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CHAPTER 7. LOAN UNDERWRI TI NG GUI DELI NES
MAKI NG A FI NAL DECI SI ON ON THE LOAN

| NTRODUCTI ON.  This Chapter details the requirenents for underwiting
Section 312 Rehabilitation Loans -- that is, for determning if the
borrower is an acceptable credit risk -- and for naking a fina

deci sion as to whether or not the loan is to be nade.

In order to keep the program financially solvent, the Federal subsidy
on Section 312 loans nmust be limted to the interest rate;
underwiting criteria must not be conprom sed to assist borrowers who
are poor credit risks. In addition, |oans nade to borrowers who
cannot afford themw Il be damaging to the borrowers as well, since
they are likely to default, damage their credit rating, and possibly
| ose their property in foreclosure proceedi ngs.

Therefore, |oans nust be made only when the borrower is likely to
repay and when there is adequate security in case the borrower
defaults. LPA' s are required to assist the Federal governnent to

m nimze the | osses under the Section 312 Program by eval uating the
financial risks involved in each individual case and rejecting those
appl i cati ons deemed unaccept abl e.

The process of evaluating the risk factor of any give borrower

i nvol ves assessing a wide range of variables, including the borrower's
i ncone, housing costs and long-termcredit history, in addition to the
val ue of the property, the borrower's motivation to retain the
property, and the adequacy of the proposed rehabilitation. Each of
these vari abl es nust be assessed i ndependently and together with the
others in order to nake a determination about the overall degree of
risk.

There are five key variables which the LPA and HUD nust eval uate when
underwriting |l oans to determine if the potential borrower is an
acceptabl e ri sk:

a. Affordability;

b. Credit history and financial interest in the property;

c. The value of the security;

d. The scope of the proposed rehabilitati on work; and

e. Property managenent and availability of cash (for investor-owners
only).
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These vari abl es are di scussed in the paragraphs below, first for |oan
to owner-occupants, then for |oans to investor-owners. The Chapter
also includes a listing of the data local officials nmust utilize in
maki ng their underwiting decisions, a discussion about putting all



the informati on together to make a final decision about the loan. A
description of the requirenents of the Equal Credit Opportunity Act of
1976 as they relate to naking deci sions about potential borrower's
ability to repay the loan and their credit worthiness is contained in
Par agraph 12-7).

The requirenents and guidelines detailed in this Chapter are based, in
part, on the guidelines used by Federal Home Loan Mortgage Corporation
(Freddi e Mac) for purchasing nortgages and home inprovenent |oans from
private savings and | oan institutions throughout the country. This
was done so that the Section 312 Program procedures woul d conform nore
closely to those used by private I ending institutions, thereby
enabling local officials to nore easily coordinate their Section 312
efforts with private lending institutions.

Wher e possible, this Handbook has established strict underwiting

gui del i nes which nust be foll owed. However, these guidelines cannot
deal with every contingency. In these cases, LPA's nmust use sound
judgenent in applying the principles established here. For instance,
when evaluating if an owner-occupant of a single-famly property has
sufficient income to support a Section 312 Loan pursuant to Paragraph
7-5-a-(2), LPA's nust include incone only if its "continuation is
probabl e based on foreseeabl e econom ¢ conditions.” LPA s nust use
their sound judgement when deciding if a self-enployed person's incone
is likely to continue, such as by deternmning if he/she has the
necessary training and experience to continue to earn an incone that
wi || support a Section 312 Loan

7-2. DATA LPA'S MUST USE TO MAKE UNDERWRI TI NG DECI SI ONS. The LPA nust
obtain and use the followi ng data to nake their underwiting

deci sions, all of which data nmust neet the requirenents of Chapter 4

on initial screening and Chapter 5 on verifications:

a. A signed loan application (see Paragraph 4-1 of this Handbook);

b. A credit report on the borrower and anyone el se signing the note
and security instrunent (see Paragraph 5-3 of this Handbook);

c. Verification of income and enploynment information on the potentia
borrower and anyone el se signing the note and security instrunent
(see Paragraph 5-5 and 5-7 of this Handbook);

d. Verification of the borrower's ability to provide additional funds
for rehabilitation, if required (see Paragraph 5-6 of the
Handbook) ;
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e. The status of any outstandi ng nortgage and nonthly nortgage
paynents, infornation as to whether the prior lien secures future
advances or involves a balloon paynment, information confirmng a
real estate tax and/or insurance escrow account, and pay-off
requirenents if refinancing is involved (see Paragraph 5-4 of this
Handbook) ;



Evi dence of acceptable title on the property (see Paragraph 5-9 of
thi s Handbook) ;

An appraisal of the after-rehabilitation value of the property
(see Paragraph 5-10 of this Handbook);

A work wite-up and/or property inspection report (see Paragraph
6-4 of this Handbook);

Afirmestinmate of the cost of the proposed rehabilitation work
and/or the bid fromthe contractor selected to undertake the work
(see Paragraph 6-5 of this Handbook);

I nformati on gathered in conjunction with an environnment assessmnent
covering the proposed rehabilitation. Al though the actua
assessnent need not be conpl eted and approved by HUD until just
prior to loan approval, it is inportant to identify any conpliance
actions or other itenms which could affect the cost or feasibility
as early in the process as possible. For instance, an early
determ nati on nust be nade as to whether the property is |ocated
in a Federally-designated special flood hazard area, in which case
the potential borrower nust pay flood i nsurance prenmiuns and the
property may require flood-proofing and/or elevation (see

Par agraph 12-8 of this Handbook);

Addi tional supplenental statenents and clarifications as
necessary.

7-3. DETERM NI NG THE LOAN AMOUNT

a.

Before the | oan can be underwitten, the LPA nust calculate the

exact size of the Section 312 Loan. The Loan ampbunt is determ ned

by adding all of the foll ow ng:

(1) The cost of the proposed rehabilitation work

(2) Interest on Section 312 drawdowns which wi |l accrue during
the construction period (often called Accrued Construction
Interest), as detailed in Paragraph 7-3-b of this Handbook

(3) Contingency reserve, pursuant to Paragraph 3-2-f of this
Handbook;

(4) The application fee and the processing, settlenent, taxes and
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other costs to be included in the loan (if eligible pursuant to
Par agraph 3-1 and 3-2 of this Handbook);

b.

(5) Any existing debt being refinanced with the Section 312 Loan
if eligible pursuant to Paragraph 3-3.

CGeneral Information on Cal cul ati ng Accrued Construction |nterest



(1) Determning Construction Period. 1In order to estinmate the
interest on the Section 312 Loan drawdowns that will accrue
during the construction period, the LPA nust first determ ne
how | ong the construction will take. The estimated
construction period should be | ong enough to cover routine
and ordinary del ays as well as the amount of tinme necessary
to conplete the work. The period should take into
consi deration any antici pated del ay between settl enment and
start of construction. The construction period should al so
be estinmated by taking into consideration the time of year in
which the loan is made, such as del ays caused by harsh winter
weat her. See the Cash Managenent Notice, Paragraph 2,
Section G for nore specific requirenments on accrued
construction interest and AED s.

(2) Establishing an Anortization Effective Date (AED). The AED
shoul d be established as the first of the nmonth follow ng
construction completion. See Paragraph 9-2-a-(2) for
additional information on establishing and changi ng the AED.

(3) Calculating Interest Accruing During Construction. Interest
nmust be cal cul ated to cover drawdowns from settl enent through
the AED. To calculate this accrued interest, LPA' s should
divide the total of all other |oan costs by two, then
multiply the result by the daily interest factor, and then
multiply this result by the nunber of days between the date
of settlenent and the AED. (This figure nust be adjusted if
large early draws are anticipated, such as for refinancing,
because this will increase the construction interest.) The
daily interest factor should be obtained by dividing the
contract interest rate on the Section 312 Loan by three
hundred and sixty. The risk premumis not included in this
cal cul ation because no risk premumis charged on the | oan
until the start of anortization

7-4. ROLE OF LPA, HUD FI ELD OFFI CE AND HUD HEADQUARTERS | N UNDERWRI TI NG
LOANS. (See Paragraph 8-2 for information on the process for |oan
approval .)

a.
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Loans Exceedi ng $200, 000 nust be underwitten and submtted for
approval in accordance with the foll owi ng procedures:

(1) LPA's nmust do the initial screening, verifications and
underwriting, and then submt applications acceptable to them
to the HUD Field Ofice with the LPA's formal reconmmrendation
for approval;

(2) The HUD Field Ofice staff must then underwite the | oan on
its own and subnit applications acceptable to them along



(3)

(4)

(5)

c. Refin
to th
Field

d. Loan
subm
Headq
addi t

with the Field Ofice Director of Cormunity Planning and
Devel opnent’'s formal recomendation for approval, to the
Ofice of Uban Rehabilitation in HUD Headquarters;

The HUD Headquarters O fice of Urban Rehabilitation staff
must then consult with the Field Ofice, reviewthe
application, and if acceptable, approval will be given by the
Director of the HUD Headquarters O fice of Urban

Rehabi litati on;

The HUD Field Ofice nmust submit the |loan for fund obligation
in accordance with the requirenents in Chapter 8 of this
Handbook;

The foll owi ng additional requirenents apply for these | oans:

(a) The LPA or HUD Field Ofice may at any tine reject an
application that does not neet the requirenments of this
Handbook wi thout submitting the application for a higher
level review If the application is rejected by the LPA
or HUD Field Ofice, the LPA nust so informthe
appl i cant.

(b) In order to expedite this process, LPA's and HUD Field
Ofices should initiate a dial ogue with HUD headquarters
staff at the earliest possible tine and throughout the
process to raise underwiting and other issues. This
i nformal comunication will expedite the decision-making
process at all |evel

anci ng must be underwitten by the LPA, but nust be subnmitted
e Director of Comunity Planning and Devel opnment in the HUD
Ofice for review and approval

Assunptions nmust be underwitten by the Master Servicer and
tted to the Ofice of Uban Rehabilitation in HUD

uarters for approval (see Paragraph 7-7 of this Handbook for
ional details on processing |oan assunptions).

e. Al Oher Loans must be underwitten by the LPA but nust be

subm
Field

tted to the Rehabilitation Managenent Specialist in the HUD
Ofice for review and approval
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7-5. UNDERWRI TI NG LOANS TO OWNER- OCCUPANTS OF ONE- TO- FOUR UNI T PROPERTI ES
Thi s Paragraph applies to | oans to owner-occupants of one-to-four unit

propertie
one-to-fo
cooperati
propertie
| oans, al
owner - occ

A Affor

s only. It does not apply to any investor-owners of
ur unit properties, or to any nultifanmily, congregate,
ve, single-room occupancy, non-residential or mxed-use

s. Each of the four key underwriting variables for these
ong with the standards which nmust be applied for loans to
upants of one-to-four unit properties, is discussed bel ow

dability
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(1

(2)

General Principles. The LPA nust determn ne whether each
borrower's incone is sufficient to meet all obligations
pronptly, including housing paynments. As such, each
borrower's total nonthly housi ng expenses, including the
repaynment of the Section 312 Loan and paynents for all debt
secured by the property, nust not exceed twenty-ei ght percent
(28% of the borrower's "stable nonthly incone."™ (For a
description of stable nonthly income, each Paragraph
7-5-a-(2) of this Handbook.) In addition, each borrower's
total nonthly debt paynments, including total nonthly housing
expenses (as above) as well as all other paynents on

install nent | oan debts, nust not exceed thirty-six percent
(369 of the borrower's "stable nonth income."” (See

Par agraphs 7-3-a-(3) and 7-3-a-(4) of this Handbook for a
nore detail ed discussion of how these percentages are

cal cul ated, and how to deal wth ball oon notes and adjustable
rate and graduated paynment nortgages.) It is inportant to
note that a simlar analysis of the potential borrower's
ability to afford a Section 312 Loan shoul d have been
conducted as part of the initial screening process (see
Paragraph 4-7). That initial assessnent was based on
unverified incone and enpl oynent data, and not necessarily on
"stable nmonthly income”, and it nust be re-exam ned, based on
the verified information, as part of this final underwiting
anal ysi s.

Stabl e Monthly I ncome

(a) General Principles. Stable nonthly income is the
borrower's verified gross nonthly incone from prinary
enpl oynent base earni ngs plus recogni zabl e secondary
i ncone, such as bonuses, commi ssions, fees, income from
i nvestnents, regular over-tine or part-tine enpl oynent
and retirement incone. Funds withheld by an enpl oyer
for such itens as inconme or Social Security taxes nust
be included in stable nonthly inconme. Monies may be
counted as secondary inconme only if verified and
substantiated by the borrower's previous two years
earning. |If funds are included as "stable nonthly
i ncone" for the purposes of
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underwriting in accordance with this Chapter, they nust
al so be included for the purposes of determining the
borrower's eligibility for a three percent (3% Section
312 Loan in accordance with Paragraph 2-3 of this
Handbook, except as provided for in Paragraph 4-6-c of
this Handbook. See Paragraph 4-6 for additiona

i nformati on on what income to include.

(b) Likelihood of Continuation. Primary enployment base
i ncone and secondary i ncone can be included only if
continuation is probable based on foreseeabl e econonic



(¢)

(d)

circumstances. For instance, an individual who has
performed satisfactorily for his or her enployer for a
considerable time is unlikely to be fired or laid off.
On the other hand, a borrower who is approaching a
mandatory retirement age or in poor health may not
reasonably be expected to continue to obtain enpl oynent
i ncone, and the LPA nust | ook at the potential for
pensi on or Social Security income. In addition
tenmporary inconme, such as short-termdisability
benefits, may not be included as stable nonthly incone.

I ncome From Ot her Individuals or Public Agencies to
which the Borrower is Entitled. |If a potential borrower
chooses to disclose incone fromalinony, chile support
or mai ntenance paynents, or public assistance paynents,
or has contributions fromfam |y nenbers or others
closely related to the fanmily life (particularly those
who al so occupy the property), the LPA nust consider
themonly if they are verifiable and are likely to be
consistently made. Factors that must be considered in
determining the likelihood of consistent paynents

i nclude the follow ng:

1 whether the paynents are received pursuant to a
witten agreenment or court decree;

2 the length of tinme the paynents have been received;
3 the regularity of receipt;

4 the availability of procedures to conpel paynent;

5 whether full or partial paynents have been nade

6 the credit worthiness of the payor, including the
payor's credit history when avail abl e.

Co- Makers. Income from co-makers, endorsers, or
guarantors may be included in stable nonthly income only
if the co-nmaker's or guarantor's inconme enpl oynent and
credit can be verified in accordance with Paragraph 5-1
t hrough 5-7
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of this Handbook, and if the co-naker neets the credit
requi renents of Paragraph 7-5-b of this Handbook. In
addition, the applications nust clearly reflect the
capacity in which the co-signer will execute the |oan
note, and special care nust be taken at |oan settlenent
to assure that such execution actually takes place. The
LPA rust determine that the co-naker or guarantor is
clearly notivated to help neet the | oan paynents and has
the incone available to do so. The co-maker's or
guarantor's notivation will depend upon his or her
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(3)

(e)

()

(9)

relationship to the borrower, and whether or not he or
she occupies or derives any other benefits fromthe
property. The maxi mum anount of income from a co-maker
or guarantor that can be included in the borrower's
stable nmonthly incone is the difference between the
stable nonthly incone of the co-naker or guarantor and
his or her nonthly expenses. The endorsenent or
guarantee must not be qualified or limted in any
manner. Al underwiting criteria described in this
Chapter and all verifications described in Paragraphs
5-1 through 5-7 of this Handbook apply equally to the
credit evaluation of the co-nmaker or guarantor

Anticipated I ncreases. Anticipated increases in incone
whi ch cannot be confirmed may not be included as stable
nmont hl'y i ncone.

Extraordi nary Medi cal Expenses. |[If the potential
borrower or his or her fam |y have extraordi nary nedica
expenses which reliable nmedical opinion indicates are
likely to continue for nore than one year, and if their

i ncone was adjusted downward to qualify themfor a three
percent (3% | oan in accordance with the provisions of
Par agr aph 2-3-a-(3) of this Handbook, these expenses
must agai n be deducted when cal cul ati ng stable nmonthly

i ncone for underwiting purposes.

O her Items to Consider. The LPA must al so consider
items such as the potential borrower's education
training, technical skills, occupation, and past

enpl oynent history in determ ning whet her any incone
shoul d be included as stable nmonthly incone.

Mont hl y Housi ng Expense-to-Ilncone Ratio -- Twenty-eight
Percent (28% Maximum

(a)

Itens Included In Mnthly Housing Expenses. Monthly
housi ng expenses is the sumof the follow ng nmonthly
charges on the nortgaged prem ses
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1 principal and interest paynents on all junior and
seni or debt secured by the property, but excluding
debt whi ch woul d be refinanced through the Section
312 Loan (see Paragraph 7-5-a-(3)-(c) and
7-5-a-(3)-(d) of this Handbook for additiona
i nformati on on ball oon notes and adjustable rate and
graduat ed paynent nortgages);

2 principal and interest payments on the Section 312
Loan and on all other debt for supplemental financing
necessary to conplete the rehabilitation which would
be secured by the property, regardl ess of whether
this proposed debt would be junior or senior to the



(b)

(¢)

(d)

Section 312 Loan (see Paragraph 7-3 of this Handbook
on cal culating the Section 312 Loan anount, and

Par agraphs 7-5-a-(3)-(c) and 7-5-a-(3)-(d) of this
Handbook for additional information on balloon notes
and adj ustable rate and graduated paynent nortgages);

3 risk premiuns for the Section 312 Loan, and, when
appl i cabl e, nortgage insurance premiuns for other
debt secured by the property (see Paragraph 2-4-b of
thi s Handbook for information on howto calculate the
Section 312 risk premun;

4 hazard insurance prem ums,
5 real estate taxes
6 |easehold paynents or ground rents (when applicable);

7 homeowners associ ation dues or cooperative
mai nt enance fees, excluding unit utility charges
(when applicable).

ltens Not |ncl uded
1 nmmintenance costs;
2 utility paynents

Bal | oon Notes or Open-Ended Mdrtgages. See Paragraphs
5-4-b and 5-4-c of this Handbook for conditions under
whi ch Section 312 Loans can be made if there is a
bal | oon note secured by the property or an open-ended
nortgage on the property.

Adj ust abl e Rate and Graduated Paynment Mortgages. The
LPA nmust deternmine if the existing paynent for principa
and interest, together with other debt secured by the
property, neet the 28% requirenents. However, the LPA
must al so estimte what the paynments for principal and
interest are
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(4)

(e)

likely to be over the next five years. This nust be
based, at least in part, on the limtations on increases
ininterest rates, if any, that are included in the
notes. The |oan nust not be approved unl ess the LPA
determines that it appears likely that borrower will be
able to afford these additional nonthly paynents.

Applying the Ratio. The nmonthly housi ng expense
detail ed above nmust not exceed 28 percent of the
borrower's stable nonthly incone.

Mont hly Debt Payment-to-lncone Ratio -- Thirty-Si x Percent
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(5)

(3699 Maxi mum

(a) Items Included in Monthly Debt Paynment. The nmonthly
debt paynment is the sumof the monthly charges for the
fol |l owi ng:

1 nonthly housi ng expenses (see Paragraph 7-5-a-(3)-(a)
of this Handbook);

2 paynments on installnment |oan debts with nore than 10
remai ni ng paynents;

3 alinony, child support, or naintenance paynments;

4 aggregate negative cash flow fromall properties
presently owned (except subject property);

(b) Applying the Ratio. The ratio of the borrower's nonthly
debt paynment to the borrower's stable nonthly income
must not exceed thirty-six percent (36%.

Exceptions for Extraordinary Circunstances. The nonthly
housi ng expense-to-incone and nonthly debt paynment-to-income
rati os detail ed above nust not be exceeded except in
extraordi nary circunstances, in which case witten approva
must be obtained fromthe HUD Field Ofice Director of
Conmuni ty Pl anni ng and Devel opnent. |f such an approval is
granted, the LPA nust include a witten justification in the
case file. These exceptions may only be granted on a
case-by-case basis, not on a blanket basis for sonme or al
loans in a locality. Exanples of conditions that could
justify higher ratios include but are not limted to the
fol | owi ng:

(a) the denonstrated ability of the borrower to successfully
devote a greater portion of incone to housing expenses;

(b) the denonstrated ability of the borrower to maintain an
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excellent credit history, to accunul ate savings, and to
mai ntain a debt-free position

the substantial probability that the borrower's inconme wll
i ncrease, based on his or her education, job training, or
time enpl oyed or practiced in a profession;

the borrower's net worth being substantial enough to
evidence an ability to repay the | oan regardl ess of incone;

the property being so energy efficient that it reduces
energy costs significantly below that which is normal for
t he area.



b. Credit Hs
(1) Credi

(a)

(b)

tory and Financial Interest in the Property
t History

General Principles. The borrower nust have a credit
history that denopbnstrates a consistent ability to neet
financial obligations when due. The LPA's determ nation
about the borrower s credit history nust be based upon a
credit report and other credit information that neets the
requi renents of Paragraph 5-3 of this Handbook

Factors Wii ch Must Be Consi dered

1 Borrower's Attitude Toward Ohligations. |[|f the borrower
has a recent and recurring history of naking debt
paynents over thirty (30) days late, or of
debts incurred at previous residences, or debts turned
over to collection agencies or courts, he or she will in
all likelihood continue to be a bad credit risk
Del i nquency in paynent of secured | oans, nortgage | oans,
rent or other contractual obligations simlar in
character to a Section 312 Loan should be vi ewed as
particularly serious warning signs for the LPA.

I sol ated i nstances of slow paynment should not necessarily
di squalify a borrower, but each instance nust be
explained to the satisfaction of the LPA, and nust be
docunented in the borrower's loan file with a note

signed by the borrower and acceptable to the Approving
Oficer. Applications fromborrowers who have a

consi stent pattern of an unsatisfactory credit attitude
nmust be rejected.

2 Foreclosure. Foreclosure or a deed-in-lieu of
foreclosure should ordinarily make a borrower ineligible
for a Section 312 Loan unless the action resulted from
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wel | - defined extenuating circunstances beyond his or her
control which are not likely to repeat thenselves, such
as an illness not likely to repeat itself which caused
tenmporary unenploynent. |f the loan is approved under
these conditions, a letter of explanation, signed by the
borrower and acceptable to the Approving O ficer, nust
be included in the loan file.

3 Bankruptcy and O her Judgenents. A single bankruptcy,
creditor's settlenent, or other judgenent does not
necessarily nmake a borrower ineligible for a Section 312
Loan. In such cases, the contributing causes of the
borrower's poor paynment record nust be exam ned and
al | onances made for circunstances beyond the borrower's
control. If the borrower has succeeded in



re-establishing a satisfactory credit standing for at

| east two years, his or her applications should not be
disqualified solely on the basis of non-recurring past
difficulties. |If the bankruptcy was related to an

i npendi ng nortgage foreclosure, this is nmore serious,
and the rul es governing foreclosures in Paragraph
7-5-b-(1)-(b)-2 nust be adhered to. |If a borrower has any
bankruptci es or other judgenents and the applications is
approved, a letter of explanation, signed by the
borrower and acceptable to the Local Approving Oficers,
must be included in the loan file.

4 Job Tenure and Changes in Residence. Frequent changes
of enpl oynent or residence by the borrower within the
recent past nust be satisfactorily explained in a letter
signed by the borrower and acceptable to the Loan
Approving O ficer, and included in the loan file. An
eval uati on nust be nade as to the probable stability of
incone. A borrower who exhibits frequent changes in
resi dence, but who has denpnstrated job stability or is
inaline of work that is in continuing demand and has
advancenent possibilities, should receive favorable
consi deration, provided an ability to manage fi nancia
af fairs has been denonstrated. Education or training
that woul d strengthen job opportunities and earnings
capacity nust be viewed favorably.

A borrower who has changed jobs frequently for
advancenment within the sane Iine of work must receive
favorabl e consideration if there is evidence that the
borrower is successful in that work, but has outgrown
the opportunities provided by a previous enpl oyer
Frequent job changes w thout advancenent or from one
line of work to another could | ead to unstabl e incone,
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but if stable incone has been nmintai ned by the borrower
over the recent past, job hopping w thout advancenent
shoul d not result in unfavorable consideration. An

unst abl e enpl oynent history may be offset by the
borrower's financial strength and by a history of
meeting financial obligations when due.

(2) Financial Interest in the Property. The borrower's desire to
repay a Section 312 Loan is directly related to the strength of
the borrower's desire for continued ownership, and to the
pur pose for which the borrower owns the property. Wen the
borrower resides permanently in and has significant equity in
the property to be rehabilitation, his or her notivation to repay
the loan is assuned to be very strong. Assum ng that the
borrower has sufficient incone to repay the | oan, the borrower
may be a good credit risk even if he or she has a borderline
credit history, because the borrower's substantial equity in the
property will strongly notivate himor her to take whatever



steps are necessary to protect the investnment and make the | oan
paynents.

c. The Value of the Security

(1)

(2)

General Principles. For borrowers getting three percent (3%
Section 312 Loans, the discounted value of the principal of the
Section 312 Loan, plus the full anount of the principal on al

ot her debt secured by the property which is senior to the
proposed Section 312 Loan, cannot exceed eighty percent (80% of
the appraised, after-rehabilitation value of the property. For
all other borrowers, the non-discounted, full amunt of the
principal of the Section 312 Loan, plus the full anount of the
principal on al other debt secured by the property which is
senior to the proposed Section 312 Loan, cannot exceed ninety
percent (90% of the appraised, after-rehabilitation val ue of
the property.

Why the Di scounted Val ue of Section 312 Loan is Used For Three
Percent (3% Loans. For three percent (3% Section 312 Loans,
whi ch are made far bel ow market rate, the present value of the
principal and interest that the governnment will be repaid after
twenty (20) years (assuming the loan is nade for the maxi mum
term) will only be approximately fifty percent (50% of today's
val ue of the original |oan, assuming a twelve percent (12%

di scount rate. (The present value will be sonmewhat higher for
terns shorter than twenty years.) As such, the Governnent is
willing to discount the value of the Section 312 Loan for

pur poses of calculating the property's total debt-to-val ue
ratio. By using a loan-to-value ratio simlar to that used by
private sector |enders, the Section 312 Programis structured in
such a way that the Federal governnment will be able recover nost
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of its investnment if the borrower defaults on the Section 312
Loan and the property is liquidated. At the sanme tine, by using
the discounted value of the Section 312 Loan -- the true val ue
of the loan to the governnent -- the programis |iberal enough
to acconplish its public purpose: to inprove hones in
deteriorated nei ghborhoods with property val ues which do not
currently justify investnent by the private sector

Cal cul ating Total Debt on the Property. For the purposes of
underwriting Section 312 Loans, total debt secured by the
property includes the foll ow ng:

(a) The full anmpunt of any liens superior to the Section 312
Loan (principal only) secured by the property; PLUS

(b) For borrowers getting three percent (3% Section 312 Loans,
one of the follow ng, depending on which termis closest to
the termof the Section 312 Loan

1 Twenty (20) year term-- Fifty percent (50% of the



principal of the Section 312 Loan;

2 Fifteen (15) year term-- Sixty percent (60% of the
princi pal of the Section 312 Loan;

3 Ten (10) year term-- Seventy percent (70% of the
principal of the Section 312 Loan;

4 Five (5) year term-- Eighty percent (80% of the
principal of the Section 312 Loan; OR

(c) For borrowers not getting three percent (3% Section 312
Loans, the full anmount of the principal of the Section 312
Loan.

(4) Revisions to Discount Percentages. HUD rmay periodically revise
the di scount percentages described in Paragraph 7-5-c-(3)-(b) to
refl ect changes in interest rates.

(5) Appraised After-Rehabilitation Value. The appraised
after-rehabilitation value nust be devel oped in accordance with
Par agr aph 5-10 of this Handbook.

(6) Mobile and Mdul ar Honmes. For nobil e and nodul ar hones, speci al
care needs to be taken to evaluate the renmi ning econonmic life
of the property after rehabilitation, the econom c and
construction feasibility of the rehabilitation, and conpliance
wi th applicabl e codes and standards after rehabilitation.

d. The Scope of the Proposed Rehabilitati on Wrk.
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(1) General Principles. The proposed work nust be sound and it nust
be adequate to extend the useful life of the property and to
protect the value of the security for the termof the Section
312 Loan. In addition, if the anount of the Section 312 Loan
will not cover the total cost of rehabilitation, the borrower
nmust have or be able to obtain sufficient funds to conplete the
rehabilitation without over-extending his or her ability to
repay the debt.

(2) Soundness of Proposed Work. Poor worknmanship, contractor
probl enms, and insufficient quality or quantity of rehabilitation
not only lead to conplaints to the LPA and HUD; they often
generate repaynent problens. During |loan underwiting, the LPA
nmust nake a determination that the proposed work is sufficient,
and that the proposed contractor, if known, is willing and able
to conplete the job on a tinely basis.

The LPA nmust pay particular attention to the foll ow ng:
(a) whether all code-related requirenments are being addressed;

(b) whether all conpliance actions necessary to neet



environmental requirenents set forth in Paragraph 12-8 of
this Handbook are bei ng addressed. These include actions
necessary to meet the Federally-designated special flood
hazard area and historic preservation requiremnents;

(c) whether plans for building security are adequate, if
appl i cabl e;

(d) whether the building design will cause any managenent
probl ems, such as with trash renoval, if applicable; and

(e) whether the size of the proposed units is realistic for the
exi sting market, if applicable.

(3) Funds to Conplete the Rehabilitation. 1n cases where additiona

funds, beyond those being provided through the proposed Section
312 Loan, are needed to conplete the rehabilitation, the LPA
must deternmine that the borrower has or is able to obtain these
funds. If the funds are to be obtained through additiona

| oans, the LPA nust verify that these funds are indeed avail abl e
to the borrower, and the LPA nust add these funds to the

cal cul ations undertaken as part of Paragraph 7-5-a of this
Handbook to determine if the borrower can afford to take on an
additional loan. |If the funds are to be provided from cash
reserves or cash equival ents by the borrower, the sources,
availability and liquidity of the additional funds nust be
verified. These additional cash reserves or cash equival ents may
be cash on
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deposit, cash on hand, cash surrender value of life insurance,
proceeds fromthe sale of marketable securities or other assets,
gifts of cash, or cash equivalents. |f nmaterials are to be
supplied to by the borrower, they nust be on-site by the tine of
settlenent. See Paragraph 9-3-h of this Handbook for additiona
i nformati on on handling suppl enental financing.

UNDERWRI TI NG LOANS TO | NVESTOR- OANERS.  This Section details the
underwriting requirenents for |oans to investor-owners of one-to-four
unit properties, and for all multifanily, congregate housing,
cooperatives, single-roomoccupancy, non-residential and m xed-use
properties. The LPA nust ensure that Section 312 Loans are nmade to

i nvestor-owners only when the borrower is likely to repay and when
there is adequate security in case the borrower defaults.

HUD or the LPA may choose to require, for the Governnent's benefit,
that two or nore separately deeded investor-owned properties which are
in close proximty and are under combn ownershi p and comon property
managenent be conbi ned as one project and underwritten as a group. |If
they are conbined in this way and the Section 312 Loan is approved, a
single | oan nmust be made to the group under one security instrunent.

One additional introductory remark needs to be nmade about underwiting
| oans to corporations and partnerships. It is extrenely difficult to



eval uate the financial risks involved in nmaking | oans to these
entities. |If the LPA does not have qualified staff to evaluate |oans
to partnerships and corporations, it is strongly encouraged that they
obtai n assi stance fromothers, such as nore experienced | enders in the
community or outside consultants.

When underwriting loans to investor-owners, the LPA nust eval uate the
same variables as they do with | oans to owner-occupants. These are:
(1) the affordability, (2) credit history and financial interest in
the property, (3) the value of the security, and (4) the scope of the
proposed rehabilitation work. For investor-owners, LPA' s nust al so
evaluate a fifth variable: property managenent and availability of
cash. These five variables and the applicable standards which nust be
applied for investor-owners are described in the paragraphs bel ow

a. Affordability

(1) General Principles. For investor-owners, the LPA nust
determine if the annual rental incone on the property is
sufficient to support the Section 312 Loan. As such, net
operating incone (gross income, mnus projected vacanci es,
m nus all operating expenses except debt service) nust be at
| east 110% of all debt service on the property. The
i nvestor-owner's projection of rehabilitation costs,
after-rehabilitation rental income and operati ng expenses
must be summari zed on the Applications
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conpleted as part of the initial screening process. (See
Par agraph 4-7 of this Handbook and Exhibit 4-2 for additiona
i nformation.)

(2) Goss Incone and Effective Gross | ncone
(a) Deternmining What Level of Rent is Realistic

1 Residential Properties. It nust be assuned that
i nvestor-owners rent their rehabilitated units at
mar ket rates that are reasonable and custonmary for
the area. Were sone or all of an investor-owned
property is occupied by the ower (i.e., for a
m xed-use or non-residential property), it nust be
assuned that the owner pays market rent for the space
he or she uses, and the owner nust denobnstrate the
financial ability to pay such rent. The LPA nust
determine if the rents proposed in the
pre-application can be reasonably secured in the open
market, and if they are within the range that tenants
who are likely to occupy the property can reasonably
be expected to afford. For loans to investor-owners
of one-to-four unit residential properties, the
i nvest or-owner nust present the LPA with either of
the following to denonstrate that the proposed rents
are reasonable: (i) three recent newspaper



adverti senents denonstrating that other conparable
units in the neighborhood are renting for simlar
prices, or (ii) aletter froma property nmanagenent
company with properties in the area docunenting that
ot her conparable units are renting for simlar prices
in the area, or (iii) an independent narket and
demand anal ysis prepared by a qualified expert, or
(iv) alisting of conparable rents in an appraisal of
the property done in accordance w th Paragraph 5-10
of this Handbook. For all properties other than
one-to-four unit residential properties, conparable
rents nmust be included in an appraisal of the
property done in accordance w th Paragraph 5-10 of
thi s Handbook, and the investor-owner must al so
present the LPA with one of itens(i) - (iii) detailed
in this paragraph above.

2 Cooperatives. For the purposes of this Paragraph
rental income for a cooperative is the payments nade
by sharehol ders to the cooperative.

3 Non-Residential Properties. |If the owner is
expecting to rent the rehabilitated space to a
busi ness, rent conparables for simlar conmercia
space nust be used to evaluate the proposed rent. |If
the commercial tenant is a business owned, in whole
or part, by the building
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owner, the financial and operating statenent of the
busi ness nust be reviewed to determine the ability of
the business to pay the rent.

(b) Determining a Reasonabl e Vacancy Rate. |nvestor-owners
must include a vacancy factor in their income
proj ections of at |east five percent (5% of gross
i ncone. The LPA shoul d consider requiring borrowers to
use hi gher vacancy factors when cal cul ati ng project
incone, particularly for smaller properties or if
prevailing conditions in the nei ghborhood or locality so
dictate.

(c) Determning Effective Gross Incone. Effective gross
incone is the total proposed, reasonabl e annual rent
m nus the reasonabl e vacancy factor

perating Expenses. |nvestor-owners nust present the LPA
with a reasonable estimate of after-rehabilitati on annua
operating expenses. (perating expenses nust include, if
appropriate, admnistrative costs such as advertising and
prof essi onal property managenent; ongoi ng operati ng expenses
such as utilities, trash removal, el evator expenses and
payrol | ; mai ntenance expenses such as repairs, grounds,
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exterm nating, supplies and furnishings; insurance; and
taxes. In addition, operating expenses nust include a

repl acenent reserve of between two percent (2% and five
percent (5% of gross annual rents. For the purposes of this
Par agraph 7-6-a-(3), operating expenses must not include debt
service or depreciation. The requirenents of Paragraphs
5-4-b and 5-4-c¢ of this Handbook concerni ng ball oon notes and
open-ended nortgages, and of Paragraph 7-5-aa-(3)-(d) of this
Handbook concerni ng adjustable rate or graduated paynent

nort gages, must be conplied with, as applicable. At a

m ni mum (unl ess otherw se approved by the Field Ofice
Director of Community Pl anni ng and Devel opnent, as detailed
in this paragraph below), total projected operating expenses,
excl udi ng taxes, insurance and debt service, but including
repl acenent reserves, nust be at | east eighteen percent (18%
of effective gross incone if utilities for heating and/or
cooling are paid by tenants, and at |east twenty-four percent
(24% of effective gross income if utilities for heating

and/ or cooling are paid by the investor-owner. HUD expects
actual operating expenses to exceed these mininuns for nost

i nvestor-owned projects, and LPA's and HUD Field Ofices
shoul d consider requiring higher minimuns in their areas if

| ocal conditions so dictate. The LPA may underwite projects
with | ower expenses, if specifically approved by the HUD
Field Ofice Director of Cormunity Planni ng and Devel opnent,
but only in the rare instances that it can be clearly
denonstrated that costs will be |lower, such as for certain
projects that are owner-occupi ed and/ or owner-nanaged
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(so long as the requirenents of Paragraph 7-6-e of this
Handbook concerni ng property nanagenment are net).

Net Qperating Incone. Net operating inconme (NO) is annua
effective gross income mnus total annual operating expenses,
excl udi ng debt service.

Debt Service. Debt service includes debt service on the
Section 312 Rehabilitation Loan, as well as all other
proposed or existing rehabilitation debt plus all other
nmort gage | oans on the property.

Net Operating Incone to Dept Service Ratio. Except as

provi ded below in this Paragraph, the property nust have a
positive cash flow, excluding depreciation and other tax
benefits; that is, net operating income nmust exceed all debt
service, including debt service on the Section 312 Loan

This is represented by the Net Operating |Incone to Debt
Service Ratio. Net operating income nust be at least 110
percent of total debt service; that is, net operating income
divided by total debt service nust be at least 1.1. The LPA
may grant exceptions to this rule, if approved by the HUD
Field Ofice Director of Community Planning and Devel opnent.
Such exceptions may be granted only if (i) the audited or



b. Credi

(1

i ndependently verified personal financial statenments of
borrower (s) personally signed the Section 312 note clearly
indi cate that they have the capacity to handle the negative
cash flow, or (ii) if the borrower(s) provide letters of
credit or pledged of assets necessary to cover estinated
negative cash flow for five years fromthe expected date of
settl enent of the Section 312 Loan

t History and Financial Interest in the Property
The Potential Borrower's Credit History

(a) General Requirenents. The borrower nust have a credit
hi story that denonstrates a consistent ability to neet
his or her financial obligations on time. The LPA's
determ nati on about the borrower's credit history nust
be based upon a credit report and other financia
informati on that neet the requirenents of Chapter 5, and
the credit requirenments for owner-occupants detailed in
Par agraph 7-5-b of this Handbook.

(b) Corporations. The LPA nust conply with the requirenents
for obtaining a Dun and Bradstreet or equival ent report
and/or a credit report for the corporation and principa
of ficers and stockhol ders detail ed in Paragraph 5-3-c of

this Handbook. |If the corporation is so new or snall
that it has no credit history, or if its credit report
is not
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acceptable, the LPA must require the principals to
personal Iy co-sign the nortgage, note and/or deed of
trust, and the principals nust neet all the other
requirenents for co-nakers of |oans to owner-occupants.
(See Paragraph 7-5-a-(2)-(d) of this Handbook.)

(c) Partnerships. |If the borrower is a general or linited
partnership, the LPA nust obtain a credit report for the
partnership and for general and limted partners (as
appl i cable) in accordance with Paragraph 5-3-c of this
Handbook. All general and linited partners (as
appl i cabl e) nmust personally sign for the Section 312
Loan.

(d) Conmercial Property. |If the borrower is |easing the
property to a business, a Dun and Bradstreet or
equi val ent report nust be obtained for the business
renting the property (if available) to deternmne if the
business is likely to continue paying rent to the
bor r ower .

The Borrower's Financial Interest in the Property. The
Amount of equity (appraised value |ess debt) which the



C.
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borrower will have in the property nust be deternined both
before and after rehabilitation. At least 10%equity is
required and the LPA or Director of Comrunity Planning and
Devel opment in the HUD Field Ofice may require a | arger
equity investrment. |If the borrower has substantial equity at
risk in the subject property, he or she can count on to nake
all reasonable efforts to protect his or her investnent;
alternatively, if the borrower has little equity at risk in
the property, he or she is nore likely to default and forfeit
the minimal investnment if the project begins to fail.

The Val ue of the Security

(1)

General Requirenents. For loans to all investor-owners
described in the introduction to Paragraph 7-6, except for

| oans to cooperatives getting three percent (3% Section 312
Loans, the outstandi ng debt secured by the subject property
(principal only), including the full anount of the principa
of the Section 312 Loan and any |liens superior to the Section
312 Loan secured by the property, cannot exceed ninety
percent (90% of the appraised, after-rehabilitation val ue of
the property. For loans to cooperatives getting three
percent (3% Section 312 Loans in accordance with Paragraph
2-3-1-(2) of this Handbook, the requirenents of Paragraph
7-5-c-(3)-(b) of this Handbook concerning the valve of the
security for | oans to owner-occupants getting three percent
(3% Section 312 Loans nust be net instead.
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Why this Loan-to-Value Ratio is Used. As with loans to
owner - occupants, the loan-to-value ratio requirenments are
designed to enabl e the Federal governnent to recover nost of
the investnment by liquidating the property if the borrower
defaults on the Section 312 Loan. For loans to investors,
the maxi num | oan-to-value ratio is ninety percent (90%

rat her than the nore conservative eighty percent (80%
required for owner-occupants of single-fanmily properties with
i ncones bel ow eighty percent (80% of nedian incone. In
fact, the overall |oan-to-value requirenments for investors
are nore stringent than those for owner-occupants of
single-family properties. This is because the three percent
(3% |oans to owner-occupants of single-fam |y properties
with incomes bel ow ei ghty percent (80% of nedian incone are
di scounted for the purpose of calculating the |oan-to-value
ratio. As a result, although the maxi mum permni ssible

| oan-to-value ratio for loans to investors is itself nore
|iberal than that for 3%l oans to owners of single-fanily
properties, the overall |oan-to-value requirenents are nore
stringent for |oans to investors.

Appl ying the Loan-to-Value Ratio. For the purpose of
underwriting and cal culating the | oan-to-value ration for
i nvestor-owners, the total debt on the property nust be



determ ned by addi ng one hundred percent (100% of the
principal of the Section 312 Loan to the full anmount of the
principal on any liens superior to the Section 312 Loans
whi ch are secured by the property. This total debt on the
property cannot exceed ninety percent (90% of the
after-rehabilitation value of the property.

d. The Scope of the Proposed Rehabilitation Wrk. Al the
requi renents in Paragraph 7-5-d of this Handbook, concerning the
scope of work for owner-occupants of single-fanmily properties,
must also be met for loans to investor-owners

e. Property Managenent and Avail ability of Cash

(1) The Potential Borrower's Plan for Property Managenent.
Failure to adequately nmanage any rental property is likely to
result in lost revenue, increase tenant conplaints, a reduced
mar ket demand for the units, and declining property val ue,
all of which can render the property unprofitable and can
result in eventual default on the rehabilitation loan. As a
result, the investor-owner nust supply the LPA with
informati on about his or her plan for managi ng the property,

i ndi cati ng whet her the property will be owner-nanaged or
managed by a professional managenent firm

(a) Owner-Managenent. |f the owner is nmanagi ng the
property, the owner nust denonstrate that he or she has
the time, skill and experience necessary to do so. The
potential borrower nust also include the addresses of
ot her
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properties managed, if any, along with the nunber of
units and the condition of the property, and this
i nformati on nust be verified by the LPA

(b) Professional Managenent. |f a professional nanagenent
firmis managi ng the property, the borrower nust
adequately denonstrate that the firm has experience and
expertise in property nmanagenent. The borrower nust
submit the following to the LPA: a description of the
firm including the year organi zed; the type and variety
of properties managed; the nunber of units and
properties managed; and how | ong each has been managed
by the firm For very large, well known managenent
conmpanies, a list of five projects nanaged which are
simlar to the project under consideration nay be
substituted for the last two itens.

(2) The Borrower's Availability of Cash. A financial statenent
nmust be obtained fromthe borrower which neets the
requi renents of Paragraph 5-5-f of this Handbook, and liquid
assets nmust be verified in accordance wi th Paragraph 5-6



The borrower's financial statenent must denpnstrate that he
or she has sufficient cash to cover operating expenses and
debt service during the rent up period after rehabilitation
is complete, as well as expenses not includable in the
Section 312 Loan, such as the cost of narketing newly
rehabilitated units, and any ot her unforeseen contingencies.
As a result, the borrower nust have liquid assets to cover at
|l east 3 months of principal, interest and risk prem um
paynments on the Section 312 Loan and any ot her outstanding
superior loans on the property. The liquid assets nmay be
cash on deposit, cash on hand, cash surrender value of life

i nsurance, proceeds fromthe sale of nmarketable securities or
other assets, gifts of cash, or cash equivalents, and they
must be verified as to their availability and liquidity. For
partnershi ps and corporations, liquid assets owned jointly

wi th ot her partnerships, corporations or individuals cannot
be incl uded.

7-7. LOAN ASSUMPTI ONS

a.
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General Requirenents. HUD s policy at this tine is to pernit
assunptions of Section 312 Loans, provided that the new borrower
meets all the eligibility and underwiting requirements included
in this Chapter 7 of the Handbook. If a proposed assunptor seeks
to assume an existing three percent (3% Section 312 Loan, but
does not neet the incone requirenents detailed in Paragraph 2-3-a,
the assunption may be approved if the interest rate is adjusted to
the date of approval of the assunption in accordance wth

Par agraph 2-3-b. If the existing borrower of a three percent (3%
Section 312 Loan is in danger of being foreclosed upon by HUD, or
can provide
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satisfactory evidence showi ng he/she is subject to imm nent

forecl osure by another |ender, the Director of the HUD
Headquarters O fice of Urban Rehabilitati on may waive the incone
requirenents detailed in Section 2-3-a of this Handbook for a
potential assunptor. HUD reserves the right to reject any
proposed assunption, particularly in the early years of a Section
312 Loan, where it is found that the proposed assunptor had any
expectation of assuming the | oan prior to the origination of the
Section 312 Loan.

Underwriting Procedures. All applications for assunptions nust be
forwarded to HUD s Master Servicer for a conplete review along
with the LPA recommendation if available. LPA s are encouraged
(al though not required) to conduct all necessary verifications in
accordance with Chapter 5, and underwiting in accordance with
this Chapter 7 for all potential borrowers seeking to assune a
Section 312 Loan. LPA' s are al so encouraged to make a
recomendation as to whether (a) the new borrower is qualified for
a Section 312 Loan, and (b) the assunption is consistent with

| ocal objectives. |If the LPA does not conduct the required



verifications, these nust be done by the Master Servicer. The
Mast er Servicer nust then submt all assunption applications to
the HUD Headquarters O fice of Urban Rehabilitation for fina
approval. HUD Field Ofices have no invol vement in |oan
assunpti ons.

7-8. MAKING A FINAL DECI SION ON THE LOAN. After all the underwriting

factors have been considered, the LPA must evaluate all the data and
deci de whether the potential borrower is an acceptable risk in order
to recommend approval of the loan to HUD, or for localities with Loca
Loan Approval Authority, to approve a single-famly |loan. (See

Par agraph 7-4 of this Handbook for additional information on the role
of the LPA, HUD Field Ofice and HUD Headquarters in underwiting and
maki ng a deci sion on Loans.)
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