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Section 860A. Taxation of REMIC’s. 
(a) General rule. 
 Except as otherwise provided in this 
part, a REMIC shall not be subject to 
taxation under this subtitle (and shall not 
be treated as a corporation, partnership, or 
trust for purposes of this subtitle). 
(b) Income taxable to holders. 
 The income of any REMIC shall be 
taxable to the holders of interests in such 
REMIC as provided in this part.  

Section 860B. Taxation of holders of 
regular interests. 
(a) General rule. 
 In determining the tax under this chap-
ter of any holder of a regular interest in a 
REMIC, such interest (if not otherwise a 
debt instrument) shall be treated as a debt 
instrument. 
(b) Holders must use accrual method. 
 The amounts includible in gross in-
come with respect to any regular interest 

in a REMIC shall be determined under 
the accrual method of accounting. 
(c) Portion of gain treated as ordinary 
income. 
 Gain on the disposition of a regular 
interest shall be treated as ordinary in-
come to the extent such gain does not 
exceed the excess (if any) of— 
 (1) the amount which would have been 
includible in the gross income of the tax-
payer with respect to such interest if the 
yield on such interest were 110 percent of 
the applicable Federal rate (as defined in 
section 1274(d) without regard to para-
graph (2) thereof) as of the beginning of 
the taxpayer’s holding period, over 
 (2) the amount actually includible in 
gross income with respect to such interest 
by the taxpayer. 
(d) Cross reference. 
 For special rules in determining inclu-
sion of original issue discount on regular 
interests, see section 1272(a)(6).  

Section 860C. Taxation of residual in-
terests. 
(a) Pass-thru of income or loss. 
 (1) In general. In determining the tax 
under this chapter of any holder of a resi-
dual interest in a REMIC, such holder 
shall take into account his daily portion of 
the taxable income or net loss of such 
REMIC for each day during the taxable 
year on which such holder held such in-
terest. 
 (2) Daily portion. The daily portion 
referred to in paragraph (1) shall be de-
termined— 
  (A) by allocating to each day in any 
calendar quarter its ratable portion of the 
taxable income (or net loss) for such 
quarter, and  
  (B) by allocating the amount so al-
located to any day among the holders (on 
such day) of residual interests in propor-
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tion to their respective holdings on such 
day. 
(b) Determination of taxable income or 
net loss. 
 For purposes of this section— 
 (1) Taxable income. The taxable in-
come of a REMIC shall be determined 
under an accrual method of accounting 
and, except as provided in regulations, in 
the same manner as in the case of an indi-
vidual, except that— 
  (A) regular interests in such REMIC 
(if not otherwise debt instruments) shall 
be treated as indebtedness of such 
REMIC,  
  (B) market discount on any market 
discount bond shall be included in gross 
income for the taxable years to which it is 
attributable as determined under the rules 
of section 1276(b)(2) (and sections 
1276(a) and 1277 shall not apply),  
  (C) there shall not be taken into 
account any item of income, gain, loss, or 
deduction allocable to a prohibited trans-
action,  
  (D) the deductions referred to in 
section 703(a)(2) (other than any deduc-
tion under section 212) shall not be al-
lowed, and  
  (E) the amount of the net income 
from foreclosure property (if any) shall be 
reduced by the amount of the tax imposed 
by section 860G(c). 
 (2) Net loss. The net loss of any 
REMIC is the excess of— 
  (A) the deductions allowable in 
computing the taxable income of such 
REMIC, over  
  (B) its gross income.  
Such amount shall be determined with the 
modifications set forth in paragraph (1). 
(c) Distribution. 
 Any distribution by a REMIC— 

 (1) shall not be included in gross in-
come to the extent it does not exceed the 
adjusted basis of the interest, and  
 (2) to the extent it exceeds the adjusted 
basis of the interest, shall be treated as 
gain from the sale or exchange of such 
interest. 
(d) Basis rules.  
 (1) Increase in basis. The basis of any 
person’s residual interest in a REMIC 
shall be increased by the amount of the 
taxable income of such REMIC taken into 
account under subsection (a) by such per-
son with respect to such interest.  
 (2) Decreases in basis. The basis of 
any person’s residual interest in a REMIC 
shall be decreased (but not below zero) by 
the sum of the following amounts:  
  (A) any distributions to such person 
with respect to such interest, and  
  (B) any net loss of such REMIC 
taken into account under subsection (a) 
by such person with respect to such inter-
est. 
(e) Special rules. 
 (1) Amounts treated as ordinary.  
 Any amount taken into account under 
subsection (a) by any holder of a residual 
interest in a REMIC shall be treated as 
ordinary income or ordinary loss, as the 
case may be. 
 (2) Limitation on losses. 
  (A) In general. The amount of the 
net loss of any REMIC taken into account 
by a holder under subsection (a) with 
respect to any calendar quarter shall not 
exceed the adjusted basis of such holder’s 
residual interest in such REMIC as of the 
close of such calendar quarter (deter-
mined without regard to the adjustment 
under subsection (d)(2)(B) for such ca-
lendar quarter). 
  (B) Indefinite carryforward. Any 
loss disallowed by reason of subpara-
graph (A) shall be treated as incurred by 
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the REMIC in the succeeding calendar 
quarter with respect to such holder. 
 (3) Cross reference. For special treat-
ment of income in excess of daily ac-
cruals, see section 860E.  

Section 860D. REMIC defined. 
(a) General rule. 
 For purposes of this title, the terms 
‘‘real estate mortgage investment con-
duit’’ and ‘‘REMIC’’ mean any entity— 
 (1) to which an election to be treated as 
a REMIC applies for the taxable year and 
all prior taxable years,  
 (2) all of the interests in which are reg-
ular interests or residual interests,  
 (3) which has 1 (and only 1) class of 
residual interests (and all distributions, if 
any, with respect to such interests are pro 
rata),  
 (4) as of the close of the 3rd month 
beginning after the startup day and at all 
times thereafter, substantially all of the 
assets of which consist of qualified mort-
gages and permitted investments, 
 (5) which has a taxable year which is a 
calendar year, and  
 (6) with respect to which there are rea-
sonable arrangements designed to ensure 
that— 
  (A) residual interests in such entity 
are not held by disqualified organizations 
(as defined in section 860E(e)(5)), and 
  (B) information necessary for the 
application of section 860E(e) will be 
made available by the entity. 
In the case of a qualified liquidation (as 
defined in section 860F(a)(4)(A)), para-
graph (4) shall not apply during the liqui-
dation period (as defined in section 
860F(a)(4)(B)). 
(b) Election. 
 (1) In general. An entity (otherwise 
meeting the requirements of subsection 
(a)) may elect to be treated as a REMIC 

for its 1st taxable year. Such an election 
shall be made on its return for such 1st 
taxable year. Except as provided in para-
graph (2), such an election shall apply to 
the taxable year for which made and all 
subsequent taxable years. 
 (2) Termination. 
  (A) In general. If any entity ceases 
to be a REMIC at any time during the 
taxable year, such entity shall not be 
treated as a REMIC for such taxable year 
or any succeeding taxable year 
  (B) Inadvertent terminations. If— 
   (i) an entity ceases to be a 
REMIC,  
   (ii) the Secretary determines that 
such cessation was inadvertent,  
   (iii) no later than a reasonable 
time after the discovery of the event re-
sulting in such cessation, steps are taken 
so that such entity is once more a 
REMIC, and  
   (iv) such entity, and each person 
holding an interest in such entity at any 
time during the period specified pursuant 
to this subsection, agrees to make such 
adjustments (consistent with the treatment 
of such entity as a REMIC or a C corpo-
ration) as may be required by the Secre-
tary with respect to such period, then, 
notwithstanding such terminating event, 
such entity shall be treated as continuing 
to be a REMIC (or such cessation shall be 
disregarded for purposes of subparagraph 
(A)) whichever the Secretary determines 
to be appropriate.  
Section 860E. Treatment of income in 
excess of daily accruals on residual in-
terests. 
(a) Excess inclusions may not be offset 
by net operating losses. 
 (1) In general. The taxable income of 
any holder of a residual interest in a 
REMIC for any taxable year shall in no 
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event be less than the excess inclusion for 
such taxable year. 
 (2) Special rule for affiliated groups. 
All members of an affiliated group filing 
a consolidated return shall be treated as 1 
taxpayer for purposes of this subsection. 
 (3) Coordination with section 172. 
Any excess inclusion for any taxable year 
shall not be taken into account— 
  (A) in determining under section 
172 the amount of any net operating loss 
for such taxable year, and  
  (B) in determining taxable income 
for such taxable year for purposes of the 
2nd sentence of section 172(b)(2). 
 (4) Coordination with minimum tax. 
For purposes of part VI of subchapter A 
of this chapter— 
  (A) the reference in section 55(b)(2) 
to taxable income shall be treated as a 
reference to taxable income determined 
without regard to this subsection,  
  (B) the alternative minimum taxable 
income of any holder of a residual interest 
in a REMIC for any taxable year shall in 
no event be less than the excess inclusion 
for such taxable year, and  
  (C) any excess inclusion shall be 
disregarded for purposes of computing 
the alternative tax net operating loss de-
duction. 
(b) Organizations subject to unrelated 
business tax. 
 If the holder of any residual interest in 
a REMIC is an organization subject to the 
tax imposed by section 511, the excess 
inclusion of such holder for any taxable 
year shall be treated as unrelated business 
taxable income of such holder for purpos-
es of section 511. 
(c) Excess inclusion. 
 For purposes of this section— 
 (1) In general. The term ‘‘excess in-
clusion’’ means, with respect to any resi-

dual interest in a REMIC for any calendar 
quarter, the excess (if any) of— 
  (A) the amount taken into account 
with respect to such interest by the holder 
under section 860C(a), over  
  (B) the sum of the daily accruals 
with respect to such interest for days dur-
ing such calendar quarter while held by 
such holder. 
To the extent provided in regulations, if 
residual interests in a REMIC do not have 
significant value, the excess inclusions 
with respect to such interests shall be the 
amount determined under subparagraph 
(A) without regard to subparagraph (B). 
 (2) Determination of daily accruals. 
  (A) In general. For purposes of this 
subsection, the daily accrual with respect 
to any residual interest for any day in any 
calendar quarter shall be determined by 
allocating to each day in such quarter its 
ratable portion of the product of— 
   (i) the adjusted issue price of such 
interest at the beginning of such quarter, 
and  
   (ii) 120 percent of the long-term 
Federal rate (determined on the basis of 
compounding at the close of each calen-
dar quarter and properly adjusted for the 
length of such quarter). 
  (B) Adjusted issue price. For pur-
poses of this paragraph, the adjusted issue 
price of any residual interest at the begin-
ning of any calendar quarter is the issue 
price of the residual interest (adjusted for 
contributions)— 
   (i) increased by the amount of 
daily accruals for prior quarters, and  
   (ii) decreased (but not below ze-
ro) by any distribution made with respect 
to such interest before the beginning of 
such quarter. 
  (C) Federal long-term rate. For pur-
poses of this paragraph, the term ‘‘Feder-
al long-term rate’’ means the Federal 
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long-term rate which would have applied 
to the residual interest under section 
1274(d) (determined without regard to 
paragraph (2) thereof) if it were a debt 
instrument. 
(d) Treatment of residual interests held 
by real estate investment trusts.  
If a residual interest in a REMIC is held 
by a real estate investment trust, under 
regulations prescribed by the Secretary— 
 (1) any excess of— 
  (A) the aggregate excess inclusions 
determined with respect to such interests, 
over  
  (B) the real estate investment trust 
taxable income (within the meaning of 
section 857(b)(2), excluding any net capi-
tal gain), shall be allocated among the 
shareholders of such trust in proportion to 
the dividends received by such sharehold-
ers from such trust, and  
 (2) any amount allocated to a share-
holder under paragraph (1) shall be 
treated as an excess inclusion with respect 
to a residual interest held by such share-
holder. 
Rules similar to the rules of the preceding 
sentence shall apply also in the case of 
regulated investment companies, common 
trust funds, and organizations to which 
part I of subchapter T applies. 
(e) Tax on transfers of residual inter-
ests to certain organizations, etc.  
 (1) In general. A tax is hereby im-
posed on any transfer of a residual inter-
est in a REMIC to a disqualified 
organization.  
 (2) Amount of tax. The amount of the 
tax imposed by paragraph (1) on any 
transfer of a residual interest shall be 
equal to the product of— 
  (A) the amount (determined under 
regulations) equal to the present value of 
the total anticipated excess inclusions 

with respect to such interest for periods 
after such transfer, multiplied by  
  (B) the highest rate of tax specified 
in section 11(b)(1).  
 (3) Liability. The tax imposed by pa-
ragraph (1) on any transfer shall be paid 
by the transferor; except that, where such 
transfer is through an agent for a disquali-
fied organization, such tax shall be paid 
by such agent.  
 (4) Transferee furnishes affidavit. 
The person (otherwise liable for any tax 
imposed by paragraph (1) shall be re-
lieved of liability for the tax imposed by 
paragraph (1) with respect to any transfer 
if— 
  (A) the transferee furnishes to such 
person an affidavit that the transferee is 
not a disqualified organization, and  
  (B) as of the time of the transfer, 
such person does not have actual know-
ledge that such affidavit is false.  
 (5) Disqualified organization. For 
purposes of this section, the term ‘‘disqu-
alified organization’’ means— 
  (A) the United States, any State or 
political subdivision thereof, any foreign 
government, any international organiza-
tion, or any agency or instrumentality of 
any of the foregoing,  
  (B) any organization (other than a 
cooperative described in section 521) 
which is exempt from tax imposed by this 
chapter unless such organization is sub-
ject to the tax imposed by section 511, 
and  
  (C) any organization described in 
section 1381(a)(2)(C). For purposes of 
subparagraph (A), the rules of section 
168(h)(2)(D) (relating to treatment of 
certain taxable instrumentalities) shall 
apply; except that, in the case of the Fed-
eral Home Loan Mortgage Corporation, 
clause (ii) of such section shall not apply.  
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 (6) Treatment of pass-thru entities. 
  (A) Imposition of tax.  If, at any 
time during any taxable year of a pass-
thru entity, a disqualified organization is 
the record holder of an interest in such 
entity, there is hereby imposed on such 
entity for such taxable year a tax equal to 
the product of— 
   (i) the amount of excess inclu-
sions for such taxable year allocable to 
the interest held by such disqualified or-
ganization, multiplied by  
   (ii) the highest rate of tax speci-
fied in section 11(b)(1).  
  (B) Pass-thru entity For purposes of 
this paragraph, the term ‘‘pass-thru enti-
ty’’ means— 
   (i) any regulated investment 
company, real estate investment trust, or 
common trust fund, 
   (ii) any partnership, trust, or es-
tate, and  
   (iii) any organization to which 
part I of subchapter T applies.  
Except as provided in regulations, a per-
son holding an interest in a pass-thru enti-
ty as a nominee for another person shall, 
with respect to such interest, be treated as 
a pass-thru entity.  
  (C) Tax to be deductible Any tax 
imposed by this paragraph with respect to 
any excess inclusion of any pass-thru 
entity for any taxable year shall, for pur-
poses of this title (other than this subsec-
tion), be applied against (and operate to 
reduce) the amount included in gross in-
come with respect to the residual interest 
involved.  
  (D) Exception where holder furnish-
es affidavit No tax shall be imposed by 
subparagraph (A) with respect to any in-
terest in a pass-thru entity for any period 
if— 
   (i) the record holder of such in-
terest furnishes to such pass-thru entity an 

affidavit that such record holder is not a 
disqualified organization, and  
   (ii) during such period, the pass-
thru entity does not have actual know-
ledge that such affidavit is false.  
 (7) Waiver. The Secretary may waive 
the tax imposed by paragraph (1) on any 
transfer if— 
  (A) within a reasonable time after 
discovery that the transfer was subject to 
tax under paragraph (1), steps are taken 
so that the interest is no longer held by 
the disqualified organization, and  
  (B) there is paid to the Secretary 
such amounts as the Secretary may re-
quire.  
 (8) Administrative provisions. For 
purposes of subtitle F, the taxes imposed 
by this subsection shall be treated as 
excise taxes with respect to which the 
deficiency procedures of such subtitle 
apply. 
(f) Treatment of variable insurance 
contracts. 
Except as provided in regulations, with 
respect to any variable contract (as de-
fined in section 817), there shall be no 
adjustment in the reserve to the extent of 
any excess inclusion.  

Section 860F. Other rules. 
(a) 100 percent tax on prohibited 
transactions.  
 (1) Tax imposed. There is hereby im-
posed for each taxable year of a REMIC a 
tax equal to 100 percent of the net income 
derived from prohibited transactions.  
 (2) Prohibited transaction. For pur-
poses of this part, the term ‘‘prohibited 
transaction’’ means— 
  (A) Disposition of qualified mort-
gage. The disposition of any qualified 
mortgage transferred to the REMIC other 
than a disposition pursuant to—  
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   (i) the substitution of a qualified 
replacement mortgage for a qualified 
mortgage (or the repurchase in lieu of 
substitution of a defective obligation),  
   (ii) a disposition incident to the 
foreclosure, default, or imminent default 
of the mortgage,  
   (iii) the bankruptcy or insolvency 
of the REMIC, or  
   (iv) a qualified liquidation.  
  (B) Income from nonpermitted as-
sets. The receipt of any income attributa-
ble to any asset which is neither a 
qualified mortgage nor a permitted in-
vestment.  
  (C) Compensation for services. The 
receipt by the REMIC of any amount 
representing a fee or other compensation 
for services.  
  (D) Gain from disposition of cash 
flow investments. Gain from the disposi-
tion of any cash flow investment other 
than pursuant to any qualified liquidation.  
 (3) Determination of net income. For 
purposes of paragraph (1), the term ‘‘net 
income derived from prohibited transac-
tions’’ means the excess of the gross in-
come from prohibited transactions over 
the deductions allowed by this chapter 
which are directly connected with such 
transactions; except that there shall not be 
taken into account any item attributable to 
any prohibited transaction for which there 
was a loss.  
 (4) Qualified liquidation. For purpos-
es of this part—  
  (A) In general. The term ‘‘qualified 
liquidation’’ means a transaction in 
which—  
   (i) the REMIC adopts a plan of 
complete liquidation,  
   (ii) such REMIC sells all its as-
sets (other than cash) within the liquida-
tion period, and  

   (iii) all proceeds of the liquida-
tion (plus the cash), less assets retained to 
meet claims, are credited or distributed to 
holders of regular or residual interests on 
or before the last day of the liquidation 
period.  
  (B) Liquidation period. The term 
‘‘liquidation period’’ means the period—  
   (i) beginning on the date of the 
adoption of the plan of liquidation, and  
   (ii) ending at the close of the 90th 
day after such date.  
 (5) Exceptions. Notwithstanding sub-
paragraphs (A) and (D) of paragraph (2), 
the term ‘‘prohibited transaction’’ shall 
not include any disposition—  
  (A) required to prevent default on a 
regular interest where the threatened de-
fault resulted from a default on 1 or more 
qualified mortgages, or  
  (B) to facilitate a clean-up call (as 
defined in regulations). 
(b) Treatment of transfers to the 
REMIC. 
 (1) Treatment of transferor. 
  (A) Nonrecognition gain or loss. No 
gain or loss shall be recognized to the 
transferor on the transfer of any property 
to a REMIC in exchange for regular or 
residual interests in such REMIC.  
  (B) Adjusted bases of interests. The 
adjusted bases of the regular and residual 
interests received in a transfer described 
in subparagraph (A) shall be equal to the 
aggregate adjusted bases of the property 
transferred in such transfer. Such amount 
shall be allocated among such interests in 
proportion to their respective fair market 
values.  
  (C) Treatment of nonrecognized 
gain. If the issue price of any regular or 
residual interest exceeds its adjusted basis 
as determined under subparagraph (B), 
for periods during which such interest is 
held by the transferor (or by any other 
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person whose basis is determined in 
whole or in part by reference to the basis 
of such interest in the hand of the transfe-
ror)—  
   (i) in the case of a regular inter-
est, such excess shall be included in gross 
income (as determined under rules similar 
to rules of section 1276(b)), and  
   (ii) in the case of a residual inter-
est, such excess shall be included in gross 
income ratably over the anticipated period 
during which the REMIC will be in exis-
tence.  
  (D) Treatment of nonrecognized 
loss. If the adjusted basis of any regular 
or residual interest received in a transfer 
described in subparagraph (A) exceeds its 
issue price, for periods during which such 
interest is held by the transferor (or by 
any other person whose basis is deter-
mined in whole or in part by reference to 
the basis of such interest in the hand of 
the transferor)—  
   (i) in the case of a regular inter-
est, such excess shall be allowable as a 
deduction under rules similar to the rules 
of section 171, and  
   (ii) in the case of a residual inter-
est, such excess shall be allowable as a 
deduction ratably over the anticipated 
period during which the REMIC will be 
in existence.  
 (2) Basis to REMIC. The basis of any 
property received by a REMIC in a trans-
fer described in paragraph (1)(A) shall be 
its fair market value immediately after 
such transfer.  
(c) Distributions of property. 
 If a REMIC makes a distribution of 
property with respect to any regular or 
residual interest— 
 (1) notwithstanding any other provi-
sion of this subtitle, gain shall be recog-
nized to such REMIC on the distribution 
in the same manner as if it had sold such 

property to the distributee at its fair mar-
ket value, and  
 (2) the basis of the distributee in such 
property shall be its fair market value.  
(d) Coordination with wash sale rules.  
 For purposes of section 1091—  
 (1) any residual interest in a REMIC 
shall be treated as a security, and  
 (2) in applying such section to any loss 
claimed to have been sustained on the 
sale or other disposition of a residual in-
terest in a REMIC—  
  (A) except as provided in regula-
tions, any residual interest in any REMIC 
and any interest in a taxable mortgage 
pool (as defined in section 7701(i)) com-
parable to a residual interest in a REMIC 
shall be treated as substantially identical 
stock or securities, and  
  (B) subsections (a) and (e) of such 
section shall be applied by substituting 
‘‘6 months’’ for ‘‘30 days’’ each place it 
appears.  
(e) Treatment under subtitle F.  
 For purposes of subtitle F, a REMIC 
shall be treated as a partnership (and 
holders of residual interests in such 
REMIC shall be treated as partners). Any 
return required by reason of the preceding 
sentence shall include the amount of the 
daily accruals determined under section 
860E(c). Such return shall be filed by the 
REMIC. The determination of who may 
sign such return shall be made without 
regard to the first sentence of this subsec-
tion.  

Section 860G. Other definitions and 
special rules. 
(a) Definitions. For purposes of this 
part—  
 (1) Regular interest. The term ‘‘regu-
lar interest’’ means any interest in a 
REMIC which is issued on the startup day 
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with fixed terms and which is designated 
as a regular interest if—  
  (A) such interest unconditionally 
entitles the holder to receive a specified 
principal amount (or other similar 
amount), and  
  (B) interest payments (or other simi-
lar amount), if any, with respect to such 
interest at or before maturity—  
   (i) are payable based on a fixed 
rate (or to the extent provided in regula-
tions, at a variable rate), or  
   (ii) consist of a specified portion 
of the interest payments on qualified 
mortgages and such portion does not vary 
during the period such interest is out-
standing.  
The interest shall not fail to meet the re-
quirements of subparagraph (A) merely 
because the timing (but not the amount) 
of the principal payments (or other simi-
lar amounts) may be contingent on the 
extent of prepayments on qualified mort-
gages and the amount of income from 
permitted investments. 
An interest shall not fail to qualify as a 
regular interest solely because the speci-
fied principal amount of the regular inter-
est (or the amount of interest accrued on 
the regular interest) can be reduced as a 
result of the nonoccurrence of 1 or more 
contingent payments with respect to any 
reverse mortgage loan held by the 
REMIC if, on the startup day for the 
REMIC, the sponsor reasonably believes 
that all principal and interest due under 
the regular interest will be paid at or prior 
to the liquidation of the REMIC. 
 (2) Residual interest. The term ‘‘resi-
dual interest’’ means an interest in a 
REMIC which is issued on the startup 
day, which is not a regular interest, and 
which is designated as a residual interest.  
 (3) Qualified mortgage. The term 
‘‘qualified mortgage’’ means—  

  (A) any obligation (including any 
participation or certificate of beneficial 
ownership therein) which is principally 
secured by an interest in real property and 
which—  
   (i) is transferred to the REMIC on 
the startup day in exchange for regular or 
residual interests in the REMIC, 
   (ii) is purchased by the REMIC 
within the 3-month period beginning on 
the startup day if, except as provided in 
regulations, such purchase is pursuant to a 
fixed-price contract in effect on the star-
tup day, or 
   (iii) represents an increase in the 
principal amount under the original terms 
of an obligation described in clause (i) or 
(ii) if such increase– 
    (I) is attributable to an advance 
made to the obligor pursuant to the origi-
nal terms of a reverse mortgage loan or 
other obligation, 
    (II) occurs after the startup 
day, and 
    (III) is purchased by the 
REMIC pursuant to a fixed price contract 
in effect on the startup day. 
  (B) any qualified replacement mort-
gage,  
  (C) any regular interest in another 
REMIC transferred to the REMIC on the 
startup day in exchange for regular or 
residual interests in the REMIC, and  
  (D) any regular interest in a FASIT 
which is transferred to, or purchased by, 
the REMIC as described in clauses (i) and 
(ii) of subparagraph (A) but only if 95 
percent or more of the value of the assets 
of such FASIT is at all times attributable 
to obligations described in subparagraph 
(A) (without regard to such clauses).  
For purposes of subparagraph (A) any 
obligation secured by stock held by a 
person as a tenant-stockholder (as defined 
in section 216) in a cooperative housing 
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corporation (as so defined) shall be 
treated as secured by an interest in real 
property, and any reverse mortgage loan 
(and each balance increase on such loan 
meeting the requirements of subparagraph 
(A)(iii)) shall be treated as an obligation 
secured by an interest in real property.  
For purposes of subparagraph (A), any 
obligation originated by the United States 
or any State (or any political subdivision, 
agency, or instrumentality of the United 
States or any State) shall be treated as 
principally secured by an interest in real 
property if more than 50 percent of such 
obligations which are transferred to, or 
purchased by, the REMIC are principally 
secured by an interest in real property 
(determined without regard to this sen-
tence). 
 (4) Qualified replacement mortgage. 
The term ‘‘qualified replacement mort-
gage’’ means any obligation—  
  (A) which would be a qualified 
mortgage if transferred on the startup day 
in exchange for regular or residual inter-
ests in the REMIC, and  
  (B) which is received for—  
   (i) another obligation within the 
3-month period beginning on the startup 
day, or  
   (ii) a defective obligation within 
the 2-year period beginning on the startup 
day.  
 (5) Permitted investments. The term 
‘‘permitted investments’’ means any—  
  (A) cash flow investment,  
  (B) qualified reserve asset, or  
  (C) foreclosure property.  
 (6) Cash flow investment. The term 
‘‘cash flow investment’’ means any in-
vestment of amounts received under qual-
ified mortgages for a temporary period 
before distribution to holders of interests 
in the REMIC.  

 (7) Qualified reserve asset.  
  (A) In general. The term ‘‘qualified 
reserve asset’’ means any intangible 
property which is held for investment and 
as part of a qualified reserve fund.  
  (B) Qualified reserve fund.  For 
purposes of subparagraph (A), the term 
“qualified reserve fund” means any rea-
sonably required reserve to– 
   (i) provide for full payment of 
expenses of the REMIC or amounts due 
on regular interests in the event of de-
faults on qualified mortgages or lower 
than expected returns on cash flow in-
vestments, or 
   (ii) provide a source of funds for 
the purchase of obligations described in 
clause (ii) or (iii) of paragraph (3)(A). 
The aggregate fair market value of the 
assets held in any such reserve shall not 
exceed 50 percent of the aggregate fair 
market value of all of the assets of the 
REMIC on the startup day, and the 
amount of any such reserve shall be 
promptly and appropriately reduced to the 
extent the amount held in such reserve is 
no longer reasonably required for purpos-
es specified in clause (i) or (ii) of this 
subparagraph. 
  (C) Special rule. A reserve shall not 
be treated as a qualified reserve for any 
taxable year (and all subsequent taxable 
years) if more than 30 percent of the 
gross income from the assets in such fund 
for the taxable year is derived from the 
sale or other disposition of property held 
for less than 3 months. For purposes of 
the preceding sentence, gain on the dispo-
sition of a qualified reserve asset shall not 
be taken into account if the disposition 
giving rise to such gain is required to pre-
vent default on a regular interest where 
the threatened default resulted from a 
default on 1 or more qualified mortgages.  
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 (8) Foreclosure property. The term 
‘‘foreclosure property’’ means property—  
  (A) which would be foreclosure 
property under section 856(e) (without 
regard to paragraph (5) thereof) if ac-
quired by a real estate investment trust, 
and  
  (B) which is acquired in connection 
with the default or imminent default of a 
qualified mortgage held by the REMIC.  
Solely for purposes of section 860D(a), 
the determination of whether any property 
is foreclosure property shall be made 
without regard to section 856(e)(4).  
 (9) Startup day. The term ‘‘startup 
day’’ means the day on which the REMIC 
issues all of its regular and residual inter-
ests. To the extent provided in regula-
tions, all interests issued (and all transfers 
to the REMIC) during any period (not 
exceeding 10 days) permitted in such 
regulations shall be treated as occurring 
on the day during such period selected by 
the REMIC for purposes of this para-
graph.  
 (10) Issue price. The issue price of any 
regular or residual interest in a REMIC 
shall be determined under section 1273(b) 
in the same manner as if such interest 
were a debt instrument; except that if the 
interest is issued for property, paragraph 
(3) of section 1273(b) shall apply whether 
or not the requirements of such paragraph 
are met. 
(b) Treatment of nonresident aliens 
and foreign corporations. If the holder 
of a residual interest in a REMIC is a 
nonresident alien individual or a foreign 
corporation, for purposes of sections 
871(a), 881, 1441, and 1442—  
 (1) amounts includible in the gross 
income of such holder under this part 
shall be taken into account when paid or 
distributed (or when the interest is dis-
posed of), and  

 (2) no exemption from the taxes im-
posed by such sections (and no reduction 
in the rates of such taxes) shall apply to 
any excess inclusion. The Secretary may 
by regulations provide that such amounts 
shall be taken into account earlier than as 
provided in paragraph (1) where neces-
sary or appropriate to prevent the avoid-
ance of tax imposed by this chapter.  
(c) Tax on income from foreclosure 
property. 
 (1) In general. A tax is hereby im-
posed for each taxable year on the net 
income from foreclosure property of each 
REMIC. Such tax shall be computed by 
multiplying the net income from foreclo-
sure property by the highest rate of tax 
specified in section 11(b).  
 (2) Net income from foreclosure 
property. For purposes of this part, the 
term ‘‘net income from foreclosure prop-
erty’’ means the amount which would be 
the REMIC’s net income from foreclo-
sure property under section 857(b)(4)(B) 
if the REMIC were a real estate invest-
ment trust.  
(d) Tax on contributions after startup 
date. 
 (1) In general. Except as provided in 
paragraph (2), if any amount is contri-
buted to a REMIC after the startup day, 
there is hereby imposed a tax for the tax-
able year of the REMIC in which the con-
tribution is received equal to 100 percent 
of the amount of such contribution. 
 (2) Exceptions. Paragraph (1) shall not 
apply to any contribution which is made 
in cash and is described in any of the fol-
lowing subparagraphs: (A) Any contribu-
tion to facilitate a clean-up call (as 
defined in regulations) or a qualified li-
quidation. (B) Any payment in the nature 
of a guarantee. (C) Any contribution dur-
ing the 3-month period beginning on the 
startup day. (D) Any contribution to a 
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qualified reserve fund by any holder of a 
residual interest in the REMIC. (E) Any 
other contribution permitted in regula-
tions.  
(e) Regulations. 
 The Secretary shall prescribe such reg-
ulations as may be necessary or appropri-
ate to carry out the purposes of this part, 
including regulations—  
 (1) to prevent unreasonable accumula-
tions of assets in a REMIC,  
 (2) permitting determinations of the 
fair market value of property transferred 
to a REMIC and issue price of interests in 
a REMIC to be made earlier than other-
wise provided,  
 (3) requiring reporting to holders of 
residual interests of such information as 
frequently as is necessary or appropriate 
to permit such holders to compute their 
taxable income accurately,  
 (4) providing appropriate rules for 
treatment of transfers of qualified re-
placement mortgages to the REMIC 
where the transferor holds any interest in 
the REMIC, and  
 (5) providing that a mortgage will be 
treated as a qualified replacement mort-
gage only if it is part of a bona fide re-
placement (and not part of a swap of 
mortgages).  

SECTION 1272(a)(6) 

Section 1272. Current inclusion in in-
come of original issue discount. 
(a) Original issue discount on debt in-
struments issued after July 1, 1982, 
included in income on basis of constant 
interest rate. . . . 
 (6) Determination of daily portions 
where principal subject to acceleration. 
  (A) In general. In the case of any 
debt instrument to which this paragraph 
applies, the daily portion of the original 

issue discount shall be determined by 
allocating to each day in any accrual pe-
riod its ratable portion of the excess (if 
any) of—  
   (i) the sum of (I) the present val-
ue determined under subparagraph (B) of 
all remaining payments under the debt 
instrument as of the close of such period, 
and (II) the payments during the accrual 
period of amounts included in the stated 
redemption price of the debt instrument, 
over  
   (ii) the adjusted issue price of 
such debt instrument at the beginning of 
such period.  
  (B) Determination of present value. 
For purposes of subparagraph (A), the 
present value shall be determined on the 
basis of—  
   (i) the original yield to maturity 
(determined on the basis of compounding 
at the close of each accrual period and 
properly adjusted for the length of the 
accrual period),  
   (ii) events which have occurred 
before the close of the accrual period, and  
   (iii) a prepayment assumption 
determined in the manner prescribed by 
regulations.  
  (C) Debt instruments to which para-
graph applies This paragraph applies to—  
   (i) any regular interest in a 
REMIC or qualified mortgage held by a 
REMIC,  
   (ii) any other debt instrument if 
payments under such debt instrument may 
be accelerated by reason of prepayments 
of other obligations securing such debt 
instrument (or, to the extent provided in 
regulations, by reason of other events), or  
   (iii) any pool of debt instruments 
the yield on which may be affected by 
reason of prepayments (or to the extent 
provided in regulations, by reason of oth-
er events). 
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To the extent provided in regulations pre-
scribed by the Secretary, in the case of a 
small business engaged in the trade or 
business of selling tangible personal 
property at retail, clause (iii) shall not 
apply to debt instruments incurred in the 
ordinary course of such trade or business 
while held by such business. 

SECTION 7701(i) 

Section 7701. Definitions. . . . 
(i) Taxable mortgage pools. 
 (1) Treated as separate corporations. 
A taxable mortgage pool shall be treated 
as a separate corporation which may not 
be treated as an includible corporation 
with any other corporation for purposes 
of section 1501.  
 (2) Taxable mortgage pool defined. 
For purposes of this title—  
  (A) In general. Except as otherwise 
provided in this paragraph, a taxable 
mortgage pool is any entity (other than a 
REMIC) if—  
   (i) substantially all of the assets 
of such entity consists of debt obligations 
(or interests therein) and more than 50 
percent of such debt obligations (or inter-
ests) consists of real estate mortgages (or 
interests therein),  
   (ii) such entity is the obligor un-
der debt obligations with 2 or more ma-
turities, and  
   (iii) under the terms of the debt 
obligations referred to in clause (ii) (or 
underlying arrangement), payments on 
such debt obligations bear a relationship 
to payments on the debt obligations (or 
interests) referred to in clause (i).  
  (B) Portion of entities treated as 
pools. Any portion of an entity which 
meets the definition of subparagraph (A) 
shall be treated as a taxable mortgage 
pool.  

  (C) Exception for domestic building 
and loan. Nothing in this subsection shall 
be construed to treat any domestic build-
ing and loan association (or portion the-
reof) as a taxable mortgage pool.  
  (D) Treatment of certain equity in-
terests. To the extent provided in regula-
tions, equity interest of varying classes 
which correspond to maturity classes of 
debt shall be treated as debt for purposes 
of this subsection.  
 (3) Treatment of certain REIT’s. 
If—  
  (A) a real estate investment trust is a 
taxable mortgage pool, or  
  (B) a qualified REIT subsidiary (as 
defined in section 856(i)(2)) of a real es-
tate investment trust is a taxable mortgage 
pool, under regulations prescribed by the 
Secretary, adjustments similar to the ad-
justments provided in section 860E(d) 
shall apply to the shareholders of such 
real estate investment trust.  
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REMIC REGULATIONS 

SECTION 1.860A-0 ET SEQ. 

§1.860A-0. Outline of REMIC provi-
sions. 
This section lists the paragraphs con-
tained in §§1.860A-1 through 1.860G-3. 

§1.860A-1. Effective dates and transi-
tion rules. 
(a) In general. 
(b) Exceptions. 
 (1) Reporting regulations. 
 (2) Tax avoidance rules. 
  (i) Transfers of certain residual in-

terests. 
  (ii) Transfers to foreign holders. 
  (iii) Residual interests that lack 

significant value. 
 (3) Excise taxes. 
 (4) Rate based on current interest rate. 
  (i) In general. 
  (ii) Rate based on index. 
  (iii) Transition obligations. 
 (5) Accounting for REMIC net income 

of foreign persons. 

§1.860C-1. Taxation of holders of resi-
dual interests. 
(a) Pass-thru of income or loss. 
(b) Adjustments to basis of residual inter-

ests. 
 (1) Increase in basis. 
 (2) Decrease in basis. 
 (3) Adjustments made before disposi-

tion. 
(c) Counting conventions. 
(d) Treatment of REMIC net income of 

foreign persons. 

§1.860C-2. Determination of REMIC 
taxable income or net loss. 
(a) Treatment of gain or loss. 

(b) Deductions allowable to a REMIC. 
 (1) In general. 
 (2) Deduction allowable under section 

163. 
 (3) Deduction allowable under section 

166. 
 (4) Deduction allowable under section 

212. 
 (5) Expenses and interest relating to 

tax-exempt income. 

§1.860D-1. Definition of a REMIC. 
(a) In general. 
(b) Specific requirements. 
 (1) Interests in a REMIC. 
  (i) In general. 
  (ii) De minimis interests. 
 (2) Certain rights not treated as inter-

ests. 
  (i) Payments for services. 
  (ii) Stripped interests. 
  (iii) Reimbursement rights under 

credit enhancement contracts. 
  (iv) Rights to acquire mortgages. 
 (3) Asset test. 
  (i) In general. 
  (ii) Safe harbor. 
 (4) Arrangements test. 
 (5) Reasonable arrangements. 
  (i) Arrangements to prevent disqua-

lified organizations from hold-
ing residual interests. 

  (ii) Arrangements to ensure that 
information will be provided. 

 (6) Calendar year requirement. 
(c) Segregated pool of assets. 
 (1) Formation of REMIC. 
 (2) Identification of assets. 
 (3) Qualified entity defined. 
(d) Election to be treated as a real estate 

mortgage investment conduit. 
 (1) In general. 
 (2) Information required to be reported 

in the REMIC’s first taxable year. 
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 (3) Requirement to keep sufficient 
records. 

§1.860E-1. Treatment of taxable in-
come of a residual interest holder in 
excess of daily accruals. 
(a) Excess inclusion cannot be offset by 

otherwise allowable deductions. 
 (1) In general. 
 (2) Affiliated groups. 
 (3) Special rule for certain financial 

institutions. 
  (i) In general. 
  (ii) Ordering rule. 
   (A) In general. 
   (B) Example. 
  (iii) Significant value. 
  (iv) Determining anticipated 

weighted average life. 
   (A) Anticipated weighted average 

life of the REMIC. 
   (B) Regular interests that have a 

specified principal amount. 
   (C) Regular interests that have no 

specified principal amount 
or that have only a nominal 
principal amount, and all 
residual interests. 

   (D) Anticipated payments. 
(b) Treatment of a residual interest held 

by REITs, RICs, common trust funds, 
and subchapter T cooperatives. [Re-
served] 

(c) Transfers of noneconomic residual 
interests. 

 (1) In general. 
 (2) Noneconomic residual interest. 
 (3) Computations. 
 (4) Safe harbor for establishing lack of 

improper knowledge. 
 (5) Asset test. 
 (6) Definitions for asset test. 
 (7) Formula test. 
 (8) Conditions and limitations on for-

mula test. 

(9) Examples. 
(10) Effective dates. 

(d) Transfers to foreign persons. 

§1.860E-2. Tax on transfers of residual 
interest to certain organizations. 
(a) Transfers to disqualified organiza-

tions. 
 (1) Payment of tax. 
 (2) Transitory ownership. 
 (3) Anticipated excess inclusions. 
 (4) Present value computation. 
 (5) Obligation of REMIC to furnish 

information. 
 (6) Agent. 
 (7) Relief from liability. 
  (i) Transferee furnishes information 

under penalties of perjury. 
  (ii) Amount required to be paid. 
(b) Tax on pass-thru entities. 
 (1) Tax on excess inclusions. 
 (2) Record holder furnishes informa-

tion under penalties of perjury. 
 (3) Deductibility of tax. 
 (4) Allocation of tax. 

§1.860F-1. Qualified liquidations. 

§1.860F-2. Transfers to a REMIC. 
(a) Formation of a REMIC. 
 (1) In general. 
 (2) Tiered arrangements. 
  (i) Two or more REMICs formed 

pursuant to a single set of or-
ganizational documents. 

  (ii) A REMIC and one or more 
investment trusts formed pur-
suant to a single set of docu-
ments. 

(b) Treatment of sponsor. 
 (1) Sponsor defined. 
 (2) Nonrecognition of gain or loss. 
 (3) Basis of contributed assets allo-

cated among interests. 
  (i) In general. 
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  (ii) Organizational expenses. 
   (A) Organizational expense de-

fined. 
   (B) Syndication expenses. 
  (iii) Pricing date. 
 (4) Treatment of unrecognized gain or 

loss. 
  (i) Unrecognized gain on regular 

interests. 
  (ii) Unrecognized loss on regular 

interests. 
  (iii) Unrecognized gain on residual 

interests. 
  (iv) Unrecognized loss on residual 

interests. 
 (5) Additions to or reductions of the 

sponsor’s basis. 
 (6) Transferred basis property. 
(c) REMIC’s basis in contributed assets. 

§1.860F-4. REMIC reporting require-
ments and other administrative rules. 
(a) In general. 
(b) REMIC tax return. 
 (1) In general. 
 (2) Income tax return. 
(c) Signing of REMIC return. 
 (1) In general. 
 (2) REMIC whose startup day is be-

fore November 10, 1988. 
  (i) In general. 
  (ii) Startup day. 
  (iii) Exception. 
(d) Designation of tax matters person. 
(e) Notice to holders of residual interests. 
 (1) Information required. 
  (i) In general. 
  (ii) Information with respect to 

REMIC assets. 
   (A) 95 percent asset test. 
   (B) Additional information re-

quired if the 95 percent test 
not met. 

   (C) For calendar quarters in 1987. 

   (D) For calendar quarters in 1988 
and 1989. 

  (iii) Special provisions. 
 (2) Quarterly notice required. 
  (i) In general. 
  (ii) Special rule for 1987. 
 (3) Nominee reporting. 
  (i) In general. 
  (ii) Time for furnishing statement. 
 (4) Reports to the Internal Revenue 

Service. 
(f) Information returns for persons en-

gaged in a trade or business. 

§1.860G-1. Definition of regular and 
residual interests. 
(a) Regular interest. 
 (1) Designation as a regular interest. 
 (2) Specified portion of the interest 

payments on qualified mortgages. 
  (i) In general. 
  (ii) Specified portion cannot vary. 
  (iii) Defaulted or delinquent mort-

gages. 
  (iv) No minimum specified prin-

cipal amount is required. 
  (v) Specified portion includes por-

tion of interest payable on reg-
ular interest. 

  (vi) Examples. 
 (3) Variable rate. 
  (i) Rate based on current interest 

rate. 
  (ii) Weighted average rate. 
   (A) In general. 
   (B) Reduction in underlying rate. 
  (iii) Additions, subtractions, and 

multiplications. 
  (iv) Caps and floors. 
  (v) Funds-available caps. 
   (A) In general. 
   (B) Facts and circumstances test. 
   (C) Examples. 
  (vi) Combination of rates. 
 (4) Fixed terms on the startup day. 
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 (5) Contingencies prohibited. 
(b) Special rules for regular interests. 
 (1) Call premium. 
 (2) Customary prepayment penalties 

received with respect to qualified 
mortgages. 

 (3) Certain contingencies disregarded. 
  (i) Prepayments, income, and ex-

penses. 
  (ii) Credit losses. 
  (iii) Subordinated interests. 
  (iv) Deferral of interest. 
  (v) Prepayment interest shortfalls. 
  (vi) Remote and incidental contin-

gencies. 
 (4) Form of regular interest. 
 (5) Interest disproportionate to prin-

cipal. 
  (i) In general. 
  (ii) Exception. 
 (6) Regular interest treated as a debt 

instrument for all Federal income 
tax purposes. 

(c) Residual interest. 
(d) Issue price of regular and residual 

interests. 
 (1) In general. 
 (2) The public. 

§1.860G-2. Other rules. 
(a) Obligations principally secured by an 

interest in real property. 
 (1) Tests for determining whether an 

obligation is principally secured. 
  (i) The 80-percent test. 
  (ii) Alternative test. 
 (2) Treatment of liens. 
 (3) Safe harbor. 
  (i) Reasonable belief that an obliga-

tion is principally secured. 
  (ii) Basis for reasonable belief. 
  (iii) Later discovery that an obliga-

tion is not principally secured. 
 (4) Interests in real property; real 

property. 

 (5) Obligations secured by an interest 
in real property. 

 (6) Obligations secured by other obli-
gations; residual interests. 

 (7) Certain instruments that call for 
contingent payments are obliga-
tions. 

 (8) Release of a lien on an interest in 
real property securing a qualified 
mortgage; defeasance. 

 (9) Stripped bonds and coupons. 
(b) Assumptions and modifications. 
 (1) Significant modifications are 

treated as exchanges of obliga-
tions. 

 (2) Significant modification defined. 
 (3) Exceptions. 
 (4) Modifications that are not signifi-

cant modifications. 
 (5) Assumption defined. 
 (6) Pass-thru certificates. 
 (7) Test for determining whether an 

obligation continues to be princi-
pally secured following certain 
types of modifications. 

(c) Treatment of certain credit enhance-
ment contracts. 

 (1) In general. 
 (2) Credit enhancement contracts. 
 (3) Arrangements to make certain ad-

vances. 
  (i) Advances of delinquent principal 

and interest. 
  (ii) Advances of taxes, insurance 

payments, and expenses. 
  (iii) Advances to ease REMIC ad-

ministration. 
 (4) Deferred payment under a guaran-

tee arrangement. 
(d) Treatment of certain purchase agree-

ments with respect to convertible 
mortgages. 

 (1) In general. 
 (2) Treatment of amounts received 

under purchase agreements. 
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 (3) Purchase agreement. 
 (4) Default by the person obligated to 

purchase a convertible mortgage. 
 (5) Convertible mortgage. 
(e) Prepayment interest shortfalls. 
(f) Defective obligations. 
 (1) Defective obligation defined. 
 (2) Effect of discovery of defect. 
(g) Permitted investments. 
 (1) Cash flow investment. 
  (i) In general. 
  (ii) Payments received on qualified 

mortgages. 
  (iii) Temporary period. 
 (2) Qualified reserve funds. 
 (3) Qualified reserve asset. 
  (i) In general. 
  (ii) Reasonably required reserve. 
   (A) In general. 
   (B) Presumption that a reserve is 

reasonably required. 
   (C) Presumption may be rebutted. 
(h) Outside reserve funds. 
(i) Contractual rights coupled with regular 

interests in tiered arrangements. 
 (1) In general. 
 (2) Example. 
(j) Clean-up call. 
 (1) In general. 
 (2) Interest rate changes. 
 (3) Safe harbor. 
(k) Startup day. 

§1.860G-3. Treatment of foreign per-
sons. 
(a) Transfer of a residual interest with tax 

avoidance potential. 
 (1) In general. 
 (2) Tax avoidance potential. 
  (i) Defined. 
  (ii) Safe harbor. 
 (3) Effectively connected income. 
 (4) Transfer by a foreign holder. 
(b) Accounting for REMIC net income. 

 (1) Allocation of partnership income to 
a foreign partner. 

 (2) Excess inclusion income allocated 
by certain pass-through entities to 
a foreign person. 

Reg. §1.860A-1. Effective dates and 
transition rules. 
(a) In general. Except as otherwise pro-
vided in paragraph (b) of this section, the 
regulations under sections 860A through 
860G are effective only for a qualified 
entity (as defined in §1.860D-1(c)(3)) 
whose startup day (as defined in section 
860G(a)(9) and §1.860G-2(k)) is on or 
after November 12, 1991. 
(b) Exceptions. (1) Reporting regula-
tions—(i) Sections 1.860D-1(c)(1) and 
(3), and §1.860D-1(d)(1) through (3) are 
effective after December 31, 1986. 
  (ii) Sections 1.860F-4(a) through (e) 
are effective after December 31, 1986 and 
are applicable after that date except as 
follows: 
   (A) Section 1.860F-4(c)(1) is 
effective for REMICs with a startup day 
on or after November 10, 1988. 
   (B) Sections 1.860F-
4(e)(1)(ii)(A) and (B) are effective for 
calendar quarters and calendar years be-
ginning after December 31, 1988. 
   (C) Section 1.860F-4(e)(1)(ii)(C) 
is effective for calendar quarters and ca-
lendar years beginning after December 
31, 1986 and ending before January 1, 
1988. 
   (D) Section 1.860F-4(e)(1)(ii)(D) 
is effective for calendar quarters and ca-
lendar years beginning after December 
31, 1987 and ending before January 1, 
1990. 
 (2) Tax avoidance rules—(i) Trans-
fers of certain residual interests. Sec-
tion 1.860E-1(c) (concerning transfers of 
noneconomic residual interests) and 
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§1.860G-3 (a)(4) (concerning transfers by 
a foreign holder to a United States per-
son) are effective for transfers of residual 
interests on or after September 27, 1991. 
  (ii) Transfers to foreign holders. 
Generally, §1.860G-3(a) (concerning 
transfers of residual interests to foreign 
holders) is effective for transfers of resi-
dual interests after April 20, 1992. How-
ever, §1.860G-3(a) does not apply to a 
transfer of a residual interest in a REMIC 
by the REMIC’s sponsor (or by another 
transferor contemporaneously with for-
mation of the REMIC) on or before June 
30, 1992, if— 
   (A) The terms of the regular in-
terests and the prices at which regular 
interests were offered had been fixed on 
or before April 20, 1992; 
   (B) On or before June 30, 1992, a 
substantial portion of the regular interests 
in the REMIC were transferred, with the 
terms and at the prices that were fixed on 
or before April 20, 1992, to investors who 
were unrelated to the REMIC’s sponsor at 
the time of the transfer; and 
   (C) At the time of the transfer of 
the residual interest, the expected future 
distributions on the residual interest were 
equal to at least 30 percent of the antic-
ipated excess inclusions (as defined in 
§1.860E-2(a)(3)), and the transferor rea-
sonably expected that the transferee 
would receive sufficient distributions 
from the REMIC at or after the time at 
which the excess inclusions accrue in an 
amount sufficient to satisfy the taxes on 
the excess inclusions. 
  (iii) Residual interests that lack 
significant value. The significant value 
requirement in §1.860E-1(a)(1) and (3) 
(concerning excess inclusions accruing to 
organizations to which section 593 ap-
plies) generally is effective for residual 
interests acquired on or after September 

27, 1991. The significant value require-
ment in 1.860E-1(a)(1) and (3) does not 
apply, however, to residual interests ac-
quired by an organization to which sec-
tion 593 applies as a sponsor at formation 
of a REMIC in a transaction described in 
§1.860F-2(a)(1) if more than 50 percent 
of the interests in the REMIC (determined 
by reference to issue price) were sold to 
unrelated investors before November 12, 
1991. The exception from the significant 
value requirement provided by the pre-
ceding sentence applies only so long as 
the sponsor owns the residual interests. 
 (3) Excise taxes. Section 1.860E-
2(a)(1) is effective for transfers of resi-
dual interests to disqualified organiza-
tions after March 31, 1988. Section 
1.860E-2(b)(1) is effective for excess 
inclusions accruing to pass-thru entities 
after March 31, 1988. 
 (4) Rate based on current interest 
rate—(i) In general. Section 1.860G-
1(a)(3)(i) applies to obligations (other 
than transition obligations described in 
paragraph (b)(4)(iii) of this section) in-
tended to qualify as regular interests that 
are issued on or after April 4, 1994. 
  (ii) Rate based on index. Section 
1.860G-1(a)(3)(i) (as contained in 26 
CFR part 1 revised as of April 1, 1994) 
applies to obligations intended to qualify 
as regular interests that— 
   (A) Are issued by a qualified 
entity (as defined in §1.860D-1(c)(3)) 
whose startup date (as defined in section 
860G(a)(9) and §1.860G-2(k)) is on or 
after November 12, 1991; and 
   (B) Are either— 
    (1) Issued before April 4, 
1994; or 
    (2) Transition obligations de-
scribed in paragraph (b)(4)(iii) of this 
section. 
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  (iii) Transition obligations. Obliga-
tions are described in this paragraph 
(b)(4)(iii) if— 
   (A) The terms of the obligations 
and the prices at which the obligations are 
offered are fixed before April 4, 1994; 
and 
   (B) On or before June 1, 1994, a 
substantial portion of the obligations are 
transferred, with the terms and at the 
prices that are fixed before April 4, 1994, 
to investors who are unrelated to the 
REMIC’s sponsor at the time of the trans-
fer. 
 (5) Accounting for REMIC net in-
come of foreign persons.  Section 
1.860G-3(b) is applicable to REMIC net 
income (including excess inclusions) of a 
foreign person with respect to a REMIC 
residual interest if the first net income 
allocation under section 860C(a)(1) to the 
foreign person with respect to that interest 
occurs on or after August 1, 2006). 
 (6) Exceptions for certain modified 
obligations.  Paragraphs (a)(8)(i), 
(b)(3)(v), (b)(3)(vi), and (b)(7) of Sec. 
1.860G-2 apply to modifications made to 
the terms of an obligation on or after Sep-
tember 16, 2009. 

Reg. §1.860C-1. Taxation of holders of 
residual interests 
(a) Pass-thru of income or loss. Any 
holder of a residual interest in a REMIC 
must take into account the holder’s daily 
portion of the taxable income or net loss 
of the REMIC for each day during the 
taxable year on which the holder owned 
the residual interest. 
(b) Adjustments to basis of residual 
interests. (1) Increase in basis. A hold-
er’s basis in a residual interest is in-
creased by— 
  (i) The daily portions of taxable 
income taken into account by that holder 

under section 860C(a) with respect to that 
interest; and 
  (ii) The amount of any contribution 
described in section 860G(d)(2) made by 
that holder. 
 (2) Decrease in basis. A holder’s basis 
in a residual interest is reduced (but not 
below zero) by— 
  (i) First, the amount of any cash or 
the fair market value of any property dis-
tributed to that holder with respect to that 
interest; and 
  (ii) Second, the daily portions of net 
loss of the REMIC taken into account 
under section 860C(a) by that holder with 
respect to that interest. 
 (3) Adjustments made before dispo-
sition. If any person disposes of a resi-
dual interest, the adjustments to basis 
prescribed in paragraph (b)(1) and (2) of 
this section are deemed to occur imme-
diately before the disposition. 
(c) Counting conventions. For purposes 
of determining the daily portion of 
REMIC taxable income or net loss under 
section 860C(a)(2), any reasonable con-
vention may be used. An example of a 
reasonable convention is “30 days per 
month/90 days per quarter/360 days per 
year.” 
(d) For rules on the proper accounting 
for income from inducement fees, see 
§1.446-6. 

§1.860C-2. Determination of REMIC 
taxable income or net loss 
(a) Treatment of gain or loss. For pur-
poses of determining the taxable income 
or net loss of a REMIC under section 
860C(b), any gain or loss from the dispo-
sition of any asset, including a qualified 
mortgage (as defined in section 
860G(a)(3)) or a permitted investment (as 
defined in section 860G(a)(5) and 
§1.860G-2(g)), is treated as gain or loss 
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from the sale or exchange of property that 
is not a capital asset. 
(b) Deductions allowable to a REMIC. 
(1) In general. Except as otherwise pro-
vided in section 860C(b) and in paragraph 
(b)(2) through (5) of this section, the de-
ductions allowable to a REMIC for pur-
poses of determining its taxable income 
or net loss are those deductions that 
would be allowable to an individual, de-
termined by taking into account the same 
limitations that apply to an individual. 
 (2) Deduction allowable under sec-
tion 163. A REMIC is allowed a deduc-
tion, determined without regard to section 
163(d), for any interest expense accrued 
during the taxable year. 
 (3) Deduction allowable under sec-
tion 166. For purposes of determining a 
REMIC’s bad debt deduction under sec-
tion 166, debt owed to the REMIC is not 
treated as nonbusiness debt under section 
166(d). 
 (4) Deduction allowable under sec-
tion 212. A REMIC is not treated as car-
rying on a trade or business for purposes 
of section 162. Ordinary and necessary 
operating expenses paid or incurred by 
the REMIC during the taxable year are 
deductible under section 212, without 
regard to section 67. Any expenses that 
are incurred in connection with the for-
mation of the REMIC and that relate to 
the organization of the REMIC and the 
issuance of regular and residual interests 
are not treated as expenses of the REMIC 
for which a deduction is allowable under 
section 212. See §1.860F-2(b)(3)(ii) for 
treatment of those expenses. 
 (5) Expenses and interest relating to 
tax-exempt income. Pursuant to section 
265(a), a REMIC is not allowed a deduc-
tion for expenses and interest allocable to 
tax-exempt income. The portion of a 
REMIC’s interest expense that is alloca-

ble to tax-exempt interest is determined in 
the manner prescribed in section 
265(b)(2), without regard to section 
265(b)(3). 

Reg. §1.860D-1. Definition of a 
REMIC. 
(a) In general. A real estate mortgage 
investment conduit (or REMIC) is a qual-
ified entity, as defined in paragraph (c)(3) 
of this section, that satisfies the require-
ments of section 860D(a). See paragraph 
(d)(1) of this section for the manner of 
electing REMIC status. 
(b) Specific requirements. (1) Interests 
in a REMIC—(i) In general. A REMIC 
must have one class, and only one class, 
of residual interests. Except as provided 
in paragraph (b)(1)(ii) of this section, 
every interest in a REMIC must be either 
a regular interest (as defined in section 
860G(a)(1) and §1.860G-1(a)) or a resi-
dual interest (as defined in section 
860G(a)(2) and §1.860G-1(c)). 
  (ii) De minimis interests. If, to faci-
litate the creation of an entity that elects 
REMIC status, an interest in the entity is 
created and, as of the startup day (as de-
fined in section 860G(a)(9) and §1.860G-
2(k)), the fair market value of that interest 
is less than the lesser of $1,000 or 1/1,000 
of one percent of the aggregate fair mar-
ket value of all the regular and residual 
interests in the REMIC, then, unless that 
interest is specifically designated as an 
interest in the REMIC, the interest is not 
treated as an interest in the REMIC for 
purposes of section 860D(a)(2) and (3) 
and paragraph (b)(1)(i) of this section. 
 (2) Certain rights not treated as in-
terests. Certain rights are not treated as 
interests in a REMIC. Although not an 
exclusive list, the following rights are not 
interests in a REMIC. 
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  (i) Payments for services. The right 
to receive from the REMIC payments that 
represent reasonable compensation for 
services provided to the REMIC in the 
ordinary course of its operation is not an 
interest in the REMIC. Payments made by 
the REMIC in exchange for services may 
be expressed as a specified percentage of 
interest payments due on qualified mort-
gages or as a specified percentage of 
earnings from permitted investments. For 
example, a mortgage servicer’s right to 
receive reasonable compensation for ser-
vicing the mortgages owned by the 
REMIC is not an interest in the REMIC. 
  (ii) Stripped interests. Stripped 
bonds or stripped coupons not held by the 
REMIC are not interests in the REMIC 
even if, in a transaction preceding or con-
temporaneous with the formation of the 
REMIC, they and the REMIC’s qualified 
mortgages were created from the same 
mortgage obligation. For example, the 
right of a mortgage servicer to receive a 
servicing fee in excess of reasonable 
compensation from payments it receives 
on mortgages held by a REMIC is not an 
interest in the REMIC. Further, if an obli-
gation with a fixed principal amount pro-
vides for interest at a fixed or variable 
rate and for certain contingent payment 
rights (e.g., a shared appreciation provi-
sion or a percentage of mortgagor profits 
provision), and the owner of the obliga-
tion contributes the fixed payment rights 
to a REMIC and retains the contingent 
payment rights, the retained contingent 
payment rights are not an interest in the 
REMIC. 
  (iii) Reimbursement rights under 
credit enhancement contracts. A credit 
enhancer’s right to be reimbursed for 
amounts advanced to a REMIC pursuant 
to the terms of a credit enhancement con-
tract (as defined in §1.860G-2(c)(2)) is 

not an interest in the REMIC even if the 
credit enhancer is entitled to receive in-
terest on the amounts advanced. 
  (iv) Rights to acquire mortgages. 
The right to acquire or the obligation to 
purchase mortgages and other assets from 
a REMIC pursuant to a clean-up call (as 
defined in §1.860G-2(j)) or a qualified 
liquidation (as defined in section 
860F(a)(4)), or on conversion of a con-
vertible mortgage (as defined in §1.860G-
2(d)(5)), is not an interest in the REMIC. 
 (3) Asset test—(i) In general. For 
purposes of the asset test of section 
860D(a)(4), substantially all of a qualified 
entity’s assets are qualified mortgages 
and permitted investments if the qualified 
entity owns no more than a de minimis 
amount of other assets. 
  (ii) Safe harbor. The amount of 
assets other than qualified mortgages and 
permitted investments is de minimis if the 
aggregate of the adjusted bases of those 
assets is less than one percent of the ag-
gregate of the adjusted bases of all of the 
REMIC’s assets. Nonetheless, a qualified 
entity that does not meet this safe harbor 
may demonstrate that it owns no more 
than a de minimis amount of other assets. 
 (4) Arrangements test. Generally, a 
qualified entity must adopt reasonable 
arrangements designed to ensure that— 
  (i) Disqualified organizations (as 
defined in section 860E(e)(5)) do not hold 
residual interests in the qualified entity; 
and 
  (ii) If a residual interest is acquired 
by a disqualified organization, the quali-
fied entity will provide to the Internal 
Revenue Service, and to the persons spe-
cified in section 860E(a)(3), information 
needed to compute the tax imposed under 
section 860E(e) on transfers of residual 
interests to disqualified organizations. 
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 (5) Reasonable arrangements—(i) 
Arrangements to prevent disqualified 
organizations from holding residual 
interests. A qualified entity is considered 
to have adopted reasonable arrangements 
to ensure that a disqualified organization 
(as defined in section 860E(e)(5)) will not 
hold a residual interest if— 
   (A) The residual interest is in 
registered form (as defined in §5f.103-
1(c) of this chapter); and 
   (B) The qualified entity’s organi-
zational documents clearly and expressly 
prohibit a disqualified organization from 
acquiring beneficial ownership of a resi-
dual interest, and notice of the prohibition 
is provided through a legend on the doc-
ument that evidences ownership of the 
residual interest or through a conspicuous 
statement in a prospectus or private offer-
ing document used to offer the residual 
interest for sale. 
  (ii) Arrangements to ensure that 
information will be provided. A quali-
fied entity is considered to have made 
reasonable arrangements to ensure that 
the Internal Revenue Service and persons 
specified in section 860E(e)(3) as liable 
for the tax imposed under section 860E(e) 
receive the information needed to com-
pute the tax if the qualified entity’s orga-
nizational documents require that it 
provide to the Internal Revenue Service 
and those persons a computation showing 
the present value of the total anticipated 
excess inclusions with respect to the resi-
dual interest for periods after the transfer. 
See §1.860E-2(a)(5) for the obligation to 
furnish information on request. 
 (6) Calendar year requirement. A 
REMIC’s taxable year is the calendar 
year. The first taxable year of a REMIC 
begins on the startup day and ends on 
December 31 of the same year. If the star-

tup day is other than January 1, the 
REMIC has a short first taxable year. 
(c) Segregated pool of assets.(1) Forma-
tion of REMIC. A REMIC may be 
formed as a segregated pool of assets 
rather than as a separate entity. To consti-
tute a REMIC, the assets identified as part 
of the segregated pool must be treated for 
all Federal income tax purposes as assets 
of the REMIC and interests in the REMIC 
must be based solely on assets of the 
REMIC. 
 (2) Identification of assets. Formation 
of the REMIC does not occur until— 
  (i) The sponsor identifies the assets 
of the REMIC, such as through execution 
of an indenture with respect to the assets; 
and 
  (ii) The REMIC issues the regular 
and residual interests in the REMIC. 
 (3) Qualified entity defined. For pur-
poses of this section, the term “qualified 
entity” includes an entity or a segregated 
pool of assets within an entity. 
(d) Election to be treated as a real es-
tate mortgage investment conduit. (1) 
In general. A qualified entity, as defined 
in paragraph (c)(3) of this section, elects 
to be treated as a REMIC by timely filing, 
for the first taxable year of its existence, a 
Form 1066, U.S. Real Estate Mortgage 
Investment Conduit Income Tax Return, 
signed by a person authorized to sign that 
return under §1.860F-4(c). See §1.9100-1 
for rules regarding extensions of time for 
making elections. Once made, this elec-
tion is irrevocable for that taxable year 
and all succeeding taxable years. 
 (2) Information required to be re-
ported in the REMIC’s first taxable 
year. For the first taxable year of the 
REMIC’s existence, the qualified entity, 
as defined in paragraph (c)(3) of this sec-
tion, must provide either on its return or 
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in a separate statement attached to its 
return— 
  (i) The REMIC’s employer identifi-
cation number, which must not be the 
same as the identification number of any 
other entity, 
  (ii) Information concerning the 
terms and conditions of the regular inter-
ests and the residual interest of the 
REMIC, or a copy of the offering circular 
or prospectus containing such informa-
tion, 
  (iii) A description of the prepayment 
and reinvestment assumptions that are 
made pursuant to section 1272(a)(6) and 
the regulations thereunder, including a 
statement supporting the selection of the 
prepayment assumption, 
  (iv) The form of the electing quali-
fied entity under State law or, if an elec-
tion is being made with respect to a 
segregated pool of assets within an entity, 
the form of the entity that holds the se-
gregated pool of assets, and 
  (v) Any other information required 
by the form. 
 (3) Requirement to keep sufficient 
records. A qualified entity, as defined in 
paragraph (c)(3) of this section, that elects 
to be a REMIC must keep sufficient 
records concerning its investments to 
show that it has complied with the provi-
sions of sections 860A through 860G and 
the regulations thereunder during each 
taxable year. 

Reg. §1.860E-1. Treatment of taxable 
income of a residual interest holder in 
excess of daily accruals 
(a) Excess inclusion cannot be offset by 
otherwise allowable deductions. (1) In 
general. Except as provided in paragraph 
(a)(3) of this section, the taxable income 
of any holder of a residual interest for any 
taxable year is in no event less than the 

sum of the excess inclusions attributable 
to that holder’s residual interests for that 
taxable year. In computing the amount of 
a net operating loss (as defined in section 
172(c)) or the amount of any net operat-
ing loss carryover (as defined in section 
172(b)(2)), the amount of any excess in-
clusion is not included in gross income or 
taxable income. Thus, for example, if a 
residual interest holder has $100 of gross 
income, $25 of which is an excess inclu-
sion, and $90 of business deductions, the 
holder has taxable income of $25, the 
amount of the excess inclusion, and a net 
operating loss of $15 ($75 of other in-
come - $90 of business deductions). 
 (2) Affiliated groups. If a holder of a 
REMIC residual interest is a member of 
an affiliated group filing a consolidated 
income tax return, the taxable income of 
the affiliated group cannot be less than 
the sum of the excess inclusions attribut-
able to all residual interests held by mem-
bers of the affiliated group. 
 (3) Special rule for certain financial 
institutions—(i) In general. If an organ-
ization to which section 593 applies holds 
a residual interest that has significant val-
ue (as defined in paragraph (a)(3)(iii) of 
this section), section 860E(a)(1) and pa-
ragraph (a)(1) of this section do not apply 
to that organization with respect to that 
interest. Consequently, an organization to 
which section 593 applies may use its 
allowable deductions to offset an excess 
inclusion attributable to a residual interest 
that has significant value, but, except as 
provided in section 860E(a)(4)(A), may 
not use its allowable deductions to offset 
an excess inclusion attributable to a resi-
dual interest held by any other member of 
an affiliated group, if any, of which the 
organization is a member. Further, a net 
operating loss of any other member of an 
affiliated group of which the organization 
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is a member may not be used to offset an 
excess inclusion attributable to a residual 
interest held by that organization. 
  (ii) Ordering rule—(A) In general. 
In computing taxable income for any 
year, an organization to which section 
593 applies is treated as having applied its 
allowable deductions for the year first to 
offset that portion of its gross income that 
is not an excess inclusion and then to off-
set that portion of its income that is an 
excess inclusion. 
   (B) Example. The following ex-
ample illustrates the provisions of para-
graph (a)(3)(ii) of this section: 
    Example. Corp. X, a corpora-
tion to which section 593 applies, is a 
member of an affiliated group that files a 
consolidated return. For a particular taxa-
ble year, Corp. X has gross income of 
$1,000, and of this amount, $150 is an 
excess inclusion attributable to a residual 
interest that has significant value. Corp. X 
has $975 of allowable deductions for the 
taxable year. Corp. X must apply its al-
lowable deductions first to offset the $850 
of gross income that is not an excess in-
clusion, and then to offset the portion of 
its gross income that is an excess inclu-
sion. Thus, Corp. X has $25 of taxable 
income ($1,000 - $975), and that $25 is 
an excess inclusion that may not be offset 
by losses sustained by other members of 
the affiliated group. 
  (iii) Significant value. A residual 
interest has significant value if— 
   (A) The aggregate of the issue 
prices of the residual interests in the 
REMIC is at least 2 percent of the aggre-
gate of the issue prices of all residual and 
regular interests in the REMIC; and 
   (B) The anticipated weighted 
average life of the residual interests is at 
least 20 percent of the anticipated 
weighted average life of the REMIC. 

  (iv) Determining anticipated 
weighted average life—(A) Anticipated 
weighted average life of the REMIC. 
The anticipated weighted average life of a 
REMIC is the weighted average of the 
anticipated weighted average lives of all 
classes of interests in the REMIC. This 
weighted average is determined under the 
formula in paragraph (a)(3)(iv)(B) of this 
section, applied by treating all payments 
taken into account in computing the antic-
ipated weighted average lives of regular 
and residual interests in the REMIC as 
principal payments on a single regular 
interest. 
   (B) Regular interests that have 
a specified principal amount. Generally, 
the anticipated weighted average life of a 
regular interest is determined by— 
    (1) Multiplying the amount of 
each anticipated principal payment to be 
made on the interest by the number of 
years (including fractions thereof) from 
the startup day (as defined in section 
860G(a)(9) and §1.860G-2(k)) to the re-
lated principal payment date; 
    (2) Adding the results; and 
    (3) Dividing the sum by the 
total principal paid on the regular interest. 
   (C) Regular interests that have no 
specified principal amount or that have 
only a nominal principal amount, and all 
residual interests. If a regular interest has 
no specified principal amount, or if the 
interest payments to be made on a regular 
interest are disproportionately high rela-
tive to its specified principal amount (as 
determined by reference to §1.860G-
1(b)(5)(i)), then, for purposes of compu-
ting the anticipated weighted average life 
of the interest, all anticipated payments 
on that interest, regardless of their desig-
nation as principal or interest, must be 
taken into account in applying the formu-
la set out in paragraph (a)(3)(iv)(B) of 
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this section. Moreover, for purposes of 
computing the weighted average life of a 
residual interest, all anticipated payments 
on that interest, regardless of their desig-
nation as principal or interest, must be 
taken into account in applying the formu-
la set out in paragraph (a)(3)(iv)(B) of 
this section. 
   (D) Anticipated payments. The 
anticipated principal payments to be made 
on a regular interest subject to paragraph 
(a)(3)(iv)(B) of this section, and the antic-
ipated payments to be made on a regular 
interest subject to paragraph (a)(3)(iv)(C) 
of this section or on a residual interest, 
must be determined based on— 
    (1) The prepayment and rein-
vestment assumptions adopted under sec-
tion 1272(a)(6), or that would have been 
adopted had the REMIC’s regular inter-
ests been issued with original issue dis-
count; and 
    (2) Any required or permitted 
clean up calls or any required qualified 
liquidation provided for in the REMIC’s 
organizational documents. 
(b) Treatment of residual interests held 
by REITs, RICs, common trust funds, 
and subchapter T cooperatives. [Re-
served] 
(c) Transfers of noneconomic residual 
interests. (1) In general. A transfer of a 
noneconomic residual interest is disre-
garded for all Federal tax purposes if a 
significant purpose of the transfer was to 
enable the transferor to impede the as-
sessment or collection of tax. A signifi-
cant purpose to impede the assessment or 
collection of tax exists if the transferor, at 
the time of the transfer, either knew or 
should have known (had “improper 
knowledge”) that the transferee would be 
unwilling or unable to pay taxes due on 
its share of the taxable income of the 
REMIC. 

 (2) Noneconomic residual interest. A 
residual interest is a noneconomic resi-
dual interest unless, at the time of the 
transfer— 
  (i) The present value of the expected 
future distributions on the residual inter-
est at least equals the product of the 
present value of the anticipated excess 
inclusions and the highest rate of tax spe-
cified in section 11(b)(1) for the year in 
which the transfer occurs; and 
  (ii) The transferor reasonably ex-
pects that, for each anticipated excess 
inclusion, the transferee will receive dis-
tributions from the REMIC at or after the 
time at which the taxes accrue on the an-
ticipated excess inclusion in an amount 
sufficient to satisfy the accrued taxes. 
 (3) Computations. The present value 
of the expected future distributions and 
the present value of the anticipated excess 
inclusions must be computed under the 
procedure specified in §1.860E-2(a)(4) 
for determining the present value of antic-
ipated excess inclusions in connection 
with the transfer of a residual interest to a 
disqualified organization. 
 (4) Safe harbor for establishing lack 
of improper knowledge.  A transferor is 
presumed not to have improper know-
ledge if– 
  (i) The transferor conducted, at the 
time of the transfer, a reasonable investi-
gation of the financial condition of the 
transferee and, as a result of the investiga-
tion, the transferor found that the transfe-
ree had historically paid its debts as they 
came due and found no significant evi-
dence to indicate that the transferee will 
not continue to pay its debts as they come 
due in the future; 
  (ii) The transferee represents to the 
transferor that it understands that, as the 
holder of the noneconomic residual inter-
est, the transferee may incur tax liabilities 
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in excess of any cash flows generated by 
the interest and that the transferee intends 
to pay taxes associated with holding the 
residual interest as they become due; 
  (iii) The transferee represents that it 
will not cause income from the noneco-
nomic residual interest to be attributable 
to a foreign permanent establishment or 
fixed base (within the meaning of an ap-
plicable income tax treaty) of the transfe-
ree or another U.S. taxpayer; and 
  (iv) The transfer satisfies either the 
asset test in paragraph (c)(5) of this sec-
tion or the formula test in paragraph 
(c)(7) of this section. 
 (5) Asset test.  The transfer satisfies 
the asset test if it meets the requirements 
of paragraphs (c)(5)(i), (ii) and (iii) of this 
section. 
  (i) At the time of the transfer, and at 
the close of each of the transferee’s two 
fiscal years preceding the transferee’s 
fiscal year of transfer, the transferee’s 
gross assets for financial reporting pur-
poses exceed $100 million and its net 
assets for financial reporting purposes 
exceed $10 million.  For purposes of the 
preceding sentence, the gross assets and 
net assets of a transferee do not include 
any obligation of any related person (as 
defined in paragraph (c)(6)(ii) of this sec-
tion) or any other asset if a principal pur-
pose for holding or acquiring the other 
asset is to permit the transferee to satisfy 
the conditions of this paragraph (c)(5)(i). 
  (ii) The transferee must be an eligi-
ble corporation (defined in paragraph 
(c)(6)(i) of this section) and must agree in 
writing that any subsequent transfer of the 
interest will be to another eligible corpo-
ration in a transaction that satisfies para-
graphs (c)(4)(i), (ii), and (iii) and this 
paragraph (c)(5).  The direct or indirect 
transfer of the residual interest to a for-
eign permanent establishment (within the 

meaning of an applicable income tax trea-
ty) of a domestic corporation is a transfer 
that is not a transfer to an eligible corpo-
ration.  A transfer also fails to meet the 
requirements of this paragraph (c)(5)(ii) if 
the transferor knows, or has reason to 
know, that the transferee will not honor 
the restrictions on subsequent transfers of 
the residual interest. 
  (iii) A reasonable person would not 
conclude, based on the facts and circums-
tances known to the transferor on or be-
fore the date of the transfer, that the taxes 
associated with the residual interest will 
not be paid.  The consideration given to 
the transferee to acquire the noneconomic 
residual interest in the REMIC is only one 
factor to be considered, but the transferor 
will be deemed to know that the transfe-
ree cannot or will not pay if the amount of 
consideration is so low compared to the 
liabilities assumed that a reasonable per-
son would conclude that the taxes asso-
ciated with holding the residual interest 
will not be paid.  In determining whether 
the amount of consideration is too low, 
the specific terms of the formula test in 
paragraph (c)(7) of this section need not 
be used. 
 (6) Definitions for asset test.  The 
following definitions apply for purposes 
of paragraph (c)(5) of this section: 
  (i) Eligible corporation means any 
domestic C corporation (as defined in 
section 1361(a)(2)) other than-- 
   (A) A corporation which is ex-
empt from, or is not subject to, tax under 
section 11; 
   (B) An entity described in section 
851(a) or 856(a); 
   (C) A REMIC; or 
   (D) An organization to which part 
I of subchapter T of chapter 1 of subtitle 
A of the Internal Revenue Code applies. 
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  (ii) Related person is any person 
that-- 
   (A) Bears a relationship to the 
transferee enumerated in section 267(b) 
or 707(b)(1), using “20 percent” instead 
of “50 percent” where it appears under 
the provisions; or 
   (B) Is under common control 
(within the meaning of section 52(a) and 
(b)) with the transferee. 
 (7) Formula test.  The transfer satis-
fies the formula test if the present value 
of the anticipated tax liabilities associated 
with holding the residual interest does not 
exceed the sum of-- 
  (i) The present value of any consid-
eration given to the transferee to acquire 
the interest; 
  (ii) The present value of the ex-
pected future distributions on the interest; 
and 
  (iii) The present value of the antic-
ipated tax savings associated with holding 
the interest as the REMIC generates 
losses. 
 (8) Conditions and limitations on 
formula test.  The following rules apply 
for purposes of the formula test in para-
graph (c)(7) of this section. 
  (i) The transferee is assumed to pay 
tax at a rate equal to the highest rate of 
tax specified in section 11(b)(1).  If the 
transferee has been subject to the alterna-
tive minimum tax under section 55 in the 
preceding two years and will compute its 
taxable income in the current taxable year 
using the alternative minimum tax rate, 
then the tax rate specified in section 
55(b)(1)(B) may be used in lieu of the 
highest rate specified in section 11(b)(1). 
  (ii) The direct or indirect transfer of 
the residual interest to a foreign perma-
nent establishment or fixed base (within 
the meaning of an applicable income tax 

treaty) of a domestic transferee is not 
eligible for the formula test. 
  (iii) Present values are computed 
using a discount rate equal to the Federal 
short-term rate prescribed by section 
1274(d) for the month of the transfer and 
the compounding period used by the tax-
payer. 
 (9) Examples.  The following exam-
ples illustrate the rules of this section: 
    Example 1.  Transfer to 
partnership.  X transfers a noneconomic 
residual interest in a REMIC to Partner-
ship P in a transaction that does not satis-
fy the formula test of paragraph (c)(7) of 
this section.  Y and Z are the partners of 
P.  Even if Y and Z are eligible corpora-
tions that satisfy the requirements of pa-
ragraph (c)(5)(i) of this section, the 
transfer fails to satisfy the asset test re-
quirements found in paragraph (c)(5)(ii) 
of this section because P is a partnership 
rather than an eligible corporation within 
the meaning of (c)(6)(i) of this section. 
    Example 2.  Transfer to a 
corporation without capacity to carry 
additional residual interests.  During 
the first ten months of a year, Bank trans-
fers five residual interests to Corporation 
U under circumstances meeting the re-
quirements of the asset test in paragraph 
(c)(5) of this section.  Bank is the major 
creditor of U and consequently has access 
to U’s financial records and has know-
ledge of U’s financial circumstances.  
During the last month of the year, Bank 
transfers three additional residual inter-
ests to U in a transaction that does not 
meet the formula test of paragraph (c)(7) 
of this section.  At the time of this trans-
fer, U’s financial records indicate it has 
retained the previously transferred resi-
dual interests.  U’s financial circums-
tances, including the aggregate tax 
liabilities it has assumed with respect to 
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REMIC residual interests, would cause a 
reasonable person to conclude that U will 
be unable to meet its tax liabilities when 
due.  The transfers in the last month of 
the year fail to satisfy the investigation 
requirement in paragraph (c)(4)(i) of this 
section and the asset test requirement of 
paragraph (c)(5)(iii) of this section be-
cause Bank has reason to know that U 
will not be able to pay the tax due on 
those interests. 
    Example 3.  Transfer to a 
foreign permanent establishment of an 
eligible corporation.  R transfers a non-
economic residual interest in a REMIC to 
the foreign permanent establishment of 
Corporation T.  Solely because of para-
graph (c)(8)(ii) of this section, the transfer 
does not satisfy the formula test of para-
graph (c)(7) of this section.  In addition, 
even if T is an eligible corporation, the 
transfer does not satisfy the asset test be-
cause the transfer fails the requirements 
of paragraph (c)(5)(ii) of this section. 
 (10) Effective dates.  Paragraphs 
(c)(4) through (c)(9) of this section are 
applicable to transfers occurring on or 
after February 4, 2000, except for para-
graphs (c)(4)(iii) and (c)(8)(iii) of this 
section, which are applicable for transfers 
occurring on or after August 19, 2002.  
For the dates of applicability of para-
graphs (a) through (c)(3) and (d) of this 
section, see § 1.860A-1. 
(d) Transfers to foreign persons. Para-
graph (c) of this section does not apply to 
transfers of residual interests to which 
§1.860G-3(a)(1), concerning transfers to 
certain foreign persons, applies. 

Reg. §1.860E-2. Tax on transfers of 
residual interests to certain organiza-
tions. 
(a) Transfers to disqualified organiza-
tions. (1) Payment of tax. Any excise tax 

due under section 860E(e)(1) must be 
paid by the later of March 24, 1993, or 
April 15th of the year following the ca-
lendar year in which the residual interest 
is transferred to a disqualified organiza-
tion. The Commissioner may prescribe 
rules for the manner and method of col-
lecting the tax. 
 (2) Transitory ownership. For pur-
poses of section 860E(e) and this section, 
a transfer of a residual interest to a disqu-
alified organization in connection with 
the formation of a REMIC is disregarded 
if the disqualified organization has a 
binding contract to sell the interest and 
the sale occurs within 7 days of the star-
tup day (as defined in section 860G(a)(9) 
and §1.860G-2(k)). 
 (3) Anticipated excess inclusions. The 
anticipated excess inclusions are the 
excess inclusions that are expected to 
accrue in each calendar quarter (or por-
tion thereof) following the transfer of the 
residual interest. The anticipated excess 
inclusions must be determined as of the 
date the residual interest is transferred 
and must be based on— 
  (i) Events that have occurred up to 
the time of the transfer; 
  (ii) The prepayment and reinvest-
ment assumptions adopted under section 
1272(a)(6), or that would have been 
adopted had the REMIC’s regular inter-
ests been issued with original issue dis-
count; and 
  (iii) Any required or permitted clean 
up calls, or required qualified liquidation 
provided for in the REMIC’s organiza-
tional documents. 
 (4) Present value computation. The 
present value of the anticipated excess 
inclusions is determined by discounting 
the anticipated excess inclusions from the 
end of each remaining calendar quarter in 
which those excess inclusions are ex-
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pected to accrue to the date the disquali-
fied organization acquires the residual 
interest. The discount rate to be used for 
this present value computation is the ap-
plicable Federal rate (as specified in sec-
tion 1274(d)(1)) that would apply to a 
debt instrument that was issued on the 
date the disqualified organization ac-
quired the residual interest and whose 
term ended on the close of the last quarter 
in which excess inclusions were expected 
to accrue with respect to the residual in-
terest. 
 (5) Obligation of REMIC to furnish 
information. A REMIC is not obligated 
to determine if its residual interests have 
been transferred to a disqualified organi-
zation. However, upon request of a per-
son designated in section 860E(e)(3), the 
REMIC must furnish information suffi-
cient to compute the present value of the 
anticipated excess inclusions. The infor-
mation must be furnished to the request-
ing party and to the Internal Revenue 
Service within 60 days of the request. A 
reasonable fee charged to the requestor is 
not income derived from a prohibited 
transaction within the meaning of section 
860F(a). 
 (6) Agent. For purposes of section 
860E(e)(3), the term “agent” includes a 
broker (as defined in section 6045(c) and 
§1.6045-1(a)(1)), nominee, or other mid-
dleman. 
 (7) Relief from liability—(i) Transfe-
ree furnishes information under penal-
ties of perjury. For purposes of section 
860E(e)(4), a transferee is treated as hav-
ing furnished an affidavit if the transferee 
furnishes— 
   (A) A social security number, and 
states under penalties of perjury that the 
social security number is that of the trans-
feree; or 

   (B) A statement under penalties 
of perjury that it is not a disqualified or-
ganization. 
  (ii) Amount required to be paid. 
The amount required to be paid under 
section 860E(e)(7)(B) is equal to the 
product of the highest rate specified in 
section 11(b)(1) for the taxable year in 
which the transfer described in section 
860E(e)(1) occurs and the amount of 
excess inclusions that accrued and were 
allocable to the residual interest during 
the period that the disqualified organiza-
tion held the interest. 
(b) Tax on pass-thru entities. (1) Tax 
on excess inclusions. Any tax due under 
section 860E(e)(6) must be paid by the 
later of March 24, 1993, or by the fif-
teenth day of the fourth month following 
the close of the taxable year of the pass-
thru entity in which the disqualified per-
son is a record holder. The Commissioner 
may prescribe rules for the manner and 
method of collecting the tax. 
 (2) Record holder furnishes informa-
tion under penalties of perjury. For 
purposes of section 860E(e)(6)(D), a 
record holder is treated as having fur-
nished an affidavit if the record holder 
furnishes— 
  (i) A social security number and 
states, under penalties of perjury, that the 
social security number is that of the 
record holder; or 
  (ii) A statement under penalties of 
perjury that it is not a disqualified organi-
zation. 
 (3) Deductibility of tax. Any tax im-
posed on a pass-thru entity pursuant to 
section 860E(e)(6)(A) is deductible 
against the gross amount of ordinary in-
come of the pass-thru entity. For exam-
ple, in the case of a REIT, the tax is 
deductible in determining real estate in-
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vestment trust taxable income under sec-
tion 857(b)(2). 
 (4) Allocation of tax. Dividends paid 
by a RIC or by a REIT are not preferen-
tial dividends within the meaning of sec-
tion 562(c) solely because the tax expense 
incurred by the RIC or REIT under sec-
tion 860E(e)(6) is allocated solely to the 
shares held by disqualified organizations. 

Reg. §1.860F-1. Qualified liquidations 
A plan of liquidation need not be in any 
special form. If a REMIC specifies the 
first day in the 90-day liquidation period 
in a statement attached to its final return, 
then the REMIC will be considered to 
have adopted a plan of liquidation on the 
specified date. 

Reg. §1.860F-2. Transfers to a REMIC 
(a) Formation of a REMIC.  (1) In gen-
eral. For Federal income tax purposes, a 
REMIC formation is characterized as the 
contribution of assets by a sponsor (as 
defined in paragraph (b)(1) of this sec-
tion) to a REMIC in exchange for REMIC 
regular and residual interests. If, instead 
of exchanging its interest in mortgages 
and related assets for regular and residual 
interests, the sponsor arranges to have the 
REMIC issue some or all of the regular 
and residual interests for cash, after which 
the sponsor sells its interests in mortgages 
and related assets to the REMIC, the 
transaction is, nevertheless, viewed for 
Federal income tax purposes as the spon-
sor’s exchange of mortgages and related 
assets for regular and residual interests, 
followed by a sale of some or all of those 
interests. The purpose of this rule is to 
ensure that the tax consequences asso-
ciated with the formation of a REMIC are 
not affected by the actual sequence of 
steps taken by the sponsor. 

 (2) Tiered arrangements—(i) Two or 
more REMICs formed pursuant to a 
single set of organizational documents. 
Two or more REMICs can be created 
pursuant to a single set of organizational 
documents even if for state law purposes 
or for Federal securities law purposes 
those documents create only one organi-
zation. The organizational documents 
must, however, clearly and expressly 
identify the assets of, and the interests in, 
each REMIC, and each REMIC must 
satisfy all of the requirements of section 
860D and the related regulations. 
  (ii) A REMIC and one or more 
investment trusts formed pursuant to a 
single set of documents. A REMIC (or 
two or more REMICs) and one or more 
investment trusts can be created pursuant 
to a single set of organizational docu-
ments and the separate existence of the 
REMIC(s) and the investment trust(s) will 
be respected for Federal income tax pur-
poses even if for state law purposes or for 
Federal securities law purposes those 
documents create only one organization. 
The organizational documents for the 
REMIC(s) and the investment trust(s) 
must, however, require both the 
REMIC(s) and the investment trust(s) to 
account for items of income and owner-
ship of assets for Federal tax purposes in 
a manner that respects the separate exis-
tence of the multiple entities. See 
§1.860G-2(i) concerning issuance of reg-
ular interests coupled with other contrac-
tual rights for an illustration of the 
provisions of this paragraph. 
(b) Treatment of sponsor. (1) Sponsor 
defined. A sponsor is a person who di-
rectly or indirectly exchanges qualified 
mortgages and related assets for regular 
and residual interests in a REMIC. A per-
son indirectly exchanges interests in qual-
ified mortgages and related assets for 
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regular and residual interests in a REMIC 
if the person transfers, other than in a 
nonrecognition transaction, the mortgages 
and related assets to another person who 
acquires a transitory ownership interest in 
those assets before exchanging them for 
interests in the REMIC, after which the 
transitory owner then transfers some or 
all of the interests in the REMIC to the 
first person. 
 (2) Nonrecognition of gain or loss. 
The sponsor does not recognize gain or 
loss on the direct or indirect transfer of 
any property to a REMIC in exchange for 
regular or residual interests in the 
REMIC. However, the sponsor, upon a 
subsequent sale of the REMIC regular or 
residual interests, may recognize gain or 
loss with respect to those interests. 
 (3) Basis of contributed assets allo-
cated among interests—(i) In general. 
The aggregate of the adjusted bases of the 
regular and residual interests received by 
the sponsor in the exchange described in 
paragraph (a) of this section is equal to 
the aggregate of the adjusted bases of the 
property transferred by the sponsor in the 
exchange, increased by the amount of 
organizational expenses (as described in 
paragraph (b)(3)(ii) of this section). That 
total is allocated among all the interests 
received in proportion to their fair market 
values on the pricing date (as defined in 
paragraph (b)(3)(iii) of this section) if 
any, or, if none, the startup day (as de-
fined in section 860G(a)(9) and §1.860G-
2(k)). 
  (ii) Organizational expenses—(A) 
Organizational expense defined. An 
organizational expense is an expense that 
is incurred by the sponsor or by the 
REMIC and that is directly related to the 
creation of the REMIC. Further, the orga-
nizational expense must be incurred dur-
ing a period beginning a reasonable time 

before the startup day and ending before 
the date prescribed by law for filing the 
first REMIC tax return (determined with-
out regard to any extensions of time to 
file). The following are examples of or-
ganizational expenses: legal fees for ser-
vices related to the formation of the 
REMIC, such as preparation of a pooling 
and servicing agreement and trust inden-
ture; accounting fees related to the forma-
tion of the REMIC; and other 
administrative costs related to the forma-
tion of the REMIC. 
   (B) Syndication expenses. Syn-
dication expenses are not organizational 
expenses. Syndication expenses are those 
expenses incurred by the sponsor or other 
person to market the interests in a 
REMIC, and, thus, are applied to reduce 
the amount realized on the sale of the 
interests. Examples of syndication ex-
penses are brokerage fees, registration 
fees, fees of an underwriter or placement 
agent, and printing costs of the prospectus 
or placement memorandum and other 
selling or promotional material. 
  (iii) Pricing date. The term “pricing 
date” means the date on which the terms 
of the regular and residual interests are 
fixed and the prices at which a substantial 
portion of the regular interests will be 
sold are fixed. 
 (4) Treatment of unrecognized gain 
or loss—(i) Unrecognized gain on regu-
lar interests. For purposes of section 
860F(b)(1)(C)(i), the sponsor must in-
clude in gross income the excess of the 
issue price of a regular interest over the 
sponsor’s basis in the interest as if the 
excess were market discount (as defined 
in section 1278(a)(2)) on a bond and the 
sponsor had made an election under sec-
tion 1278(b) to include this market dis-
count currently in gross income. The 
sponsor is not, however, by reason of this 
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paragraph (b)(4)(i), deemed to have made 
an election under section 1278(b) with 
respect to any other bonds. 
  (ii) Unrecognized loss on regular 
interests. For purposes of section 
860F(b)(1)(D)(i), the sponsor treats the 
excess of the sponsor’s basis in a regular 
interest over the issue price of the interest 
as if that excess were amortizable bond 
premium (as defined in section 171(b)) on 
a taxable bond and the sponsor had made 
an election under section 171(c). The 
sponsor is not, however, by reason of this 
paragraph (b)(4)(ii), deemed to have 
made an election under section 171(c) 
with respect to any other bonds. 
  (iii) Unrecognized gain on residual 
interests. For purposes of section 
860F(b)(1)(C)(ii), the sponsor must in-
clude in gross income the excess of the 
issue price of a residual interest over the 
sponsor’s basis in the interest ratably over 
the anticipated weighted average life of 
the REMIC (as defined in §1.860E-
1(a)(3)(iv)). 
  (iv) Unrecognized loss on residual 
interests. For purposes of section 
860F(b)(1)(D)(ii), the sponsor deducts the 
excess of the sponsor’s basis in a residual 
interest over the issue price of the interest 
ratably over the anticipated weighted av-
erage life of the REMIC. 
 (5) Additions to or reductions of the 
sponsor’s basis. The sponsor’s basis in a 
regular or residual interest is increased by 
any amount included in the sponsor’s 
gross income under paragraph (b)(4) of 
this section. The sponsor’s basis in a reg-
ular or residual interest is decreased by 
any amount allowed as a deduction and 
by any amount applied to reduce interest 
payments to the sponsor under paragraph 
(b)(4)(ii) of this section. 
 (6) Transferred basis property. For 
purposes of paragraph (b)(4) of this sec-

tion, a transferee of a regular or residual 
interest is treated in the same manner as 
the sponsor to the extent that the basis of 
the transferee in the interest is determined 
in whole or in part by reference to the 
basis of the interest in the hands of the 
sponsor. 
(c) REMIC’s basis in contributed as-
sets. For purposes of section 860F(b)(2), 
the aggregate of the REMIC’s bases in 
the assets contributed by the sponsor to 
the REMIC in a transaction described in 
paragraph (a) of this section is equal to 
the aggregate of the issue prices (deter-
mined under section 860G(a)(10) and 
§1.860G-1(d)) of all regular and residual 
interests in the REMIC. 

Reg. §1.860F-4. REMIC reporting re-
quirements and other administrative 
rules. 
(a) In general. Except as provided in 
paragraph (c) of this section, for purposes 
of subtitle F of the Internal Revenue 
Code, a REMIC is treated as a partnership 
and any holder of a residual interest in the 
REMIC is treated as a partner. A REMIC 
is not subject, however, to the rules of 
subchapter C of chapter 63 of the Internal 
Revenue Code, relating to the treatment 
of partnership items, for a taxable year if 
there is at no time during the taxable year 
more than one holder of a residual interest 
in the REMIC.  The identity of a holder 
of a residual interest in a REMIC is not 
treated as a partnership item with respect 
to the REMIC for purposes of subchapter 
C of chapter 63. 
(b) REMIC tax return. (1) In general. 
To satisfy the requirement under section 
6031 to make a return of income for each 
taxable year, a REMIC must file the re-
turn required by paragraph (b)(2) of this 
section. The due date and any extensions 
for filing the REMIC’s annual return are 
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determined as if the REMIC were a part-
nership. 
 (2) Income tax return. The REMIC 
must make a return, as required by sec-
tion 6011(a), for each taxable year on 
Form 1066, U.S. Real Estate Mortgage 
Investment Conduit Income Tax Return. 
The return must include— 
  (i) The amount of principal out-
standing on each class of regular interests 
as of the close of the taxable year, 
  (ii) The amount of the daily accruals 
determined under section 860E(c), and 
  (iii) The information specified in 
§1.860D-1(d)(2)(i), (iv), and (v). 
(c) Signing of REMIC return. (1) In 
general. Although a REMIC is generally 
treated as a partnership for purposes of 
subtitle F, for purposes of determining 
who is authorized to sign a REMIC’s 
income tax return for any taxable year, 
the REMIC is not treated as a partnership 
and the holders of residual interests in the 
REMIC are not treated as partners. Ra-
ther, the REMIC return must be signed by 
a person who could sign the return of the 
entity absent the REMIC election. Thus, 
the return of a REMIC that is a corpora-
tion or trust under applicable State law 
must be signed by a corporate officer or a 
trustee, respectively. The return of a 
REMIC that consists of a segregated pool 
of assets must be signed by a person who 
could sign the return of the entity that 
owns the assets of the REMIC under ap-
plicable State law. 
 (2) REMIC whose startup day is 
before November 10, 1988—(i) In gen-
eral. The income tax return of a REMIC 
whose startup day is before November 10, 
1988, may be signed by any person who 
held a residual interest during the taxable 
year to which the return relates, or, as 
provided in section 6903, by a fiduciary, 
as defined in section 7701(a)(6), who is 

acting for the REMIC and who has fur-
nished adequate notice in the manner pre-
scribed in §301.6903-1(b) of this chapter. 
  (ii) Startup day. For purposes of 
paragraph (c)(2) of this section, startup 
day means any day selected by a REMIC 
that is on or before the first day on which 
interests in such REMIC are issued. 
  (iii) Exception. A REMIC whose 
startup day is before November 10, 1988, 
may elect to have paragraph (c)(1) of this 
section apply, instead of paragraph (c)(2) 
of this section, in determining who is au-
thorized to sign the REMIC return. See 
section 1006(t)(18)(B) of the Technical 
and Miscellaneous Revenue Act of 1988 
(102 Stat. 3426) and §5h.6(a)(1) of this 
chapter for the time and manner for mak-
ing this election. 
(d) Designation of tax matters person. 
A REMIC may designate a tax matters 
person in the same manner in which a 
partnership may designate a tax matters 
partner under §301.6231(a)(7)-1T of this 
chapter. For purposes of applying that 
section, all holders of residual interests in 
the REMIC are treated as general part-
ners. 
(e) Notice to holders of residual inter-
ests. (1) Information required. As of the 
close of each calendar quarter, a REMIC 
must provide to each person who held a 
residual interest in the REMIC during that 
quarter notice on Schedule Q (Form 
1066) of information specified in para-
graphs (e)(1)(i) and (ii) of this section. 
  (i) In general. Each REMIC must 
provide to each of its residual interest 
holders the following information— 
   (A) That person’s share of the 
taxable income or net loss of the REMIC 
for the calendar quarter; 
   (B) The amount of the excess 
inclusion (as defined in section 860E and 
the regulations thereunder), if any, with 
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respect to that person’s residual interest 
for the calendar quarter; 
   (C) If the holder of a residual 
interest is also a pass-through interest 
holder (as defined in §1.67-3T(a)(2)), the 
allocable investment expenses (as defined 
in §1.67-3T(a)(4)) for the calendar quar-
ter, and 
   (D) Any other information re-
quired by Schedule Q (Form 1066). 
  (ii) Information with respect to 
REMIC assets—(A) 95 percent asset 
test. For calendar quarters after 1988, 
each REMIC must provide to each of its 
residual interest holders the following 
information— 
    (1) The percentage of REMIC 
assets that are qualifying real property 
loans under section 593, 
    (2) The percentage of REMIC 
assets that are assets described in section 
7701(a)(19), and 
    (3) The percentage of REMIC 
assets that are real estate assets defined in 
section 856(c)(6)(B), computed by refer-
ence to the average adjusted basis (as 
defined in section 1011) of the REMIC 
assets during the calendar quarter (as de-
scribed in paragraph (e)(1)(iii) of this 
section). If the percentage of REMIC 
assets represented by a category is at least 
95 percent, then the REMIC need only 
specify that the percentage for that cate-
gory was at least 95 percent. 
   (B) Additional information re-
quired if the 95 percent test not met. If, 
for any calendar quarter after 1988, less 
than 95 percent of the assets of the 
REMIC are real estate assets defined in 
section 856(c)(6)(B), then, for that calen-
dar quarter, the REMIC must also provide 
to any real estate investment trust (REIT) 
that holds a residual interest the following 
information— 

    (1) The percentage of REMIC 
assets described in section 856(c)(5)(A), 
computed by reference to the average 
adjusted basis of the REMIC assets dur-
ing the calendar quarter (as described in 
paragraph (e)(1)(iii) of this section), 
    (2) The percentage of REMIC 
gross income (other than gross income 
from prohibited transactions defined in 
section 860F (a)(2)) described in section 
856(c)(3)(A) through (E), computed as of 
the close of the calendar quarter, and 
    (3) The percentage of REMIC 
gross income (other than gross income 
from prohibited transactions defined in 
section 860F(a)(2)) described in section 
856(c)(3)(F), computed as of the close of 
the calendar quarter. For purposes of this 
paragraph (e)(1)(ii)(B)(3), the term “fo-
reclosure property” contained in section 
856(c)(3)(F) has the meaning specified in 
section 860G(a)(8).   
In determining whether a REIT satisfies 
the limitations of section 856(c)(2), all 
REMIC gross income is deemed to be 
derived from a source specified in section 
856(c)(2). 
   (C) For calendar quarters in 
1987. For calendar quarters in 1987, the 
percentages of assets required in para-
graphs (e)(1)(ii)(A) and (B) of this sec-
tion may be computed by reference to the 
fair market value of the assets of the 
REMIC as of the close of the calendar 
quarter (as described in paragraph 
(e)(1)(iii) of this section), instead of by 
reference to the average adjusted basis 
during the calendar quarter. 
   (D) For calendar quarters in 
1988 and 1989. For calendar quarters in 
1988 and 1989, the percentages of assets 
required in paragraphs (e)(1)(ii)(A) and 
(B) of this section may be computed by 
reference to the average fair market value 
of the assets of the REMIC during the 



REMIC Regulations 37 

calendar quarter (as described in para-
graph (e)(1)(iii) of this section), instead of 
by reference to the average adjusted basis 
of the assets of the REMIC during the 
calendar quarter. 
  (iii) Special provisions. For purpos-
es of paragraph (e)(1)(ii) of this section, 
the percentage of REMIC assets 
represented by a specified category com-
puted by reference to average adjusted 
basis (or fair market value) of the assets 
during a calendar quarter is determined 
by dividing the average adjusted bases (or 
for calendar quarters before 1990, fair 
market value) of the assets in the speci-
fied category by the average adjusted 
basis (or, for calendar quarters before 
1990, fair market value) of all the assets 
of the REMIC as of the close of each 
month, week, or day during that calendar 
quarter. The monthly, weekly, or daily 
computation period must be applied un-
iformly during the calendar quarter to all 
categories of assets and may not be 
changed in succeeding calendar quarters 
without the consent of the Commissioner. 
 (2) Quarterly notice required—(i) In 
general. Schedule Q must be mailed (or 
otherwise delivered) to each holder of a 
residual interest during a calendar quarter 
no later than the last day of the month 
following the close of the calendar quar-
ter. 
  (ii) Special rule for 1987. Notice to 
any holder of a REMIC residual interest 
of the information required in paragraph 
(e)(1) of this section for any of the four 
calendar quarters of 1987 must be mailed 
(or otherwise delivered) to each holder no 
later than March 28, 1988. 
 (3) Nominee reporting— 
  (i) In general. If a REMIC is re-
quired under paragraphs (e)(1) and (2) of 
this section to provide notice to an inter-
est holder who is a nominee of another 

person with respect to an interest in the 
REMIC, the nominee must furnish that 
notice to the person for whom it is a no-
minee. 
  (ii) Time for furnishing statement. 
The nominee must furnish the notice re-
quired under paragraph (e)(3)(i) of this 
section to the person for whom it is a no-
minee no later than 30 days after receiv-
ing this information. 
 (4) Reports to the Internal Revenue 
Service. For each person who was a resi-
dual interest holder at any time during a 
REMIC’s taxable year, the REMIC must 
attach a copy of Schedule Q to its income 
tax return for that year for each quarter in 
which that person was a residual interest 
holder. Quarterly notice to the Internal 
Revenue Service is not required. 
(f) Information returns for persons 
engaged in a trade or business. See 
§1.6041-1(b)(2) for the treatment of a 
REMIC under sections 6041 and 6041A. 

Reg. §1.860G-1. Definition of regular 
and residual interests. 
(a) Regular interest. (1) Designation as 
a regular interest. For purposes of sec-
tion 860G(a)(1), a REMIC designates an 
interest as a regular interest by providing 
to the Internal Revenue Service the in-
formation specified in §1.860D-
1(d)(2)(ii) in the time and manner speci-
fied in §1.860D-1(d)(2). 
 (2) Specified portion of the interest 
payments on qualified mortgages— 
  (i) In general. For purposes of sec-
tion 860G(a)(1)(B)(ii), a specified portion 
of the interest payments on qualified 
mortgages means a portion of the interest 
payable on qualified mortgages, but only 
if the portion can be expressed as— 
   (A) A fixed percentage of the 
interest that is payable at either a fixed 
rate or at a variable rate described in pa-
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ragraph (a)(3) of this section on some or 
all of the qualified mortgages; 
   (B) A fixed number of basis 
points of the interest payable on some or 
all of the qualified mortgages; or 
   (C) The interest payable at either 
a fixed rate or at a variable rate described 
in paragraph (a)(3) of this section on 
some or all of the qualified mortgages in 
excess of a fixed number of basis points 
or in excess of a variable rate described in 
paragraph (a)(3) of this section. 
  (ii) Specified portion cannot vary. 
The portion must be established as of the 
startup day (as defined in section 
860G(a)(9) and §1.860G-2(k)) and, ex-
cept as provided in paragraph (a)(2)(iii) 
of this section, it cannot vary over the 
period that begins on the startup day and 
ends on the day that the interest holder is 
no longer entitled to receive payments. 
  (iii) Defaulted or delinquent 
mortgages. A portion is not treated as 
varying over time if an interest holder’s 
entitlement to a portion of the interest on 
some or all of the qualified mortgages is 
dependent on the absence of defaults or 
delinquencies on those mortgages. 
  (iv) No minimum specified prin-
cipal amount is required. If an interest 
in a REMIC consists of a specified por-
tion of the interest payments on the 
REMIC’s qualified mortgages, no mini-
mum specified principal amount need be 
assigned to that interest. The specified 
principal amount can be zero. 
  (v) Specified portion includes por-
tion of interest payable on regular in-
terest. (A) The specified portions that 
meet the requirements of paragraph 
(a)(2)(i) of this section include a specified 
portion that can be expressed as a fixed 
percentage of the interest that is payable 
on some or all of the qualified mortgages 
where— 

    (1) Each of those qualified 
mortgages is a regular interest issued by 
another REMIC; and 
    (2) With respect to that 
REMIC in which it is a regular interest, 
each of those regular interests bears inter-
est that can be expressed as a specified 
portion as described in paragraph 
(a)(2)(i)(A), (B), or (C) of this section. 
   (B) See §1.860A-1(a) for the ef-
fective date of this paragraph (a)(2)(v). 
  (vi) Examples. The following ex-
amples, each of which describes a pass-
thru trust that is intended to qualify as a 
REMIC, illustrate the provisions of this 
paragraph (a)(2). 
    Example 1. (i) A sponsor 
transferred a pool of fixed rate mortgages 
to a trustee in exchange for two classes of 
certificates. The Class A certificate hold-
ers are entitled to all principal payments 
on the mortgages and to interest on out-
standing principal at a variable rate based 
on the current value of One-Month 
LIBOR, subject to a lifetime cap equal to 
the weighted average rate payable on the 
mortgages. The Class B certificate hold-
ers are entitled to all interest payable on 
the mortgages in excess of the interest 
paid on the Class A certificates. The 
Class B certificates are subordinate to the 
Class A certificates so that cash flow 
shortfalls due to defaults or delinquencies 
on the mortgages will be borne first by 
the Class B certificate holders. 
  (ii) The Class B certificate holders 
are entitled to all interest payable on the 
pooled mortgages in excess of a variable 
rate described in paragraph (a)(3)(vi) of 
this section. Moreover, the portion of the 
interest payable to the Class B certificate 
holders is not treated as varying over time 
solely because payments on the Class B 
certificates may be reduced as a result of 
defaults or delinquencies on the pooled 
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mortgages. Thus, the Class B certificates 
provide for interest payments that consist 
of a specified portion of the interest paya-
ble on the pooled mortgages under para-
graph (a)(2)(i)(C) of this section. 
    Example 2. (i) A sponsor 
transferred a pool of variable rate mort-
gages to a trustee in exchange for two 
classes of certificates. The mortgages call 
for interest payments at a variable rate 
based on the current value of the One-
Year Constant Maturity Treasury Index 
(hereinafter “CMTI”) plus 200 basis 
points, subject to a lifetime cap of 12 per-
cent. Class C certificate holders are en-
titled to all principal payments on the 
mortgages and interest on the outstanding 
principal at a variable rate based on the 
One-Year CMTI plus 100 basis points, 
subject to a lifetime cap of 12 percent. 
The interest rate on the Class C certifi-
cates is reset at the same time the rate is 
reset on the pooled mortgages. 
  (ii) The Class D certificate holders 
are entitled to all interest payments on the 
mortgages in excess of the interest paid 
on the Class C certificates. So long as the 
One-Year CMTI is at 10 percent or lower, 
the Class D certificate holders are entitled 
to 100 basis points of interest on the 
pooled mortgages. If, however, the index 
exceeds 10 percent on a reset date, the 
Class D certificate holders’ entitlement 
shrinks, and it disappears if the index is at 
11 percent or higher. 
  (iii) The Class D certificate holders 
are entitled to all interest payable on the 
pooled mortgages in excess of a qualified 
variable rate described in paragraph (a)(3) 
of this section. Thus, the Class D certifi-
cates provide for interest payments that 
consist of a specified portion of the inter-
est payable on the qualified mortgages 
under paragraph (a)(2)(i)(C) of this sec-
tion. 

    Example 3. (i) A sponsor 
transferred a pool of fixed rate mortgages 
to a trustee in exchange for two classes of 
certificates. The fixed interest rate paya-
ble on the mortgages varies from mort-
gage to mortgage, but all rates are 
between 8 and 10 percent. The Class E 
certificate holders are entitled to receive 
all principal payments on the mortgages 
and interest on outstanding principal at 7 
percent. The Class F certificate holders 
are entitled to receive all interest on the 
mortgages in excess of the interest paid 
on the Class E certificates. 
  (ii) The Class F certificates provide 
for interest payments that consist of a 
specified portion of the interest payable 
on the mortgages under paragraph 
(a)(2)(i) of this section. Although the por-
tion of the interest payable to the Class F 
certificate holders varies from mortgage 
to mortgage, the interest payable can be 
expressed as a fixed percentage of the 
interest payable on each particular mort-
gage. 
 (3) Variable rate. A regular interest 
may bear interest at a variable rate. For 
purposes of section 860G(a)(1)(B)(i), a 
variable rate of interest is a rate described 
in this paragraph (a)(3). 
  (i) Rate based on current interest 
rate. A qualified floating rate as defined 
in §1.1275-5(b)(1) (but without the appli-
cation of paragraph (b)(2) or (3) of that 
section) set at a current value, as defined 
in §1.1275-5(a)(4), is a variable rate. In 
addition, a rate equal to the highest, low-
est, or average of two or more qualified 
floating rates is a variable rate. For exam-
ple, a rate based on the average cost of 
funds of one or more financial institutions 
is a variable rate.  
  (ii) Weighted average rate—(A) In 
general. A rate based on a weighted av-
erage of the interest rates on some or all 
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of the qualified mortgages held by a 
REMIC is a variable rate. The qualified 
mortgages taken into account must, how-
ever, bear interest at a fixed rate or at a 
rate described in this paragraph (a)(3). 
Generally, a weighted average interest 
rate is a rate that, if applied to the aggre-
gate outstanding principal balance of a 
pool of mortgage loans for an accrual 
period, produces an amount of interest 
that equals the sum of the interest payable 
on the pooled loans for that accrual pe-
riod. Thus, for an accrual period in which 
a pool of mortgage loans comprises 
$300,000 of loans bearing a 7 percent 
interest rate and $700,000 of loans bear-
ing a 9.5 percent interest rate, the 
weighted average rate for the pool of 
loans is 8.75 percent. 
   (B) Reduction in underlying 
rate. For purposes of paragraph 
(a)(3)(ii)(A) of this section, an interest 
rate is considered to be based on a 
weighted average rate even if, in deter-
mining that rate, the interest rate on some 
or all of the qualified mortgages is first 
subject to a cap or a floor, or is first re-
duced by a number of basis points or a 
fixed percentage. A rate determined by 
taking a weighted average of the interest 
rates on the qualified mortgage loans net 
of any servicing spread, credit enhance-
ment fees, or other expenses of the 
REMIC is a rate based on a weighted 
average rate for the qualified mortgages. 
Further, the amount of any rate reduction 
described above may vary from mortgage 
to mortgage. 
  (iii) Additions, subtractions, and 
multiplications. A rate is a variable rate 
if it is— 
   (A) Expressed as the product of a 
rate described in paragraph (a)(3)(i) or (ii) 
of this section and a fixed multiplier; 

   (B) Expressed as a constant num-
ber of basis points more or less than a rate 
described in paragraph (a)(3)(i) or (ii) of 
this section; or 
   (C) Expressed as the product, 
plus or minus a constant number of basis 
points, of a rate described in paragraph 
(a)(3)(i) or (ii) of this section and a fixed 
multiplier (which may be either a positive 
or a negative number). 
  (iv) Caps and floors. A rate is a 
variable rate if it is a rate that would be 
described in paragraph (a)(3)(i) through 
(iii) of this section except that it is— 
   (A) Limited by a cap or ceiling 
that establishes either a maximum rate or 
a maximum number of basis points by 
which the rate may increase from one 
accrual or payment period to another or 
over the term of the interest; or 
   (B) Limited by a floor that estab-
lishes either a minimum rate or a maxi-
mum number of basis points by which the 
rate may decrease from one accrual or 
payment period to another or over the 
term of the interest. 
  (v) Funds-available caps—(A) In 
general. A rate is a variable rate if it is a 
rate that would be described in paragraph 
(a)(3)(i) through (iv) of this section ex-
cept that it is subject to a “funds-
available” cap. A funds-available cap is a 
limit on the amount of interest to be paid 
on an instrument in any accrual or pay-
ment period that is based on the total 
amount available for the distribution, in-
cluding both principal and interest re-
ceived by an issuing entity on some or all 
of its qualified mortgages as well as 
amounts held in a reserve fund. The term 
“funds-available cap” does not, however, 
include any cap or limit on interest pay-
ments used as a device to avoid the stan-
dards of paragraph (a)(3)(i) through (iv) 
of this section. 



REMIC Regulations 41 

   (B) Facts and circumstances 
test. In determining whether a cap or lim-
it on interest payments is a funds-
available cap within the meaning of this 
section and not a device used to avoid the 
standards of paragraph (a)(3)(i) through 
(iv) of this section, one must consider all 
of the facts and circumstances. Facts and 
circumstances that must be taken into 
consideration are— 
    (1) Whether the rate of the 
interest payable to the regular interest 
holders is below the rate payable on the 
REMIC’s qualified mortgages on the 
start-up day; and 
    (2) Whether, historically, the 
rate of interest payable to the regular in-
terest holders has been consistently below 
that payable on the qualified mortgages. 
   (C) Examples. The following 
examples, both of which describe a pass-
thru trust that is intended to qualify as a 
REMIC, illustrate the provisions of this 
paragraph (a)(3)(v). 
    Example 1. (i) A sponsor 
transferred a pool of mortgages to a trus-
tee in exchange for two classes of certifi-
cates. The pool of mortgages has an 
aggregate principal balance of $100x. 
Each mortgage in the pool provides for 
interest payments based on the eleventh 
district cost of funds index (hereinafter 
COFI) plus a margin. The initial weighted 
average rate for the pool is COFI plus 200 
basis points. The trust issued a Class X 
certificate that has a principal amount of 
$100x and that provides for interest pay-
ments at a rate equal to One-Year LIBOR 
plus 100 basis points, subject to a cap 
described below. The Class R certificate, 
which the sponsor designated as the resi-
dual interest, entitles its holder to all 
funds left in the trust after the Class X 
certificates have been retired. The Class R 

certificate holder is not entitled to current 
distributions. 
  (ii) At the time the certificates were 
issued, COFI equalled 4.874 percent and 
One-Year LIBOR equalled 3.375 percent. 
Thus, the initial weighted average pool 
rate was 6.874 percent and the Class X 
certificate rate was 4.375 percent. Based 
on historical data, the sponsor does not 
expect the rate paid on the Class X certif-
icate to exceed the weighted average rate 
on the pool. 
  (iii) Initially, under the terms of the 
trust instrument, the excess of COFI plus 
200 over One-Year LIBOR plus 100 
(excess interest) will be applied to pay 
expenses of the trust, to fund any required 
reserves, and then to reduce the principal 
balance on the Class X certificate. Conse-
quently, although the aggregate principal 
balance of the mortgages initially 
matched the principal balance of the 
Class X certificate, the principal balance 
on the Class X certificate will pay down 
faster than the principal balance on the 
mortgages as long as the weighted aver-
age rate on the mortgages is greater than 
One-Year LIBOR plus 100. If, however, 
the rate on the Class X certificate (One-
Year LIBOR plus 100) ever exceeds the 
weighted average rate on the mortgages, 
then the Class X certificate holders will 
receive One-Year LIBOR plus 100 sub-
ject to a cap based on the current funds 
that are available for distribution. 
  (iv) The funds available cap here is 
not a device used to avoid the standards 
of paragraph (a)(3)(i) through (iv) of this 
section. First, on the date the Class X 
certificates were issued, a significant 
spread existed between the weighted av-
erage rate payable on the mortgages and 
the rate payable on the Class X certifi-
cate. Second, historical data suggest that 
the weighted average rate payable on the 
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mortgages will continue to exceed the 
rate payable on the Class X certificate. 
Finally, because the excess interest will 
be applied to reduce the outstanding prin-
cipal balance of the Class X certificate 
more rapidly than the outstanding prin-
cipal balance on the mortgages is re-
duced, One-Year LIBOR plus 100 basis 
points would have to exceed the weighted 
average rate on the mortgages by an in-
creasingly larger amount before the funds 
available cap would be triggered. Accor-
dingly, the rate paid on the Class X certif-
icates is a variable rate. 
    Example 2. (i) The facts are 
the same as those in Example 1, except 
that the pooled mortgages are commercial 
mortgages that provide for interest pay-
ments based on the gross profits of the 
mortgagors, and the rate on the Class X 
certificates is 400 percent of One-Year 
LIBOR (a variable rate under paragraph 
(a)(3)(iii) of this section), subject to a cap 
equal to current funds available to the 
trustee for distribution. 
  (ii) Initially, 400 percent of One-
Year LIBOR exceeds the weighted aver-
age rate payable on the mortgages. Fur-
thermore, historical data suggest that 
there is a significant possibility that, in 
the future, 400 percent of One-Year 
LIBOR will exceed the weighted average 
rate on the mortgages. 
  (iii) The facts and circumstances 
here indicate that the use of 400 percent 
of One-Year LIBOR with the above-
described cap is a device to pass through 
to the Class X certificate holder contin-
gent interest based on mortgagor profits. 
Consequently, the rate paid on the Class 
X certificate here is not a variable rate. 
  (vi) Combination of rates. A rate is 
a variable rate if it is based on— 
   (A) One fixed rate during one or 
more accrual or payment periods and a 

different fixed rate or rates, or a rate or 
rates described in paragraph (a)(3)(i) 
through (v) of this section, during other 
accrual or payment periods; or 
   (B) A rate described in paragraph 
(a)(3)(i) through (v) of this section during 
one or more accrual or payment periods 
and a fixed rate or rates, or a different rate 
or rates described in paragraph (a)(3)(i) 
through (v) of this section in other pe-
riods. 
 (4) Fixed terms on the startup day. 
For purposes of section 860G(a)(1), a 
regular interest in a REMIC has fixed 
terms on the startup day if, on the startup 
day, the REMIC’s organizational docu-
ments irrevocably specify— 
  (i) The principal amount (or other 
similar amount) of the regular interest; 
  (ii) The interest rate or rates used to 
compute any interest payments (or other 
similar amounts) on the regular interest; 
and 
  (iii) The latest possible maturity date 
of the interest. 
 (5) Contingencies prohibited. Except 
for the contingencies specified in para-
graph (b)(3) of this section, the principal 
amount (or other similar amount) and the 
latest possible maturity date of the inter-
est must not be contingent. 
(b) Special rules for regular interests. 
(1) Call premium. An interest in a 
REMIC does not qualify as a regular in-
terest if the terms of the interest entitle 
the holder of that interest to the payment 
of any premium that is determined with 
reference to the length of time that the 
regular interest is outstanding and is not 
described in paragraph (b)(2) of this sec-
tion. 
 (2) Customary prepayment penalties 
received with respect to qualified 
mortgages. An interest in a REMIC does 
not fail to qualify as a regular interest 
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solely because the REMIC’s organiza-
tional documents provide that the REMIC 
must allocate among and pay to its regu-
lar interest holders any customary pre-
payment penalties that the REMIC 
receives with respect to its qualified 
mortgages. Moreover, a REMIC may 
allocate prepayment penalties among its 
classes of interests in any manner speci-
fied in the REMIC’s organizational doc-
uments. For example, a REMIC could 
allocate all or substantially all of a pre-
payment penalty that it receives to hold-
ers of an interest-only class of interests 
because that class would be most signifi-
cantly affected by prepayments. 
 (3) Certain contingencies disre-
garded. An interest in a REMIC does not 
fail to qualify as a regular interest solely 
because it is issued subject to some or all 
of the contingencies described in para-
graph (b)(3)(i) through (vi) of this sec-
tion. 
  (i) Prepayments, income, and ex-
penses. An interest does not fail to quali-
fy as a regular interest solely because— 
   (A) The timing of (but not the 
right to or amount of) principal payments 
(or other similar amounts) is affected by 
the extent of prepayments on some or all 
of the qualified mortgages held by the 
REMIC or the amount of income from 
permitted investments (as defined in 
§1.860G-2(g)); or 
   (B) The timing of interest and 
principal payments is affected by the 
payment of expenses incurred by the 
REMIC. 
  (ii) Credit losses. An interest does 
not fail to qualify as a regular interest 
solely because the amount or the timing 
of payments of principal or interest (or 
other similar amounts) with respect to a 
regular interest is affected by defaults on 
qualified mortgages and permitted in-

vestments, unanticipated expenses in-
curred by the REMIC, or lower than ex-
pected returns on permitted investments. 
  (iii) Subordinated interests. An 
interest does not fail to qualify as a regu-
lar interest solely because that interest 
bears all, or a disproportionate share, of 
the losses stemming from cash flow 
shortfalls due to defaults or delinquencies 
on qualified mortgages or permitted in-
vestments, unanticipated expenses in-
curred by the REMIC, lower than 
expected returns on permitted invest-
ments, or prepayment interest shortfalls 
before other regular interests or the resi-
dual interest bear losses occasioned by 
those shortfalls. 
  (iv) Deferral of interest. An inter-
est does not fail to qualify as a regular 
interest solely because that interest, by its 
terms, provides for deferral of interest 
payments. 
  (v) Prepayment interest shortfalls. 
An interest does not fail to qualify as a 
regular interest solely because the amount 
of interest payments is affected by pre-
payments of the underlying mortgages. 
  (vi) Remote and incidental contin-
gencies. An interest does not fail to quali-
fy as a regular interest solely because the 
amount or timing of payments of princip-
al or interest (or other similar amounts) 
with respect to the interest is subject to a 
contingency if there is only a remote like-
lihood that the contingency will occur. 
For example, an interest could qualify as 
a regular interest even though full pay-
ment of principal and interest on that in-
terest is contingent upon the absence of 
significant cash flow shortfalls due to the 
operation of the Soldiers and Sailors Civil 
Relief Act, 50 U.S.C. app. §526 (1988). 
 (4) Form of regular interest. A regu-
lar interest in a REMIC may be issued in 
the form of debt, stock, an interest in a 
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partnership or trust, or any other form 
permitted by state law. If a regular inter-
est in a REMIC is not in the form of debt, 
it must, except as provided in paragraph 
(a)(2)(iv) of this section, entitle the holder 
to a specified amount that would, were 
the interest issued in debt form, be identi-
fied as the principal amount of the debt. 
 (5) Interest disproportionate to prin-
cipal— 
  (i) In general. An interest in a 
REMIC does not qualify as a regular in-
terest if the amount of interest (or other 
similar amount) payable to the holder is 
disproportionately high relative to the 
principal amount or other specified 
amount described in paragraph (b)(4) of 
this section (specified principal amount). 
Interest payments (or other similar 
amounts) are considered disproportionate-
ly high if the issue price (as determined 
under paragraph (d) of this section) of the 
interest in the REMIC exceeds 125 per-
cent of its specified principal amount. 
  (ii) Exception. A regular interest in 
a REMIC that entitles the holder to inter-
est payments consisting of a specified 
portion of interest payments on qualified 
mortgages qualifies as a regular interest 
even if the amount of interest is dispro-
portionately high relative to the specified 
principal amount. 
 (6) Regular interest treated as a debt 
instrument for all Federal income tax 
purposes. In determining the tax under 
chapter 1 of the Internal Revenue Code, a 
REMIC regular interest (as defined in 
section 860G(a)(1)) is treated as a debt 
instrument that is an obligation of the 
REMIC. Thus, sections 1271 through 
1288, relating to bonds and other debt 
instruments, apply to a regular interest. 
For special rules relating to the accrual of 
original issue discount on regular inter-
ests, see section 1272(a)(6). 

(c) Residual interest. A residual interest 
is an interest in a REMIC that is issued on 
the startup day and that is designated as a 
residual interest by providing the infor-
mation specified in §1.860D-1(d)(2)(ii) at 
the time and in the manner provided in 
§1.860D-1(d)(2). A residual interest need 
not entitle the holder to any distributions 
from the REMIC. 
(d) Issue price of regular and residual 
interests. (1) In general. The issue price 
of any REMIC regular or residual interest 
is determined under section 1273(b) as if 
the interest were a debt instrument and, if 
issued for property, as if the requirements 
of section 1273(b)(3) were met. Thus, if a 
class of interests is publicly offered, then 
the issue price of an interest in that class 
is the initial offering price to the public at 
which a substantial amount of the class is 
sold. If the interest is in a class that is not 
publicly offered, the issue price is the 
price paid by the first buyer of that inter-
est regardless of the price paid for the 
remainder of the class. If the interest is in 
a class that is retained by the sponsor, the 
issue price is its fair market value on the 
pricing date (as defined in §1.860F-
2(b)(3)(iii)), if any, or, if none, the startup 
day, regardless of whether the property 
exchanged therefor is publicly traded. 
 (2) The public. The term “the public” 
for purposes of this section does not in-
clude brokers or other middlemen, nor 
does it include the sponsor who acquires 
all of the regular and residual interests 
from the REMIC on the startup day in a 
transaction described in §1.860F-2(a). 

§Reg. 1.860G-2. Other rules. 
(a) Obligations principally secured by 
an interest in real property. (1) Tests 
for determining whether an obligation 
is principally secured. For purposes of 
section 860G(a)(3)(A), an obligation is 
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principally secured by an interest in real 
property only if it satisfies either the test 
set out in paragraph (a)(1)(i) or the test 
set out in paragraph (a)(1)(ii) of this sec-
tion. 
  (i) The 80-percent test. An obliga-
tion is principally secured by an interest 
in real property if the fair market value of 
the interest in real property securing the 
obligation— 
   (A) Was at least equal to 80 per-
cent of the adjusted issue price of the ob-
ligation at the time the obligation was 
originated (see paragraph (b)(1) of this 
section concerning the origination date 
for obligations that have been significant-
ly modified); or 
   (B) Is at least equal to 80 percent 
of the adjusted issue price of the obliga-
tion at the time the sponsor contributes 
the obligation to the REMIC. 
  (ii) Alternative test. For purposes 
of section 860G(a)(3)(A), an obligation is 
principally secured by an interest in real 
property if substantially all of the 
proceeds of the obligation were used to 
acquire or to improve or protect an inter-
est in real property that, at the origination 
date, is the only security for the obliga-
tion. For purposes of this test, loan guar-
antees made by the United States or any 
state (or any political subdivision, agency, 
or instrumentality of the United States or 
of any state), or other third party credit 
enhancement are not viewed as additional 
security for a loan. An obligation is not 
considered to be secured by property oth-
er than real property solely because the 
obligor is personally liable on the obliga-
tion. 
 (2) Treatment of liens. For purposes 
of paragraph (a)(1)(i) of this section, the 
fair market value of the real property in-
terest must be first reduced by the amount 
of any lien on the real property interest 

that is senior to the obligation being 
tested, and must be further reduced by a 
proportionate amount of any lien that is in 
parity with the obligation being tested. 
 (3) Safe harbor—(i) Reasonable be-
lief that an obligation is principally 
secured. If, at the time the sponsor con-
tributes an obligation to a REMIC, the 
sponsor reasonably believes that the obli-
gation is principally secured by an inter-
est in real property within the meaning of 
paragraph (a)(1) of this section, then the 
obligation is deemed to be so secured for 
purposes of section 860G(a)(3). A spon-
sor cannot avail itself of this safe harbor 
with respect to an obligation if the spon-
sor actually knows or has reason to know 
that the obligation fails both of the tests 
set out in paragraph (a)(1) of this section. 
  (ii) Basis for reasonable belief. For 
purposes of paragraph (a)(3)(i) of this 
section, a sponsor may base a reasonable 
belief concerning any obligation on— 
   (A) Representations and warran-
ties made by the originator of the obliga-
tion; or 
   (B) Evidence indicating that the 
originator of the obligation typically 
made mortgage loans in accordance with 
an established set of parameters, and that 
any mortgage loan originated in accor-
dance with those parameters would satis-
fy at least one of the tests set out in 
paragraph (a)(1) of this section. 
  (iii) Later discovery that an obli-
gation is not principally secured. If, 
despite the sponsor’s reasonable belief 
concerning an obligation at the time it 
contributed the obligation to the REMIC, 
the REMIC later discovers that the obli-
gation is not principally secured by an 
interest in real property, the obligation is 
a defective obligation and loses its status 
as a qualified mortgage 90 days after the 
date of discovery. See paragraph (f) of 
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this section, relating to defective obliga-
tions. 
 (4) Interests in real property; real 
property. The definition of “interests in 
real property” set out in §1.856-3(c), and 
the definition of “real property” set out in 
§1.856-3(d), apply to define those terms 
for purposes of section 860G(a)(3) and 
paragraph (a) of this section. 
 (5) Obligations secured by an inter-
est in real property. Obligations secured 
by interests in real property include the 
following: mortgages, deeds of trust, and 
installment land contracts; mortgage pass-
thru certificates guaranteed by GNMA, 
FNMA, FHLMC, or CMHC (Canada 
Mortgage and Housing Corporation); 
other investment trust interests that 
represent undivided beneficial ownership 
in a pool of obligations principally se-
cured by interests in real property and 
related assets that would be considered to 
be permitted investments if the invest-
ment trust were a REMIC, and provided 
the investment trust is classified as a trust 
under §301.7701-4(c) of this chapter; and 
obligations secured by manufactured 
housing treated as single family resi-
dences under section 25(e)(10) (without 
regard to the treatment of the obligations 
or the properties under state law). 
 (6) Obligations secured by other ob-
ligations; residual interests. Obligations 
(other than regular interests in a REMIC) 
that are secured by other obligations are 
not principally secured by interests in real 
property even if the underlying obliga-
tions are secured by interests in real prop-
erty. Thus, for example, a collateralized 
mortgage obligation issued by an issuer 
that is not a REMIC is not an obligation 
principally secured by an interest in real 
property. A residual interest (as defined in 
section 860G(a)(2)) is not an obligation 

principally secured by an interest in real 
property. 
 (7) Certain instruments that call for 
contingent payments are obligations. 
For purposes of section 860G(a)(3) and 
(4), the term “obligation” includes any 
instrument that provides for total noncon-
tingent principal payments that at least 
equal the instrument’s issue price even if 
that instrument also provides for contin-
gent payments. Thus, for example, an 
instrument that was issued for $100x and 
that provides for noncontingent principal 
payments of $100x, interest payments at a 
fixed rate, and contingent payments based 
on a percentage of the mortgagor’s gross 
receipts, is an obligation. 
 (8) Release of a lien on an interest in 
real property securing a qualified 
mortgage; defeasance. If a REMIC re-
leases its lien on real property that secures 
a qualified mortgage, that mortgage ceas-
es to be a qualified mortgage on the date 
the lien is released unless— 
  (i) The REMIC releases its liens in a 
modification that— 
   (A) Either is not a significant 
modification as defined in paragraph 
(b)(2) of this section or is one of the listed 
exceptions set forth in paragraph (b)(3) of 
this section; and 
   (B) Following that modification, 
the obligation continues to be principally 
secured by an interest in real property as 
determined by paragraph (b)(7) of this 
section; or 
  (ii) The mortgage is defeased in the 
following manner— 
   (A) The mortgagor pledges subs-
titute collateral that consists solely of 
government securities (as defined in sec-
tion 2(a)(16) of the Investment Company 
Act of 1940 as amended (15 U.S.C. 80a-
1)); 
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  (B) The mortgage documents allow 
such a substitution; 
  (C) The lien is released to facilitate 
the disposition of the property or any oth-
er customary commercial transaction, and 
not as part of an arrangement to collate-
ralize a REMIC offering with obligations 
that are not real estate mortgages; and 
   (D) The release is not within 2 
years of the startup day. 
  (iii) The lien is released to facilitate 
the disposition of the property or any oth-
er customary commercial transaction, and 
not as part of an arrangement to collate-
ralize a REMIC offering with obligations 
that are not real estate mortgages; and 
  (iv) The release is not within 2 years 
of the startup day. 
 (9) Stripped bonds and coupons. The 
term “qualified mortgage” includes 
stripped bonds and stripped coupons (as 
defined in section 1286(e)(2) and (3)) if 
the bonds (as defined in section 
1286(e)(1)) from which such stripped 
bonds or stripped coupons arose would 
have been qualified mortgages. 
(b) Assumptions and modifications. (1) 
Significant modifications are treated as 
exchanges of obligations. If an obliga-
tion is significantly modified in a manner 
or under circumstances other than those 
described in paragraph (b)(3) of this sec-
tion, then the modified obligation is 
treated as one that was newly issued in 
exchange for the unmodified obligation 
that it replaced. Consequently— 
  (i) If such a significant modification 
occurs after the obligation has been con-
tributed to the REMIC and the modified 
obligation is not a qualified replacement 
mortgage, the modified obligation will 
not be a qualified mortgage and the 
deemed disposition of the unmodified 
obligation will be a prohibited transaction 
under section 860F(a)(2); and 

  (ii) If such a significant modification 
occurs before the obligation is contributed 
to the REMIC, the modified obligation 
will be viewed as having been originated 
on the date the modification occurs for 
purposes of the tests set out in paragraph 
(a)(1) of this section. 
 (2) Significant modification defined. 
For purposes of paragraph (b)(1) of this 
section, a “significant modification” is 
any change in the terms of an obligation 
that would be treated as an exchange of 
obligations under section 1001 and the 
related regulations. 
 (3) Exceptions. For purposes of para-
graph (b)(1) of this section, the following 
changes in the terms of an obligation are 
not significant modifications regardless of 
whether they would be significant mod-
ifications under paragraph (b)(2) of this 
section— 
  (i) Changes in the terms of the obli-
gation occasioned by default or a reason-
ably foreseeable default; 
  (ii) Assumption of the obligation; 
  (iii) Waiver of a due-on-sale clause 
or a due on encumbrance clause; and 
  (iv) Conversion of an interest rate 
by a mortgagor pursuant to the terms of a 
convertible mortgage. 
  (v) A modification that releases, 
substitutes, adds, or otherwise alters a 
substantial amount of the collateral for, a 
guarantee on, or other form of credit en-
hancement for, a recourse or nonrecourse 
obligation, so long as the obligation con-
tinues to be principally secured by an 
interest in real property following the 
release, substitution, addition, or other 
alteration as determined by paragraph 
(b)(7) of this section; and  
  (vi) A change in the nature of the 
obligation from recourse (or substantially 
all recourse) to nonrecourse (or substan-
tially all nonrecourse), or from nonre-
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course (or substantially all nonrecourse) 
to recourse (or substantially all recourse), 
so long as the obligation continues to be 
principally secured by an interest in real 
property following such a change as de-
termined by paragraph (b)(7) of this sec-
tion.  
 (4) Modifications that are not signif-
icant modifications. If an obligation is 
modified and the modification is not a 
significant modification for purposes of 
paragraph (b)(1) of this section, then the 
modified obligation is not treated as one 
that was newly originated on the date of 
modification. 
 (5) Assumption defined. For purposes 
of paragraph (b)(3) of this section, a 
mortgage has been assumed if— 
  (i) The buyer of the mortgaged 
property acquires the property subject to 
the mortgage, without assuming any per-
sonal liability; 
  (ii) The buyer becomes liable for the 
debt but the seller also remains liable; or 
  (iii) The buyer becomes liable for 
the debt and the seller is released by the 
lender. 
 (6) Pass-thru certificates. If a REMIC 
holds as a qualified mortgage a pass-thru 
certificate or other investment trust inter-
est of the type described in paragraph 
(a)(5) of this section, the modification of 
a mortgage loan that backs the pass-thru 
certificate or other interest is not a mod-
ification of the pass-thru certificate or 
other interest unless the investment trust 
structure was created to avoid the prohi-
bited transaction rules of section 860F(a). 
 (7) Test for determining whether an 
obligation continues to be principally 
secured following certain types of mod-
ifications.  
  (i) For purposes of paragraphs 
(a)(8)(i), (b)(3)(v), and (b)(3)(vi) of this 
section, the obligation continues to be 

principally secured by an interest in real 
property following the modification only 
if, as of the date of the modification, the 
obligation satisfies either paragraph 
(b)(7)(ii) or paragraph (b)(7)(iii) of this 
section.  
  (ii) The fair market value of the in-
terest in real property securing the obliga-
tion, determined as of the date of the 
modification, must be at least 80 percent 
of the adjusted issue price of the modified 
obligation, determined as of the date of 
the modification. If, as of the date of the 
modification, the servicer reasonably be-
lieves that the obligation satisfies the cri-
terion in the preceding sentence, then the 
obligation is deemed to do so. A reasona-
ble belief does not exist if the servicer 
actually knows, or has reason to know, 
that the criterion is not satisfied. For pur-
poses of this paragraph (b)(7)(ii), a ser-
vicer must base a reasonable belief on—  
   (A) A current appraisal per-
formed by an independent appraiser; 
   (B) An appraisal that was ob-
tained in connection with the origination 
of the obligation and, if appropriate, that 
has been updated for the passage of time 
and for any other changes that might af-
fect the value of the interest in real prop-
erty;  
   (C) The sales price of the interest 
in real property in the case of a substan-
tially contemporary sale in which the 
buyer assumes the seller's obligations 
under the mortgage; or 
   (D) Some other commercially 
reasonable valuation method.  
  (iii) If paragraph (b)(7)(ii) of this 
section is not satisfied, the fair market 
value of the interest in real property that 
secures the obligation immediately after 
the modification must equal or exceed the 
fair market value of the interest in real 
property that secured the obligation im-
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mediately before the modification. The 
criterion in the preceding sentence must 
be established by a current appraisal, an 
original (and updated) appraisal, or some 
other commercially reasonable valuation 
method; and the servicer must not actual-
ly know, or have reason to know, that the 
criterion in the preceding sentence is not 
satisfied.  
  (iv) Example. The following exam-
ple illustrates the rules of this paragraph 
(b)(7).  
    Example (). (i) S services 
mortgage loans that are held by R, a 
REMIC. Borrower B is the issuer of one 
of the mortgage loans held by R. The 
original amount of B's mortgage loan was 
$100,000, and the loan was secured by 
real property X. At the time the loan was 
contributed to R, property X had a fair 
market value of $90,000. Sometime after 
the loan was contributed to R, B expe-
rienced financial difficulties such that it 
was reasonably foreseeable that B might 
default on the loan if the loan was not 
modified. Accordingly, S altered various 
terms of B's loan to substantially reduce 
the risk of default. The alterations in-
cluded the release of the lien on property 
X and the substitution of real property Y 
for property X as collateral for the loan. 
At the time the loan was modified, its 
adjusted issue price was $100,000. The 
fair market value of property X imme-
diately before the modification (as deter-
mined by a commercially reasonable 
valuation method) was $70,000, and the 
fair market value of property Y imme-
diately after the modification (as deter-
mined by a commercially reasonable 
valuation method) was $75,000. 
  (ii) The alterations to B's loan are a 
significant modification within the mean-
ing of Sec. 1.1001-3(e). The modification, 
however, is described in paragraphs 

(a)(8)(i) and (b)(3) of this section. Accor-
dingly, the modified loan continues to be 
a qualified mortgage if, immediately after 
the modification, the modified loan con-
tinues to be principally secured by an 
interest in real property, as determined by 
paragraph (b)(7) of this section.  
  (iii) Because the modification in-
cludes the release of the lien on property 
X and substitution of property Y for 
property X, the modified loan must satis-
fy paragraph (b)(7)(i) of this section 
(which requires satisfaction of either pa-
ragraph (b)(7)(ii) or paragraph (b)(7)(iii) 
of this section). The modified loan does 
not satisfy paragraph (b)(7)(ii) of this 
section because property Y is worth less 
than $80,000 (the amount equal to 80 
percent of the adjusted issue price of the 
modified mortgage loan). The modified 
loan, however, satisfies paragraph 
(b)(7)(iii) of this section because the fair 
market value of the interest in real estate 
(real property Y) that secures the obliga-
tion immediately after the modification 
($75,000) exceeds the fair market value 
of the interest in real estate (real property 
X) that secured the obligation immediate-
ly before the modification ($70,000). Ac-
cordingly, the modified loan satisfies 
paragraph (b)(7)(i) of this section and 
continues to be principally secured by an 
interest in real property. 
(c) Treatment of certain credit en-
hancement contracts. (1) In general. A 
credit enhancement contract (as defined 
in paragraph (c)(2) and (3) of this section) 
is not treated as a separate asset of the 
REMIC for purposes of the asset test set 
out in section 860D(a)(4) and §1.860D-
1(b)(3), but instead is treated as part of 
the mortgage or pool of mortgages to 
which it relates. Furthermore, any colla-
teral supporting a credit enhancement 
contract is not treated as an asset of the 
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REMIC solely because it supports the 
guarantee represented by that contract. 
See paragraph (g)(1)(ii) of this section for 
the treatment of payments made pursuant 
to credit enhancement contracts as pay-
ments received under a qualified mort-
gage. 
 (2) Credit enhancement contracts. 
For purposes of this section, a credit en-
hancement contract is any arrangement 
whereby a person agrees to guarantee full 
or partial payment of the principal or in-
terest payable on a qualified mortgage or 
on a pool of such mortgages, or full or 
partial payment on one or more classes of 
regular interests or on the class of residual 
interests, in the event of defaults or delin-
quencies on qualified mortgages, unanti-
cipated losses or expenses incurred by the 
REMIC, or lower than expected returns 
on cash flow investments. Types of credit 
enhancement contracts may include, but 
are not limited to, pool insurance con-
tracts, certificate guarantee insurance 
contracts, letters of credit, guarantees, or 
agreements whereby the REMIC sponsor, 
a mortgage servicer, or other third party 
agrees to make advances described in 
paragraph (c)(3) of this section. 
 (3) Arrangements to make certain 
advances. The arrangements described in 
this paragraph (c)(3) are credit enhance-
ment contracts regardless of whether, 
under the terms of the arrangement, the 
payor is obligated, or merely permitted, to 
advance funds to the REMIC. 
  (i) Advances of delinquent prin-
cipal and interest. An arrangement by a 
REMIC sponsor, mortgage servicer, or 
other third party to advance to the 
REMIC out of its own funds an amount to 
make up for delinquent payments on 
qualified mortgages is a credit enhance-
ment contract. 

  (ii) Advances of taxes, insurance 
payments, and expenses. An arrange-
ment by a REMIC sponsor, mortgage 
servicer, or other third party to pay taxes 
and hazard insurance premiums on, or 
other expenses incurred to protect the 
REMIC’s security interest in, property 
securing a qualified mortgage in the event 
that the mortgagor fails to pay such taxes, 
insurance premiums, or other expenses is 
a credit enhancement contract. 
  (iii) Advances to ease REMIC 
administration. An agreement by a 
REMIC sponsor, mortgage servicer, or 
other third party to advance temporarily 
to a REMIC amounts payable on quali-
fied mortgages before such amounts are 
actually due to level out the stream of 
cash flows to the REMIC or to provide 
for orderly administration of the REMIC 
is a credit enhancement contract. For ex-
ample, if two mortgages in a pool have 
payment due dates on the twentieth of the 
month, and all the other mortgages have 
payment due dates on the first of each 
month, an agreement by the mortgage 
servicer to advance to the REMIC on the 
fifteenth of each month the payments not 
yet received on the two mortgages to-
gether with the amounts received on the 
other mortgages is a credit enhancement 
contract. 
 (4) Deferred payment under a guar-
antee arrangement. A guarantee ar-
rangement does not fail to qualify as a 
credit enhancement contract solely be-
cause the guarantor, in the event of a de-
fault on a qualified mortgage, has the 
option of immediately paying to the 
REMIC the full amount of mortgage 
principal due on acceleration of the de-
faulted mortgage, or paying principal and 
interest to the REMIC according to the 
original payment schedule for the de-
faulted mortgage, or according to some 
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other deferred payment schedule. Any 
deferred payments are payments pursuant 
to a credit enhancement contract even if 
the mortgage is foreclosed upon and the 
guarantor, pursuant to subrogation rights 
set out in the guarantee arrangement, is 
entitled to receive immediately the 
proceeds of foreclosure. 
(d) Treatment of certain purchase 
agreements with respect to convertible 
mortgages. (1) In general. For purposes 
of sections 860D(a)(4) and 860G(a)(3), a 
purchase agreement (as described in pa-
ragraph (d)(3) of this section) with re-
spect to a convertible mortgage (as 
described in paragraph (d)(5) of this sec-
tion) is treated as incidental to the con-
vertible mortgage to which it relates. 
Consequently, the purchase agreement is 
part of the mortgage or pool of mortgages 
and is not a separate asset of the REMIC. 
 (2) Treatment of amounts received 
under purchase agreements. For pur-
poses of sections 860A through 860G and 
for purposes of determining the accrual of 
original issue discount and market dis-
count under sections 1272(a)(6) and 
1276, respectively, a payment under a 
purchase agreement described in para-
graph (d)(3) of this section is treated as a 
prepayment in full of the mortgage to 
which it relates. Thus, for example, a 
payment under a purchase agreement with 
respect to a qualified mortgage is consi-
dered a payment received under a quali-
fied mortgage within the meaning of 
section 860G(a)(6) and the transfer of the 
mortgage is not a disposition of the mort-
gage within the meaning of section 
860F(a)(2)(A). 
 (3) Purchase agreement. A purchase 
agreement is a contract between the hold-
er of a convertible mortgage and a third 
party under which the holder agrees to 
sell and the third party agrees to buy the 

mortgage for an amount equal to its cur-
rent principal balance plus accrued but 
unpaid interest if and when the mortgagor 
elects to convert the terms of the mort-
gage. 
 (4) Default by the person obligated 
to purchase a convertible mortgage. If 
the person required to purchase a convert-
ible mortgage defaults on its obligation to 
purchase the mortgage upon conversion, 
the REMIC may sell the mortgage in a 
market transaction and the proceeds of 
the sale will be treated as amounts paid 
pursuant to a purchase agreement. 
 (5) Convertible mortgage. A convert-
ible mortgage is a mortgage that gives the 
obligor the right at one or more times 
during the term of the mortgage to elect 
to convert from one interest rate to anoth-
er. The new rate of interest must be de-
termined pursuant to the terms of the 
instrument and must be intended to ap-
proximate a market rate of interest for 
newly originated mortgages at the time of 
the conversion. 
(e) Prepayment interest shortfalls. An 
agreement by a mortgage servicer or oth-
er third party to make payments to the 
REMIC to make up prepayment interest 
shortfalls is not treated as a separate asset 
of the REMIC and payments made pur-
suant to such an agreement are treated as 
payments on the qualified mortgages. 
With respect to any mortgage that pre-
pays, the prepayment interest shortfall for 
the accrual period in which the mortgage 
prepays is an amount equal to the excess 
of the interest that would have accrued on 
the mortgage during that accrual period 
had it not prepaid, over the interest that 
accrued from the beginning of that ac-
crual period up to the date of the prepay-
ment. 
(f) Defective obligations. (1) Defective 
obligation defined. For purposes of sec-
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tions 860G(a)(4)(B)(ii) and 860F(a)(2), a 
defective obligation is a mortgage subject 
to any of the following defects. 
  (i) The mortgage is in default, or a 
default with respect to the mortgage is 
reasonably foreseeable. 
  (ii) The mortgage was fraudulently 
procured by the mortgagor. 
  (iii) The mortgage was not in fact 
principally secured by an interest in real 
property within the meaning of paragraph 
(a)(1) of this section. 
  (iv) The mortgage does not conform 
to a customary representation or warranty 
given by the sponsor or prior owner of the 
mortgage regarding the characteristics of 
the mortgage, or the characteristics of the 
pool of mortgages of which the mortgage 
is a part. A representation that payments 
on a qualified mortgage will be received 
at a rate no less than a specified minimum 
or no greater than a specified maximum is 
not customary for this purpose. 
 (2) Effect of discovery of defect. If a 
REMIC discovers that an obligation is a 
defective obligation, and if the defect is 
one that, had it been discovered before 
the startup day, would have prevented the 
obligation from being a qualified mort-
gage, then, unless the REMIC either 
causes the defect to be cured or disposes 
of the defective obligation within 90 days 
of discovering the defect, the obligation 
ceases to be a qualified mortgage at the 
end of that 90 day period. Even if the 
defect is not cured, the defective obliga-
tion is, nevertheless, a qualified mortgage 
from the startup day through the end of 
the 90 day period. Moreover, even if the 
REMIC holds the defective obligation 
beyond the 90 day period, the REMIC 
may, nevertheless, exchange the defective 
obligation for a qualified replacement 
mortgage so long as the requirements of 
section 860G(a)(4)(B) are satisfied. If the 

defect is one that does not affect the sta-
tus of an obligation as a qualified mort-
gage, then the obligation is always a qual-
qualified mortgage regardless of whether 
the defect is or can be cured. For exam-
ple, if a sponsor represented that all mort-
gages transferred to a REMIC had a 10 
percent interest rate, but it was later dis-
covered that one mortgage had a 9 per-
cent interest rate, the 9 percent mortgage 
is defective, but the defect does not affect 
the status of that obligation as a qualified 
mortgage. 
(g) Permitted investments. (1) Cash 
flow investment—(i) In general. For 
purposes of section 860G(a)(6) and this 
section, a cash flow investment is an in-
vestment of payments received on quali-
fied mortgages for a temporary period 
between receipt of those payments and 
the regularly scheduled date for distribu-
tion of those payments to REMIC interest 
holders. Cash flow investments must be 
passive investments earning a return in 
the nature of interest. 
  (ii) Payments received on quali-
fied mortgages. For purposes of para-
graph (g)(1) of this section, the term 
“payments received on qualified mort-
gages” includes— 
   (A) Payments of interest and 
principal on qualified mortgages, includ-
ing prepayments of principal and pay-
ments under credit enhancement contracts 
described in paragraph (c)(2) of this sec-
tion; 
   (B) Proceeds from the disposition 
of qualified mortgages; 
   (C) Cash flows from foreclosure 
property and proceeds from the disposi-
tion of such property; 
   (D) A payment by a sponsor or 
prior owner in lieu of the sponsor’s or 
prior owner’s repurchase of a defective 
obligation, as defined in paragraph (f) of 
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this section, that was transferred to the 
REMIC in breach of a customary warran-
ty; and 
   (E) Prepayment penalties re-
quired to be paid under the terms of a 
qualified mortgage when the mortgagor 
prepays the obligation. 
  (iii) Temporary period. For pur-
poses of section 860G(a)(6) and this pa-
ragraph (g)(1), a temporary period 
generally is that period from the time a 
REMIC receives payments on qualified 
mortgages and permitted investments to 
the time the REMIC distributes the pay-
ments to interest holders. A temporary 
period may not exceed 13 months. Thus, 
an investment held by a REMIC for more 
than 13 months is not a cash flow invest-
ment. In determining the length of time 
that a REMIC has held an investment that 
is part of a commingled fund or account, 
the REMIC may employ any reasonable 
method of accounting. For example, if a 
REMIC holds mortgage cash flows in a 
commingled account pending distribu-
tion, the first-in, first-out method of ac-
counting is a reasonable method for 
determining whether all or part of the 
account satisfies the 13 month limitation. 
 (2) Qualified reserve funds. The term 
qualified reserve fund means any reason-
ably required reserve to provide for full 
payment of expenses of the REMIC or 
amounts due on regular or residual inter-
ests in the event of defaults on qualified 
mortgages, prepayment interest shortfalls 
(as defined in paragraph (e) of this sec-
tion), lower than expected returns on cash 
flow investments, or any other contingen-
cy that could be provided for under a cre-
dit enhancement contract (as defined in 
paragraph (c)(2) and (3) of this section). 
 (3) Qualified reserve asset—(i) In 
general. The term “qualified reserve as-
set” means any intangible property (other 

than a REMIC residual interest) that is 
held both for investment and as part of a 
qualified reserve fund. An asset need not 
generate any income to be a qualified 
reserve asset. 
  (ii) Reasonably required reserve—
(A) In general. In determining whether 
the amount of a reserve is reasonable, it is 
appropriate to consider the credit quality 
of the qualified mortgages, the extent and 
nature of any guarantees relating to either 
the qualified mortgages or the regular and 
residual interests, the expected amount of 
expenses of the REMIC, and the expected 
availability of proceeds from qualified 
mortgages to pay the expenses. To the 
extent that a reserve exceeds a reasonably 
required amount, the amount of the re-
serve must be promptly and appropriately 
reduced. If at any time, however, the 
amount of the reserve fund is less than is 
reasonably required, the amount of the 
reserve fund may be increased by the 
addition of payments received on quali-
fied mortgages or by contributions from 
holders of residual interests. 
   (B) Presumption that a reserve 
is reasonably required. The amount of a 
reserve fund is presumed to be reasonable 
(and an excessive reserve is presumed to 
have been promptly and appropriately 
reduced) if it does not exceed— 
    [(1) The amount required by a 
nationally recognized independent rating 
agency as a condition of providing the 
rating for REMIC interests desired by the 
sponsor; or 
    (2)]1

                                                               
1  Bracketed language here and in next 

paragraph below deleted under a 
temporary regulation adopted by 
T.D. 9533 and effective July 6, 
2011.  

 The amount required by a 
third party insurer or guarantor, who does 
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not own directly or indirectly (within the 
meaning of section 267(c)) an interest in 
the REMIC (as defined in §1.860D-
1(b)(1)), as a condition of providing cre-
dit enhancement. 
   (C) Presumption may be rebut-
ted. The presumption in paragraph 
(g)(3)(ii)(B) [of this section] may be re-
butted if the amounts required by [the 
rating agency or by] the third party insur-
er are not commercially reasonable consi-
dering the factors described in paragraph 
(g)(3)(ii)(A) [of this section]. 
(h) Outside reserve funds. A reserve 
fund that is maintained to pay expenses of 
the REMIC, or to make payments to 
REMIC interest holders is an outside re-
serve fund and not an asset of the REMIC 
only if the REMIC’s organizational doc-
uments clearly and expressly— 
 (1) Provide that the reserve fund is an 
outside reserve fund and not an asset of 
the REMIC; 
 (2) Identify the owner(s) of the reserve 
fund, either by name, or by description of 
the class (e.g., subordinated regular inter-
est holders) whose membership compris-
es the owners of the fund; and 
 (3) Provide that, for all Federal tax 
purposes, amounts transferred by the 
REMIC to the fund are treated as amounts 
distributed by the REMIC to the desig-
nated owner(s) or transferees of the des-
ignated owner(s). 
(i) Contractual rights coupled with 
regular interests in tiered arrange-
ments. (1) In general. If a REMIC issues 
a regular interest to a trustee of an in-
vestment trust for the benefit of the trust 
certificate holders and the trustee also 
holds for the benefit of those certificate 
holders certain other contractual rights, 
those other rights are not treated as assets 
of the REMIC even if the investment trust 
and the REMIC were created contempo-

raneously pursuant to a single set of orga-
nizational documents. The organizational 
documents must, however, require that 
the trustee account for the contractual 
rights as property that the trustee holds 
separate and apart from the regular inter-
est. 
 (2) Example. The following example, 
which describes a tiered arrangement 
involving a pass-thru trust that is intended 
to qualify as a REMIC and a pass-thru 
trust that is intended to be classified as a 
trust under §301.7701-4(c) of this chap-
ter, illustrates the provisions of paragraph 
(i)(1) of this section. 
    Example. (i) A sponsor trans-
ferred a pool of mortgages to a trustee in 
exchange for two classes of certificates. 
The pool of mortgages has an aggregate 
principal balance of $100x. Each mort-
gage in the pool provides for interest 
payments based on the eleventh district 
cost of funds index (hereinafter COFI) 
plus a margin. The trust (hereinafter 
REMIC trust) issued a Class N bond, 
which the sponsor designates as a regular 
interest, that has a principal amount of 
$100x and that provides for interest pay-
ments at a rate equal to One-Year LIBOR 
plus 100 basis points, subject to a cap 
equal to the weighted average pool rate. 
The Class R interest, which the sponsor 
designated as the residual interest, entitles 
its holder to all funds left in the trust after 
the Class N bond has been retired. The 
Class R interest holder is not entitled to 
current distributions. 
  (ii) On the same day, and under the 
same set of documents, the sponsor also 
created an investment trust. The sponsor 
contributed to the investment trust the 
Class N bond together with an interest 
rate cap contract. Under the interest rate 
cap contract, the issuer of the cap contract 
agrees to pay to the trustee for the benefit 
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of the investment trust certificate holders 
the excess of One-Year LIBOR plus 100 
basis points over the weighted average 
pool rate (COFI plus a margin) times the 
outstanding principal balance of the Class 
N bond in the event One-Year LIBOR 
plus 100 basis points ever exceeds the 
weighted average pool rate. The trustee 
(the same institution that serves as 
REMIC trust trustee), in exchange for the 
contributed assets, gave the sponsor cer-
tificates representing undivided beneficial 
ownership interests in the Class N bond 
and the interest rate cap contract. The 
organizational documents require the 
trustee to account for the regular interest 
and the cap contract as discrete property 
rights. 
  (iii) The separate existence of the 
REMIC trust and the investment trust are 
respected for all Federal income tax pur-
poses. Thus, the interest rate cap contract 
is an asset beneficially owned by the sev-
eral certificate holders and is not an asset 
of the REMIC trust. Consequently, each 
certificate holder must allocate its pur-
chase price for the certificate between its 
undivided interest in the Class N bond 
and its undivided interest in the interest 
rate cap contract in accordance with the 
relative fair market values of those two 
property rights. 
(j) Clean-up call. (1) In general. For 
purposes of section 860F(a)(5)(B), a 
clean-up call is the redemption of a class 
of regular interests when, by reason of 
prior payments with respect to those in-
terests, the administrative costs associated 
with servicing that class outweigh the 
benefits of maintaining the class. Factors 
to consider in making this determination 
include— 
  (i) The number of holders of that 
class of regular interests; 

  (ii) The frequency of payments to 
holders of that class; 
  (iii) The effect the redemption will 
have on the yield of that class of regular 
interests; 
  (iv) The outstanding principal bal-
ance of that class; and 
  (v) The percentage of the original 
principal balance of that class still out-
standing. 
 (2) Interest rate changes. The re-
demption of a class of regular interests 
undertaken to profit from a change in 
interest rates is not a clean-up call. 
 (3) Safe harbor. Although the out-
standing principal balance is only one 
factor to consider, the redemption of a 
class of regular interests with an outstand-
ing principal balance of no more than 10 
percent of its original principal balance is 
always a clean-up call. 
(k) Startup day. The term “startup day” 
means the day on which the REMIC is-
sues all of its regular and residual inter-
ests. A sponsor may, however, contribute 
property to a REMIC in exchange for 
regular and residual interests over any 
period of 10 consecutive days and the 
REMIC may designate any one of those 
10 days as its startup day. The day so 
designated is then the startup day, and all 
interests are treated as issued on that day. 

Reg. §1.860G-3. Treatment of foreign 
persons. 
(a) Transfer of a residual interest with 
tax avoidance potentia. (1) In general. 
A transfer of a residual interest that has 
tax avoidance potential is disregarded for 
all Federal tax purposes if the transferee 
is a foreign person. Thus, if a residual 
interest with tax avoidance potential is 
transferred to a foreign holder at forma-
tion of the REMIC, the sponsor is liable 
for the tax on any excess inclusion that 
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accrues with respect to that residual inter-
est. 
 (2) Tax avoidance potential—(i) De-
fined. A residual interest has tax avoid-
ance potential for purposes of this section 
unless, at the time of the transfer, the 
transferor reasonably expects that, for 
each excess inclusion, the REMIC will 
distribute to the transferee residual inter-
est holder an amount that will equal at 
least 30 percent of the excess inclusion, 
and that each such amount will be distri-
buted at or after the time at which the 
excess inclusion accrues and not later 
than the close of the calendar year follow-
ing the calendar year of accrual. 
  (ii) Safe harbor. For purposes of 
paragraph (a)(2)(i) of this section, a trans-
feror has a reasonable expectation if the 
30-percent test would be satisfied were 
the REMIC’s qualified mortgages to pre-
pay at each rate within a range of rates 
from 50 percent to 200 percent of the rate 
assumed under section 1272(a)(6) with 
respect to the qualified mortgages (or the 
rate that would have been assumed had 
the mortgages been issued with original 
issue discount). 
 (3) Effectively connected income. 
Paragraph (a)(1) of this section will not 
apply if the transferee’s income from the 
residual interest is subject to tax under 
section 871(b) or section 882. 
 (4) Transfer by a foreign holder. If a 
foreign person transfers a residual interest 
to a United States person or a foreign 
holder in whose hands the income from a 
residual interest would be effectively 
connected income, and if the transfer has 
the effect of allowing the transferor to 
avoid tax on accrued excess inclusions, 
then the transfer is disregarded and the 
transferor continues to be treated as the 
owner of the residual interest for purposes 
of section 871(a), 881, 1441, or 1442. 

(b) Accounting for REMIC net income 
-- (1) Allocation of partnership income 
to a foreign partner.  A domestic part-
nership shall separately state its allocable 
share of REMIC taxable income or net 
loss in accordance with § 1.702-1(a)(8).  
If a domestic partnership allocates all or 
some portion of its allocable share of 
REMIC taxable income to a partner that 
is a foreign person, the amount allocated 
to the foreign partner shall be taken into 
account by the foreign partner for purpos-
es of sections 871(a), 881, 1441, and 
1442 as if that amount were received on 
the last day of the partnership’s taxable 
year, except to the extent that some or all 
of the amount is required to be taken into 
account by the foreign partner at an earli-
er time under section 860G(b) as a result 
of a distribution by the partnership to the 
foreign partner or a disposition of the 
foreign partner’s indirect interest in the 
REMIC residual interest.  A disposition in 
whole or in part of the foreign partner’s 
indirect interest in the REMIC residual 
interest may occur as a result of a termi-
nation of the REMIC, a disposition of the 
partnership’s residual interest in the 
REMIC, a disposition of the foreign part-
ner’s interest in the partnership, or any 
other reduction in the foreign partner’s 
allocable share of the portion of the 
REMIC net income or deduction allo-
cated to the partnership.  See § 1.871-
14(d)(2) for the treatment of interest re-
ceived on a regular or residual interest in 
a REMIC.  For a partnership’s withhold-
ing obligations with respect to excess 
inclusion amounts described in this para-
graph (b)(1), see § 1.1441-2(b)(5), 
§ 1.1441-2(d)(4), § 1.1441-5(b)(2)(i)(A) 
and §§ 1.1446-1 through 1.1446-7. 
 (2) Excess inclusion income allocated 
by certain pass-through entities to a 
foreign person.  If an amount is allocated 
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under section 860E(d)(1) to a foreign 
person that is a shareholder of a real es-
tate investment trust or a regulated in-
vestment company, a participant in a 
common trust fund, or a patron of an or-
ganization to which part I of subchapter T 
applies and if the amount so allocated is 
governed by section 860E(d)(2) (treating 
it “as an excess inclusion with respect to a 
residual interest held by” the taxpayer), 
the amount shall be taken into account for 
purposes of sections 871(a), 881, 1441, 
and 1442 at the same time as the time 
prescribed for other income of the share-
holder, participant, or patron from the 
trust, company, fund, or organization. 



58 Appendix B 

SEARS REGULATIONS 

SECTION 301.7701-4(c). 

Reg. §301.7701-4 Trusts. . . . 
(c) Certain investment trusts.  (1) An 
“investment” trust will not be classified 
as a trust if there is a power under the 
trust agreement to vary the investment of 
the certificate holders. See Commissioner 
v. North American Bond Trust, 122 F. 2d 
545 (2d Cir. 1941), cert. denied, 314 U.S. 
701 (1942). An investment trust with a 
single class of ownership interests, 
representing undivided beneficial inter-
ests in the assets of the trust, will be clas-
sified as a trust if there is no power under 
the trust agreement to vary the investment 
of the certificate holders. An investment 
trust with multiple classes of ownership 
interests ordinarily will be classified as a 
business entity under §301.7701-2; how-
ever, an investment trust with multiple 
classes of ownership interests, in which 
there is no power under the trust agree-
ment to vary the investment of the certifi-
cate holders, will be classified as a trust if 
the trust is formed to facilitate direct in-
vestment in the assets of the trust and the 
existence of multiple classes of ownership 
interests is incidental to that purpose. 

(2) The provisions of paragraph (c)(1) of 
this section may be illustrated by the fol-
lowing examples: 

Example (1). A corporation purchases a 
portfolio of residential mortgages and 
transfers the mortgages to a bank under a 
trust agreement. At the same time, the 
bank as trustee delivers to the corporation 
certificates evidencing rights to payments 
from the pooled mortgages; the corpora-
tion sells the certificates to the public. 

The trustee holds legal title to the mort-
gages in the pool for the benefit of the 
certificate holders but has no power to 
reinvest proceeds attributable to the mort-
gages in the pool or to vary investments 
in the pool in any other manner. There are 
two classes of certificates. Holders of 
class A certificates are entitled to all 
payments of mortgage principal, both 
scheduled and prepaid, until their certifi-
cates are retired; holders of class B certif-
icates receive payments of principal only 
after all class A certificates have been 
retired. The different rights of the class A 
and class B certificates serve to shift to 
the holders of the class A certificates, in 
addition to the earlier scheduled payments 
of principal, the risk that mortgages in the 
pool will be prepaid so that the holders of 
the class B certificates will have “call 
protection” (freedom from premature 
termination of their interests on account 
of prepayments). The trust thus serves to 
create investment interests with respect to 
the mortgages held by the trust that differ 
significantly from direct investment in the 
mortgages. As a consequence, the exis-
tence of multiple classes of trust owner-
ship is not incidental to any purpose of 
the trust to facilitate direct investment, 
and, accordingly, the trust is classified as 
a business entity under §301.7701-2. 

Example (2). Corporation M is the origi-
nator of a portfolio of residential mort-
gages and transfers the mortgages to a 
bank under a trust agreement. At the same 
time, the bank as trustee delivers to M 
certificates evidencing rights to payments 
from the pooled mortgages. The trustee 
holds legal title to the mortgages in the 
pool for the benefit of the certificate 
holders, but has no power to reinvest 
proceeds attributable to the mortgages in 
the pool or to vary investments in the 
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pool in any other manner. There are two 
classes of certificates. Holders of class C 
certificates are entitled to receive 90 per-
cent of the payments of principal and 
interest on the mortgages; class D certifi-
cate holders are entitled to receive the 
other ten percent. The two classes of cer-
tificates are identical except that, in the 
event of a default on the underlying mort-
gages, the payment rights of class D cer-
tificate holders are subordinated to the 
rights of class C certificate holders. M 
sells the class C certificates to investors 
and retains the class D certificates. The 
trust has multiple classes of ownership 
interests, given the greater security pro-
vided to holders of class C certificates. 
The interests of certificate holders, how-
ever, are substantially equivalent to undi-
vided interest in the pool of mortgages, 
coupled with a limited recourse guarantee 
running from M to the holders of class C 
certificates. In such circumstances, the 
existence of multiple classes of ownership 
interests is incidental to the trust’s pur-
pose of facilitating direct investment in 
the assets of the trust. Accordingly, the 
trust is classified as a trust. 

Example (3). A promoter forms a trust in 
which shareholders of a publicly traded 
corporation can deposit their stock. For 
each share of stock deposited with the 
trust, the participant receives two certifi-
cates that are initially attached, but may 
be separated and traded independently of 
each other. One certificate represents the 
right to dividends and the value of the 
underlying stock up to a specified 
amount; the other certificate represents 
the right to appreciation in the stock’s 
value above the specified amount. The 
separate certificates represent two differ-
ent classes of ownership interest in the 
trust, which effectively separate dividend 

rights on the stock held by the trust from 
a portion of the right to appreciation in 
the value of such stock. The multiple 
classes of ownership interests are de-
signed to permit investors, by transferring 
one of the certificates and retaining the 
other, to fulfill their varying investment 
objectives of seeking primarily either 
dividend income or capital appreciation 
from the stock held by the trust. Given 
that the trust serves to create investment 
interests with respect to the stock held by 
the trust that differ significantly from 
direct investment in such stock, the trust 
is not formed to facilitate direct invest-
ment in the assets of the trust. According-
ly, the trust is classified as a business 
entity under §301.7701-2. 

Example (4). Corporation N purchases a 
portfolio of bonds and transfers the bonds 
to a bank under a trust agreement. At the 
same time, the trustee delivers to N certif-
icates evidencing interests in the bonds. 
These certificates are sold to public inves-
tors. Each certificate represents the right 
to receive a particular payment with re-
spect to a specific bond. Under section 
1286, stripped coupons and stripped 
bonds are treated as separate bonds for 
federal income tax purposes. Although 
the interest of each certificate holder is 
different from that of each other certifi-
cate holder, and the trust thus has mul-
tiple classes of ownership, the multiple 
classes simply provide each certificate 
holder with a direct interest in what is 
treated under section 1286 as a separate 
bond. Given the similarity of the interests 
acquired by the certificate holders to the 
interests that could be acquired by direct 
investment, the multiple classes of trust 
interests merely facilitate direct invest-
ment in the assets held by the trust. Ac-
cordingly, the trust is classified as a trust. 
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TAXABLE MORTGAGE 
POOL REGULATIONS 

SECTION 301.7701(i)-0. 

Reg. §301.7701(i)-0. Outline of taxable 
mortgage pool provisions. 
This section lists the major paragraphs 
contained in §§301.7701(i)-1 through 
301.7701(i)-4. 

Reg. §301.7701(i)-1. Definition of a tax-
able mortgage pool. 
(a) Purpose. 
(b) In general. 
(c) Asset composition tests. 
 (1) Determination of amount of assets. 
 (2) Substantially all. 
  (i) In general. 
  (ii) Safe harbor. 
 (3) Equity interests in pass-through 

arrangements. 
 (4) Treatment of certain credit en-

hancement contracts. 
  (i) In general. 
  (ii) Credit enhancement contract 

defined. 
 (5) Certain assets not treated as debt 

obligations. 
  (i) In general. 
  (ii) Safe harbor. 
   (A) In general. 
   (B) Payments with respect to a 

mortgage defined. 
   (C) Entity treated as not anticipat-

ing payments. 
(d) Real estate mortgages or interests 

therein defined. 
 (1) In general. 
 (2) Interests in real property and real 

property defined. 
  (i) In general. 
  (ii) Manufactured housing. 

 (3) Principally secured by an interest 
in real property. 

  (i) Tests for determining whether an 
obligation is principally se-
cured. 

   (A) The 80 percent test. 
   (B) Alternative test. 
  (ii) Obligations secured by real 

estate mortgages (or interests 
therein), or by combinations of 
real estate mortgages (or inter-
ests therein) and other as-
sets. 

   (A) In general. 
   (B) Example. 
(e) Two or more maturities. 
 (1) In general. 
 (2) Obligations that are allocated cre-

dit risk unequally. 
 (3) Examples. 
(f) Relationship test. 
 (1) In general. 
 (2) Payments on asset obligations de-

fined. 
 (3) Safe harbor for entities formed to 

liquidate assets. 
(g) Anti-avoidance rules. 
 (1) In general. 
 (2) Certain investment trusts. 
 (3) Examples. 

§301.7701(i)-2. Special rules for por-
tions of entities. 
(a) Portion defined. 
(b) Certain assets and rights to assets dis-

regarded. 
 (1) Credit enhancement assets. 
 (2) Assets unlikely to service obliga-

tions. 
 (3) Recourse. 
(c) Portion as obligor. 
 (1) In general. 
 (2) Example. 
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§301.7701(i)-3. Effective dates and du-
ration of taxable mortgage pool classi-
fication. 
(a) Effective dates. 
(b) Entities in existence on December 31, 

1991. 
 (1) In general. 
 (2) Special rule for certain transfers. 
 (3) Related debt obligation. 
 (4) Example. 
(c) Duration of taxable mortgage pool 

classification. 
 (1) Commencement and duration. 
 (2) Testing day defined. 

§301.7701(i)-4. Special rules for certain 
entities. 
(a) States and municipalities. 
 (1) In general. 
 (2) Governmental purpose. 
 (3) Determinations by the Commis-

sioner. 
(b) REITs. [Reserved] 
(c) Subchapter S corporations. 
 (1) In general. 
 (2) Portion of an S corporation treated 

as a separate corporation. 

Reg. §301.7701(i)-1. Definition of a tax-
able mortgage pool 
(a) Purpose. This section provides rules 
for applying section 7701(i), which de-
fines taxable mortgage pools. The pur-
pose of section 7701(i) is to prevent 
income generated by a pool of real estate 
mortgages from escaping Federal income 
taxation when the pool is used to issue 
multiple class mortgage-backed securi-
ties. The regulations in this section and in 
§§301.7701(i)-2 through 301.7701(i)-4 
are to be applied in accordance with this 
purpose. The taxable mortgage pool pro-
visions apply to entities or portions of 
entities that qualify for REMIC status but 
do not elect to be taxed as REMICs as 

well as to certain entities or portions of 
entities that do not qualify for REMIC 
status. 
(b) In general. (1) A taxable mortgage 
pool is any entity or portion of an entity 
(as defined in §301.7701(i)-2) that satis-
fies the requirements of section 
7701(i)(2)(A) and this section as of any 
testing day (as defined in §301.7701(i)-
3(c)(2)). An entity or portion of an entity 
satisfies the requirements of section 
7701(i)(2)(A) and this section if substan-
tially all of its assets are debt obligations, 
more than 50 percent of those debt obli-
gations are real estate mortgages, the enti-
ty is the obligor under debt obligations 
with two or more maturities, and pay-
ments on the debt obligations under 
which the entity is obligor bear a relation-
ship to payments on the debt obligations 
that the entity holds as assets. 
 (2) Paragraph (c) of this section pro-
vides the tests for determining whether 
substantially all of an entity’s assets are 
debt obligations and for determining 
whether more than 50 percent of its debt 
obligations are real estate mortgages. Pa-
ragraph (d) of this section defines real 
estate mortgages for purposes of the 50 
percent test. Paragraph (e) of this section 
defines two or more maturities and para-
graph (f) of this section provides rules for 
determining whether debt obligations 
bear a relationship to the assets held by an 
entity. Paragraph (g) of this section pro-
vides anti-avoidance rules. Section 
301.7701(i)-2 provides rules for applying 
section 7701(i) to portions of entities and 
§301.7701(i)-3 provides effective dates. 
Section 301.7701(i)-4 provides special 
rules for certain entities. For purposes of 
the regulations under section 7701(i), the 
term entity includes a portion of an entity 
(within the meaning of section 
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7701(i)(2)(B)), unless the context clearly 
indicates otherwise. 
(c) Asset composition tests. (1) Deter-
mination of amount of assets. An entity 
must use the Federal income tax basis of 
an asset for purposes of determining 
whether substantially all of its assets con-
sist of debt obligations (or interests there-
in) and whether more than 50 percent of 
those debt obligations (or interests) con-
sist of real estate mortgages (or interests 
therein). For purposes of this paragraph, 
an entity determines the basis of an asset 
with the assumption that the entity is not 
a taxable mortgage pool. 
 (2) Substantially all—(i) In general. 
Whether substantially all of the assets of 
an entity consist of debt obligations (or 
interests therein) is based on all the facts 
and circumstances. 
  (ii) Safe harbor. Notwithstanding 
paragraph (c)(2)(i) of this section, if less 
than 80 percent of the assets of an entity 
consist of debt obligations (or interests 
therein), then less than substantially all of 
the assets of the entity consist of debt 
obligations (or interests therein). 
 (3) Equity interests in pass-through 
arrangements. The equity interest of an 
entity in a partnership, S corporation, 
trust, REIT, or other pass-through ar-
rangement is deemed to have the same 
composition as the entity’s share of the 
assets of the pass-through arrangement. 
For example, if an entity’s stock interest 
in a REIT has an adjusted basis of 
$20,000, and the assets of the REIT con-
sist of equal portions of real estate mort-
gages and other real estate assets, then the 
entity is treated as holding $10,000 of real 
estate mortgages and $10,000 of other 
real estate assets. 
 (4) Treatment of certain credit en-
hancement contracts—(i) In general. A 
credit enhancement contract (as defined 

in paragraph (c)(4)(ii) of this section) is 
not treated as a separate asset of an entity 
for purposes of the asset composition 
tests set forth in section 7701(i)(2)(A)(i), 
but instead is treated as part of the asset to 
which it relates. Furthermore, any colla-
teral supporting a credit enhancement 
contract is not treated as an asset of an 
entity solely because it supports the guar-
antee represented by that contract. 
  (ii) Credit enhancement contract 
defined. For purposes of this section, a 
credit enhancement contract is any ar-
rangement whereby a person agrees to 
guarantee full or partial payment of the 
principal or interest payable on a debt 
obligation (or interest therein) or on a 
pool of such obligations (or interests), or 
full or partial payment on one or more 
classes of debt obligations under which 
an entity is the obligor, in the event of 
defaults or delinquencies on debt obliga-
tions, unanticipated losses or expenses 
incurred by the entity, or lower than ex-
pected returns on investments. Types of 
credit enhancement contracts may in-
clude, but are not limited to, pool insur-
ance contracts, certificate guarantee 
insurance contracts, letters of credit, 
guarantees, or agreements whereby an 
entity, a mortgage servicer, or other third 
party agrees to make advances (regardless 
of whether, under the terms of the agree-
ment, the payor is obligated, or merely 
permitted, to make those advances). An 
agreement by a debt servicer to advance 
to an entity out of its own funds an 
amount to make up for delinquent pay-
ments on debt obligations is a credit en-
hancement contract. An agreement by a 
debt servicer to pay taxes and hazard in-
surance premiums on property securing a 
debt obligation, or other expenses in-
curred to protect an entity’s security in-
terests in the collateral in the event that 
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the debtor fails to pay such taxes, insur-
ance premiums, or other expenses, is a 
credit enhancement contract. 
 (5) Certain assets not treated as debt 
obligations—(i) In general. For purposes 
of section 7701(i)(2)(A), real estate mort-
gages that are seriously impaired are not 
treated as debt obligations. Whether a 
mortgage is seriously impaired is based 
on all the facts and circumstances includ-
ing, but not limited to: the number of days 
delinquent, the loan-to-value ratio, the 
debt service coverage (based upon the 
operating income from the property), and 
the debtor’s financial position and stake 
in the property. However, except as pro-
vided in paragraph (c)(5)(ii) of this sec-
tion, no single factor in and of itself is 
determinative of whether a loan is se-
riously impaired. 
  (ii) Safe harbor—(A) In general. 
Unless an entity is receiving or antic-
ipates receiving payments with respect to 
a mortgage, a single family residential 
real estate mortgage is seriously impaired 
if payments on the mortgage are more 
than 89 days delinquent, and a multi-
family residential or commercial real es-
tate mortgage is seriously impaired if 
payments on the mortgage are more than 
59 days delinquent. Whether an entity 
anticipates receiving payments with re-
spect to a mortgage is based on all the 
facts and circumstances. 
   (B) Payments with respect to a 
mortgage defined. For purposes of para-
graph (c)(5)(ii)(A) of this section, pay-
ments with respect to a mortgage mean 
any payments on the mortgage as defined 
in paragraph (f)(2)(i) of this section if 
those payments are substantial and rela-
tively certain as to amount and any pay-
ments on the mortgage as defined in 
paragraph (f)(2)(ii) or (iii) of this section. 

   (C) Entity treated as not antic-
ipating payments. With respect to any 
testing day (as defined in §301.7701(i)-
3(c)(2)), an entity is treated as not having 
anticipated receiving payments on the 
mortgage as defined in paragraph (f)(2)(i) 
of this section if 180 days after the testing 
day, and despite making reasonable ef-
forts to resolve the mortgage, the entity is 
not receiving such payments and has not 
entered into any agreement to receive 
such payments. 
(d) Real estate mortgages or interests 
therein defined. (1) In general. For pur-
poses of section 7701(i)(2)(A)(i), the term 
real estate mortgages (or interests therein) 
includes all— 
  (i) Obligations (including participa-
tions or certificates of beneficial owner-
ship therein) that are principally secured 
by an interest in real property (as defined 
in paragraph (d)(3) of this section); 
  (ii) Regular and residual interests in 
a REMIC; and 
  (iii) Stripped bonds and stripped 
coupons (as defined in section 1286(e)(2) 
and (3)) if the bonds (as defined in sec-
tion 1286(e)(1)) from which such stripped 
bonds or stripped coupons arose would 
have qualified as real estate mortgages or 
interests therein. 
 (2) Interests in real property and 
real property defined—(i) In general. 
The definition of interests in real property 
set forth in §1.856-3(c) of this chapter 
and the definition of real property set 
forth in §1.856-3(d) of this chapter apply 
to define those terms for purposes of pa-
ragraph (d) of this section. 
  (ii) Manufactured housing. For 
purposes of this section, the definition of 
real property includes manufactured 
housing, provided the properties qualify 
as single family residences under section 
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25(e)(10) and without regard to the treat-
ment of the properties under state law. 
 (3) Principally secured by an interest 
in real property—(i) Tests for deter-
mining whether an obligation is princi-
pally secured. For purposes of paragraph 
(d)(1) of this section, an obligation is 
principally secured by an interest in real 
property only if it satisfies either the test 
set out in paragraph (d)(3)(i)(A) of this 
section or the test set out in paragraph 
(d)(3)(i)(B) of this section. 
   (A) The 80 percent test. An ob-
ligation is principally secured by an inter-
est in real property if the fair market 
value of the interest in real property (as 
defined in paragraph (d)(2) of this sec-
tion) securing the obligation was at least 
equal to 80 percent of the adjusted issue 
price of the obligation at the time the ob-
ligation was originated (that is, the issue 
date). For purposes of this test, the fair 
market value of the real property interest 
is first reduced by the amount of any lien 
on the real property interest that is senior 
to the obligation being tested, and is re-
duced further by a proportionate amount 
of any lien that is in parity with the obli-
gation being tested. 
   (B) Alternative test. An obliga-
tion is principally secured by an interest 
in real property if substantially all of the 
proceeds of the obligation were used to 
acquire, improve, or protect an interest in 
real property that, at the origination date, 
is the only security for the obligation. For 
purposes of this test, loan guarantees 
made by Federal, state, local governments 
or agencies, or other third party credit 
enhancement, are not viewed as addition-
al security for a loan. An obligation is not 
considered to be secured by property oth-
er than real property solely because the 
obligor is personally liable on the obliga-
tion. 

  (ii) Obligations secured by real 
estate mortgages (or interests therein), 
or by combinations of real estate mort-
gages (or interests therein) and other 
assets—(A) In general. An obligation 
secured only by real estate mortgages (or 
interests therein), as defined in paragraph 
(d)(1) of this section, is treated as an obli-
gation secured by an interest in real prop-
erty to the extent of the value of the real 
estate mortgages (or interests therein). An 
obligation secured by both real estate 
mortgages (or interests therein) and other 
assets is treated as an obligation secured 
by an interest in real property to the ex-
tent of both the value of the real estate 
mortgages (or interests therein) and the 
value of so much of the other assets that 
constitute real property. Thus, under this 
paragraph, a collateralized mortgage obli-
gation may be an obligation principally 
secured by an interest in real property. 
This section is applicable only to obliga-
tions issued after December 31, 1991. 
   (B) Example. The following ex-
ample illustrates the principles of this 
paragraph (d)(3)(ii): 
    Example. At the time it is ori-
ginated, an obligation has an adjusted 
issue price of $300,000 and is secured by 
a $70,000 loan principally secured by an 
interest in a single family home, a fifty 
percent co-ownership interest in a 
$400,000 parcel of land, and $80,000 of 
stock. Under paragraph (d)(3)(ii)(A) of 
this section, the obligation is treated as 
secured by interests in real property and 
under paragraph (d)(3)(i)(A) of this sec-
tion, the obligation is treated as principal-
ly secured by interests in real property. 
(e) Two or more maturities.  (1) In gen-
eral. For purposes of section 
7701(i)(2)(A)(ii), debt obligations have 
two or more maturities if they have dif-
ferent stated maturities or if the holders of 
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the obligations possess different rights 
concerning the acceleration of or delay in 
the maturities of the obligations. 
 (2) Obligations that are allocated 
credit risk unequally. Debt obligations 
that are allocated credit risk unequally do 
not have, by that reason alone, two or 
more maturities. Credit risk is the risk 
that payments of principal or interest will 
be reduced or delayed because of a de-
fault on an asset that supports the debt 
obligations. 
 (3) Examples. The following examples 
illustrate the principles of this paragraph 
(e): 
    Example 1. (i) Corporation M 
transfers a pool of real estate mortgages 
to a trustee in exchange for Class A bonds 
and a certificate representing the residual 
beneficial ownership of the pool. All 
Class A bonds have a stated maturity of 
March 1, 2002, but if cash flows from the 
real estate mortgages and investments are 
sufficient, the trustee may select one or 
more bonds at random and redeem them 
earlier. 
  (ii) The Class A bonds do not have 
different maturities. Each outstanding 
Class A bond has an equal chance of be-
ing redeemed because the selection 
process is random. The holders of the 
Class A bonds, therefore, have identical 
rights concerning the maturities of their 
obligations. 
    Example 2. (i) Corporation N 
transfers a pool of real estate mortgages 
to a trustee in exchange for Class C 
bonds, Class D bonds, and a certificate 
representing the residual beneficial own-
ership of the pool. The Class D bonds are 
subordinate to the Class C bonds so that 
cash flow shortfalls due to defaults or 
delinquencies on the real estate mortgages 
are borne first by the Class D bond hold-
ers. The terms of the bonds are otherwise 

identical in all relevant aspects except 
that the Class D bonds carry a higher 
coupon rate because of the subordination 
feature. 
  (ii) The Class C bonds and the Class 
D bonds share credit risk unequally be-
cause of the subordination feature. How-
ever, neither this difference, nor the 
difference in interest rates, causes the 
bonds to have different maturities. The 
result is the same if, in addition to the 
other terms described in paragraph (i) of 
this Example 2, the Class C bonds are 
accelerated as a result of the issuer be-
coming unable to make payments on the 
Class C bonds as they become due. 
(f) Relationship test.  (1) In general. For 
purposes of section 7701(i)(2)(A)(iii), 
payments on debt obligations under 
which an entity is the obligor (liability 
obligations) bear a relationship to pay-
ments (as defined in paragraph (f)(2) of 
this section) on debt obligations an entity 
holds as assets (asset obligations) if under 
the terms of the liability obligations (or 
underlying arrangement) the timing and 
amount of payments on the liability obli-
gations are in large part determined by the 
timing and amount of payments or pro-
jected payments on the asset obligations. 
For purposes of the relationship test, any 
payment arrangement, including a swap 
or other hedge, that achieves a substan-
tially similar result is treated as satisfying 
the test. For example, any arrangement 
where the timing and amount of payments 
on liability obligations are determined by 
reference to a group of assets (or an index 
or other type of model) that has an ex-
pected payment experience similar to that 
of the asset obligations is treated as satis-
fying the relationship test. 
 (2) Payments on asset obligations 
defined. For purposes of section 
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7701(i)(2)(A)(iii) and this section, pay-
ments on asset obligations include— 
  (i) A payment of principal or inter-
est on an asset obligation, including a 
prepayment of principal, a payment under 
a credit enhancement contract (as defined 
in paragraph (c)(4)(ii) of this section) and 
a payment from a settlement at a discount 
(other than a substantial discount); 
  (ii) A payment from a settlement at 
a substantial discount, but only if the set-
tlement is arranged, whether in writing or 
otherwise, prior to the issuance of the 
liability obligations; and 
  (iii) A payment from the foreclosure 
on or sale of an asset obligation, but only 
if the foreclosure or sale is arranged, 
whether in writing or otherwise, prior to 
the issuance of the liability obligations. 
 (3) Safe harbor for entities formed to 
liquidate assets. Payments on liability 
obligations of an entity do not bear a rela-
tionship to payments on asset obligations 
of the entity if— 
  (i) The entity’s organizational doc-
uments manifest clearly that the entity is 
formed for the primary purpose of liqui-
dating its assets and distributing proceeds 
of liquidation; 
  (ii) The entity’s activities are all 
reasonably necessary to and consistent 
with the accomplishment of liquidating 
assets; 
  (iii) The entity plans to satisfy at 
least 50 percent of the total issue price of 
each of its liability obligations having a 
different maturity with proceeds from 
liquidation and not with scheduled pay-
ments on its asset obligations; and 
  (iv) The terms of the entity’s liabili-
ty obligations (or underlying arrange-
ment) provide that within three years of 
the time it first acquires assets to be liqui-
dated the entity either— 
   (A) Liquidates; or 

   (B) Begins to pass through with-
out delay all payments it receives on its 
asset obligations (less reasonable allow-
ances for expenses) as principal payments 
on its liability obligations in proportion to 
the adjusted issue prices of the liability 
obligations. 
(g) Anti-avoidance rules.  (1) In gener-
al. For purposes of determining whether 
an entity meets the definition of a taxable 
mortgage pool, the Commissioner can 
disregard or make other adjustments to a 
transaction (or series of transactions) if 
the transaction (or series) is entered into 
with a view to achieving the same eco-
nomic effect as that of an arrangement 
subject to section 7701(i) while avoiding 
the application of that section. The Com-
missioner’s authority includes treating 
equity interests issued by a non-REMIC 
as debt if the entity issues equity interests 
that correspond to maturity classes of 
debt. 
 (2) Certain investment trusts. Not-
withstanding paragraph (g)(1) of this sec-
tion, an ownership interest in an entity 
that is classified as a trust under 
§301.7701-4(c) will not be treated as a 
debt obligation of the trust. 
 (3) Examples. The following examples 
illustrate the principles of this paragraph 
(g): 
    Example 1. (i) Partnership P, 
in addition to its other investments, owns 
$10,000,000 of mortgage pass-through 
certificates guaranteed by FNMA (FNMA 
Certificates). On May 15, 1997, Partner-
ship P transfers the FNMA Certificates to 
Trust 1 in exchange for 100 Class A 
bonds and Certificate 1. The Class A 
bonds, under which Trust 1 is the obligor, 
have a stated principal amount of 
$5,000,000 and bear a relationship to the 
FNMA Certificates (within the meaning 
of §301.7701(i)-1(f)). Certificate 1 
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represents the residual beneficial owner-
ship of the FNMA Certificates. 
  (ii) On July 5, 1997, with a view to 
avoiding the application of section 
7701(i), Partnership P transfers Certifi-
cate 1 to Trust 2 in exchange for 100 
Class B bonds and Certificate 2. The 
Class B bonds, under which Trust 2 is the 
obligor, have a stated principal amount of 
$5,000,000, bear a relationship to the 
FNMA Certificates (within the meaning 
of §301.7701(i)-1(f)), and have a different 
maturity than the Class A bonds (within 
the meaning of §301.7701(i)-1(e)). Certif-
icate 2 represents the residual beneficial 
ownership of Certificate 1. 
  (iii) For purposes of determining 
whether Trust 1 is classified as a taxable 
mortgage pool, the Commissioner can 
disregard the separate existence of Trust 2 
and treat Trust 1 and Trust 2 as a single 
trust. 
    Example 2. (i) Corporation Q 
files a consolidated return with its two 
wholly-owned subsidiaries, Corporation 
R and Corporation S. Corporation R is in 
the business of building and selling single 
family homes. Corporation S is in the 
business of financing sales of those 
homes. 
  (ii) On August 10, 1998, Corpora-
tion S transfers a pool of its real estate 
mortgages to Trust 3, taking back Certifi-
cate 3 which represents beneficial owner-
ship of the pool. On September 25, 1998, 
with a view to avoiding the application of 
section 7701(i), Corporation R issues 
bonds that have different maturities (with-
in the meaning of §301.7701(i)-1(e)) and 
that bear a relationship (within the mean-
ing of §301.7701(i)-1(f)) to the real estate 
mortgages in Trust 3. The holders of the 
bonds have an interest in a credit en-
hancement contract that is written by 

Corporation S and collateralized with 
Certificate 3. 
  (iii) For purposes of determining 
whether Trust 3 is classified as a taxable 
mortgage pool, the Commissioner can 
treat Trust 3 as the obligor of the bonds 
issued by Corporation R. 
    Example 3. (i) Corporation X, 
in addition to its other assets, owns 
$110,000,000 in Treasury securities. 
From time to time, Corporation X ac-
quires pools of real estate mortgages, 
which it immediately uses to issue mul-
tiple-class debt obligations. 
  (ii) On October 1, 1996, Corporation 
X transfers $20,000,000 in Treasury se-
curities to Trust 4 in exchange for Class C 
bonds, Class D bonds, Class E bonds, and 
Certificate 4. Trust 4 is the obligor of the 
bonds. The different classes of bonds 
have the same stated maturity date, but if 
cash flows from the Trust 4 assets exceed 
the amounts needed to make interest 
payments, the trustee uses the excess to 
retire the classes of bonds in alphabetical 
order. Certificate 4 represents the residual 
beneficial ownership of the Treasury se-
curities. 
  (iii) With a view to avoiding the 
application of section 7701(i), Corpora-
tion X reserves the right to replace any 
Trust 4 asset with real estate mortgages or 
guaranteed mortgage pass-through certifi-
cates. In the event the right is exercised, 
cash flows on the real estate mortgages 
and guaranteed pass-through certificates 
will be used in the same manner as cash 
flows on the Treasury securities. Corpora-
tion X exercises this right of replacement 
on February 1, 1997. 
  (iv) For purposes of determining 
whether Trust 4 is classified as a taxable 
mortgage pool, the Commissioner can 
treat February 1, 1997, as a testing day 
(within the meaning of §301.7701(i)-
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3(c)(2)). The result is the same if Corpo-
ration X has an obligation, rather than a 
right, to replace the Trust 4 assets with 
real estate mortgages and guaranteed 
pass-through certificates. 
    Example 4. (i) Corporation Y, 
in addition to its other assets, owns 
$1,900,000 in obligations secured by per-
sonal property. On November 1, 1995, 
Corporation Y begins negotiating a 
$2,000,000 loan to individual A. As secu-
rity for the loan, A offers a first deed of 
trust on land worth $1,700,000. 
  (ii) With a view to avoiding the ap-
plication of section 7701(i), Corporation 
Y induces A to place the land in a part-
nership in which A will have a 95 percent 
interest and agrees to accept the partner-
ship interest as security for the 
$2,000,000 loan. Thereafter, the loan to 
A, together with the $1,900,000 in obliga-
tions secured by personal property, are 
transferred to Trust 5 and used to issue 
bonds that have different maturities (with-
in the meaning of §301.7701(i)-1(e)) and 
that bear a relationship (within the mean-
ing of §301.7701(i)-1(f)) to the 
$1,900,000 in obligations secured by per-
sonal property and the loan to A. 
  (iii) For purposes of determining 
whether Trust 5 is a taxable mortgage 
pool, the Commissioner can treat the loan 
to A as an obligation secured by an inter-
est in real property rather than as an obli-
gation secured by an interest in a 
partnership. 
    Example 5. (i) Corporation Z, 
in addition to its other assets, owns 
$3,000,000 in notes secured by interests 
in retail shopping centers. Partnership L, 
in addition to its other assets, owns 
$20,000,000 in notes that are principally 
secured by interests in single family 
homes and $3,500,000 in notes that are 

principally secured by interests in person-
al property. 
  (ii) On December 1, 1995, Partner-
ship L asks Corporation Z for two sepa-
rate loans, one in the amount of 
$9,375,000 and another in the amount of 
$625,000. Partnership L offers to collate-
ralize the $9,375,000 loan with 
$10,312,500 of notes secured by interests 
in single family homes and the $625,000 
loan with $750,000 of notes secured by 
interests in personal property. Corpora-
tion Z has made similar loans to Partner-
ship L in the past. 
  (iii) With a view to avoiding the 
application of section 7701(i), Corpora-
tion Z induces Partnership L to accept a 
single $10,000,000 loan and to post as 
collateral $7,500,000 of the notes secured 
by interests in single family homes and all 
$3,500,000 of the notes secured by inter-
ests in personal property. Ordinarily, 
Corporation Z would not make a loan on 
these terms. Thereafter, the loan to Part-
nership L, together with the $3,000,000 in 
notes secured by interests in retail shop-
ping centers, are transferred to Trust 6 
and used to issue bonds that have differ-
ent maturities (within the meaning of 
§301.7701(i)-1(e)) and that bear a rela-
tionship (within the meaning of 
§301.7701(i)-1(f)) to the loans secured by 
interests in retail shopping centers and the 
loan to Partnership L. 
  (iv) For purposes of determining 
whether Trust 6 is a taxable mortgage 
pool, the Commissioner can treat the 
$10,000,000 loan to Partnership L as con-
sisting of a $9,375,000 obligation secured 
by interests in real property and a 
$625,000 obligation secured by interests 
in personal property. Under §301.7701(i)-
1(d)(3)(ii)(A), the notes secured by single 
family homes are treated as $7,500,000 of 
interests in real property. Under 
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§301.7701(i)-1(d)(3)(i)(A), $7,500,000 of 
interests in real property are sufficient to 
treat a $9,375,000 obligation as principal-
ly secured by an interest in real property 
($7,500,000 equals 80 percent of 
$9,375,000). 

Reg. §301.7701(i)-2. Special rules for 
portions of entities. 
(a) Portion defined. Except as provided 
in paragraph (b) of this section and 
§301.7701(i)-1, a portion of an entity 
includes all assets that support one or 
more of the same issues of debt obliga-
tions. For this purpose, an asset supports a 
debt obligation if, under the terms of the 
debt obligation (or underlying arrange-
ment), the timing and amount of pay-
ments on the debt obligation are in large 
part determined, either directly or indi-
rectly, by the timing and amount of pay-
ments or projected payments on the asset 
or a group of assets that includes the as-
set. Indirect payment arrangements in-
clude, for example, a swap or other 
hedge, or arrangements where the timing 
and amount of payments on the debt obli-
gations are determined by reference to a 
group of assets (or an index or other type 
of model) that has an expected payment 
experience similar to that of the assets. 
For purposes of this paragraph, the term 
payments includes all proceeds and re-
ceipts from an asset. 
(b) Certain assets and rights to assets 
disregarded.  (1) Credit enhancement 
assets. An asset that qualifies as a credit 
enhancement contract (as defined in 
§301.7701(i)-1(c)(4)(ii)) is not included 
in a portion as a separate asset, but is 
treated as part of the assets in the portion 
to which it relates under §301.7701(i)-
1(c)(4)(i). An asset that does not qualify 
as a credit enhancement contract (as de-
fined in §301.7701(i)-1(c)(4)(ii)), but that 

nevertheless serves the same function as a 
credit enhancement contract, is not in-
cluded in a portion as a separate asset or 
otherwise. 
 (2) Assets unlikely to service obliga-
tions. A portion does not include assets 
that are unlikely to produce any signifi-
cant cash flows for the holders of the debt 
obligations. This paragraph applies even 
if the holders of the debt obligations are 
legally entitled to cash flows from the 
assets. Thus, for example, even if the sale 
of a building would cause a series of debt 
obligations to be redeemed, the building 
is not included in a portion if it is not 
likely to be sold. 
 (3) Recourse. An asset is not included 
in a portion solely because the holders of 
the debt obligations have recourse to the 
holder of that asset. 
(c) Portion as obligor.—(1) In general. 
For purposes of section 7701(i)(2)(A)(ii), 
a portion of an entity is treated as the ob-
ligor of all debt obligations supported by 
the assets in that portion. 
 (2) Example. The following example 
illustrates the principles of this section: 
Example. (i) Corporation Z owns 
$1,000,000,000 in assets including an 
office complex and $90,000,000 of real 
estate mortgages. 
  (ii) On November 30, 1998, Corpo-
ration Z issues eight classes of bonds, 
Class A through Class H. Each class is 
secured by a separate letter of credit and 
by a lien on the office complex. One 
group of the real estate mortgages sup-
ports Class A through Class D, another 
group supports Class E through Class G, 
and a third group supports Class H. It is 
anticipated that the cash flows from each 
group of mortgages will service its related 
bonds. 
  (iii) Each of the following consti-
tutes a separate portion of Corporation Z: 
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the group of mortgages supporting Class 
A through Class D; the group of mortgag-
es supporting Class E through Class G; 
and the group of mortgages supporting 
Class H. No other asset is included in any 
of the three portions notwithstanding the 
lien of the bonds on the office complex 
and the fact that Corporation Z is the is-
suer of the bonds. The letters of credit are 
treated as incidents of the mortgages to 
which they relate. 
  (iv) For purposes of section 
7701(i)(2)(A)(ii), each portion described 
above is treated as the obligor of the 
bonds of that portion, notwithstanding the 
fact that Corporation Z is the legal obligor 
with respect to the bonds. 

Reg. §301.7701(i)-3. Effective dates and 
duration of taxable mortgage pool clas-
sification. 
(a) Effective dates. Except as otherwise 
provided, the regulations under section 
7701(i) are effective and applicable Sep-
tember 6, 1995. 
(b) Entities in existence on December 
31, 1991. (1) In general. For transitional 
rules concerning the application of sec-
tion 7701(i) to entities in existence on 
December 31, 1991, see section 675(c) of 
the Tax Reform Act of 1986. 
 (2) Special rule for certain transfers. 
A transfer made to an entity on or after 
September 6, 1995, is a substantial trans-
fer for purposes of section 675(c)(2) of 
the Tax Reform Act of 1986 only if— 
  (i) The transfer is significant in 
amount; and 
  (ii) The transfer is connected to the 
entity’s issuance of related debt obliga-
tions (as defined in paragraph (b)(3) of 
this section) that have different maturities 
(within the meaning of §301.7701-1(e)). 
 (3) Related debt obligation. A related 
debt obligation is a debt obligation whose 

payments bear a relationship (within the 
meaning of §301.7701-1(f)) to payments 
on debt obligations that the entity holds as 
assets. 
 (4) Example. The following example 
illustrates the principles of this paragraph 
(b): 
Example. On December 31, 1991, Part-
nership Q holds a pool of real estate 
mortgages that it acquired through retail 
sales of single family homes. Partnership 
Q raises $10,000,000 on October 25, 
1996, by using this pool to issue related 
debt obligations with multiple maturities. 
The transfer of the $10,000,000 to Part-
nership Q is a substantial transfer (within 
the meaning of §301.7701(i)-3(b)(2)). 
(c) Duration of taxable mortgage pool 
classification. (1) Commencement and 
duration. An entity is classified as a tax-
able mortgage pool on the first testing day 
that it meets the definition of a taxable 
mortgage pool. Once an entity is classi-
fied as a taxable mortgage pool, that clas-
sification continues through the day the 
entity retires its last related debt obliga-
tion. 
 (2) Testing day defined. A testing day 
is any day on or after September 6, 1995, 
on which an entity issues a related debt 
obligation (as defined in paragraph (b)(3) 
of this section) that is significant in 
amount. 

Reg. §301.7701(i)-4. Special rules for 
certain entities. 
(a) States and municipalities. (1) In 
general. Regardless of whether an entity 
satisfies any of the requirements of sec-
tion 7701(i)(2)(A), an entity is not classi-
fied as a taxable mortgage pool if— 
  (i) The entity is a State, territory, a 
possession of the United States, the Dis-
trict of Columbia, or any political subdi-
vision thereof (within the meaning of 
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§1.1031(b) of this chapter), or is empo-
wered to issue obligations on behalf of 
one of the foregoing; 
  (ii) The entity issues the debt obliga-
tions in the performance of a governmen-
tal purpose; and 
  (iii) The entity holds the remaining 
interests in all assets that support those 
debt obligations until the debt obligations 
issued by the entity are retired. 
 (2) Governmental purpose. The term 
governmental purpose means an essential 
governmental function within the mean-
ing of section 115. A governmental pur-
pose does not include the mere packaging 
of debt obligations for re-sale on the sec-
ondary market even if any profits from 
the sale are used in the performance of an 
essential governmental function. 
 (3) Determinations by the Commis-
sioner. If an entity is not described in 
paragraph (a)(1) of this section, but has a 
similar purpose, then the Commissioner 
may determine that the entity is not clas-
sified as a taxable mortgage pool. 
(b) REITs. [Reserved] 
(c) Subchapter S corporations. (1) In 
general. An entity that is classified as a 
taxable mortgage pool may not elect to be 
an S corporation under section 1362(a) or 
maintain S corporation status. 
 (2) Portion of an S corporation 
treated as a separate corporation. An S 
corporation is not treated as a member of 
an affiliated group under section 
1361(b)(2)(A) solely because a portion of 
the S corporation is treated as a separate 
corporation under section 7701(i). 
 


