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Subject:  FHA's MIXED-INCOME HOUSING UNDERWRITING GUIDELINES

I.   WHY MIXED-INCOME HOUSING:

HUD believes that the intentional mixing of incomes and working status of

residents, if done with care, can enhance the quality of life for residents

while improving the economic viability of multifamily developments,

particularly former public housing developments, and strengthen neighborhoods.

FHA mortgage insurance alone is typically not sufficient to accomplish that

goal.  Absent incentives, such as State or local zoning or density bonuses and

other subsidy programs (e.g., Low Income Housing Tax Credits (LIHTC), HOME,

etc.), mixed-income projects are not being built on any scale.  From HUD's

perspective, leveraging of public and private funds to finance mixed-income

housing makes the best use of limited resources.  Many lenders want additional

forms of credit enhancement to finance this type of product.  The gap is

there, and FHA wants to serve our stakeholders by filling that gap, but only

if we are confident that providing FHA mortgage insurance on these projects

can be done without increased risk to the FHA insurance fund.

II.  FHA GOALS, through its Mixed-Income Housing Initiative, are to:

     A.  Strengthen neighborhoods and projects by providing FHA mortgage

         insurance for the development of new mixed-income properties and

         conversion of existing housing to mixed-income.

     B.  Demonstrate enhanced long term viability of mixed-income properties

         over traditional fully subsidized properties.

     C.  Develop and establish standards for underwriting of mixed-income

         properties by private sector lenders.

HM: Distribution: W-3-1,R-1,R-2,R-3-1(H)(RC),R-3-2,R-3-3,R-6,R-6-2,R-7,R-7-2,

R-8,ASC

III. APPLICABILITY:

These guidelines are mandatory for ALL applications for FHA mortgage insurance

involving HOPE VI or public housing development or modernization funds "public

housing".  Applications may be processed for new construction or substantial

rehabilitation of existing projects under Section 221(d)(4) of the National

Housing Act as amended.

State/Area Offices have discretion to apply some or all of these guidelines to

proposals for FHA mortgage insurance which do not involve public housing or HOPE

VI funds but include a mix of incomes and rents in occupancy with related use

restrictions.

This Notice is being provided to the Housing Finance Agencies (HFA's) and other

entities (Fannie Mae, Freddie Mac, National Cooperative Bank, Federal Home Loan

Bank of Seattle) with which HUD has entered into Risk Sharing Agreements as

recommended guidance for mixed-income housing involving public housing or HOPE

VI funds.

IV.  WHAT MAKES MIXED-INCOME HOUSING VIABLE?  There are three major factors

     critical to the success or failure of mixed-income housing:

A.  Income Mix - There is no standard ratio of market-rate units to rent and

    income restricted units (affordable or moderate rate units) in successful

    mixed-income housing which can be applied across the board.  There is

    basic agreement, however, that a continuum of low/moderate/ market-rate

    units in a project is the most successful.  The makeup of the mix will be

    influenced by the location and characteristics of the individual project

    and neighborhood.

    Generally, the higher the average income in the neighborhood, or in some

    cases, the more diverse the ranges of income (mixing) already in the

    neighborhood, the easier it is to attract market-rate tenants to a mixed-

    income project.  When the neighborhood is predominantly lower income, the

    proportion of market-rate units to restricted units in the mixed-income

    project must be higher to successfully attract the market-rate tenants.

B.  Project Design and Amenities - When attempting to mix incomes of

    residents, adequate amenities must be available in the project and the

    surrounding neighborhood to appeal to market-rate tenants.  The project

    must be designed to compete against conventional market-rate units in the

    locality and the price for those units must be very competitive with or,

    at least initially, even below what the competition is offering for the

    same level quality and amenities. common areas are needed that will enable

    tenants to mix socially and create a sense of community (e.g., tot lots,

    swimming pools, community buildings, tennis courts, etc.).
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    The income level of an occupant must be indistinguishable by virtue of

    unit size and/or number of bedrooms, location in the project and

    amenities.  This is consistent with FHA's loss mitigation perspective that

    all units must be designed for market-rate tenancy so the project's

    potential marketability, in the event of a claim, is not limited.

C.  Management/Marketing - Successful marketing of a mixed-income project

    requires careful screening of all tenants and consistent application of

    guidelines for tenant selection.  While additional criteria such as income

    eligibility will be required for occupancy of rent or income restricted

    units, there should not be a lesser level of scrutiny of backgrounds for

    applicants of affordable, moderate, or market-rate units.  It is also

    important that there be affirmative outreach to minority and non-minority

    families with children, as well as, eligible singles and elderly persons

    for market-rate and low/moderate income units so that income level is not

    immediately recognized by racial characteristics or presence or absence of

    children in the unit.

    Mixed-income projects require strong even-handed management that provides

    a comprehensive set of resident services and high quality customer-driven

    attention to all tenants.  Management must be sensitive to the special

    needs of the broad spectrum of tenants in the project.  Additional social

    services may be needed on site.  While the fee for services may vary by

    income level, access should not be restricted to a particular group based

    on income as it becomes another means of labeling.

V.   HOW DOES THIS INITIATIVE DIFFER FROM EXISTING FHA MORTGAGE INSURANCE

PROGRAMS?

FHA's existing Section 221(d)(4) program has been used to develop mixed-income

housing in the past.  The unique nature of each proposal, the multiple funding

sources needed to make many of these projects viable, their related use

restrictions and special underwriting considerations, complicate underwriting

these loans.  These guidelines address the additional risks to be considered and

the benefits inherent in successful mixed-income housing in a comprehensive
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and coordinated manner so that decisions on these loans can be made

at the local State/Area Office level using a uniform tool for evaluating such

projects.  Attachment 3 to this Notice is a fact sheet summarizing the

overall process.

VI.  UNDERWRITING REQUIREMENTS: Applications shall be processed in accordance

with existing statute and regulations applicable to Section 221(d)(4).

Outstanding handbooks, notices, and guidelines apply except as modified herein:

A.  Preapplication Conference: There are many issues which relate specifically

    to the combination of public housing/HOPE VI funding with mortgage

    insurance that need to be raised early in the development process.

    Attachment 1 provides suggested questions/issues to be addressed at the

    Preapplication Conference which will assist in future underwriting of the

    application.  By raising these questions and concerns early, much time and

    effort can be saved by FHA and public housing staff as well as the

    developer and the housing authority during processing.

    1.  Design: Explain the importance of design features in making the

        project competitive in its market, and that market-rate and rent

        restricted units must be indistinguishable and integrated throughout

        the project.

    2.  Income Mix Strategy: Advise the developer of the importance of being

        able to demonstrate how the project will function within and

        contribute to the existing neighborhood and community.

        Understanding of the neighborhood and, in rehab cases, the existing

        project and residents will be critical.

    3.   Management: Highlight the importance of management experienced in

         the operation of mixed-income housing, specifically experience and

         capacity to successfully integrate and operate Market-rate and Rent

         Restricted units within the same project.

B.   Market Issues: To supplement existing HUD data on mixed-income housing, an

     independently prepared market study is strongly encouraged to be submitted

     as part of the initial application.  This study should demonstrate that

     there is a need for the project and that the income mix proposed is the

     result of a careful analysis of the needs and demands of the neighborhood

     and the market.
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     We hope by asking for a market study up front, to avoid applications which

     back into income mixes based on the availability of funding sources and

     overlook the broader needs of the neighborhood and market demand for the

     unit mix being proposed.

Basic parameters for the market study include all information typical for

such a study of an unsubsidized project as well as information relative to

the specific rent and income restrictions in the mixed-income proposal.

Attachment 2 provides a summary of the recommended information for the

market study.

The Market Study does not replace HUD's EMAS or Valuation analysis.

State\Area Office staff (including but not limited to Valuation and EMAS)

must assess the proposed income mix, the feasibility of the proposed mix,

the need for income mixing in the area, and how the project will function

within and contribute to the existing neighborhood and community.  The

Market Study can provide additional information to assist in those

analyses.

C.   Design: State/Area Office Architectural and Valuation staff must determine

     that the design features incorporated into the plans and specs ensure that

     proper attention has been given to making the project competitive in its

     market, and that market-rate and rent restricted units are

     indistinguishable and integrated throughout the project.

D.   USE RESTRICTIONS: In return for providing funds (grants, loans, tax credit

     equity investment, etc.) to finance development costs for housing and make

     it more affordable, long-term use restrictions on income eligibility and

     rent levels are often required.  Inasmuch as the use restrictions may vary

     widely based on the funding sources involved in each proposal, all

     applications must include documentation which clarifies the terms and

     conditions of ALL proposed use restrictions at the SAMA stage.

     Confirmation of those use restrictions must be provided with the Firm

     Application.

Do not assume that only (LIHTC) type use restrictions apply; there may be

additional use restrictions which further limit occupancy and restrict

rents than typically seen for the LIHTC units (e.g., may require

affordability of an additional 20 percent of the units for families at 40

percent of median, public housing rents, etc.).
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The immediate implications (reduced revenue), as well as the implications

in the worst case scenario (effect on future sale of the note if it

becomes HUD-held, or of the project if HUD-owned), must be considered when

evaluating the acceptability of use restrictions.

1.   Term of Use Restrictions: Use restrictions must terminate in the

event that FHA acquires title to the property through foreclosure or

a deed in lieu of foreclosure so that FHA's ability to dispose of

the property is not adversely affected.  The only exception are

those use restrictions for the public housing set-aside units funded

by public housing or HOPE VI funds which statutorily require that

the use restrictions run with the land when those restrictions

implement the following:

a.   The Omnibus Appropriations Act of 1996 amended Section 14(q)

of the United States Housing Act of 1937 as amended to provide

some relief in the event of reduction in appropriations or any

other change in applicable law such that the public housing

authority (PHA) is unable to fulfill its contractual

obligations with respect to the public housing units.  In such

a situation, the Owner (in accordance with applicable law, HUD

regulations, and contractual agreements) may deviate from the

restrictions regarding rents, income eligibility and other

areas of public housing management with respect to a portion

or all of the public housing units, to the extent necessary to

preserve the viability of those units while maintaining their

low-income character to the maximum extent practicable.

b.   This provision is currently being implemented by public

housing regulation.  It is important when reviewing use

restrictions and language in other subordinate financing

documents (such as an Operating and Regulatory Agreement

between the PHA and the Owner) that no language is included

which unduly restricts the Owner's right to implement remedies

allowable under the United States Housing of 1937 (the Act)

and HUD regulations.

2.   Use restrictions and legal documents attributable to all financing

sources: (including subordinate financing) must be reviewed to

assure they do not create an unacceptable risk to FHA.  FHA program

staff and State/Area office Counsel must both review these documents

for programmatic as well as legal issues.
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3.   Restrictions applicable to tax credits or bond financing must comply

with the requirements of Paragraphs 1-41c and d and 1-42 of HUD

Handbook 4430.1, REV-1 , (except as superseded by Notice H95-4

(Subsidy Layering Reviews - Implementing Instructions, issued

1/20/95) delegating review authority to State/Area Offices) which

address the related low-income occupancy requirements, the

mortgagor's attorney's opinion, review of covenants, and state/local

use and/or rent restrictions.  These same criteria must be

considered in reviewing an application with use restrictions imposed

as a result of any other funding (e.g., public housing/HOPE VI

funds, HOME, CDBG, etc.)

4.   Attorney's Opinion Letter: For any insured project with public

housing/HOPE VI funded units, at a minimum, the Mortgagor's attorney

will be required to provide, at Initial Closing, an opinion letter

in the format below.  In order to provide this opinion, the attorney

will need to be actively involved in the review of these documents

and identifying inconsistencies for resolution.

Mortgagor's Attorney's opinion - Mixed-Income Housing must be on the

attorney's letterhead and state:

"To: (insert HUD),

I am the attorney for the mortgagor and have prepared or reviewed

all of the documents on the organization of the mortgagor entity;

the Note, Mortgage (deed of trust), Regulatory Agreement and other

collateral documents submitted to you.

It is my opinion that:

Any contracts or other documents executed by the mortgagor or any

other arrangements agreed to by the mortgagor in order to finance

the insured mortgage and any approved supplemental financing are

consistent with the Mortgage, Mortgage Note, Regulatory Agreement,

Building Loan Agreement, Construction Contract, and all other

documents executed by the mortgagor and submitted to the lender in

connection with the insured mortgage transaction."
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E.   Initial Operating Deficit Escrow related to lease up and marketing:

 Appraisers must consider the following in their analysis:

1.   Absorption: Even in an area with a strong market, restricted, non-

public housing units (tax credit units) will have slower absorption

rates and initial leaseup rent concessions (if given) will be more

slowly eliminated.  Depending on the income mix proposed and the

market dynamics, market rate units may also take longer than typical

to lease up when part of a mixed-income project.

2.   Rent restrictions: related to tenant income limitations (e.g., LIHTC

type restrictions) decrease the size of the pool of eligible tenants

for the restricted units - demand is restricted and decreased.  The

rents, although less than market rate, may not be "affordable" to

many families in the area when set at the maximum allowable based on

the use restrictions.

3.   EMAS: Appraisers should consult with EMAS when Determining the

adequacy of the pool of eligible tenants based on the proposed use

restrictions/rents for restricted units without project based

assistance, and for market rate units.

4.   LIHTC's: Refer to Paragraph E.3. of Notice H95-4 , page 14-16 for

guidance in projecting the operating deficit for LIHTC projects.

5.   Release of Escrow: Any operating deficit escrow agreement shall

provide that any funds remaining in the account shall be retained in

the escrow until two years after the project has achieved sustaining

occupancy, as determined by the Asset Management staff.  After the

two year period, the remaining escrow funds may be released for use

of the project.  This operating deficit escrow is separate from

other operating reserve requirements that may be required under the

terms of the transaction (see paragraph H.2. below).

F.   Underwriting of Section 8 Type Rental Assistance:  On-going rental

assistance such as Section 8 type subsidies, whether project or tenant

based, will not be considered in processing.
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G.   Underwriting of Grants and Soft Loans: Grants or soft loans will be

processed in accordance with outstanding guidance contained in Chapter 16

of Handbook 4470.1  Rev-2 except as modified below.  The requirement in

paragraph 16-4A.3.b.(7) (page 16-5) for a 10 percent escrow of grant or

loan funds from a government agency or instrumentality is no longer

required by FHA if the grant or loan is funded through HOPE VI or public

housing funds which are being provided by the housing authority to the HUD

approved project through the Line of Credit Control System (LOCCS) and

provided all other requirements of 16-4A.3.b. are met and are reflected in

an agreement identifying the terms and conditions for disbursement of the

insured loan proceeds and all other financing sources.  While this 10

percent escrow will not be required by HUD, it is acceptable to HUD if

required by the Mortgagee.

H.   Underwriting of Operating Subsidies: Operating subsidies or other ongoing

subsidies which will be a source of revenue for the project will not be

considered in processing except that public housing operating subsidies

will be considered as set forth below for mixed-income projects with

public housing or HOPE VI funding.

1.   Public housing operating subsidies will be recognized in processing

only if a HUD approved agreement is executed between the Owner and

the PHA committing to pay operating subsidies (sometimes referred to

as a Regulatory and Operating Agreement, but not to be confused with

FHA's Regulatory Agreement form HUD-92466).  The agreement must:

a.   clearly define the subsidy to be provided and the terms and

conditions for its payment,

b.   identify the source of funds to provide such subsidies, and if

funded from operating subsidies payable from HUD to the PHA,

define the level of commitment of operating subsidy to the

project as it relates to past funding levels of total

operating subsidy to the PHA from HUD. (e.g., if the PHA has

typically received 90 percent of eligible operating subsidy,

is the PHA committing to fully fund eligible operating

subsidies for the project, or a prorata share of the 90

percent received from HUD?), and

c.   be reviewed and approved by public housing and FHA staff.
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2.   Public Housing Operating Reserve Escrow (ORE): In order to consider

public housing operating subsidy funds in processing the insured

mortgage, an operating reserve escrow (sometimes referred to as an

Authority Reserve Escrow) is required.  This ORE will provide a

financial cushion which will protect the Owner and FHA in the event

that funding of operating subsidies from HUD to the PHA are cut or

eliminated causing the PHA to be unable to fulfill its contractual

obligations with respect to the public housing units, without a

corresponding change in the requirements related to the operation

and management of the public housing units.

This is above and beyond any initial operating deficit escrow

requirement.  It applies to cuts beyond the average funding level

reflected in the rental analysis, Section VI.K. of this Notice.  The

operating reserve escrow account must be maintained for the life of

the mortgage.

The minimum deposit to the ORE shall be computed as follows:

a.   Calculate the prorata share of annual operating expenses for

the project (line 29 of form HUD-92264) attributable to the

public housing units.

b.   Calculate the anticipated tenant contribution for those units

based on:

(1)  Use the last three years income statements from the PHA,

form HUD-52723, Calculation of Performance Funding

System operating Subsidy, (obtain from public housing

staff in the State/Area) to develop a stabilized average

monthly tenant contribution for each applicable unit

size for the public housing tenants, multiply by 12 to

get an annual figure and then multiply by the number of

units of each size.

(2)  If a Consent Decree or other binding agreement exists

which requires that a specified group of residents

(e.g., prior residents already relocated to other

housing) receive priority for selection and admission to

the project prior to following the approved tenant

selection criteria established for tenants on the

waiting list, the lower of
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the actual incomes and rents of those families with the

right to return or the amount arrived at in (1) above

must be used in estimating the tenant contribution in

the ORE computation.

c.   Subtract the results of Section VI.H.2.b. (tenant

contributions) from the results of Section VI.H.2.a.

(operating expenses) to arrive at the anticipated annual

operating subsidy needs.

d.   Multiply by 3 to arrive at the minimum ORE which must be

deposited and maintained in the account.

e.   The escrowed funds must be under the control of the

mortgagee, deposited at Initial Closing.

f.   Funds may be drawn down in the event the PHA's monthly

operating subsidy payment has not been received by the

Owner by the 10th day of any month.  The owner may

request disbursement in the amount of the shortfall from

the ORE.  Any payments received by the owner after the

10th will be reimbursed to the ORE.

I.   Conversions of Existing Projects: When converting an existing, occupied

project to mixed-income, the soft costs of the conversion must be fully

evaluated in the development process.  These costs, if not anticipated and

reflected in underwriting, can jeopardize project feasibility.  Foremost

are:

1.   Explore the legal rights of existing tenants to remain in place, to

be temporarily or permanently relocated, and future right to return

after rehab/conversion.

2.   Consider the impact of those tenants' rights on project costs and

the revenue stream.

a.   Consider whether the presence of other subsidy sources may

trigger benefits that are not typical in market-rate insured

deals (e.g., Uniform Relocation may apply because of public

housing funding).

b.   What is the funding source for any relocation benefits?
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3.   Consider the projected turnover rate for existing, occupied units

and rent levels when computing the operating deficit escrow

requirements related to the transition period.

a.   When converting an existing, occupied project to mixed-income,

public housing operating subsidies may be available after the

rehab/conversion for only some of the units, or the rehab

costs may increase rents (even after considering grant and

soft loan proceeds) so that they exceed what is affordable for

the existing tenants.

b.   If tenants' leases allow them to remain in place at the lower

rents until lease expiration, the reduced cash flow must be

considered in the conversion expenses and the operating

deficit computations.

J.   Leasing and Project Management issues: Tenant selection and management of

the property are key ingredients to the success of mixed-income housing.

Prudent screening of all tenants (market-rate and rent restricted units)

is essential.  To avoid potential pitfalls, Fair Housing staff should be

closely involved in reviewing tenant selection policies, outreach and

marketing.

1.   The Proposed Management Agent's experience in the operation of

mixed-income housing must be assessed to determine its capacity to

successfully integrate and operate Market-rate and public

housing/restricted units within the same project.

2.   Determine if all applicable requirements for tenant selection of the

public housing units, as well as requirements related to other use

restrictions, (LIHTC, HOME, etc.) are addressed and any conflicts

resolved.  Review the management documents, Affirmative Fair Housing

Marketing Plan, and any contractual documents establishing use

restrictions.

3.   Verify that the Owner's tenant selection plan for the public housing

units in the proposed project complies with the PHA's approved

tenant selection policies.  If there are inconsistencies (e.g., PHA

plan provides for one central waiting list while the Owner proposes

a separate waiting list at the project or Owner proposes to lease to

higher income public housing eligible tenants but PHA has not

adopted income ranges or working status as a local preference) which

impact on calculating the amount of the ORE or the ability to

enforce remedies under the agreement establishing the ORE,
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these must be resolved prior to issuance of a commitment.

Resolution could involve formal adoption by the PHA and approval by

HUD's public housing staff of the project specific policies OR

recomputing the amount of the ORE to reflect the PHA wide policies.

K.   Rental Analysis: When use restrictions are the means for achieving

affordability and controlling rents, the first step in analyzing the

income stream is to review the terms and conditions of ALL applicable use

restrictions submitted with the application.  Use restrictions vary widely

based on the funding sources involved in each proposal, so it is important

not to presume that only LIHTC and public housing restrictions apply

(e.g., if HOME funds or other funding sources apply, there may be

additional restrictions).

1.   When protecting rental income for the public housing set-aside units

on form HUD-92264, the combination of the tenants' contributions

plus public housing operating subsidies will usually equal the

prorata share of operating expenses.  Refer to the terms of the

PHA's agreement to fund operating subsidies to verify this.  The

extent of commitment from the PHA will influence FHA's determination

of income reflected in processing.  Reflect the lesser of the

following as income for the public housing units in Section C of

form HUD-92264:

a.   the prorata share of monthly average operating expenses for

the project as determined by Valuation (exclusive of debt

service) with real estate taxes adjusted to reflect tax

abatement or payment of PILOT if applicable, OR

b.   the prorata share of expenses identified as eligible for

reimbursement by the PHA from operating subsidy funds (as

adjusted for Total Tenant Payment as determined under HUD

requirements) multiplied by the following:

(1)  if the PHA has committed to fully fund all eligible

operating expenses for public housing units determined

under K.l.a. (less Total Tenant Payment) without regard

to the level of operating subsidy funds received from

HUD, use 100 percent. (e.g., the commitment may be to

fully fund these
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public housing units at the expense of such units in

other projects, or to fund shortfalls out of other PHA

revenue sources such as Section 8 Administrative fee

income), OR

(2)  if the PHA has not committed to fully fund eligible

operating expenses for public housing units as

determined under Section K.l.a. (less Total Tenant

Payment), review the level of commitment provided and

adjust the amount of public housing operating subsidy

recognized as income in processing accordingly. (e.g.,

if the PHA commits to allocate to the project only its

prorata share of total operating subsidy received from

HUD, recognize no more than the percentage of eligible

operating subsidies it can realistically anticipate in

the future; using past funding levels and trends as a

guide.)

2.   Notice H95-4 , Subsidy Layering Reviews (SLRS) Implementing

Instructions, issued 1/20/95, contains guidance for estimating

project income when LIHTCs (and the applicable use restrictions) are

combined with HUD mortgage insurance.  Although LIHTCs are not a

precondition for applicability of this Notice, many mixed-income

projects will include LIHTCs and/or other forms of assistance with

similar use restrictions.

a.   HUD 92264-T: The specific guidance in paragraph E.2. (pages

11-13 and Addendum 8 (pages 84-89) of Notice H95-4 as modified

below shall be used by Valuation staff in performing the

rental analysis.  Form HUD-92264-T, contained in Appendix 8 of

Notice H95-4, shall be used to document the restricted rents

for all units with use restrictions established based on the

LIHTC or Tax Exempt Financing formulas.  The rental estimates

for the restricted units entered on line 6 of Form HUD 92264-T

will be the lesser of the calculations on lines 4 and 5 and 90

percent of the rents estimated by market comparison and

entered on line 1 of Form HUD-92264-T.

b.   Tax credits combined with public housing: Where public housing

operating subsidies are provided and those units are also

subject to LIHTC use
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restrictions, the form HUD-92264-T shall be used to document

the maximum rent estimates for those units as well.

3.   When other formulas are used for determining the applicable

restricted rents (e.g., State or local formulas), a similar format

shall be used to document the market rent by comparison for those

units and explain how each restricted rent was calculated, the

number of each unit type, etc.

L.   Vacancy Loss: Appraisers shall assume at least a 10 percent vacancy and

collection loss for all projects.

M.   EXPENSES: Appraisers must be careful not to underestimate necessary

project expenses for mixed-income projects.  Because tenant income may not

increase at the same rate as expenses during the term of the use

restrictions, it is critical that those expenses be projected as

accurately as possible.

1.   Include a reasonable initial expense estimate including an estimate

of any additional management and maintenance expenses mixed-income

projects may experience to attract and retain tenants eligible to

occupy income and/or rent restricted units.

2.   Refer to Paragraph E.l.b. of Notice H95-4 for comments on

anticipating and documenting expenses on the form HUD-92274 expense

analysis for mixed-income projects, especially those with LIHTC-type

use restrictions.

a.   The expense estimate by unit size is an important factor in

determining the minimum rent which must be obtained by unit

size for project feasibility.

b.   If the use restrictions proposed result in rental rates that

are less than 130 percent (including debt service) of the

prorata share of project expenses (or EMAS's recommendation is

to increase the pool of eligible tenants to assure

marketability of the restricted units by lowering the set-a-side rents

to that level), the project may not be economically

feasible.

N.   Review of Contractual Documents: In public housing/HOPE VI projects with

FHA insurance there will be documents which FHA is not a party to which

may include provisions which significantly impact on FHA's underwriting

(e.g., an agreement addressing operating subsidies, operating
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subsidy escrow, disbursements, etc.). In addition, there are documents

which are typically part of an FHA closing which may include language

added to address public housing issues (e.g., ground lease, management

plan, supplemental loan/grant documents, etc.). Many provisions in the

documents will be the result of project specific negotiations and cannot

be anticipated or assumed to be the same as terms and conditions of a deal

done previously in that or another office.

It is very important that all relevant documents be reviewed by FHA

State/Area Office staff prior to execution.  If there are conditions in

those documents which conflict with provisions of the National Housing Act

or FHA regulations, the issues need to be raised early on and resolved.

If there are conditions which conflict with outstanding guidance including

Handbooks, Notices or these guidelines, offices must carefully evaluate

programmatically as well as legally, the need for and effect of any

deviations on the insured mortgage and follow HUD policy regarding

granting (and documentation of) waivers.

O.   Routine processing issues:

1.   Application fees, MIP: no change

2.   Project Numbering: Project numbers assigned to mixed-income

applications will be the same as regular Section 221(d)(4) projects.

A new field will be added to MNS to track these cases.  The

identifier code will be MX.

3.   Servicing, Enforcement: Compliance with use restrictions will be

enforced by the applicable subsidy provider (Public housing, tax

credits, HOME, etc.). Standard servicing, monitoring and enforcement

will apply to mixed-income projects.

4.   Fast Track Processing: Mixed-Income applications may be processed

using expedited Fast Track Processing provided the instructions to

the Mortgagee are modified to reflect the processing guidance

contained in this Notice.  The decision whether to Fast Track is at

the discretion of the HUD Office with jurisdiction.

5.   A Fact Sheet: Summarizing FHA's processing of Mixed-Income housing

combining FHA insurance with public housing or HOPE VI funding is

provided as Attachment 3.
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6.   A HUD prepared environmental review: In accordance with 24 CFR Part

50 is required for all projects, plus a site inspection.

7.   Credit subsidy: Shall be requested by the HUD office in the normal

manner with the mixed-income identifier MX clearly identifying

these as public housing/HOPE VI and FHA insurance projects.

VI. ONGOING GUIDANCE: There are many issues to be considered when FHA mortgage

insurance is combined with public housing and other funding sources to develop

mixed-income housing.  If you have questions, please contact the Existing

Products and Preservation Division at (202)708-0624.  As each new application

involving public housing or HOPE VI funds is processed we gain experience and

skill in underwriting them.  Please contact us to share issues and solutions

that you have worked out locally as well.

ATTACHMENTS:

1 - Preapplication Issues

2 - Market Study Requirements

3 - Fact Sheet

Nicolas P. Retsinas

Assistant Secretary for Housing-

Federal Housing Commissioner
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Preapplication Conference

Issues Related to

FHA insurance with Public Housing/HOPE VI funds

(use to stimulate discussion,

document responses for future use)

INCOME MIX STRATEGY

1. Discuss the market area for the project (i.e. the area from which you expect

to draw tenants, defined by census tracts or other appropriate description),

the target resident profile and how it was determined (e.g. how many

households will be drawn from which income level, families, elderly, single,

etc.).

From data from Owner and/or EMAS complete the median family income for:

a.   the market area, 1990 and current.

b.   rental households for the market area, 1990 and current.

c.   the Metropolitan Statistical Area (MSA), 1990 and current.

For the market area, what are the number of rental households in each of the

following categories as a percent of the median:

less than 30% _____

31 to 50%   _____

51 to 80%   _____

greater than 80%    _____

2.  Discuss the neighborhood in terms of income mix.  Is it stable or changing,

how is it changing?

3. Discuss proposed distribution of units by bedroom size and rents and how the

rents were determined.

4.   Discuss the importance of establishing a target resident profile based on

demand and sound market data to assure project feasibility (e.g., income/rent

levels of households based on market demand, demographics and marketability,

not based solely on availability of funding.)
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5. Discuss how to market a mixed income property to tenants at different income

levels.

6. IF NEW CONSTRUCTION SKIP TO #13, IF REHAB DISCUSS THE FOLLOWING:  Discuss the

income levels of families in occupancy.  What is the current resident profile

(family size, elderly, student, single head of household, etc.)?

7.   Discuss any anticipated change in the resident profile.

8.  Discuss how the income mix transition will occur, or whether it has already

begun.

9.  Discuss the current occupancy rate, whether the project has experienced any

significant changes in occupancy level, and if so, the cause of the change.

10.  Discuss any permanent displacement or temporary relocation of residents,

displacement and relocation plans, the costs of implementation and sources of

funds for relocation.  Explain the need for realistic cost estimates.

11.If current residents have been surveyed regarding the proposed changes to

the property, discuss their concerns and what role they will play in the

conversion.

12.  If there has been an active resident organization at the property discuss

their activities and involvement in property operations.and the planned

conversion.
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DESIGN

13. Discuss how the design of the project takes into account the character and

needs of the surrounding neighborhood and whether it will enhance property

values.

14. Discuss specific steps that have been made to coordinate with neighborhood

groups.  If there is a community plan, is the project consistent with it?

Discuss the importance of listening to and considering objections from the

community, surrounding property Owners, or residents.  Discuss efforts to

resolve objections.

15. Discuss how the project is designed to be attractive and marketable to

residents of all targeted income levels.  Discuss the need for public housing,

rent restricted and market rate units to be fully integrated throughout the

site.

16.  Discuss how the project compares with neighborhood norms and comparable

market rate projects in terms of design amenities and quality of construction.

AMENITIES

17.  Discuss the need for private open spaces to be provided in the project

(e.g., patios, porches, small yards).

18.  Discuss the need for play areas for children.

19.  Discuss any community space, community centers, day care, educational

centers, etc. in the existing neighborhood.
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20.  Discuss the availability of services to residents at all income levels and

the adequacy of the services.  Discuss the need for those resident services

planned for the project.

SAFETY

21.  Discuss how the project will impact the flow of traffic within the

neighborhood.

22. Discuss how project design and traffic flow into and around the site should

support security and defensible space.

23. Discuss neighborhood wide efforts to deter drug activity and how the project

will participate in these efforts.

MANAGEMENT AND LEASING ISSUES

24.  Discuss the option to self manage or hire a management firm.

25. Discuss the management firm's experience with mixed-income housing.  If no

such experience exists, discuss how other experiences have prepared the

company for managing a mixed-income community.

26.  Discuss the benefits to the project when the owner and management agent

personally check out the market comparables for the proposed project and plan

how the project will compete for residents.
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ADDITIONAL DISCUSSION POINTS

27.  Discuss the benefits of ongoing tenant involvement through resident

organizations.

28.  Discuss the additional management responsibilities of an insured project

with public housing units as well as other restricted units and relate to the

importance of selecting an experienced management agent.

29.  Discuss with the Owner the need to address the following issues in the

management documents:

a.   separate resident selection criteria for public housing and other units,

b.   project specific public housing waiting lists, if applicable,

c.   adoption of local public housing preferences in tenant selection

(working families, by income range, students, etc.), if applicable,

d.   income and rent restrictions and requirements for public housing and

other units (including tax credit units, HOME, market rate, etc.),

e.   strong, even-handed enforcement of lease provisions including rent

collection policies.

30.  Discuss issues relating to creating a mixed-income project in the

neighborhood (are prejudice, crime, surrounding properties' influence

problems?).  If the project is a rehab specifically address issues relating

to the existing project such as the previous reputation of the project,

stigmas, accomplishing the conversion while assuring adequate protection to

existing tenants, etc.

31.  Discuss the importance of performing periodic market surveys in being able

to effectively market a project.
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MARKET STUDY REQUIREMENTS

OVERVIEW:

A professional market study will include both a housing market analysis and a

project marketability assessment which reinforce and support each other.

1.   A market analysis supplies findings and conclusions concerning demand for

additional housing in the market under consideration, based on a comprehensive

review of market forces and trends.  It encompasses forecasts of the economy,

employment, incomes, population, household growth and market and submarket

estimates of current and forecast housing demand and supply.

2.   A project marketability analysis is a narrowly defined assessment of an

individual project in terms of its competitive position relative to comparable

new construction and existing projects.  It also assesses the project's

potential to capture the required portion of net effective demand estimated by

the market analysis, taking into consideration rents, amenities and location.

SPECIFICS FOR MARKET STUDY OF MIXED-INCOME PROPOSAL:

The market study submitted must provide a concise account of the current and

anticipated levels of supply and demand for MF rental units within a specific

geographical area with particular emphasis on the impact of market conditions

on the subject proposal.  It must address, at a minimum, the following:

1. Consider the market conditions and demand for housing at each distinct income

level/rent range separately.  Provide information on:

a.   the current supply/demand conditions in units with rents at or below

those proposed;

b.   qualitative market strength of the proposed units relative to other

options available to the income-eligible households, taking into account

amenities and location;

c.   potential depth of the market of income eligible households in

comparison to the number of units proposed and how determined.
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2.   Determine the extent of demand at the proposed rents and if necessary

recommend the lower rent levels necessary to broaden the market band

sufficiently to attract the potential tenants needed to ensure market

feasibility.

3. Current estimates of renter household incomes; including a discussion of the

income ranges of renters expected to comprise the markets for the market-rate

and the rent-restricted units and the rent-to-income ratios typical of the

households at the different income ranges.

4.  Comprehensive assessment of the current condition of, and recent trends in,

the overall rental market and within each income segment of the market

represented in the proposed project, i.e, upper end, market-rate, moderate

income, low income, very low income.  The assessment should include:

a.   Summary conclusion of the current market condition soft, balanced,

tight, and direction in which the market is moving.

b.   Estimate of the current vacancy rate in the entire rental market and an

analysis of the trend in vacancy rates since the 1990 Census; including

a discussion of any significant changes in the rate during the period

and the relation to housing production and household growth.

c.   Absorption experience of recently completed projects and recent

occupancy experience in existing comparable and competitive projects in

the market area.  Extent of rent concessions and other incentives in

projects in initial rent-up.

d.   Discussion of recent trends in rents overall and the current gross rents

for comparable and competitive units at each market band; including

whether current rents are understated due to concessions or similar

discounts.
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FHA MIXED-INCOME HOUSING

COMBINING FHA INSURANCE WITH

PUBLIC HOUSING/HOPE VI FUNDS

FACT SHEET

The trend for years has been toward targeting of assistance to the most needy

and resulted in creation of critical masses of poverty which accelerated crime,

physical decay and economic disintegration of individual projects and their

neighborhoods.  The intentional mixing of incomes (and working status) of

residents, if done with care, will strengthen neighborhoods and individual

projects.

Mixed-income housing should only be done after careful consideration of the

market and economics of each proposal.  These guidelines reflect FHA's effort

to prudently foster mixed-income housing when combining FHA mortgage insurance

with public housing or HOPE VI funds.

FHA GOALS:

1. Strengthen neighborhoods and projects by providing FHA mortgage insurance for

the development of new mixed-income properties or rehab and conversion of

housing to mixed-income.

2.   Demonstrate enhanced long term viability of mixed-income properties over

traditional fully-subsidized properties.

3.   Develop and set standards for underwriting of mixed-income properties by

private sector lenders.

PRODUCT:

FHA's mixed-income housing guidelines are mandatory for ALL applications for FHA

mortgage insurance involving public housing or HOPE VI funds.  Applications may

be processed for new construction or substantial rehabilitation of existing

projects under Section 220 or 221(d)(4) of the National Housing Act as revised.

These projects target occupancy by residents with a broad range of incomes

through adoption of income and rent restrictions which limit eligibility and

reduce cash flow available to service the FHA insured loan.  Recognizing that

the most significant factor that determines the success or failure of mixed-

income housing is the project's marketability; and that a project's design,

demographics and management directly influence that marketability, FHA's mixed-

income guidelines focus on those areas.
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SUMMARY OF CHANGES FROM BASIC PROCESSING:

o   Require market oriented project design, amenities and management.

o   Require that tenants' income levels be indistinguishable by virtue of unit

type, location or amenities provided.

o   Additional questions to be raised at Preapplication conference.

o   Recommend submission of an arms length market study which supports the

economics and marketability of the proposed mix.

o   Require use of at least a 10% vacancy and collection loss estimate.

o   Guidance provided for rental income to be reflected in processing for the

public housing units.

o   For Tax Credit units, rents will be established at the lower of the formula

rent or 90% of the market rent by comparison or the prorata share of public

housing operating expenses (if applicable).

o   No consideration of Section 8 type assistance in underwriting.

o   Up front grants and loans treated as set forth in handbook 4470.1 REV-2,

Chapter 16.

o   In order to consider public housing operating subsidies in processing, must

have a contractual agreement approved by HUD (FHA).  An operating reserve

escrow account must be established at closing and maintained for the life of

the mortgage for the public housing units.

o  FHA staff must review all documents (including public housing type documents)

for impact on FHA insurance.

