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By Orest Mandzy

he commercial real estate sector will face 
unprecedented regulatory pressure this 
year, from risk-retention rules that could 
fundamentally change the way the CMBS 

market long has operated, to new capital rules that 
could stifle real estate lending by banks. Meanwhile, 
there’s a risk that Congress, in its quest for more 
tax revenue, could try to do away with tax-deferred 
property exchanges—a possible game-changer for the 
industry and economy as a whole.

The rules, both existing and upcoming, are already 
having a profound impact on the lending sector and 
will continue to do so. 

In the CMBS market, for instance, issuers of recent 
deals were loath to include loan contributions from 
small players out of discomfort from certifying the 
veracity of information provided. That certification was 
mandated by Regulation AB II, a revision of the SEC’s 
disclosure rules that went into effect late last year. 

The rule requires that, among other things, senior 
executives from the issuing entity certify collateral 
information in deal prospectuses. It originally was to 
be more strict and required that executives warrant 
the information, but in the end was watered down so 
those certifying deal information are only verifying that 
they’re comfortable with the information’s accuracy. 

Nonetheless, issuers clearly are not comfortable 
vouching for information that other lenders might 
provide. The result might be that the number of 
contributors to CMBS deals begins to shrink. When 
an industry faces fewer competitors, costs typically 
increase. 

Regulation AB II is just one of roughly a half dozen 
new rules or revisions to current rules that have gone or 
are going into effect that could result in commercial real 
estate loans becoming more expensive for borrowers. 
If that’s the case, prices for properties very well could 
decline.

The biggest issue facing securitized lenders is the risk-
retention rule that goes into effect Dec. 24. The rule 
will require that B-piece buyers, or pairs of investors, 
purchase at least a 5 percent risk piece, based on market 
value, of a CMBS deal and retain that investment for 
at least five years. Historically, B-piece investors bought 
roughly 5 percent of a deal’s face value and often traded 
out of the most senior chunks, effectively leveraging 
their investments. That won’t be allowed starting late 
this year.

A number of existing players have been gearing up 
for the new rules by raising funds designed to invest 
in B-pieces. Because they’ll soon have mandated hold 
periods and will have to buy more bonds than they’ve 
been accustomed to, they’ll likely demand greater 
discounts on the prices they pay for bonds in order 
to eclipse their yield hurdles. That would translate to 

a greater cost of funds for securitized lenders, resulting in 
greater loan coupons to borrowers.

As currently written, the rules also would impact single-
asset CMBS deals. Industry groups have joined forces to seek 
modifications that would relax the rules when it comes to 
such deals, whose collateral typically would qualify as low-
risk loans. Since large loans that typically are securitized on a 
stand-alone basis are backed by substantial amounts of equity, 
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Rules, rules and more rules face the commercial 
real estate lending sector this year.

Continued on next page

Tax-deferred exchanges, which have been part of the federal tax 
code since 1921 and have been a substantial driver of commercial 
property transactions, have become a target of Congress as it gears 
up to rewrite the country’s tax laws.

The transactions, facilitated by section 1031 of the Internal 
Revenue Code, are often referred to as 1031 exchanges. They allow 
investors to defer paying taxes on gains from the sale of property as 
long as proceeds are plowed into a similar, or “like-kind,” property, 
whose value is at least as much as the property that’s sold. Taxes on 
gains are ultimately paid when the replacement property is sold.

The exchanges have come under scrutiny by Congress in its quest 
to increase tax revenue. Two potential legislative attempts to modify 
the rule died on the vine. And for the past two years, President 
Obama has included scaling back tax-deferred exchanges in his 
budget proposals. Those efforts never gained traction.

The concern now is that the modification of 1031 exchanges 
could be part of comprehensive tax-reform efforts orchestrated by 
Congress this year or next.

“We have a big bulls-eye on our back,” explained Margo 
McDonnell, president of the trade group Federation of Exchange 
Accommodators and 1031 Corp., a Collegeville, Pa., intermediary. 
Congress eyes exchanges as a quick way of generating increased 
revenue. However, the downside is substantial.

It’s tough to quantify exactly how many completed real estate 
transactions were subject to the benefits of section 1031. But an 
academic study commissioned by the Real Estate Roundtable found 
that between 1999 and 2005, roughly one-third of all apartment 
property transactions involved a tax-deferred exchange, as did 20 
percent of all office deals. 

Ernst & Young, in another study that looked at the potential 
effects of a repeal of section 1031, noted that Gross Domestic 
Product would decline by $8.1 billion annually as a result.

It would stand to reason that if section 1031 is repealed, 
transaction volume would decline and property values would drop.

Instead of selling an asset to invest in another with a greater 
value, investors might simply hold on to their initial investments. 
Fewer transactions would result in a decline in demand for the 
services of property brokers, mortgage originators, appraisers and a 
host of others. In addition, it would result in a drop in revenue for 
municipalities, which typically generate mortgage-recording taxes as 
well as transfer taxes. 

Meanwhile, the Roundtable estimated that prices for properties in 
areas with moderate taxation levels would drop by 8 percent to 12 
percent. In areas with high tax rates, price declines would be more 
pronounced.

Tax-Deferred Exchanges Come 
Under Congressional Scrutiny
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they ought to be considered low-risk loans and exempt from 
the risk-retention rules, explained George Green, associate vice 
president of commercial/multifamily at the Mortgage Bankers 
Association.

Nonetheless, “It seems to be a challenging environment for 
CMBS lenders at the moment, with the bumpy market, a 
tougher regulatory landscape, and greater competition from life 
companies, banks and non-banks and everything in between,” 
explained Mark Edelstein, chair of real estate finance and 
distressed real estate practices at law firm Morrison Foerster.

Meanwhile, additional Basel III rules impacting how banks 
determine how much capital to set aside for their fixed-income 
trading operations could be implemented by 2019. Certain 
scenarios envision the amount of capital set aside for CMBS 
trading would jump by at least 82 percent, which, according to 
analysis by JPMorgan Securities, would make it impossible for 
firms that currently make markets in CMBS to continue to do so.

Separately, early last year rules governing high volatility 
commercial real estate loans (HVCRE) went into effect, which 
essentially increase by 50 percent the risk weighting of certain 
acquisition, development and construction loans banks might 
write. So far there’s been no consensus among banks when it 
comes to classifying loans that would fall in the HVCRE bucket. 

Green noted that the MBA, which has been leading industry 
efforts seeking regulatory clarity on the rule, has quantified, 
through the use of bank call-report data, how inconsistently 
banks are interpreting the rule. The upshot could be that 
banks, which hold nearly one-third of the country’s universe of 
commercial real estate loans, will reduce their lending activity.

“This will certainly require that banks have to hold back more 
capital,” said Dennis Russo, chairman of the real estate group 
at law firm Baker Hostetler. “Spreads will have to widen,” he 
added, but noted that overall lending also is subject to market 
conditions. They might dictate that banks simply absorb the 
added costs of needing to increase their capital set-asides for 
certain loans. If that happens, banks might sit on the sidelines.

“This is good for the shadow-banking market,” countered Brian 
Good, founder and president of Eagle Group Finance, a Los 
Angeles provider of short-term bridge loans. He said that many 
banks are only providing financing against projects backed by 
their best customers, and that’s creating a void that lenders like 
his are trying to fill. “The demand is tremendous.” 

However, evidence of that hasn’t surfaced yet. Banks and thrifts, 
long the biggest holders of commercial real estate loans, actually 
increased their market share during the third quarter, to 37.5 
percent from 36.9 percent in the second quarter, according to 
the MBA. Non-bank lenders—life-insurance companies, REITs, 
finance companies, pension funds—saw their collective share of 
the universe increase in the third quarter to 18.3 percent from 
18.2 percent.

Perhaps the biggest threat to the real estate industry reared its 
head in late 2014, when a budget bill initially included language 
that would have ended the tax treatment of like-kind property 
exchanges. But that bill died when Congress recessed at the end 
of that year. President Obama’s 2016 budget proposal includes 
language that would have modified such exchanges, capping the 
amount of capital-gain deferrals at $1 million annually.

In addition, Sen. Bernie Sanders (I-Vt.) introduced legislation 
last summer that would have paid for shortfalls at the Pension 
Benefit Guaranty Corp. with tax proceeds generated by limiting 
the amount of tax deferral permitted under property exchanges.

So far, however, none of those legislative efforts have gained 
traction. But just about every industry group is cautious that 
Congress, in its never-ending quest for additional tax revenue, 
might target the exchanges, eying them as a potential cash cow.

“When they’re looking to close such a big deficit, everything’s 
on the table,” explained Margo McDonnell, president of both 
the Federation of Exchange Accommodators and 1031 Corp., a 
Collegeville, Pa., intermediary for tax-deferred exchanges.

Like-kind exchanges, facilitated by Section 1031 of the Internal 
Revenue Code, have been part of the country’s economic fabric 
since 1921. A study by Ernst & Young forecasts an annual drop 
in Gross Domestic Product, investment activity and labor income 
if the tax advantages of exchanges were repealed. 
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Rules governing high-volatility 
commercial real estate loans, or HVCRE, 
have been in place for a year, and there’s 
still little agreement among banks on 
exactly what loans should be classified as 
such. 

The rules govern acquisition, 
development and construction loans 
against commercial real estate. The 
HVCRE classification was introduced 
by the Basel III regulatory framework 
and is designed to ensure that banks have 
adequate capital set aside for their risky 
loans—an honorable goal that some say 
could have disastrous consequences.

The issue is that there’s been very little 
agreement on how to interpret the rule. 
That’s even after bank regulators—

FDIC, Comptroller of the Currency 
and Federal Reserve Board—issued a 
frequently asked questions, or FAQ, list 
last June.

“It’s never a good thing when three 
lenders have three interpretations” of the 
same rule, noted Mark Edelstein, chair 
of the real estate finance and distressed 
real estate practices of law firm Morrison 
Foerster. “A lack of clarity is never a good 
thing.” 

Lenders could simply pull back on 
providing ADC loans if there’s a risk 
the loan would be classified as HVCRE, 
which would require that the lending 
institution increase the amount of capital 
against the loan by 50 percent.

A loan would be tagged an HVCRE 

if it has a loan-to-value ratio of more 
than 80 percent and if its sponsor, or 
borrower, has put up less than 15 percent 
of the collateral’s equity. It also gets the 
classification if the sponsor is able to 
recover any excess cash flow from the 
collateral, typically a construction project, 
during the loan’s life. The confusion 
arises over, among other things, what 
could be considered equity.

Banks, for obvious reasons, would 
prefer not classifying any of their loans 
as HVCRE. But if they have to, they’ll 
naturally increase the prices they charge, 
risking becoming noncompetitive against 
non-bank lenders.

HVCRE Rules Remain Confusing for Banks


