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Qualifying Assets Under Investment Company Act 

Section 3(c)(5)(C) Mortgage Exemption 

On Aug. 15, 2019, the staff of the Division of Investment Management at the U.S. Securities and Exchange 

Commission (the “Staff”) issued a significant no-action letter. The letter clarifies the treatment of certain 

assets held by an entity seeking to rely upon Section 3(c)(5)(C) to be exempt from registration as an 

investment company under the Investment Company Act of 1940. The letter recognizes that the way that 

mortgage lending companies conduct their business has changed significantly since the original adoption 

of the exemption, and contains the Staff’s pronouncements on how the test will be applied. 

The exemption as adopted requires that an entity seeking to be exempt from registration pursuant Section 

3(c)(5)(C) be primarily engaged in holding mortgages. The Staff has interpreted that language to require 

that the entity have not less than 55% of its total assets in “mortgages and other liens on … real estate” 

(eligible assets), and that such assets taken together with other “real estate-type interests” must comprise 

not less than 80% of total assets. In recent years, the Staff has recognized that business and liability 

factors have caused mortgage lenders to utilize separate special purpose vehicles (SPVs) to hold specific 

mortgages, while the parent entity owns securities representing the ownership of the SPVs. The Staff 

logically concluded that, subject to relevant limitations, such securities of the SPVs can be treated as the 

functional equivalent of mortgages for purposes of the 55% test. 

 

https://www.sec.gov/investment/redwood-trust-081519-3c5
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In this latest no-action letter, the Staff recognizes that further developments in the mortgage lending 

industry have created other classes of assets that also may be viewed logically as eligible assets. These 

asset classes relate to what happens when a company sells a mortgage or pool of mortgages. The letter 

identifies two categories of assets that may now be considered eligible assets when determining whether 

an entity has satisfied the 55% test. First, certain contractual rights that are created when a mortgage 

lender sells mortgages but retains the function of servicing the mortgages may now be counted toward the 

55% requirement. Second, cash received upon such a sale that is intended to be reinvested in qualifying 

mortgage loans within 12 months also will be treated as an eligible asset. 

Given the evolution in the way that many firms conduct their mortgage lending business, this 

modernization of the Staff interpretation will likely make it easier for affected firms to monitor and 

comply with the requirements of Section 3(c)(5)(C) going forward.  
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