensive and detailed than those of Regulation G according to the SEC 

Releases.   

Regulation G and Item 10(e) Exceptions  

Proposed Business Combinations  

Regulation G and Item 10(e) do not apply to non-GAAP financial measures included in disclosure relating to proposed 

business combinations, the entity resulting therefrom or an entity that is a party thereto, if the disclosure is contained in a 

communication that is subject to the SEC’s communication rules applicable to business combination transactions.14  The 

SEC Releases noted that non-GAAP financial measures included in proposed business combination disclosures are already 

subject to a separate set of SEC rules (e.g., Exchange Act Rules 14a-12 and 14d-2, Rules 165 and 425 under the Securities 

Act and Item 1015 of Regulation M-A under the Securities Act (“Regulation M-A”)). 

In October 2017 and April 2018, the Staff issued four additional C&DIs on the use of non-GAAP financial measures in 

business combination transactions clarifying the following: 

 Financial measures provided to a financial advisor, a company’s board of directors or board committee, including 

financial measures in forecasts used in connection with a business combination transaction, would be excluded 

from the definition of non-GAAP financial measures, and therefore not subject to Item 10(e) and Regulation G, if 

and to the extent:  (A) the financial measures are included in forecasts provided to the financial advisor for the 

purpose of rendering an opinion that is materially related to the business combination transaction; and, (B) the 

forecasts are being disclosed in order to comply with Item 1015 of Regulation M-A or requirements under state or 

foreign law, including case law, regarding disclosure of the financial advisor’s analyses or substantive work.  Such 

guidance should provide comfort to M&A deal participants that the disclosure of management projections in 

merger registration statements, proxy statements and tender offer statements would not be subject to Item 10(e) 

and Regulation G. 

 If a registrant determines that to comply with the anti-fraud and other liability provisions of the federal securities 

laws forecasts exchanged between parties in a business combination transaction are material and disclosure of 

13 See https://www.sec.gov/litigation/admin/2018/34-84956.pdf. 
14 Regulation G, Rule 100(d); Regulation S-K, Item 10(e)(6). 
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such forecasts is required, such financial measures included in such forecasts would be excluded from the 

definition of non-GAAP financial measures and therefore not subject to Item 10(e) and Regulation G. 

 The exemption from the requirements under Item 10(e) and Regulation G that applies to non-GAAP financial 

measures disclosed in communications relating to a business combination transaction do not extend to the same 

non-GAAP financial measures disclosed in registration statements, proxy statements and tender offer statements. 

Registered Investment Companies  

Regulation G and Item 10(e) also do not apply to investment companies registered under Section 8 of the Investment 

Company Act of 1940, as amended (the “Investment Company Act”)15 and the SEC Releases note that registered 

investment companies are excluded from the application of Regulation G and Item 10(e) because Section 405 of the 

Sarbanes-Oxley Act exempts investment companies registered under Section 8 of the Investment Company Act from 

Section 401 of the Sarbanes-Oxley Act and any rules adopted by the SEC under Section 401 of the Sarbanes-Oxley Act.  

Foreign Private Issuers 

Although Regulation G generally applies to FPIs, there are limited exceptions.  Use of non-GAAP financial measures by FPIs 

are not subject to Regulation G if the following conditions are satisfied: 

 The FPI’s securities are listed or quoted on a non-U.S. securities exchange or inter-dealer quotation system; 

 The non-GAAP financial measure is not derived from or based on a measure calculated and presented in 

accordance with U.S. GAAP; and 

 The disclosure is made by or on behalf of the FPI, or is included in a written communication that is released by or 

on behalf of the FPI outside the United States.16

The Regulation G exemption for FPIs still applies in any of the following circumstances: 

 The FPI releases a written communication in and outside of the United States and such communication is released 

in the United States contemporaneously with or after the release outside the United States and is not otherwise 

targeted at persons located in the United States; 

 Foreign and U.S. journalists or other third parties have access to the information; 

 Following the release or disclosure, the information appears on one or more websites maintained by the FPI, so 

long as the websites, taken together, are not available exclusively to, or targeted at, persons located in the United 

States; or 

 Following the disclosure or release of the information outside the United States, the information is included in a 

submission by the registrant to the SEC on a current report on Form 6-K.17

In addition, the term “GAAP” as used in Regulation G and Item 10(e), for FPIs also includes the following: 

 in the case of FPIs whose primary financial statements are prepared in accordance with non-U.S. GAAP or IFRS, 

“GAAP” shall refer to the principles under which those primary financial statements are prepared; and 

 in the case of FPIs that include a non-GAAP financial measure derived from a measure calculated in accordance 

with U.S. GAAP, “GAAP” shall refer to U.S. GAAP for purposes of the application of the requirements of Regulation 

G or Item 10(e), as applicable, to the disclosure of that measure. 

While Item 10(e) is also applicable to FPIs, if an FPI uses a non-GAAP financial measure in a Form 20-F filing that is 

otherwise prohibited by Item 10(e), such use would be permissible if the measure was expressly permitted under GAAP 

15 Regulation G, Rule 101(c); Regulation S-K, Item 10(e)(7). 
16 Regulation G, 100(c). 
17 See The SEC Releases, supra note 4. 
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used in the FPI’s primary financial statements and was included in its annual report or financial statements used in its 

home country jurisdiction or market.  In addition, a non-GAAP financial measure that would otherwise be prohibited by 

Item 10(e) will be permitted in a Form 20-F filing if: 

 The non-GAAP financial measure relates to the GAAP used in the registrant’s primary financial statements 

included in its filing with the SEC; 

 The non-GAAP financial measure is required or expressly permitted by the standard-setter that is responsible for 

establishing the GAAP used in such financial statements; and 

 The non-GAAP financial measure is included in the annual report prepared by the registrant for use in the 

jurisdiction in which it is domiciled, incorporated, or organized for distribution to its security holders.18

Additionally, the SEC clarified in Question 106.04 of the C&DIs that neither Regulation G nor Item 10(e) applies to use of 

non-GAAP financial measures by Canadian issuers in annual reports on Form 40-F under the Multi-Jurisdictional Disclosure 

System.    

SEC Guidance: The C&DIs 

The C&DIs updated by the Staff in 2016 provide insight into what the Staff considers to be misleading use of non-GAAP 

financial measures and unacceptable prominence of a non-GAAP financial measure presentation.  These C&DIs can be 

grouped into four main areas:  (1) potentially misleading non-GAAP financial measure practices; (2) impermissible 

prominence of non-GAAP financial measures; (3) prohibitions on per share presentations of non-GAAP financial measures; 

and (4) income tax effects of adjustments. 

Potentially Misleading Non-GAAP Financial Measure Practices 

C&DIs Questions 100.01 through 100.04 address violations of the prohibition on misleading non-GAAP financial measures 

contained in Rule 100(b).   

C&DI Question 100.01 makes it clear that, even if certain adjustments are not explicitly prohibited by Regulation G, they 

can result in a non-GAAP financial measure that is misleading and therefore a violation of Rule 100(b).  To illustrate this 

point, this C&DI states that the presentation of a performance measure that excludes normal, recurring, cash operating 

expenses necessary to operate a company’s business could be misleading.  The Staff cross-references this C&DI in C&DI 

Question 102.03, which discusses Item 10(e)’s prohibition on adjusting non-GAAP measures to eliminate or smooth out 

non-recurring items that are likely to reoccur or have occurred within two years.  

C&DI Question 100.02 specifies that a non-GAAP measure can be misleading if it is presented inconsistently between 

periods, such as a measure that adjusts a particular charge or gain in the current period when other, similar charges or 

gains were not also adjusted in prior periods.  According to this C&DI, depending on the significance of the change, it may 

be necessary to recast prior measures to conform to the current presentation and place the disclosure in the appropriate 

context.  According to the Staff, a non-GAAP financial measure can be misleading if it excludes charges but does not 

exclude gains.  

C&DI Question 100.03 notes that Rule 100(b) may be violated if a non-GAAP measure is adjusted only for non-recurring 

charges when non-recurring gains occurred during the same period.  

C&DI Question 100.04 addresses the presentation of a non-GAAP performance measure that is adjusted to accelerate 

revenue recognized ratably over time in accordance with GAAP as though it earned the revenue when customers are 

billed.  This C&DI concludes that such a measure cannot be presented in documents filed with or furnished to the SEC or 

provided elsewhere, such as on a company’s website, because that type of non-GAAP measure substitutes individually 

tailored revenue recognition and measurement methods for GAAP methods, which could violate Rule 100(b) of Regulation 

18 Note to paragraph (e) under Item 10(e) of Regulation S-K. 
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G.  This C&DI also specifies that other measures that use individually tailored recognition and measurement methods for 

financial statement line items other than revenue may also violate Rule100 (b) of Regulation G.  The Staff has stated that it 

would not object to a non-GAAP financial measures that adjusts revenue to reflect an upcoming change in revenue 

recognition accounting standards, and which help bridge old GAAP revenue measures with the new GAAP revenue 

measures allowing investors to understand the transition from the old to the new accounting standard.19

Impermissible Prominence of Non-GAAP Financial Measures 

While noting that whether a non-GAAP financial measure presentation is more prominent than the comparable GAAP 

measure depends on the facts and circumstances, revised C&DI Question 102.10 provides the following eight examples of 

presentations in which the Staff would consider the non-GAAP disclosures to be impermissibly prominent: 

 Presenting a full income statement of non-GAAP measures or presenting a full non-GAAP income statement when 

reconciling non-GAAP measures to the most directly comparable GAAP measures; 

 Omitting comparable GAAP measures from an earnings release headline or caption that includes non-GAAP 

measures;  

 Presenting a non-GAAP measure using a style of presentation (e.g., bold, larger font) that emphasizes the non-

GAAP measure over the comparable GAAP measure;  

 A non-GAAP measure that precedes the most directly comparable GAAP measure (including in an earnings release 

headline or caption);  

 Describing a non-GAAP measure as, for example, “record performance” or “exceptional” without at least an 

equally prominent descriptive characterization of the comparable GAAP measure;  

 Providing tabular disclosure of non-GAAP financial measures without preceding it with an equally prominent 

tabular disclosure of the comparable GAAP measures or including the comparable GAAP measures in the same 

table;  

 Excluding a quantitative reconciliation with respect to a forward-looking non-GAAP measure in reliance on the 

“unreasonable efforts”exceptioninItem10(e)(1)(i)(B) without disclosing that fact and identifying the information 

that is unavailable and its probable significance in a location of equal or greater prominence; and 

 Providing discussion and analysis of a non-GAAP measure without a similar discussion and analysis of the 

comparable GAAP measure in a location with equal or greater prominence. 

Prohibitions on Per Share Presentations of Non-GAAP Financial Measures 

C&DI Question 102.05 confirms that certain non-GAAP earnings per share measures may be permissible if they are 

performance measures that are reconciled to GAAP earnings per share but emphasizes that a non-GAAP liquidity measure 

that measures cash generated must not be presented on a per share basis in documents filed with or furnished to the SEC.  

This C&DI states that when the Staff analyzes the question of whether a financial measure can be reported on a per share 

basis, it will focus on the substance of whether the non-GAAP measure could be used as a liquidity measure and not 

management’s characterization of it solely as a performance measure. 

The Staff also clarified and updated C&DI Questions 102.07 and 103.02 in light of revised C&DI Question 102.05.  C&DI 

Question 102.07 specifies that free cash flow is a liquidity measure that must not be presented on a per share basis.  The 

Staff also updated C&DI Question 103.02, which discusses the GAAP performance measure to which EBIT or EBITDA 

should be reconciled, to specify that EBIT and EBITDA must not be presented on a per share basis.  The C&DIs also 

address per share presentations in the context of FFO per share as a non-GAAP measure in earnings releases and materials 

19 See “Non-GAAP Disclosures: The SEC Speaks!” (July 6, 2016), a webcast sponsored by TheCorporateCounsel.net, where Mr. Kronforst, speaking in his 

personal capacity and not for the SEC nor for the Staff, answered specific questions regarding the C&DIs.  A copy of the transcript and an audio archive 

for the webcast are available at:  http://www.thecorporatecounsel.net/member/Webcast/2016/07 06/transcript.htm (subscription required). 
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that are filed with or furnished to the SEC.  C&DI Question 102.01 accepts the FFO definition of the National Association of 

Real Estate Investment Trusts (“NAREIT”) that was in effect as of May17, 2016, as a performance measure and does not 

object to a per share FFO presentation when FFO is presented based on the NAREIT definition.  While C&DI Question 

102.02 recognizes that FFO can be presented other than as defined by NAREIT, adjustments for such an FFO presentation 

must comply with the requirements of Item10(e) for a performance measure or a liquidity measure, and some of those 

adjustments may trigger the prohibition on presenting this measure on a per share basis. 

Income Tax Effects of Adjustments 

C&DI Question 102.11 specifies that companies should provide income tax effects on non-GAAP measures depending on 

the nature of the measures.  For example, if a measure is a liquidity measure that includes income taxes, the C&DI 

specifies that it might be acceptable to adjust GAAP taxes to show taxes paid in cash.  The C&DI indicates that if a 

measure is a performance measure, the company should include current and deferred income tax expense commensurate 

with the non-GAAP measure of profitability.  C&DI Question 102.11 provides that adjustments to arrive at a non-GAAP 

measure should not be presented “net of tax.”  Rather, income taxes should be shown as a separate adjustment and 

clearly explained. 

What are the principal areas of concern identified in SEC comment letters? 

The Staff’s ongoing focus on the use of non-GAAP financial measures is clear from comment letters issued by the Staff 

since the 2016 release of the updated C&DIs.  Below, we discuss common areas of concern identified in SEC comment 

letters as they relate to the use of non-GAAP financial measures. 

Reconciliation to the Most Directly Comparable GAAP Measure 

Issues related to reconciliation to the most directly comparable GAAP measure have generated a large number of Staff 

comments.  In this regard, the Staff commented on registrants’ practice of using non-GAAP financials in their disclosures 

without a presentation of the most directly comparable GAAP financial measure or the required quantitative reconciliation.  

These comments focus on the lack of or incorrect reconciliation and the need for separate presentation of each non-GAAP 

adjustment in the reconciliations.  With respect to the “unreasonable efforts” exception for forward-looking guidance, Mr. 

Kronforst stated that it was never the Staff’s intention to audit registrants, question the assertion of the “unreasonable 

efforts” exception or insist that a quantitative reconciliation was required.  Rather, the Staff is focused on reminding 

registrants of the rule and where a registrant relies on this exception, it must both disclose the fact that such GAAP 

financial measure is not accessible on a forward-looking basis, and identify the information that is unavailable and its 

probable significance in a location of equal or greater prominence.20

Below are some sample comments on this topic: 

 We note your presentation of guidance ranges for 2018.  Given the lack of quantitative reconciliation between the 

GAAP and non-GAAP information, please clarify how your presentation satisfies the requirements outlined within 

Item 10(e)(1)(i)(A) of Regulation S-K. Reference is also made to Question 102.10 of the Compliance & Disclosure 

Interpretations for Non-GAAP Financial Measures. 

 Your reconciliations to GAAP amounts provided on [text omitted] appear to represent full non-GAAP income 

statements.  Please revise your presentation in order to comply with the guidance provided in Question 102.10 of the 

updated Compliance and Discussion Interpretations.  Your revised presentation should make it clear the nature of the 

adjustments being made to arrive at each of the non-GAAP amounts that you continue to present.  For example, it is 

not clear what specific adjustments are being made to arrive at adjusted non-GAAP cost of sales and why these are 

being made. 

20 Id. 
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 We note your calculation of EBITDA contains adjustments for items other than interest, taxes, depreciation and 

amortization.  Please revise in future filings to ensure that measures calculated differently from EBITDA are not 

characterized as EBITDA and have titles that are distinguished from “EBITDA”, such as “Adjusted EBITDA”.  Reference 

is made to Question 103.01 of the Compliance & Disclosure Interpretations for Non-GAAP Financial Measures. 

 We note [text omitted] you present a reconciliation of the non-GAAP measure Adjusted EBITDA to net income.  

Please revise to begin the reconciliation with the comparable GAAP measure, net income.  See Item Question 

102.10(1)(i)(A) of Regulation S-K and the SEC Staff’s C&DI on Non-GAAP Financial Measures, updated April 4, 2018.  

Also, please revise your disclosure in your Form 10-Q reports as applicable. 

 We note your Non-GAAP reconciliation for Adjusted Net Income on page.  Please revise your disclosures, here and 

elsewhere throughout the registration statement, to show the tax effect of the corresponding adjustment as a 

separate line item.  Refer to Non-GAAP C&DI Question 102.11. 

 We note that you present the forward looking non-GAAP measure adjusted diluted earnings per share without 

providing the reconciliation to the most directly comparable GAAP financial measure or the statement that providing 

such reconciliation requires unreasonable efforts.  Refer to Item 10(e)(1)(i)(B) of Regulation S-K and the guidance in 

Question 102.10 of the Compliance and Disclosure Interpretations on Non-GAAP Financial Measures and revise your 

future filings to provide the required information. 

 Reference is made to the guidance you provide for AFFO for the upcoming year.  We note that you provide projection 

guidance only on Non-GAAP information.  Given the lack of similar GAAP information and quantitative 

reconciliation between the GAAP and Non-GAAP information, please clarify how your presentation satisfies the 

requirements outlined within Item 10(e)(1)(i)(A) of Regulation S-K.  Reference is also made to Question 102.10 of the 

updated Non-GAAP Compliance and Disclosure Interpretations issued on May 17, 2016. 

 We note from your disclosure that you reconcile free cash flow to adjusted operating income (“AOI”).  Given that 

non-GAAP measures should be reconciled to the most directly comparable GAAP measures, please revise to reconcile 

free cash flow to the most directly comparable GAAP measure.  In this regard, we note from your definition of free 

cash flow and intended uses, that it appears you use this measure as a liquidity measure, indicating that the most 

comparable GAAP measure would be cash flow from operating activities. 

 We note that you present the non-GAAP measures operating income and net loss excluding one-time items related 

to your facility relocation, but you have not provided the required reconciliations to the most directly comparable 

GAAP measures as well as the other disclosures required by Item 10(e)(i) of Regulation S-K.  Please confirm that in 

future filings you will revise your presentations of non-GAAP measures to fully comply with that guidance.  This 

comment also applies to your Forms 10-Q and your earnings releases on Form 8-K. 

Equal or Greater Prominence in Presentation of Non-GAAP Measures 

Equal or greater prominence of GAAP financial measures with non-GAAP financial measures also generated a substantial 

number of Staff comments.  The Staff’s comments addressed the content, formatting, sequence or ordering and labeling 

of non-GAAP financial measures disclosed in registrants’ public disclosures.  The Staff also addresses this topic in Question 

102.10 of the  C&DIs, where non-GAAP financial measures may be considered to be more prominent than comparable 

GAAP financial measures.   

Below are some sample comments regarding this topic:

 Reference is made to your disclosure of historical and expected free cash flow.  Regarding both historical and 

expected free cash flow, please tell us your consideration of providing the disclosures prescribed by Item 

10(e)(1)(i)(B)-(D) of Regulation S-K.  Regarding your presentation of expected free cash flow, please tell us your 

consideration of disclosing expected operating cash flow with equal or greater prominence.  Refer to Item 10(e)(i)(A) 

of Regulation S-K. 
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 We note that you disclose Segment operating income, a non-GAAP measure, and on page 30, you reconcile the 

measure to Income before income taxes.  Please revise your reconciliation to present the GAAP measure before the 

non-GAAP measure to avoid undue prominence.  See Question 102.10 of the updated Non-GAAP Compliance and 

Disclosure Interpretations issued on May 17, 2016.  Your disclosure in 10-Qs, earnings releases furnished on Form 8-

K as well as Appendix A in your annual proxy statement should be similarly revised. 

 Your non-GAAP measures of adjusted EBITDA and net adjusted EBITDA margin precede the GAAP measure.  Please 

ensure that your non-GAAP measures do not precede the most directly comparable GAAP measures in your next 

earnings release. 

 Please revise future filings to ensure that GAAP measures receive equal prominence in all cases, particularly when 

describing non-GAAP measures.  The use of superlatives such as exceptional and substantial when describing non-

GAAP measures appears to provide them prominence not afforded your GAAP measures. 

 Please revise your reconciliation in future filings to begin with net income, the most directly comparable measure, 

ensuring that the non-GAAP measure does not receive undue prominence. 

 The presentation in your earnings release pertaining to your 2017 first quarter results, including the bullet points 

under Key Highlights, results in non-GAAP measures being presented with greater prominence than GAAP measures.  

See Question 102.10 of the updated Non-GAAP Compliance and Disclosure Interpretations issued on May 17, 2016, 

and review this guidance when preparing your next earnings release. 

 We note the headlines to your earnings release appear to give more prominence to non-GAAP measures.  Please 

revise your disclosures as appropriate pursuant to Question 102.10 of the updated Compliance and Disclosure 

Interpretations issued on May 17, 2016. 

 Please balance your presentation by showing a GAAP gross profit percentage with equal or greater prominence to 

the incremental contribution margin percentage.  In addition, please revise your reconciliation of the non-GAAP 

measure, incremental contribution, to begin with consolidated gross profit, the most directly comparable GAAP 

financial measure. 

 Your forward-looking non-GAAP measures exclude a quantitative reconciliation in a location of equal or greater 

prominence.  In your year-end earnings release you disclosed your reliance on the “unreasonable efforts” exception 

in Item 10(e)(1)(i)(B); however, we do not find such reference in the current earnings release.  Please revise to comply 

with the guidance in Question 102.10 of the updated Compliance and Disclosure Interpretation Guidance on non-

GAAP financial measures issued on May 17, 2016, in your next earnings release. 

 We note you omit a quantitative reconciliation with respect to your forward looking non-GAAP guidance, adjusted 

diluted EPS.  You state it is not practicable to provide reconciliation to a forward-looking reported diluted EPS, the 

most comparable GAAP measure, due to unknown variables and uncertainty related to future results.  Please identify 

the information that is unavailable and its probable significance in a location of equal or greater prominence.  Refer 

to the next to last bullet in Question 102.10 of the updated Compliance and Disclosure Interpretations issued on May 

17, 2016, in regards to Non-GAAP Financial Measures (“C&DI”). 

 We note that you present non-GAAP operating income in the headline of your press release without also presenting 

GAAP operating income with equal or greater prominence, as required by Item 10(e)(1)(i)(A) of Regulation S-K.  

Please revise your future earnings releases filed on Form 8-K to fully comply with the guidance in Item 10(e)(1)(i)(A) 

of Regulation S-K. 

Potentially Misleading Non-GAAP Financial Measures 

Staff comments covering misleading presentation or adjustments for non-GAAP financial measures have asked registrants 

to show that certain non-GAAP financial measures they used or particular adjustments they adopted were not misleading 
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in light of the examples cited in Questions 100.01, 100.03, 100.04, and 102.03 of the C&DIs.  The following are examples of 

potentially misleading practices relating to use of non-GAAP measures on which the Staff has commented. 

Use of Non-GAAP Financial Measures with Titles or Descriptions that are the Same as, or Confusingly Similar 

to, GAAP Financial Measures 

 We note your presentation of the non-GAAP measure titled “Operating Cash Flow.”  We also note that your 

definition and computation of operating cash flows differs from the calculation of cash flows from operating activities 

in the statement of cash flows under U.S. GAAP.  Accordingly, please revise the title “Operating Cash Flows” to 

provide a more appropriate description of this measure.  Please comply with this comment in your next earnings 

release. 

 We note your definition of EBITDA.  Please note that measures calculated differently from EBITDA (as described in 

Exchange Act Release No. 47226) should not be characterized as EBITDA and their titles should be distinguished from 

EBITDA, such as Adjusted EBITDA.  Reference is also made to Question 103.01 of the Compliance and Disclosure 

Interpretations on Non-GAAP Financial Measures. 

 Given that free cash flow is typically calculated as cash from operating activities as presented in the statement of 

cash flows under GAAP, less capital expenditures, please revise the title of this measure to something similar to 

“Adjusted Free Cash Flow” to alert your investors that it has been adjusted from the measure typically referred to as 

“Free Cash Flow.”  Refer to Question 102.07 of the Compliance and Disclosure Interpretations of Non-GAAP 

measures issued on May 17, 2016. 

 We note that you present a non-GAAP measure entitled “operating margin,” which appears similar to the U.S. GAAP 

terms “gross margin” and “operating income.”  Please revise your presentation to better comply with Item 

10(e)(1)(ii)(E) of Regulation S-K, which prohibits using titles for non-GAAP measures that are the same as, or 

confusingly similar to, titles or descriptions used for GAAP financial measures.  Make conforming changes, as 

necessary, to your earnings release. 

 We note your presentation of the non-GAAP measure, core pre-provision earnings.  Please revise future filings to 

change the name of this non-GAAP measure to more accurately reflect its content.  In this regard, the use of the 

word “core” implies you are referring to your most central or essential operations and results.  Removal of the 

provision for loan losses and other credit costs from net income to arrive at “core” earnings implies that credit losses 

are not an inherent part of your core operations.  Thus, we believe it would be appropriate to use a more descriptive 

title to describe this non-GAAP measure, perhaps eliminating the use of the word “core” in its entirety. 

 We note that you have presented several non-GAAP measures that you refer to as pro forma, but it does not appear 

that these are pro forma measures in accordance with GAAP.  Please rename these measures in future filings to 

avoid confusion. 

 Refer to your discussion and tabular presentation of pro forma adjusted net income and pro forma adjusted net 

income per share data.  Your presentation appears to be comprised of certain non-GAAP adjustments that are not 

pro forma adjustments pursuant to Article 11 of Regulation S-X.  The tabular reconciliation appears to adjust your 

historical GAAP net income to a non-GAAP measure of net income.  In this regard, please revise the titles of the line 

items ‘pro forma income taxes’ and ‘pro forma adjusted net income’ to ‘adjusted income taxes’ and ‘adjusted net 

income,’ respectively, or similar revised captions to reflect to proper nature of these measures. 

Adjustments for Non-Recurring, Infrequent, or Unusual Items 

 Please remove disclosure of the adjusted gross profit and margin measures as they exclude normal, recurring cash 

operating expenses.  Refer to Question 100.01 of the Non-GAAP Compliance and Disclosure Interpretations. 

 We note your estimated financial results for the three months ended March 31, 2018 include the favorable impact of 

a $10.6 million after-tax gain, related to what appears to be a non-recurring legal settlement, and this gain is 
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included in your non-GAAP financial measure, Adjusted EBITDA.  We also note, in other periods, you exclude certain 

unfavorable non-recurring losses in the determination of your non-GAAP financial measure, such as the loss on 

extinguishment of debt during the fiscal year ended September 30, 2017.  It is not clear to us why you did not exclude 

the non-recurring favorable impact of the legal settlement from your preliminary non-GAAP financial measure or 

how you determined the current presentation complies with our response to Question 100.03 of the SEC’s 

Compliance and Disclosure Interpretations for Non-GAAP Financial Measures.  Please clarify or revise. 

 Please explain further why sales and marketing expense is excluded from your calculation of non-GAAP recurring 

profit margin as this expense, or at least a portion thereof, appears to be normal, recurring cash operating expenses 

necessary to operate your subscription business.  Refer to Question 100.01 of the Compliance and Disclosure 

Interpretations regarding Non-GAAP Financial Measures.  Also, clarify further for us what this measure represents 

and revise to further explain why management believes this is useful information to investors regarding your 

financial condition and results of operations.  To the extent material, disclose the additional purposes, if any, for 

which management uses this measure.  Refer to Item 10(e)(1)(i)(C) and (D) of Regulation S-K.  

 We note in your Non-GAAP measure Adjusted EBITDA you include adjustments for non-recurring costs.  Tell us how 

these items meet the definition of non-recurring, infrequent or unusual as set forth in Item 10(e)(1)(ii)(B) of 

Regulation S-K.  If they do not comply with the Item, please do not refer to adjustments as being non-recurring.  See 

also Question 102.03 of the Compliance and Disclosure Interpretations related to Non-GAAP Financial Measures. 

 We note your non-GAAP measure, Adjusted EBITDA, excludes management fees and transaction Fees/IPO Readiness 

costs.  Given the historical occurrence of these costs, please explain why you believe their removal reflects a more 

accurate depiction of your ongoing operations. 

 We note your non-GAAP financial measures, Adjusted EBITDA, Adjusted Net Income, and Adjusted Diluted EPS, 

appear to only exclude charges.  Please more fully explain to us how you believe your measures comply with 

Question 100.03 of the updated Non-GAAP Financial Measures Compliance and Disclosure Interpretations issued on 

May 17, 2016.  We note your non-GAAP financial measures exclude a court mandated settlement and acquisition 

integration costs but do not exclude income related to a settlement, the reduction of an earn-out liability for an 

acquired business, and gains on sales of equipment. 

Individually Tailored Recognition and Measurement Methods 

 Please tell us how you considered if the consolidated allowance for impairment losses calculated under the 

underlying basis represents a non-GAAP financial measure and if this measure uses an individually tailored 

recognition and measurement method which could result in a misleading financial metric that violates Rule 100(b) of 

Regulation G. Refer to Question 100.04 and Section 104 of the Compliance and Disclosure Interpretations. 

 We note your comparison of 2017 net revenues to “gross cash generated from customer contracting activities.”  This 

measure, along with your presentation of “net cash generated from customer contracting activities, appear to be 

calculated using individually tailored revenue recognition and measurement methods.  Please tell us how you 

determined that these non-GAAP measures comply with Question 100.04 of the Non-GAAP Compliance and 

Disclosure Interpretations.  

 In the Investor Relations section of your website, you have posted earnings slides, supplemental data, and 

shareholder update presentations that include a measure of non-GAAP gross profit, calculated as non-GAAP gross 

profit plus change in deferred revenues, less deferred domain expenses.  We believe the presentation of a 

performance measure that substitutes individually tailored revenue recognition and measurement methods for those 

of GAAP violates Rule 100(b) of Regulation G.  Refer to Question 100.04 of the Non-GAAP Compliance and 

Disclosure Interpretations issued on May 17, 2016.  Please remove these measures from future public presentations. 
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 We note your calculation of this measure includes development costs as incurred and excludes cost of sales - land 

under GAAP.  Please explain how this does not represent a tailored accounting principle and how you considered 

Question 100.04 of the updated Non-GAAP Compliance and Disclosure Interpretations issued on May 17, 2016. 

 We note you add back contract amortization to arrive at Adjusted EBITDA.  Please clarify for us why this adjustment 

was not initially reflected in amortization expense and therefore already captured within EBITDA.  Further, please 

explain to us why you make this adjustment and how you considered the guidance in Question 100.04 of the 

Compliance and Disclosure Interpretation on non-GAAP measures issued May 17, 2016 that specifically states that 

non-GAAP measures that substitute individually tailored recognition and measurement methods for any financial 

statement line item for those of GAAP could violate Rule 100(b) of Regulation G. 

Funds From Operations 

 In arriving at Funds from operations, you start with Net income available to common stockholders.  As a result, it 

appears Funds from operations is actually Funds from operations attributable to just common stockholders instead of 

all equity stockholders.  In future periodic filings please re-title “Funds from operations” to the more appropriate 

“Funds from operations attributable to common stockholders”. 

 We note that your funds from operations (“FFO”) reconciliation adjusts for amortization of in-place leases and other 

intangibles, which is inconsistent with the FFO measure as defined by NAREIT.  In future filings, please revise to 

remove this adjustment and confirm that your FFO measure is as defined by NAREIT.  Alternatively, please rename 

your non-GAAP measure (e.g., adjusted FFO attributable to common shares and Common Units), and reconcile net 

income (loss) to FFO as defined by NAREIT and FFO to your adjusted measure. 

 In arriving at Funds from operations-NAREIT, you start with net income (loss) attributable to common stockholders 

and make an adjustment for noncontrolling interests.  As a result, it appears Funds from operations-NAREIT and 

ultimately Normalized FFO, are attributable to common stockholders.  Please clarify and/or revise the labeling of 

your non-GAAP financial measures in future earnings releases. 

 Please provide us an explanation of the adjustments you make to arrive at “recurring funds from operations,” in 

particular the “taxable REIT subsidiary revocation election” adjustment.  Please also tell us why management believes 

this non-GAAP measure provides useful information to investors and the additional purposes, if any, for which 

management uses the non-GAAP measure.  See Item 10(e)(1)(i) (C) of Regulation S-K. 

Why is the use of a non-GAAP financial measure helpful to investors? 

There was a considerable increase in Staff comments requesting an explanation as to why a registrant’s management 

believed the use of non-GAAP measures were useful to investors in understanding the registrant’s financial condition and 

results of operations.  The Staff commented that boilerplate statements and generic disclosures that the financial 

measures are useful to analysts should be replaced with more substantive and concise discussion specific to the 

circumstances addressing how non-GAAP financial measures were useful to investors and any additional purposes for 

which management uses the non-GAAP financial measures.21

Below are some sample Staff comments addressing this topic. 

 Please include a specific statement disclosing the reasons why you believe that the presentation of your non-GAAP 

financial measure provides useful information to investors as well as the additional purposes, if any, for which you 

use the non-GAAP financial measure.  Refer to Instruction 2 to Item 2.02 of the Form 8-K. It does not appear that 

these specific statements were provided. 

 We note that your non-GAAP measure, Adjusted EBITDA, includes an adjustment that deducts cash payments made 

for rent on the capital lease of your new headquarters and operations facilities.  Please explain to us management’s 

21 Id. 
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rationale for this adjustment.  Tell us what the resulting non-GAAP measure is intended to convey to investors and 

how adjusting for these cash-rent payments meets that objective.  Refer to Item 10(e)(1)(i)(C) of Regulation S-K. 

 Please tell us why you believe the presentation of cash flow before share repurchases and change in debt provides 

useful information to investors and how management uses this non-GAAP measure, if at all.  In this regard, we note 

that your current disclosures are fairly generic and do not address this specific measure; nor do they explain the 

purpose of this measure in enough detail that a reader can understand why the change in cash flows related to debt 

excludes the payments of capital lease obligations or why the change in cash flows related to common stock excludes 

the net proceeds from the sale of common stock. 

 You believe Adjusted EBITDA provides investors with important information in evaluating the Company under the 

agreements governing its indebtedness.  Please disclose the material terms in which this measure is used in the 

indenture for the 9.125% senior notes.  For the debt covenants referenced in your response related to other 

indebtedness, please disclose for each period presented the actual computations, along with other information 

relevant to understanding the Adjusted EBITDA amounts presented.  Please also disclose the amounts or limits 

required for compliance with each covenant.  Refer to Non-GAAP Financial Measures Compliance and Disclosure 

Interpretation, Question 102.09. 

 In addition, you did not provide disclosures in the Non-GAAP Financial Measures section on why it is useful to 

investors in terms of evaluating your performance.  Please revise to provide such disclosures as required by Item 

10(e)(i)(C) of Regulation S-K. 

 Please expand your disclosures to provide substantive justification specific to your circumstances as to why each non-

GAAP measure presented is useful to investors in accordance with Item 10(e)(1)(i)(c) of Regulation S-K.  Please also 

refer to Instruction 2 to Item 2.02 of Form 8-K that indicates that the requirements of Item 10(e)(1)(i) of Regulation S-

X apply to information furnished under Item 2.02 of Form 8-K and Question 102.10 of the Compliance & Disclosure 

Interpretations on Non-GAAP Financial Measures. 

 For each non-GAAP measure presented in future filings, please provide a statement disclosing the reasons why your 

management believes that presentation of the non-GAAP financial measure provides useful information to investors 

regarding the registrant’s financial condition and results of operations.  Please note that each measure should be 

discussed separately, and that boilerplate disclosure alone, e.g., measure is useful to analysts, is not sufficient. 

Liquidity versus Performance Measures 

Whether a non-GAAP measure is a performance versus a liquidity measure is an important distinction as a non-GAAP 

financial measure that is used as a liquidity measure cannot be presented on a per-share basis.  In analyzing whether a 

financial measure is a performance measure or a liquidity measure, the C&DIs provide that the Staff would focus on the 

substance of the non-GAAP financial measure and not on management’s characterization of the measure.22  In the Staff’s 

comments addressing this topic, the Staff observed that registrants’ characterization of non-GAAP financial measures as 

performance measures were actually used by registrants as liquidity measures.  In such a case, the registrant was 

prohibited from presenting such measure on a per-share basis and should have presented such measure as a liquidity 

measure.  The Staff also has noted the inconsistencies in registrants’ disclosures with respect to characterization of the use 

of the non-GAAP financial measure as a performance measure or a liquidity measure.   

Below are some sample Staff comments addressing the mischaracterization of non-GAAP measures. 

 On page 1 of your earnings release, you define Free Cash Flow as Cash Flow from Operations less capital 

expenditures.  This definition is commonly understood to represent a liquidity measure.  As such, please revise your 

disclosures to identify free cash flow as a liquidity measure rather than an operating performance measure as 

indicated on page 7 of your earnings release.  Also, please ensure that your reconciliation to Free Cash Flow is 

22 See C&DI Questions 102.05, 102.07, and 103.02. 
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reconciled solely to its nearest US GAAP number, which in this case is Operating Cash Flows.  As such, please remove 

the information that reconciles Income (loss) from operations as your starting US GAAP measure to arrive at Cash 

Flow From Operations on page 13. Refer to Question 102.07 of the Compliance and Disclosure Interpretations 

guidance on Non-US GAAP measures issued on May 17, 2016. 

 We note your disclosure that the use of adjusted EBITDA to measure operating and financial performance was 

limited by your revenue recognition criteria prior to 2017 and that the measure did not adequately match 

corresponding cash flows resulting from customer contracting activities.  Based on this disclosure along with the 

adjustments made to arrive at Adjusted EBITDA, it appears that you may consider it to be a liquidity measure.  Please 

revise to provide a reconciliation from the most directly comparable GAAP measure, Cash Flows from Operating 

Activities.  Please also refer to Item 10(e)(1)(ii)(A) of Regulation S-K, which prohibits the exclusion of charges or 

liabilities that required, or will require, cash settlement from non-GAAP liquidity measures. 

 Your disclosures indicate that the non-GAAP measure Adjusted Free Cash Flow is a performance measure; however, 

the nature of the adjustments and the naming of the measure appear to represent a liquidity measure.  Please 

explain to us in detail why you believe that Adjusted Free Cash Flow is useful as a performance measure and why the 

measure is titled Adjusted Free Cash Flow if it is not intended to be a liquidity measure. 

 We note your disclosure that you consider EBITDA and Adjusted EBITDA to be indicators of your ability to generate 

cash to service debt, fund capital expenditures, and expand your business and you reconcile these measures to net 

income and cash provided by operating activities.  We also note your disclosure that you do not consider these non-

GAAP financial measures to be measures of your liquidity and they do not comply with the provisions of Item 

10(e)(1)(ii)(A) of Regulation S-K.  Please clarify or revise these inconsistencies. 

 Please ensure your disclosures appropriately characterize your non-GAAP measures as operating performance 

measures and/or liquidity or cash flow measures.  For example, you appear to have characterized free cash flow as 

an operating performance measure.  However, you reconcile free cash flow from net cash used for operating 

activities, which indicates free cash flow is a liquidity measure. 

Income Tax Effects on Non-GAAP Adjustments 

The Staff has commented on the prohibition of “net of tax” adjustments to arrive at a non-GAAP financial measure.23  In 

such comments, registrants were required to revise their disclosures and tabular presentations to separately present the 

income tax impact of their non-GAAP adjustments.   

Below are some sample Staff comments addressing this topic: 

 Your presentation of adjusted net income presents special items on an after-tax basis.  Please revise future filings and 

earnings releases to present the income tax effects of your non-GAAP adjustments as a separate adjustment and 

clearly explain how it was calculated.  Refer to Question 102.11 of the Non-GAAP Financial Measures Compliance 

and Disclosure Interpretations. 

 Please expand your disclosure here, and in earnings releases filed on Form 8-K, to more clearly explain how the tax 

effects of the non-GAAP adjustments are calculated.  Refer to Question 102.11 of the updated Non-GAAP Financial 

Measures Compliance and Disclosure Interpretations issued on May 17, 2016. 

 You state that the tax adjustment reflects the tax effect of the non-GAAP adjustments using the effective tax rate for 

the respective periods.  Please explain to us in detail how you calculated the tax effects of your non-GAAP 

adjustments.  Tell us what consideration you gave to disclosing how you computed the tax adjustments and how the 

tax rate applied to your non-GAAP adjustments relates to your GAAP effective tax rate.  See Question 102.11 of the 

updated Non-GAAP Compliance and Disclosure Interpretations issued on May 17, 2016. 

23 See C&DI Question 102.11. 
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Liability for Misuse of Non-GAAP Financial Measures and SEC Enforcement Actions 

Neither the requirements of Regulation G nor a person’s compliance or non-compliance with the requirements of 

Regulation G in itself affects any person’s liability under Section 10(b) of the Exchange Act (“Section 10(b)”) or SEC Rule 

10b-5 under the Exchange Act (“Rule 10b-5”).24  However, the Staff noted in the SEC Releases that Regulation G disclosure 

that is materially deficient may, in addition to violating Regulation G, give rise to a violation of Section 10(b) or Rule 10b-5 

anti-fraud provisions where the use of non-GAAP financial measures that, taken together with the information 

accompanying that measure, contains an untrue statement of a material fact or omits to state a material fact necessary in 

order to make the presentation of the non-GAAP financial measure, in light of the circumstances under which it is 

presented, not misleading.25  The Staff also references Section 3(b) of the Sarbanes-Oxley Act, which provides that a 

violation of the Sarbanes-Oxley Act or the SEC’s rules thereunder shall be treated as a violation of the Exchange Act and 

any failure to comply with Regulation G will subject an issuer and/or the person acting on its behalf to SEC enforcement 

action alleging violations of Regulation G.  Additionally, if the facts and circumstances warrant, the SEC could bring an 

action under both Regulation G and Rule 10b-5.26

Following the release of the updated C&DIs in May 2016, the SEC’s Enforcement Division contacted a number of 

registrants regarding their historical non-GAAP financial disclosures requesting documents and other information to 

determine if they may have violated Regulation G or Item 10(e).  In September 2016, the SEC charged the former chief 

financial officer and chief accounting officer of a publicly traded real estate investment trust and alleged violations of 

Section 10(b) and Rule 10b-5, among other causes of action, for including in the registrant’s 10-Q and 8-K filings 

purposely inflated AFFO, a key non-GAAP financial measure used by analysts and investors to assess the registrant.  The 

SEC alleged in its complaint that the officers employed an improper hybrid method of calculating AFFO and AFFO per 

share despite repeated concerns raised by their accounting staff about the impropriety of the calculation method.  The 

U.S. Attorney’s Office for the Southern District of New York brought a parallel criminal action against the officers.  The 

chief accounting officer eventually pled guilty to securities fraud and related charges and a federal jury convicted the chief 

financial officer of one count of conspiracy to commit securities fraud and other offenses, one count of securities fraud, 

two counts of making false filings with the SEC, and two counts of submitting false certifications along with required filings 

with the SEC.  The securities fraud, false filings charges, and false certification charges each carry a maximum prison term 

of 20 years and the charge of conspiracy carries a maximum prison term of five years.  In January 2017, the SEC brought 

an enforcement action for failure to comply with Item 10(e) against a registrant that presented a metric called “organic 

revenue growth.”  The metric represented the company’s growth in revenue excluding the reconciling effects of 

acquisitions and foreign exchange impacts.  However, from the second quarter of 2012 to the 2013 year end, the 

registrant adjusted for a third reconciling item into its calculation of the metric, which resulted in higher “organic revenue 

growth” results and failed to disclose the change to investors.  In addition, despite repeated promises to the Staff that it 

would do so, the registrant also failed to give the GAAP metrics equal or greater prominence to its non-GAAP financial 

measures (e.g., EBITDA, EBITDA margin, and free cash flow) in its earnings releases.  The registrant was ordered and agreed 

to cease and desist from such practices and paid a civil monetary penalty. 

As discussed above, on December 26, 2018, the SEC issued a cease and desist order and imposed a civil penalty on a 

company for including non-GAAP financial measures in two earnings releases without giving equal or greater prominence 

to the most directly comparable GAAP financial measures. 

Addressing the Use of Non-GAAP Financial Measures 

Senior members of the Staff have emphasized that registrants should consider and establish appropriate and effective 

disclosure controls and procedures relating to the use of non-GAAP financial measures.  Given the SEC’s focus on the use 

24 Regulation G, Rule 102. 
25 Id. 
26 See The SEC Releases, supra note 4. 
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of non-GAAP financial measures, companies should take certain measures to ensure compliance with Regulation G and 

Item 10(e).  Below are some practical considerations. 

Oversight by the Audit Committee 

A company should have its audit committee carefully oversee and monitor the use of non-GAAP financial measures and 

disclosures.  A company’s audit committee should include as a regular topic for discussion with the auditors the 

company’s use of non-GAAP financial measures and ask management to explain the utility of non-GAAP financial 

measures in the company’s public disclosures.  The audit committee’s charter should also expressly reference such 

responsibilities.  Senior members of the Staff have continued to emphasize the importance of proper disclosure controls 

and procedures, particularly with respect to increasing audit committee involvement and dialogue with stakeholders 

regarding the use of non-GAAP financial measures.  In December 2016, Mr. Bricker, speaking at the American Institute of 

Certified Public Accountants (“AICPA”) conference in Washington, D.C., highlighted that the audit committee members 

play an important “critical gatekeeper” role in ensuring credible, reliable financial reporting and that the oversight of 

management’s activities is crucial for investor protection.27  Mr. Bricker stated that audit committee members should seek 

to understand management’s judgments in the design, preparation, and presentation of non-GAAP financial measures and 

how those measures might differ from other registrants in the same sector. 

In December 2016, the Center for Audit Quality (“CAQ”), a non-profit public policy organization affiliated with the AICPA, 

issued discussion questions regarding the preparation and use of non-GAAP financial measures for key stakeholder 

groups such as management, investors, investment analysts, securities counselors, audit committee members, internal 

auditors, independent auditors, regulators, accounting standard setters and academics.28  The sample discussion questions 

were aimed to promote the transparency, consistency, and comparability of non-GAAP financial measures and to assist 

audit committees in assessing whether management is complying with SEC rules and related interpretations with respect 

to non-GAAP financial measures.29  The CAQ noted that the audit committee has a responsibility to investors with its 

oversight of financial reporting process and can act as a bridge between management and investors.  The audit committee 

can assess management’s basis for presenting non-GAAP financial measures, evaluate whether these measures present a 

fair and balanced view of the company, and assess how the non-GAAP financial measures are used by analysts and 

reported by the financial press to the broader public.30

Reporting and Disclosure Practices 

Companies should revisit the applicable rules and C&DIs to assess their approach or views on the presentation and use of 

non-GAAP financial measures.  Mr. Bricker noted that good reporting practices place a premium on audit committee 

members’ understanding of the company’s non-GAAP policies, procedures, and controls.  As an added measure, a 

disclosure committee should also review the company’s public filings for non-GAAP financial measures.  Below are some 

important considerations for use or disclosure of non-GAAP financial measures: 

 Non-GAAP financial measures should supplement not substitute for GAAP measures and given the recent 

December 2018 cease and desist order, registrants should take extra care in presenting GAAP financial measures 

with equal or more prominence than the non-GAAP financial measures.  Companies should also consider the 

examples given in the C&DI Question 102.10 and take care to avoid the following: 

27 See Wesley R. Bricker, Deputy Chief Accountant, Securities and Exchange Commission, Working Together to Advance High Quality Information in the 

Capital Markets (Dec. 5, 2016), available at: https://www.sec.gov/news/speech/keynote-address-2016-aicpa-conference-working-together.html.  
28 See Center for Audit Quality, Non-GAAP Financial Measures: Continuing the Conversation (Dec. 5, 2016), available at: http://thecaq.org/non-gaap-

financial-measures-continuing-conversation (hereinafter, “CAQ December 2016 Paper”).  See also Center for Audit Quality, Non-GAAP Measures:  A Tool 

for Audit Committees (June 28, 2016), available at: http://www.thecaq.org/questions-non-gaap-measures-tool-audit-committees (hereinafter, “CAQ June 

2016 Paper”). 
29 See CAQ June 2016 Paper, supra note 28, at 1. 
30 See CAQ December 2016 Paper, supra note 28, at 1. 
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o Omitting the comparable GAAP measures from or presenting a non-GAAP measure that precedes the 

most directly comparable GAAP measure such as in an earnings release headline or caption that includes 

non-GAAP measures; 

o Presenting a non-GAAP measure in a format such as bold or larger font size to highlight the non-GAAP 

measure over the comparable GAAP measure; or 

o Using prominent descriptive characterization for non-GAAP measure such as “record performance” or 

“exceptional” without at least an equally prominent descriptive characterization of the comparable GAAP 

measure. 

 Businesses operate in uncertain environments.  If non-GAAP adjustments replace a business reality with smooth 

earnings over time, accelerate unearned revenues, or defer incurred expenses, those adjustments and disclosures 

should be evaluated closely under the C&DIs. 

 Management should monitor the use of non-GAAP financial measures by comparable companies. 

 Members of the law department, accounting, investor relations and public relations teams should be familiar with 

the applicable requirements relating to non-GAAP financial measures. 

 Ensure that the use of non-GAAP financial measures is neither misleading nor otherwise prohibited by the rules. 

 Understand and articulate the reasons for the use of non-GAAP financial measures and how such measures help 

investors better understand the company. 

 Accurately define, describe, and label each non-GAAP financial measure and reconcile each non-GAAP financial 

measure to the directly comparable GAAP measure. 

 Ensure that there is a reasonable basis for any adjustment being made to arrive at a non-GAAP financial measure 

and consider whether, although not necessarily dispositive, such adjustment is customary among peer companies 

to avoid the appearance of misleading presentation such as apparent cherry picking adjustments within a non-

GAAP measure, adjustments to remove normal, cash operating expenses, and use of individually tailored 

accounting principles to calculate non-GAAP earnings.  In addition, the presentation of non-GAAP financial 

measures are balanced and that there are adjustments for both non-recurring expenses and non-recurring gains.  

Companies should remember that presentation of the non-GAAP financial measure that can be misleading may 

violate Rule 100(b) of Regulation G even if such adjustments are not explicitly prohibited. 

 Regulation G applies to all public disclosures, whether made orally or in writing.  If a non-GAAP financial measure 

is made public orally, telephonically, by webcast or broadcast, Regulation G requires registrants to post the 

required non-GAAP presentation and reconciliation on their website at the time the non-GAAP financial measure 

is made public and announce the location of their website in the same presentation in which the non-GAAP 

financial measure is made public.  Companies must pay close attention to presentation of non-GAAP financial 

measures in all public disclosures, including press releases, webcasts, investor presentations, earnings releases, 

conference calls, and other disclosures and should pay particular attention to earnings calls and scripts. 

 Consider whether a non-GAAP financial measure is a performance measure or a liquidity measure.  The Staff has 

said that it will focus on the substance of the non-GAAP measure and not management’s characterization when 

reviewing non-GAAP financial measures as a performance versus liquidity measure. 

Conclusion 

The effective functioning of the capital markets requires consistent, transparent, and credible disclosures by registrants.  

Registrants can use non-GAAP financial measures to properly convey information to investors that they believe are 

relevant, meaningful, and useful in understanding their financial performance, financial position, or liquidity.  The broad 

acceptance of non-GAAP financial measures and the use and attention accorded to such measures by the financial and 
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business community, including analysts, rating agencies and financial professionals, demonstrate that non-GAAP measures 

have a legitimate, meaningful, and relevant purpose.  However, the SEC has repeatedly noted that the use of non-GAAP 

financial measures is prone to misuse and abuse and can become tools to distort the truth of a company’s actual 

performance and financial condition, confuse investors and be a means of outright fraud.  The Staff has provided guidance 

on the proper use of non-GAAP financial measures through the C&DIs and other updated guidance.  The important 

concept that the Staff has reminded registrants of is that non-GAAP financial measures should only supplement, and not 

substitute for, GAAP financial measures.  Registrants should implement internal controls and measures to avoid use of 

misleading or prohibited non-GAAP financial measures in their disclosures and have their audit committees play a strong 

role in such internal controls.  In addition, a company’s management should have a reasonable basis for the use of such 

measures in the company’s disclosures and disclose such basis in a specific and concise manner avoiding boilerplate or 

generic descriptions.  Given the SEC’s and SEC Staff’s focus, companies also should consider the use of key performance 

indicators, the calculation of such key performance indicators, the usefulness to investors of such information, and the 

internal process undertaken in connection with verifying such amounts. 
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The following is a summary of various no-action letters issued by the staff of the Securities and Exchange Commission (the “SEC”) relating to Section 3(c)(5)(C) of the Investment Company 

Act of 1940, as amended. This table is only a brief summary of the no-action letters referenced herein and is not complete. The information below is based solely on the facts presented in 

each no-action letter and any different facts or representations may require a different conclusion. Because of the generality of this presentation, the information provided herein may not be 

applicable in all situations and should not be acted upon without specific legal advice based on particular facts and circumstances. 

SUMMARY OF SEC NO-ACTION LETTERS CONCERNING ICA § 3(c)(5)(C)

Section 3(c)(5)(C) No-Action 

Letter 

Instruments at Issue Summary of Letter and SEC Requirements To Be a Qualifying Interest (“QI”) and/or Real Estate 

Related Asset (“RER”) 

Great Ajax Funding LLC, SEC No-

Action Letter (Feb. 12, 2018) 

Notes and certificates issued by 

affiliated securitization vehicles 

established and sponsored by the 

depositor. 

QIs: Any securities issued by the affiliated securitization trust that it retains because such securities are 

acquired as a direct result of the issuer being engaged in the business of purchasing or otherwise 

acquiring whole mortgage loans. 

Redwood Trust, Inc., SEC No-

Action Letter (Oct. 16, 2017) 

Credit risk transfer securities. RER: Credit risk transfer securities share similar characteristics with and had the same economic 

substance as agency partial pool certificates, which are certificates that represent less than the entire 

ownership interest in a particular pool of mortgage loans. 

Capital Trust Letter, SEC No-Action 

Letter (Feb. 3, 2009) 

A-notes and B-notes. QI: B-notes in a commercial mortgage loan financing arrangement that consisted of A and B-notes, 

notwithstanding that the B-note holder did not have the right by itself to foreclose on the mortgage 

loan. The A-notes were the senior participation, the B-notes were the subordinate participation.  

Capital Trust Inc., SEC No-Action 

Letter (May 24, 2007) 

Tier 1 mezzanine loan that is the 

functional equivalent of a second 

mortgage. 

QI: Second mortgages. 

Greenwich Capital Acceptance, Inc., 

SEC No-Action Letter (Aug. 8, 

1991) 

Pass-through certificates evidencing 

undivided interests in the assets of 

trusts investing in cooperative 

housing.   

QI: The proprietary lease aspect reveals the real estate nature of cooperative housing and that the 

shares of stock attributable to ownership of a cooperative housing unit are a technical addition to such 

real estate ownership.  

NAB Asset Corp., SEC No-Action 

Letter (June 20, 1991) 

Interests in mortgage loans where the 

interests in question are not Agency 

certificates; non-guaranteed 

mortgage-backed securities. 

QI: The loans will be secured by a mortgage or deed of trust on one or more tracts or parcels of real 

estate, 100% of the principal amount of the loan as indicated in the credit files of the originating bank 

was secured by real estate at the time of origination, and 100% of the fair market value of the loan will 

be secured by real estate at the time the company receives the loan. 

RER: if at least 55% of the fair market value of each such loan will be secured by real estate at the time 

the company acquires the loan. 

Citytrust, SEC No-Action Letter 

(Dec. 19, 1990) 

Trust that will hold industrial 

development bonds and equipment 

loans in the form of industrial 

development bonds. 

QI: A mortgage IDB benefiting from non-real estate collateral will be disqualified if, in connection with 

a default, the amount recovered from non-real estate collateral (including guarantees) exceeds 40% of 

the original principal amount of the loan.

Redwood Mortgage Investors VII, 

SEC No-Action Letter (Jan. 5, 1990) 

Limited partnership interests in the 

mortgage lender that makes loans 

directly to the public secured by 

deeds of trust on real property. 

QI: Includes deeds of trust on real property, such as single family residences, commercial properties 

and unimproved land.
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Section 3(c)(5)(C) No-Action 

Letter 

Instruments at Issue Summary of Letter and SEC Requirements To Be a Qualifying Interest (“QI”) and/or Real Estate 

Related Asset (“RER”) 

United States Property Investment 

N.V., SEC No-Action Letter (May 1, 

1989) 

Mortgage loans and certain joint 

venture interests. 

QI: The company will only be invested in a combination of fee interests in real estate, mortgage loans 

secured exclusively by real estate, and interests in joint ventures formed to acquire fee interests in real 

estate or interests in joint ventures formed to make mortgage loans secured exclusively by real estate.   

RER: Loans are secured primarily, but not exclusively, by real estate. 

La Quinta Motor Inns, Inc., SEC No-

Action Letter (Jan. 4, 1989) 

Industrial development bonds secured 

primarily by real estate (RER). 

QI: 65% of the bonds’ principal amount will be secured exclusively by mortgage and security 

agreements or deeds of trust on real estate and represent, by principal amount, the entire issue of 

such bond, and the remaining 35% in principal amount of the bonds will be secured primarily by 

mortgage and security agreements or deeds of trust on real estate. 

RER: The remainder of the assets (i.e., 45%) of the trust will consist of industrial development bonds 

that are secured primarily by real estate, as well as interests in personal property. 

Centex Credit Corp., SEC No-Action 

Letter (Dec. 15, 1988)  

Whole-pool Agency certificates. QI: The SEC staff requested that the trustee will have the following arrangements concerning the  

trust estate: 

o The trustee will acquire a first priority perfected security interest in the mortgage certificates 

o Any other portions of the trust estate either will be duly pledged and collaterally assigned to 

the trustee, subject to no prior lien or other encumbrance (such as in the case of bank 

accounts), or will name the trustee as the beneficiary entitled to receive payments thereunder 

HUD Multifamily Project Mortgage 

Loans Asset Sale, SEC No-Action 

Letter (Sept. 29, 1988) 

Multifamily project mortgage loans 

from the United States Department of 

Housing and Urban Development. 

The SEC staff denied no-action relief, because HUD’s obligations under the settlement agreement may 

result in action or inaction that may not be consistent with the economic interests of the 

certificateholders, and thus it cannot be said that the trust is primarily engaged in the business of 

acquiring “mortgages and other liens on and interests in real estate.” 

Home Investors Trust, SEC No-

Action Letter (Sept. 26, 1988) 

Residual interests or participations. Residual Interests: Which evidence fractional undivided interests in (QI) certain entities that have 

issued debt instruments or other securities collateralized by mortgage instruments or other mortgage-

related assets or (RER) the amounts remaining after required payments on such debt instruments or 

other securities are made and expenses are paid. 

Alleco, Inc., SEC No-Action Letter 

(July 14, 1988) 

Loans secured by first or second 

mortgage loans. 

QI: Loans secured by first or second mortgages on real property of builders, developers and owners of 

commercial and industrial real estate will be based upon the appraised value of the real property 

assuming a forced liquidation. The aggregate principal amounts of all loans (including, in the case of 

any second mortgage loans, the aggregate amount of any first mortgage) secured by an individual 

parcel of real estate will not exceed 100% of the appraised value of the real property.  

American Housing Trust I, SEC No-

Action Letter (May 21, 1988) 

Installment land contracts. QI: Installment contracts where the company retains record title to the property until all principal and 

interest have been repaid and are enforceable under state law. 

United Bankers, SEC No-Action 

Letter (Mar. 23, 1988). 

Pool consisting of at least 80% real 

estate and whole loan real estate 

interests secured by first mortgage fee 

interests in real estate. 

QI: The value of the pool is based upon the trust’s opening balance sheet prepared in accordance  

with GAAP. 

Breen Mortgage Fund I, SEC No-

Action Letter (Jan. 20, 1988) 

Fully-secured mortgages or deeds  

of trust. 

QI: Loans where “substantially all” of net offering proceeds will be invested in loans to members of the 

general public, which shall be secured by deeds of trust on real property including single-family 

residences, commercial property and unimproved land. 
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Section 3(c)(5)(C) No-Action 

Letter 

Instruments at Issue Summary of Letter and SEC Requirements To Be a Qualifying Interest (“QI”) and/or Real Estate 

Related Asset (“RER”) 

Gustavus Adolphus Coll. Pooled 

Life Income Fund, SEC No-Action 

Letter (Oct. 19, 1987)  

Fully-secured mortgages or deeds of 

trust. 

QI: Before the effective date of the pooled income fund’s registration statements under the 1933 Act 

the fund will sell its present securities holdings and invest the proceeds in a note secured exclusively 

by real estate; and thereafter substantially all of the fund’s assets will consist of real estate or notes 

secured exclusively by real estate or both. 

First Boston Mortgage Securities 

Corp., SEC No-Action Letter (Oct. 6, 

1987) 

Deposit participation certificates 

(“PCs”) evidencing the entire 

ownership interest in the subject 

mortgage loans for pledge by an 

owner trust to secure one or more 

series of bonds. 

QI: PCs will be treated as the equivalent of whole mortgage loans, rather than securities, so long as the 

PCs evidence the entire ownership interest in mortgage loans to be pledged to secure one or more 

series of a CMO and give the holder of the PCs the right to either direct foreclosure or to terminate the 

custodial agreement, with or without cause, and take possession of the mortgage loans directly. 

CDW Mortgage Securities, Inc., SEC 

No-Action Letter (Sept. 4, 1987) 

FHLMC certificates that represent the 

entire issue of the certificates backed 

by a particular pool of mortgage 

loans. 

QI: PCs issued by FHLMC comprising the entire issue of PCs backed by a particular pool of mortgage 

loans. 

RER: Consists primarily of PCs comprising less than the entire issue of PCs backed by a particular pool 

of mortgages. 

American Development Finance 

Inc., SEC No-Action Letter (July 23, 

1987) 

Financing local development projects 

through either (a) local industrial 

development bonds or (b) loans 

directly to borrowers. 

QI: At least 55% of the company’s assets will be invested in notes secured exclusively by mortgages on 

real estate and bonds secured exclusively by mortgages on real estate, in each case representing the 

entire outstanding issue of such bonds and not portions thereof. 

Centex Acceptance Corp., SEC No-

Action Letter (July 22, 1987)  

Whole-pool agency certificates. QI: Whole pool GNMA certificates (i.e., GNMA certificates representing a 100% interest in the 

underlying pool of mortgage loans as of the original issue date of such series). 

Dayton Area Building and 

Construction, SEC No-Action Letter 

(May 7, 1987) 

Participation interests in construction 

period mortgage loans. 

QI: Participation interests in construction period mortgage loans acquired from mortgage lenders. 

D.B.G. Prop. Investors, Inc., SEC No-

Action Letter (Dec. 29, 1986) 

Condominium and cooperative 

housing loans. 

QI: The partnership would only invest in condos and coops. 

DSM Co., SEC No-Action Letter 

(Nov. 5, 1986) 

Whole mortgage loans and whole

pool GNMA/FNMA/FHLMC 

certificates. 

QI: Whole mortgage loans, whole pool GNMA, FNMA or FHLMC certificates. 

RER: Primarily real estate-type interests in the form of mortgage loans or GNMA, FNMA or FHLMC 

certificates. 

Embarcadero Mortgage Fund I, SEC 

No-Action Letter (Nov. 5, 1986)  

Fully-secured mortgages or deeds of 

trust. 

QI: Loans secured by deeds of trust on real property. 

Bear, Stearns & Co., Inc., SEC No-

Action Letter (Oct. 3, 1986) 

Whole-pool agency certificates. QI: Mortgage pass-through certificates issued and guaranteed by the FNMA certificates representing, 

on the date of conveyance, the entirety of the pools of mortgage loans underlying the FNMA 

certificates. 

Redwood Mortgage Investors, SEC 

No-Action Letter (Aug. 25, 1986)  

Fully-secured mortgages or deeds of 

trust. 

QI: Primary purpose of the company was to make loans secured by deeds of trust on real property. 
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Section 3(c)(5)(C) No-Action 

Letter 
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Newman and Assocs., Inc., SEC No-

Action Letter (July 18, 1986) 

Non-redeemable bonds. Non-redeemable bonds issued by a trust with “substantially all” of whose assets consist of notes of the 

owner/borrower of a real estate project are not QIs. 

The State Street Mortgage Co., SEC 

No-Action Letter (July 17, 1986) 

Second mortgages secured by real 

property. 

QI: 90% of assets are invested in first and second mortgage loans. 10% of assets are invested in 

properties acquired on foreclosure and other miscellaneous investments. 

Barons Mortgage Co., SEC No-

Action Letter (May 27, 1986) 

Fully-secured mortgages or deeds of 

trust. 

QI: Loans secured exclusively by mortgages or deeds of trust on real property.  Each loan will be a 

purchase money mortgage with the proceeds thereof being used to acquire or develop the real 

property that will serve as security for the loan. 

Security Mortgage Acceptance 

Corp., SEC No-Action Letter (Mar. 

24, 1986) 

Whole-pool agency certificates. QI: Bonds backed by guaranteed mortgage pass-through certificates issued by FNMA and/or 

mortgage PCs issued by FHLMC in addition to mortgage pass-through certificates fully guaranteed as 

to principal and interest by GNMA (collectively, “the Certificates”). 

RER: Remaining assets will principally consist of Certificates representing less than all of the Certificates 

backed by an underlying mortgage pool and, to a limited extent, will consist of short-term securities 

that will not adversely affect the rating for the bonds. 

Burger King Investors Master L.P., 

SEC No-Action Letter (Mar. 5, 1986) 

Owning or leasehold interest in real 

property. 

Partnerships may not, without the leaser’s consent or without the occurrence of certain other events, 

use or permit the use of any Property for any purpose other than the operation of a the leaser’s 

business.  

Security Mortgage Acceptance 

Corp., SEC No-Action Letter (Jan. 6, 

1986) 

GNMA certificates. QI: GNMA certificates representing all the GNMA certificates backed by a particular underlying 

mortgage pool  

RER: Remaining assets principally will consist of partial pool GNMAs and, to a limited extent, will 

consist of short-term securities. 

P&B Realty Dev. Corp., SEC No-

Action Letter (Dec. 4, 1985) 

Condominium and cooperative 

housing loans. 

QI: The principal amount of any mortgage loan secured by a first lien will not exceed 75% of the value 

of the real estate established by independent appraisal, and the principal amount on any junior 

mortgage to be purchased will not exceed 75% of the property value after deducting the principal 

balances of the senior mortgages.  

First Nat’l Bank of Fremont, SEC 

No-Action Letter (Nov. 18, 1985) 

Certificates issued by a trust 

consisting of notes secured by first 

mortgages.  

QI: The mortgage loans will be serviced by the originator, and, after the trust issues and sells the 

certificates, then it will not add, withdraw or substitute mortgage loans. 

Westin Hotels Ltd. Partnership, SEC 

No-Action Letter (Nov. 14, 1985) 

Interest in underlying hotel 

partnerships. 

The SEC staff refused to grant no-action relief, because limited partners of a partnership can only 

remove its general partner and the general partners of the underlying hotel partnerships for cause. 

Prudential-Bache Sec., Inc., SEC 

No-Action Letter (Aug. 19, 1985) 

Loans backed by interests in oil and 

gas properties. 

QI: Assets of the Limited Partnership not invested in oil and gas interests constituting “mortgages and 

other liens on and interests in real estate” will be invested in (1) oil and gas interests in states where 

such interests do not constitute “mortgages and other liens on and interests in real estate,” (2) loans 

made to these developers of oil and gas interests that are either unsecured or secured by personalty 

or (3) options or other rights to acquire an equity interest in the developer of the oil and gas interests. 

CMO Mortgage Corp., SEC No-

Action Letter (July 22, 1985) 

Conventional mortgage loans. QI: 80% of the issuer’s assets will consist of conventional (i.e., not government-guaranteed or 

government-insured), fixed rate residential mortgage loans. 
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Salomon Brothers Inc., SEC No-

Action Letter (June 17, 1985) 

Industrial bonds. QI: Industrial development bonds and other obligations secured at the time of their issuance by 

purchase money mortgages or deeds of trust on real estate. 

Federal Home Loan Mortgage 

Corp., SEC No-Action Letter (June 

14, 1985) 

Mortgages and Freddie Mac PCs. QI: Mortgages and other liens on and interests in real estate, including entire issues of PCs issued by 

Freddie Mac, whether those PCs are backed by whole mortgages, participations in whole mortgages or 

a combination of both.  

Shearson Lehman/American 

Express Inc., SEC No-Action Letter 

(Mar. 20, 1985) 

Industrial development bonds. QI: The bonds will not be readily tradable in any currently existing secondary market. 

McDonald & Co. Securities, Inc., 

SEC No-Action Letter (Mar. 11, 

1985) 

Mortgage loans where at least 55% of 

the principal amount will be secured 

exclusively by mortgage and security 

agreements or deeds of trust on real 

estate.  

QI: At least 55% in principal amount of the loans will be secured exclusively by mortgage and security 

agreements or deeds of trust on real estate. The remaining loans may be secured by mortgage and 

security agreements or deeds of trust on real estate that may also include security interests in personal 

property not constituting real property (such as machinery, equipment or fixtures).  

Health Facility Credit Corp., SEC 

No-Action Letter (Feb. 6, 1985) 

Assets consist of borrower’s notes 

secured solely by first lien mortgages 

on real property. 

QI: HFCC will be substantially limited by its articles of incorporation to activities relating to the 

purchase, ownership and sale of interests in, and mortgages and liens on, real property. 

Ray Ellison Mortgage Acceptance 

Corp., SEC No-Action Letter (Jan. 

17, 1985) 

Whole-pool Agency certificates. QI: Whole pool GNMA certificates ( i.e., GNMA certificates comprising the whole issue of GNMA 

certificates based on and backed by a pool of mortgages). 

RER: The remaining 45% will consist primarily of real estate-type interests in the form of GNMA 

certificates. 

First Federal Savings Bank, San 

Juan, Puerto Rico, SEC No-Action 

Letter (Nov. 15, 1984) 

Pool of conventional residential 

mortgage loans (i.e., first mortgage 

liens on residential real estate). 

QI: The trust holding a pool of conventional residential mortgage loans will issue mortgage pass-

through certificates evidencing fractional undivided interests in the pool. 

Kelling & Co., Inc., SEC No-Action 

Letter (Oct. 22, 1984) 

PCs evidencing proportionate 

interests in lease payments relating to 

projects involving one or more 

political subdivisions of the State of 

California. 

QI: The projects may consist, in part, of certain items of real or personal property that are the subject 

of existing lease, purchase or loan agreements with third parties.  

Landmark Funding Corp., SEC No-

Action Letter (Sept. 20, 1984) 

Whole-pool Agency certificates. QI: Whole pool GNMA, FNMA and/or FHLMC certificates. 

Baton Rouge Building and 

Construction Industry Foundation, 

SEC No-Action Letter (Aug. 31, 

1984) 

Participation interests in construction

period mortgage loans. 

QI: Each loan is fully-secured by real property, and the participation interests held by the trust are 

sufficient to give the Foundation, as trustee for the trust, the right by itself to foreclose the mortgage 

securing the loan in the event of a default. 

Marion Bass Securities, Inc., SEC 

No-Action Letter (July 9, 1984) 

Interests in proposed pool of 

mortgage bonds. 

The SEC staff declined to grant no-action relief, because (1) the bonds of a single issue in the pool 

would constitute less than all of the outstanding bonds of that issue and (2) the pool would not be in a 

position to foreclose the mortgages securing the bonds if there should be a default. 
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Northwestern Ohio Building and 

Construction Trades Foundation, 

SEC No-Action Letter (Apr. 20, 

1984) 

Construction period mortgage loans 

through trusts created pursuant to 

trust agreements designating the 

foundation as trustee. 

QI: A trust would never acquire more than a 50% participation in a construction period mortgage loan, 

but any participation it would hold would enable the foundation, as trustee for a trust, to foreclose on 

the mortgage securing the loan in the event of a default. 

Medidentic Mortgage Investors, 

SEC No-Action Letter (May 23, 

1984) 

Limited partnership that purchases or 

otherwise acquires mortgages and 

other liens on real estate. 

An issuer that invests 70% of its assets in mortgage loans (i.e., loans secured by real estate) would be 

considered to be primarily engaged in the business of purchasing or otherwise acquiring mortgages 

and liens on, and interests in, real estate.  The SEC staff gave the issuer a one-year or longer (under 

certain circumstances) cure period in the event that the issuer’s mortgage loan assets fall to 65%.  

M.L. Stern & Co., SEC No-Action 

Letter (May 21, 1984)  

Debt obligations issued by 

governmental bodies in California. 

QI: The SEC staff emphasized that the bondholder has the right to foreclose on the bonds. 

Nottingham Realty Sec., Inc., SEC 

No-Action Letter (Apr. 19, 1984) 

Agency certificates.  The SEC staff did not grant no-action relief, because Agency certificates representing less than 100% of 

the beneficial interest in the underlying mortgage loans do not constitute QIs for the 55% test.

The Realex Capital, SEC No-Action 

Letter (Mar. 19, 1984)

Issuer formed to invest in limited 

partnership interests in an underlying 

limited partnership that would own 

and operate a building. 

The SEC staff did not grant no-action relief, because the issuer required consent for any amendments 

or transfers of ownership in the partnership interests and, under its own agreement, was restricted 

from purchasing any other properties or securities than the building. 

MSA Realty Corp., SEC No-Action 

Letter (Mar. 19, 1984)  

Whole-pool agency certificates. QI: (i) Mortgages or deeds of trust insured or guaranteed by the federal government or an agency 

thereof, (ii) mortgage securities of the “modified-pass through” type insured or guaranteed by the 

GNMA and similar organizations (provided that the company has 100% of the beneficial ownership of 

the mortgage pools underlying such securities) and (iii) equity interests in real estate owned through 

joint ventures. 

Guaranteed Mortgage Corp. II, SEC 

No-Action Letter (Jan. 9, 1984) 

GNMA certificates. QI: GNMA certificates representing all of the GNMA certificates backed by a particular underlying pool 

of mortgages. 

RER: GNMA certificates representing partial interests in the mortgage pools backing such GNMA 

certificates. 

McDonald & Co. Securities, Inc., 

SEC No-Action Letter (Dec. 14, 

1983) 

Portfolio of industrial development 

bonds (the “Loans”) issued by state or 

local governmental entities and 

secured by mortgages or deeds of 

trust on real estate. 

QI: (i) The Loans will consist of the entire issue of bonds and not portions thereof, the (ii) Loans will not 

be of the type of security for which secondary markets exist at the present time, and (iii) once the trust 

is formed, it will be fixed and Loans may not be added, substituted or withdrawn (except under the 

limited circumstances described above that could result in a requirement that the financial institution 

repurchase a Loan upon a default and related acceleration). 

Dean Witter Reynolds Inc., SEC No-

Action Letter (Dec. 1, 1983)  

Whole-pool agency certificates. QI: The custodian on behalf of the Certificate holders will own all of the GNMA certificates that are 

based on and backed by a pool of mortgages underlying any GNMA certificate.   

Salomon Bros. Mortgage, SEC No-

Action Letter (Nov. 8, 1983) 

Whole-pool agency certificates QI: GNMA certificates representing all of the GNMA certificates backed by a particular underlying pool 

of mortgages. 

RER: GNMA certificates representing partial interests in the mortgage pools backing such GNMA 

certificates. 
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Van Kampen Merritt Inc., SEC No-

Action Letter (Oct. 11, 1983) 

Conventional, single-family first 

mortgage loans.   

QI: Substantially all of the mortgages will be conventional, first mortgages on single-family residential 

property (including condominiums and multiple-family dwellings) located in the normal lending area 

of the association and originated by the association and its predecessors; all of the mortgages will be 

fully-secured solely by real estate, and none of the mortgages will have been previously sold to the 

public or traded in the secondary market. 

Independence Mortgage, Inc., SEC 

No-Action Letter (Oct. 3, 1983)  

Fully-secured mortgages or deeds of 

trust. 

QI: One hundred percent (100%) of the loan value is secured by real estate, and, in virtually all cases, 

the sole purpose of the loan is to acquire improved real estate or acquire unimproved real estate and 

construct improvements thereon. 

Gem Savings Association, SEC No-

Action Letter (Sept. 28, 1983) 

GNMA certificates (66% of assets) and 

subordinated debentures issued by 

GEM (33% of assets). 

QI: The financing subsidiary initially will hold as assets in GNMA certificates to equal more than 66% of 

total assets. 

Equibank, SEC No-Action Letter 

(Aug. 29, 1983)  

Whole-pool agency certificates. QI: Assets will consist of at least 65% of whole mortgages, GNMA certificates, FNMA certificates and/or 

FHLMC certificates.  

Gem Savings Association, SEC No-

Action Letter (Aug. 12, 1983) 

Participation interests in certain 

industrial development bonds. 

QI: (i) Each of the bonds is secured by a mortgage on real property and will be assigned to a trustee 

for the benefit of the certificate holders, (ii) the trustee will have the right to foreclose the mortgage 

and the amount of the monthly debt service will be distributed monthly and (iii) the highest loan-to-

value ratio of the bonds is 88%. 

Investors GNMA Trust, Inc., SEC 

No-Action Letter (July 22, 1983) 

Whole-pool agency certificates. QI: At least 65% of the assets of the Company will be invested in GNMA mortgage pass-through 

securities, which represent 100% beneficial interests in the underlying mortgage pools. 

RER: The assets will consist, to a lesser extent, of GNMA mortgage pass-through securities 

representing interests in less than 100% beneficial interests in the underlying mortgage pools. 

U.S. Home Mortgage Credit Corp., 

SEC No-Action Letter (June 22, 

1983)  

Whole-pool agency certificates. QI: U.S. Home Mortgage Credit Corporation will own all the GNMA certificates, which are based on 

and backed by a pool of mortgages underlying any GNMA certificate it will own, and will hold them 

until they nature or are paid off or until it repurchases all of the bonds to be secured by them. 

Premier Mortgage Corp., SEC No-

Action Letter (Mar. 14, 1983) 

Non-recourse notes of savings and 

loan associations (“S&Ls”) having a 

total face amount equal to the total 

face amount of the issued bonds. 

QI: Each note would be secured by a pool of whole mortgage loans, which are first liens on real 

property, owned or originated by an S&L. The mortgage loans in a pool accepted by Premier as 

collateral would be fixed after a cut-off date, and no mortgage loans could be added to, withdrawn 

from or substituted in the pool.  

Hereth, Orr & Jones, Inc., SEC No-

Action Letter (Oct. 25, 1982) 

Tax-exempt industrial development 

bonds primarily secured by first 

mortgages on or deeds of trust 

conveying real property (“Tax-Exempt 

Mortgage Loans”). 

QI: The Tax-Exempt Mortgage Loans will always consist of the entire issue of such Loans, and not 

portions thereof, and will not be of a type for which secondary markets exist at the present time. 

Great Am. Mgmt. and Inv., Inc., SEC 

No-Action Letter (Sept. 27, 1982) 

Fee simple interests in real estate. QI: Having a fee simple interest in real estate (i.e., a direct investment in real estate). 
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Clemmons, Gordon L., SEC No-

Action Letter (May 3, 1982) 

Recourse promissory notes the 

payment of which will be secured by 

the lien of deeds of trust covering real 

property located in Texas (“Mortgage 

Notes”), which lien may be either a 

first or second lien. 

QI: (i) The company will only purchase Mortgage Notes, (ii) each participant will acquire an undivided 

interest in one or more of the Mortgage Notes, and (iii) when a Mortgage Note matures, the funds 

received by the company will be placed in the appropriate Participant’s Account at the Bank, and the 

company will reinvest these proceeds as it selects other Mortgage Notes. 

Apache Petroleum Mortgage Co., 

SEC No-Action Letter (Apr. 30, 

1982) 

Loans backed by interests in oil and 

gas properties. 

QI: The real property standing as security would be appropriate to the circumstances; it could be a fee 

simple interest in land or all or a part of the oil and gas mineral interests contained therein. 

M & I Marshall & Ilsley Bank, SEC 

No-Action Letter (Mar. 24, 1982) 

Industrial development revenue 

obligations evidenced by promissory 

notes or bonds (the “Obligations”) 

primarily secured by first mortgages 

on real property. 

QI: Each Obligation will be an industrial development revenue obligation secured by a mortgage or 

lease of real property. Among the remedies available to the trustee upon the occurrence of an event of 

default will be the right to direct the foreclosure of the mortgaged property securing any defaulted 

Obligation.  

Prescott, Ball & Turben, SEC No-

Action Letter (Feb. 19, 1982)  

Whole nonrecourse mortgages that

secure tax-exempt permanent 

financing loans (but not construction 

financing loans) to the owners of 

commercial real estate projects, such 

as shopping centers, retail stores and 

office buildings. 

QI: Mortgages that consist entirely of security interests in real estate, including fixtures. 

RER: If personalty is accepted as collateral, then it would be of a value that would be small in relation 

to the total value of each project, generally less than 10% of such total value. 

Coast Fed. Sav. & Loan Association, 

SEC No-Action Letter (Feb. 15, 

1982) 

Fixed interest rate mortgage loans 

secured by second lines on single-

family residential real property. 

QI: Consists only of whole mortgage loans and not partial interests in mortgage loans. Once the 

participation pool is identified by Coast Federal, it is fixed; loans may not be added, withdrawn or 

substituted.  

Merrill Lynch, Pierce, Fenner & 

Smith Inc., SEC No-Action Letter 

(Nov. 4, 1981) 

Industrial development obligations in 

the form of notes or bonds. 

QI: (i) At least 65% of the loans in which the pool will invest (calculated on the basis of principal 

amount) will be secured exclusively by first mortgages or deeds of trust on real property, (ii) the loans 

in the pool will in all instances consist of the entire issue of such loans and not portions thereof, (iii) 

the loans will not be of the type of security for which secondary markets exist at the present time, and 

(iv) once the pool is formed, it will be fixed and loans may not be added, withdrawn or substituted. 

American Home Finance Corp., SEC 

No-Action Letter (May 11, 1981) 

Whole-pool agency certificates. QI: Cash reserve funds, which will constitute less than 10% of Finance’s assets, may be invested only in 

short-term obligations of the U.S. government or any agency thereof, obligations of the Federal 

National Mortgage Association, prime commercial paper, and bank deposits or certificates of deposit. 

Payments received with respect to the GNMA certificates may be temporarily invested in the same 

manner.

Home Savings and Loan 

Association, SEC No-Action Letter 

(Oct. 15, 1980) 

Undivided participation interest, 

anticipated to be an approximately 

93% interest, in the loans. 

QI: The trustee will hold the 93% interest in the mortgage loans owned by the certificate holders, and 

this 93% interest will be superior to other interests. The participation interests represent one of only 

two such interests in whole loan mortgages, and the other interest, not to exceed 10% of any whole 

mortgage, is retained by the issuer. 
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Banco de Ponce, SEC No-Action 

Letter (Sept. 22, 1980) 

Promissory notes secured by 

mortgage liens against residential real 

estate in Puerto Rico. 

QI: The principal and interest on the promissory notes are insured by the Puerto Rico Housing Bank 

and Finance Agency. 

US Home Finance Corp., SEC No-

Action Letter (May 30, 1980) 

A group of residential mortgages, 

together with a cash reserve fund in 

an amount equal to 3% of the original 

principal amount of the series. 

QI: Finance will not engage in any other business and is not expected to have any significant assets 

other than those securing the mortgage-backed bonds. 

First Deed Corp., SEC No-Action 

Letter (Mar. 29, 1979)  

Promissory notes secured by 

mortgages and deeds of trust that are 

first liens on real property. 

QI: The mortgage loans involved in the sale or participation arrangement will be whole mortgage 

loans originated by the issuer. 

Lincoln Mortgage Investors, SEC 

No-Action Letter (Nov. 11, 1978) 

Trust with large amounts of cash 

assets. 

The SEC staff granted no-action relief, providing that the trust will not be an investment company, 

provided that it reinvests a substantial portion of its cash assets in interest-bearing savings accounts, 

certificates of deposit, banker’s acceptances, government securities and other money-market 

instruments pending investment of such cash in property acquisitions, mortgage loans and other real 

estate activities. 

Prudential Mortgage Bankers & 

Investment Corp., SEC No-Action 

Letter (Dec. 4, 1977) 

Second trust deed loans to 

homeowners of single-family 

residences for terms ranging from one 

to six years. 

QI: Substantially all of the business will be making second trust deed loans to homeowners of single-

family residences for terms ranging from one to six years. 

Certco Capital Corp., SEC No-

Action Letter (Feb. 14, 1977) 

Loans to individual borrowers. QI: Loans to borrowers secured by mortgages and other liens on, and interests in, real estate. 

Ric Investment Corp, SEC No-

Action Letter (Dec. 11, 1976) 

Loans to small, independent retail 

grocers that will be secured by 

mortgages and other liens or real 

estate. 

QI: The company does not anticipate that any significant amount of its funds would be available for 

equity investments and does not contemplate the use of funds for equity investments, although the 

company may be authorized to make such investments under its SBIC license and corporate charter.  

TSM Corp., SEC No-Action Letter 

(Dec. 9, 1976) 

Financing to small retail grocers by 

financing improvements to existing 

physical facilities or construction of 

new facilities. 

QI: All of the loans will be secured by mortgages and other liens on an interest in real estate.  

Glendale Investment Corporation, 

SEC No-Action Letter (Oct. 13, 

1976) 

Partnership making loans secured by 

real estate liens, principally second 

trust deeds on single-family 

residences. 

QI: The partnership’s sole purpose will be to invest in loans secured by trust deeds by “purchasing or 

otherwise acquiring them” as the loans are originated or, less frequently, purchasing existing trust 

deed loans.  

First Federal Savings & Loan 

Association of Fort Wayne, SEC 

No-Action Letter (Jan. 7, 1976) 

N/A. QI: Companies that are primarily engaged in acquiring whole, and not fractionalized, mortgages, liens 

and other interests. 
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GIT Realty & Mortgage Investors, 

SEC No-Action Letter (Jan. 7, 1976) 

GIT, a real estate investment trust, 

proposed to transfer all of its assets to 

GIT Corp.  It was also proposed that 

GIT Corp. acquire a percentage of 

Goodrich Realty’s stock. 

QI: Approximately 85% of GIT Corp’s assets would be in real estate and real estate loans. GIT Corp 

stated that, despite significant obligations in connection with a stock acquisition, it is still primarily 

engaged in the business of purchasing or otherwise acquiring mortgages or other liens on and 

interests in real estate. 

First Liberty Real Estate Fund, SEC 

No-Action Letter (July 14, 1975) 

Investing primarily in the long-term 

ownership of real estate assets. 

The SEC staff declined to grant no-action relief, because there was no assurance that the fund’s 

investments would be restricted to acquisitions of whole mortgages and other liens on, and interests 

in, real estate. 

Increasing Income Certificates, SEC 

No-Action Letter (Feb. 18, 1975) 

First mortgages insured or guaranteed 

by federal agencies. 

QI: Company's activities must include a review of the company’s entire business activities in addition to 

the makeup of its investments. 

National Rural Utilities Cooperative 

Finance Corporation, SEC No-

Action Letter (Nov. 15, 1974) 

Loans to manufacturers, wholesalers 

and retailers of electric service. 

QI: Loans will be secured by a first mortgage lien on substantially all the properties of the borrower; to 

the extent that a borrower has loans outstanding from the Rural Electrification Administration, such 

mortgage secures both the Cooperative and the government loans.  

Great American Mortgage 

Investors, SEC No-Action Letter 

(Oct. 25, 1974) 

Real property or mortgage loans, 

typically acquired due to foreclosures. 

QI: Although not exclusive, the primary activity of the Corporation will be to purchase or lease from a 

REIT of properties acquired in connection with, or in lieu of, foreclosure of a defaulted mortgage loan. 

In some circumstances, the Corporation may purchase a property at foreclosure or may acquire title to 

a property from a borrower in exchange for assuming the borrower’s obligations to the REIT. 

Capital Mortgage Investment, SEC 

No-Action Letter (Oct. 25, 1974) 

Purchase of real property either from 

the REIT or from persons to whom the 

REIT has made mortgage loans. 

The primary activity of the corporation will be to purchase or lease from CMI properties acquired in 

connection with, or in lieu of, foreclosure of a defaulted mortgage loan. In some circumstances, the 

corporation may purchase a property at foreclosure or may acquire title to a property from a borrower 

in exchange for assuming the borrower’s obligations to CMI.  

MGIC Corp., SEC No-Action Letter 

(Aug. 1, 1974) 

Commitments to purchase, and 

purchasing loans secured by, 

mortgages on 1- to 4-family 

residences, including individual 

condominium units. 

According to the SEC staff, no-action relief was only appropriate here so long as the company had a 

substantial continuing ownership interest in whole mortgages and pools and unrestricted control over 

the enforcement of the lien and other matters with respect to such mortgage loans.  The SEC staff 

explained that the company must be “engaged primarily in acquiring undivided interests in whole 

mortgages or pools.”  

Nutmeg Capital Corp., SEC No-

Action Letter (July 6, 1974) 

Secured loans. QI: Loans secured by notes and mortgages to individuals and corporations. 

Woodrow of California 

Incorporated, SEC No-Action Letter 

(Apr. 2, 1973) 

Investments in urban renewal projects 

in California. 

The SEC staff stated that the issuer may be excluded from the definition of investment company 

because the issuer has “specific, bona fide plans for application of more than 50% of its assets to real 

estate investment.”   

National Rural Utilities Cooperative 

Finance Corporation, SEC No-

Action Letter (Dec. 10, 1972) 

Mortgage loans. QI: Short-term investments should not exceed 10% of its commitments for or investments in mortgage 

loans. 

MGIC Mortgage Corp., SEC No-

Action Letter (Oct. 6, 1972) 

Whole mortgage loans on 1- to 4-

family properties that are also the 

primary residence of the mortgagor. 

QI: The company must be engaged primarily in dealing in whole loans and not in participations or 

fractional interests in individual or pooled mortgages or deeds of trust.   
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Properties in Paradise, Inc., SEC 

No-Action Letter (Aug. 27, 1972)  

Limited partnerships that purchase 

condominium units to sell one-month 

interests in each condominium. 

QI: Each individual condominium apartment within a building will be sold to a limited partnership, and 

each limited partnership has full ownership of its particular condominium apartment, and, within said 

limited partnership, each individual’s particular dates of occupancy for a given year shall be 

determined by mutual agreement. 

J. Shapiro Co., SEC No-Action 

Letter (July 29, 1972) 

Investment in, and improvement of,

real estate. 

QI: The company does not intend to acquire securities other than interests in real estate that may be 

incidental to its property management, investment and improvement business. 

Troutman, Sanders, Lockerman & 

Ashmore, SEC No-Action Letter 

(Jan. 10, 1972)  

Whole mortgages. QI: The company must be primarily engaged in investing in whole mortgages (100% of the mortgage) 

and not in fractional interests or participations in mortgages. 

Arthur D. Little, Inc., SEC No-Action 

Letter (Dec. 16, 1971)  

Company holding title to real estate 

and interests therein. 

QI: The company’s primary purpose and activity must be the holding of title to real estate and interests 

therein on behalf of its tax exempt shareholders, collecting the income therefrom and distributing the 

entire amount thereof, less expenses, to its shareholders. 

Associated Marketing Corporation, 

SEC No-Action Letter (Dec. 10, 

1971) 

Secured loans to grocery store 

retailers. 

QI: The company will take security interests in real estate in order to secure the loans that it makes. 

American Commonwealth 

Company, SEC No-Action Letter 

(May 14, 1971) 

Mortgage bonds of utility subsidiaries. QI: No distinction should be drawn between an obligation called a “promissory note” and an 

obligation called a “bond” or between a direct mortgage from an American subsidiary to a company, 

securing an obligation of the subsidiary to a company, and a mortgage indenture from such a 

subsidiary to a trustee that acts for a company as the sole owner of all of the debt secured by the 

mortgage indenture.

Associated Mortgage Investors, 

SEC No-Action Letter (Mar. 30, 

1971) 

Loans that finance, among other 

things, residential and commercial 

properties. 

QI: REIT invests in first mortgage loans.


	REIT IPO covers
	REIT IPO Market Update

