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I.	GENERAL.



This Notice gives additional guidance to owners, management agents, contract administrators and HUD staff on two important initiatives: the Mark-Up-To-Market Nonprofit Transfers and the Budget-Based Rent Increase for Capital Repairs by Nonprofit Owners.  Throughout this Notice the two initiatives will be referred to as the Transfer Program and Capital Needs Program respectively.  These programs were introduced in Housing Notice H 99-36, dated 12/29/99, titled Project-Based Section 8 contracts Expiring in Fiscal Year 2000.  The instructions detailed in this Notice supersede the original ones provided in H99-36.



This Notice, as with its predecessor, is in the nature of guidelines.  One of the objectives of these Notices is for the Department to obtain practical case-by-case experience processing these types of transactions before promulgating, by regulation, requirements that are not applicable to all transactions.  For the Department to determine what adjustments may need to be made to these guidelines for more effective administration of these procedures, any processing variance from these must be sent to Headquarters, Attn:  Office of Housing Assistance and Grant Administration.



A.	Under the Transfer Program, HUD will use its discretionary authority to mark rents up to market to facilitate a change in ownership from a for-profit owner or limited-dividend owner to a nonprofit; or from one nonprofit owner to another nonprofit owner.  The current and prospective owners may not be affiliated entities.



B.	Under the Capital Needs Program, HUD will permit a Section 8 budget-based rent increase for nonprofit projects to perform capital improvements that will maintain the financial and long-term physical viability of the project when current rents are not sufficient.



C.	Both initiatives share a number of characteristics.  For example:



Rent increases are capped at the lesser of comparable market rents or 150 % of the Fair Market Rent (FMR), less the interest rate subsidy adjustment factor (IRP), if applicable;

Requirement of a use agreement (Appendix 2);

The description of an eligible property;

The minimum term of the Section 8 contract is five years; and

The Section 524(a) Contract form is used.







II.	APPLICABILITY.



A.	This Notice applies to most multifamily housing projects with Section 8 contracts that expire in FY 2000 and beyond and meet the eligibility requirements stated below.



B.	This Notice does not apply to Section 8 Moderate Rehabilitation projects administered by the Office of Public and Indian Housing and Section 8 Moderate Rehabilitation Single Room Occupancy Projects administered by the Office of Community Planning and Development.





III.	Nonprofit Owner.



An acceptable nonprofit owner is defined as:



A.	Organized under State non-profit laws.



B.	Financially solvent with no open or unresolved audit findings or findings from analyses of the audited annual financial statements.



C.	Having managerial experience in owning and/or operating multifamily projects or significant activities related to the provision of decent housing that is affordable to very low, low, and moderate income families.



D.	Having a tax exemption ruling from the Internal Revenue Service under Section 501(c) of the Internal Revenue Code of 1986.



1.	If the nonprofit is in the process of applying for the tax exemption ruling, the entity is eligible for either program.  However, increased rents will be withheld until the entity provides HUD with evidence that the tax exempt ruling has been issued.



Exceptions to the 501(c)(3) status requirement are as follows:



Any project where the nonprofit owner was not previously required to have a 501(c)(3) rating from the IRS to participate in HUD programs.



Limited-Equity Cooperative entities that are not 501(c)(3) eligible.



E.	Having ties to the community.  National or regional nonprofit organizations that are not active in the community may meet this requirement by:



1.	Entering into a joint venture with a local nonprofit organization; or



2.	Obtaining the support of a majority of the residents living in the project.



F.	Documenting a resolution from the organization’s Board of Directors that authorizes the additional debt to be incurred to purchase and/or rehabilitate the project.

NOTE: Parts C and E above specifically apply to the   Transfer Program.





IV.	Nonprofit controlled LIMITED PARTNERSHIP.



A nonprofit owner may be a nonprofit-controlled limited partnership formed to obtain tax credits and raise capital through the sale of the tax credits.



A nonprofit-controlled limited partnership (existing owners or purchasers) may proceed under the regular Mark-Up-To-Market program, as applicable in Notice H99-36.  However, in cases where the project does not meet the established Mark-Up-To-Market eligibility requirements, these owners may elect to participate in the programs outlined in this Notice.



C.	If the nonprofit-controlled limited partnership applies for mortgage insurance, the Project Manager shall process as a for-profit mortgagor entity.



1.	The entity will be regulated by the terms and conditions of the regulatory agreement applicable to a profit-motivated entity including the distribution of surplus cash.



2.	The entity is subject to the mortgage limitations applicable to a profit-motivated mortgagor.



3.	If the nonprofit provides evidence that it has obtained exemption from real estate taxes, refer to instructions in paragraph 3-6.E. of HUD Handbook 4470.1.



4.	Form HUD-3433, Request for Preliminary Determination of Eligibility as Nonprofit Sponsor and/or Mortgagor, is not required.





V.	Eligible Project.



A.	Most of the eligibility restrictions in the Mark-Up-To-Market Program involving for-profit owners do not apply in these programs. For example, the project may have:



1.	Comparable Market Rents below 110% of the FMR potential.



2.	A low and moderate income use restriction that cannot be eliminated by unilateral action by the owner.



Examples include properties with:



A Rent Supplement Contract;

Flexible Subsidy Grant or Loan;

Low Income Housing Tax Credits; or

An approved Preservation Plan of Action.



B.	The following eligibility restrictions apply:



1.	The Capital Needs Program requires that the project have a physical inspection performed using the Uniform Physical Condition Standard [24 CFR Part 5] by the REAC with a score of greater than 30.  This is not a requirement for the Transfer program.



2.	The new Section 8 contract rents may not exceed the lesser of comparable market rents, based on a rent comparability study (RCS) or 150% of the FMR.  If the property has a subsidized mortgage, both the comparable market rents and the 150% of the FMR cap must be adjusted by the interest rate subsidy adjustment factor.



NOTE:  Comparable market rents are post-rehabilitation rents where rehabilitation is scheduled.



3.	Regarding the Capital Needs Program, the nonprofit owner must be:



a.	In good standing and not subject to administrative sanctions (i.e., debarment suspension, unresolved adverse audit findings or has failed to correct material violations of HUD rules).



b.	In compliance with the terms of the Regulatory Agreement, Note, and Mortgage. 



c.	Current in debt service and all payments, including the Reserve Fund for Replacement (or current under a workout agreement).



Note:  Current owners that are subject to administrative sanctions, or otherwise violate the terms above may participate in the Transfer Program.  Such owners may not receive funds from the transaction until all costs associated with bringing the project to an acceptable standard are covered.





VI.	Criteria for Participation.



The nonprofit owner must agree to accept:



A.	A 20-year recorded Use Agreement requiring the current and future owners to accept any Section 8 contract offered by the Department for the next 20 years.



Note:  If the project has an existing Use Agreement:  



The term must be extended for an additional 20 years.  For example, if the current Use Agreement ends in 2010 the term will be extended to 2030.



There are various conditions imposed by the use agreement, therefore the existing Use Agreement may have to be modified to include the conditions imposed by the sample Use Agreement found in Attachment 2.



B.	Renewal of the Section 8 contract.



1.	The existing Section 524 Contract(s) may be terminated early in order to take advantage of these programs.



2.	Owners must combine multiple contracts or stages.  The only exception to combining contracts is in cases where a project has both pre- and post-October 1, 1981 contracts.  Due to conflicting income eligibility requirements for these two categories of contracts, it is not practical at this time to allow owners to combine a pre-October 1981 contract or stage with a post-October 1981 contract or stage.



3.	The nonprofit owner will enter into a five or 20-year Section 8 Contract, subject to annual appropriations.

	 

a.	The rents will be adjusted annually by the published Operating Cost Adjustment Factor (OCAF).  



b.	HUD will not approve budget-based increases if the proposed rents would be above the OCAF-adjusted comparable market rents during the five-year life cycle of the RCS.





VII.	UNASSISTED UNITS IN THE PROJECT.



While providing an opportunity for rent increases for nonprofit owners, the Department wants to ensure that low and moderate income tenants who do not receive Section 8 assistance but live in affordable units that have some other form of HUD subsidy are not adversely affected.  Therefore, rent increases for such units are restricted.  These are tenants who pay less than the market rent, including Rent Supplement, RAP, BMIR, and those paying above basic rent, but less than market rent, in 236 properties (refer to Occupancy Handbook, Chapter 3).



A.	For the Transfer Program, tenants living in these non-Section 8 units will not have their rents increased as a result of the transaction.



B.	For the Capital Needs Program, tenants living in these non-Section 8 units may have their rents increased by up to 10 percent as a result of the transaction. 



NOTE:  Owners who raise these rents are reminded that they must comply with the notification requirements in 24 CFR 245.



C.	Restrictions on rent increase for the non-Section 8 units do not apply for budget-based rent increases that are approved for regular operating expenses.  Prior to requesting a budget-based rent increase owners should take into serious consideration the affect that a combined rent increase (for capital repairs in addition to regular operating expenses) would have on the non-Section 8 residents.





VIII.	TIMING OF RENT INCREASES.



A.	The owner must submit a RCS, with the request for renewal of the Section 8 Contract.



1.	The RCS has a life-cycle of five years. 



2.	HUD will adjust the RCS annually by the published OCAF.  The owner may submit a new RCS during the five-year life cycle if s/he believes that the market rents have changed significantly. .  



NOTE:  The cost of an RCS may only be charged to the project when the study is required by HUD.



B.	The owner submits:



1.	For the Transfer Program, a letter of intent to sell the project to an eligible nonprofit.



2.	For the Capital Needs Program, a budget-based rent increase request to address the physical needs of the project, including a description of the proposed rehabilitation.  If applicable, this rehabilitation must be in compliance with HUD’s environmental regulations at 24 CFR Part 50.  The Department does not foresee many of the proposals triggering the need for an environmental review.



C.	Upon receiving the owner’s submission, the Project Manager (PM):



1.	Checks the owner’s RCS for completeness and timeliness.



2.	If applicable, ensures that the proposed rehabilitation for the Capital Needs Program is in compliance with the applicable sections of HUD’s environmental regulations at 24 CFR Part 50 prior to any approval or commitments and before work can proceed for any project requiring rehabilitation or substantial rehabilitation.

    

3.	Verifies that the current and prospective owners for the Transfer Program are not affiliated entities.  Affiliated entities means entities that the field office determines to be related to each other in such a manner that it is appropriate to treat them as a single entity.  Such a relationship includes any identity of interest among such entities or their principals and the use by any otherwise unaffiliated entities of an owner that have any identity of interest themselves or their principals.  An identity of interest includes, but is not limited to, any situation in which any officer, director, board member, partner, authorized agent, or principal (“interested party”) of one entity holds the same or a similar position with the other entity; or where a relative of an interested party, including wife, mother, father, child, brother or sister, including such  relationships created by law, holds the same or similar relationship in the other entity.



4.	Immediately orders a HUD comparability study.



a.	HUD will hire an independent third-party appraiser through its Contracting Officer.



b.	Upon receipt of the third-party RCS:



1)	The PM checks the third-party RCS for completeness and timeliness.



2)	The PM, or another HUD qualified staff, performs a substantive review of the third-party RCS.



D.	Differences in Comparability Studies.



In cases where an owner’s RCS differs from HUD’s RCS, there is no appeal process nor are negotiations permitted.  Differences will be resolved based on instructions contained in Notice H99-36, Attachment 4B, Section VI.



E.	The PM will use Real Estate Management System (REMS) for:



1.	Comparing the owner’s and HUD’s comparability studies.



2.	Determining the Final Comparable Market Rents. 



3.	Determining final eligibility.



F.	Effective Date of the New Rents.



The PM will notify the owner of the maximum new rent levels, however;



1.	For the Transfer Program, the finalized new rents will not be effective until the transfer is approved.



2.	For the Capital Needs Program:



a.	For modest repair or rehabilitation, the finalized new rents will not be available until the Project Capital Needs Assessment is done and financing is approved.



b.	For substantial rehabilitation with a construction loan, the final rents will not be available until all the work is completed and accepted.  In this case, HUD will enter into an Agreement to Enter Into Housing Assistance Payment Contract, including the Addendum to Agreement to Enter into Housing Assistance Payments Contract, Attachment 3, when the financing is approved.





IX.	Cap on Market Rents.



A.	Rents are capped at the lesser of comparable market rents or 150% of the FMR, less interest subsidy adjustment factor if applicable, to limit rent increases to a reasonable level.



B.	Waiving the Cap.



1.	A nonprofit owner may request a waiver to exceed the 150% FMR cap, but may never exceed comparable market rents.  HUD will consider these requests on a case-by-case basis if the project meets at least one of the following criteria.



a.	A high percentage of the residents are a particularly vulnerable population, demonstrated by more than 50% of the units being rented to elderly, disabled, or large families. 



b.	Located in a low-vacancy area where there is a lack of comparable rental housing and tenant-based vouchers would be difficult to use.



c.	A high priority for the local community as demonstrated by a minimum 25% contribution of State or local funds to the property.  This match requirement is calculated by multiplying the increased distribution or rent increase allowed under this Notice by 20 years to reach the HUD contribution and then dividing by four (4) to reach 25% of the HUD funds.



The Hub with jurisdiction must submit the waiver request, along with their recommendation and supporting evidence to Headquarters, Attn: Director, Office of Asset Management, HTG.





HUD MORTGAGE INSURANCE PROGRAMS



Owners are encouraged to consider utilizing the Department’s insured loan programs that are available to facilitate the Transfer and Capital Repairs Programs.  These programs include 241(a), 223(f) and 221(d).



XI.	Secondary Financing Used with a hud insured project.



Field Offices must approve the use of secondary financing in cases involving an FHA loan.  Project Managers are reminded to insure that Davis-Bacon provisions are included when an owner seeks new FHA mortgage insurance under a program that is subject to Davis-Bacon wage rates.



1.	The secondary financing is represented by a promissory note, Form FHA-1710 or 2223, as appropriate.  This note shall not be altered in any manner.



2.	The amount of the secondary financing cannot exceed the difference between the HUD insured mortgage and the HUD Fair Market Value of the project.  This requirement may be further limited if the first lien is refinanced under one of the Department’s mortgage insurance programs like Section 223(f).  The loan(s) may be made by:



a.	A Federal, State or local government agency or instrumentality; or



b.	Other entities or natural persons (either alone or in combination).



3.	When the financing vehicle for the secondary financing is provided by a Federal, State or local government agency or instrumentality the amount of the loan cannot exceed the difference between the HUD insured mortgage and the HUD Fair Market Value of the project.  However, no other form of secondary financing may be used.  Examples of acceptable financing vehicles are 501(c)(3) tax exempt bonds issued by nonprofit organizations and the more common forms of tax exempt financing.



4.	Repayment of the secondary financing including interest, is geared solely to the availability of surplus cash or residual receipts.  Include the following language in the Note:



"So long as the Secretary of Housing and Urban Development or his/her successors or assigns, are the insurers or holders of the first mortgage on (insert project name and FHA Project No.), payments due under this Note shall be payable only from surplus cash (or residual receipts) of said project, as the term surplus cash (or residual receipts) is defined in the Regulatory Agreement dated (insert date) between HUD and (insert name of mortgagor).  The restriction on payment imposed by this paragraph shall not excuse any default caused by the failure of the maker to pay the indebtedness evidenced by this Note."



B.	The mortgagor may secure a promissory note with an inferior lien against the property under the following conditions:



1.	The mortgagee of the first mortgage must consent to the placing of the inferior lien and agree that its existence does not constitute a basis for default on the first mortgage.



2.	There must be a simultaneous closing and same day recordation of the secondary financing documents and the insured first mortgage loan documents, if applicable.



3.	The terms of the second mortgage are: 



a.	Approved by the Area Counsel.



b.	Consistent with the terms of the promissory note, the first mortgage, the Regulatory Agreement and all HUD regulations and requirements.



c.	The second mortgage shall not contain a cross default provision or any right of foreclosure before the termination of the HUD mortgage insurance, if applicable.



d.	The term of the second mortgage may be extended, if:



1)	The note matures, there are no surplus cash funds or residual receipts available for repayment, and the first mortgage has not been repaid in full.



2)	HUD grants a deferment of amortization or forbearance that results in an extended maturity of the insured mortgage.



e.	The second mortgage is assumable when a sale or transfer of physical assets occurs and the mortgage insurance remains in place.



1)	The holder of the second mortgage cannot require that more than 70 percent of the net proceeds of the sale or transfer be applied to the reduction of the loan.



2)	For these instructions, net proceeds are the funds available to the original mortgagor after:



Correcting any monetary or covenant default on the first mortgage.  



b)	Making required contributions to any reserve funds.



c)	Completing needed improvements to the property as evidenced by HUD's annual inspection reports.



f.	The second mortgage automatically terminates if HUD acquires title to the project by a deed in lieu of foreclosure.



g.	Only 50 percent of surplus cash or residual receipts can be pledged to the repayment of the secondary loan(s).  However, at the owner’s option additional payments may be made from time to time.





XII.	TRANSFER OF PHYSICAL ASSETS (TPA) FOR MARK-UP-TO-MARKET NONPROFIT TRANSACTIONS.



A.	Follow outstanding TPA instructions.



B.	To encourage nonprofit transfers, HUD will waive the transfer fee.





XIII.	BUDGET-BASED RENT INCREASE FOR CAPITAL NEEDS.



One of HUD’s primary concerns is the long-term preservation of affordable housing.  Many nonprofit-owned projects are in need of recapitalization to perform repairs that will preserve them for the long-term as affordable housing.



A.	This option is an addition to existing policy on budget-based rent increases and does not replace any existing options for owners.  Both for-profit and nonprofit owners continue to be eligible for budget-based increases for standard operating expenses found in Chapter 7 of HUD Handbook 4350.1.  For example, any nonprofit owner may renew under Option Two in Notice H99-36 with a regular budget-based increase request for increased replacement reserve contributions attributable to the Section 8 units in the property. 



B.	A Section 8 contract rent increase may be approved for the following:



1.	Capital needs (e.g., lead-based paint, energy efficient developments, repairs, etc.) including debt financing.



2.	Recapitalize the replacement reserve escrow.



3.	Providing a 6 percent return on initial equity as computed on Form HUD-2580, Maximum Insurable Mortgage, limited to those activities that carry out the entity’s nonprofit purpose.



Note:  In cases where a higher return and higher base was authorized, some Preservation Use Agreements, for example, use the higher percentage.



C.	For a Section 8 contract rent increase request for capital repairs to be approved, the nonprofit owner must provide:



1.	The proposed Budget.



2.	A PCNA (or CNA), as discussed in Section XIV below.



3.	A financing plan for funding the repair, replacement, and major maintenance needs of the project.  As part of the plan, 



Nonprofit owners, as defined in Section III above, are encouraged to contribute as much as they are able towards the capital repairs effort.



Nonprofit-controlled limited partnerships, as defined in Section IV above, must raise at least 10 percent of the estimated repair costs from other than project funds.  The 10 percent requirement:



1)	Applies to the estimated cost of critical, health and safety, repairs and non-critical repairs to be completed within one year.



2)	Does not apply to monthly deposits to the replacement reserve account to pay for other future repairs.



4.	An estimate of the initial deposit to the replacement reserve, if any, and the estimated monthly deposit to the replacement reserve for the next 10 years.  In the tenth year the estimated monthly deposit will be recomputed to make sure it meets the project’s estimated needs.



Davis-Bacon prevailing wage rate requirements apply under the Capital Needs Program where the owner seeks new FHA mortgage insurance under a program that is subject to Davis-Bacon wage rates.  Where Davis Bacon requirements apply, Form HUD 2554 or successor form shall be utilized.  Performance of rehabilitation under an Agreement to Enter into a Housing Assistance payments Contract (AHAP) involving renewal of a Section 8 contract along with conventional financing does not trigger application of Davis-Bacon requirements.



The debt-service for the capital repair loan, including reasonable debt-service coverage, may be included in the budget.



To the extent that funds are available to pay the 6 percent return, this distribution may be available on an annual basis.  Distributions may only be taken after all project expenses have been paid, all reserve requirements have been met, and as long as the project meets minimum Uniform Physical Condition Standards.  Owners are required to sign a Certification of Conformance included in the surplus cash documents. 





XIV.	Project Needs Assessment and Increased Deposits to the Replacement reserve Account.



Under the Capital Needs Program the owner is responsible for providing the following required information.



A.	If the transaction includes new debt, the owner  must submit a Project Capital Needs Assessment (PCNA) prepared in accordance with Attachment 1.



1.	A Physical Inspection Report (PIR) containing detailed information about:



a.	The condition of the Project.



b.	Identification of the Project’s immediate repair needs and expected repair, replacement, and major maintenance needs over a specified time period, such as ten years.



c.	An estimated cost, adjusted for inflation, to complete the needs identified.



2.	A Statement of Resources and Needs which discusses:



a.	The Mortgagee’s review of and possible adjustment to the PIR.



b.	All critical repairs which must be completed before initial/final endorsement and the associated cost of doing the work.



c.	Non-critical repairs to be completed after final endorsement and the associated cost to be escrowed.



d.	Recommendations to HUD regarding:



1)	The amount of the initial and monthly deposits to the replacement reserve.



2)	How the monthly deposit to the replacement reserve will be funded and its impact on the long-term viability of the project.  This should detail the level monthly payment and a monthly payment that increases over time.



B.	If the transaction does not include new debt, the nonprofit owner assumes the role of the Mortgagee and obtains the PCNA discussed in Section A above.



C.	HUD staff should review the additional application exhibits.  If the material and recommendations are found acceptable, HUD may incorporate them, in part or whole, into HUD’s underwriting determinations for a rent increase.



D.	Those projects that are legally required to submit Comprehensive Needs Assessment (CNA), as detailed in Notice 97-02 and extended by 99-35, may submit a current CNA in lieu of a PCNA.  The CNA must have been updated or resubmitted within the previous 12 months.





XV.	WAIVERS OF ORIGINAL LIMITATIONS ON DISTRIBUTIONS.



Waiver Requests.  



Nonprofit entities are not allowed to distribute profit to individuals or entities comprised of the nonprofit owner, or to others; nor by regulation (24 CFR 880.205, 881.205, 883.306 and 24 CFR 236.10) are nonprofit owners allowed to receive distributions from the project.  To receive the 6 percent distribution discussed in this Notice for both the Transfer Program and the Capital Needs Program, the nonprofit owner must request a wavier of the regulations prohibiting such distributions from the Assistance Secretary for Housing-Federal Housing Commissioner.  Waivers will be granted on a case-by-case basis.  Requests may be submitted to Headquarters, to the attention of the Director of the Office of Asset Management.



B.	Purpose of Waivers.



The purpose of the waiver is to provide a permissible distribution through increased rents and Section 8 assistance and to induce the nonprofit owner to participate or to continue participation in the project-based program.  In the waiver request, the owner must establish good cause through a discussion of the reasons that the distribution will cause the nonprofit owner to participate in the Section 8 program and how the funds will be used.  These funds may be retained for non-project use for those nonprofit purposes established in the organization’s articles of incorporation, charter, etc. or pledged to the repayment of surplus cash or residual receipts notes given in favor of secondary financing.



C.	Establishing “good cause.”



Good cause may be established by demonstrating how the owner will utilize the 6 percent distribution to further their nonprofit mission and how their mission would benefit the tenants in the property or HUD (increasing neighborhood services, developing more affordable housing, for example).  Nonprofit owners may also discuss the need for the distribution to go towards operating costs in order to maintain competitiveness in the local affordable housing market.



D.	Individual Waivers.



The waiver is a one-time waiver provided for an individual project and is designed to further the preservation of the low-income housing stock.  The Department is preparing a proposed regulation change to authorize a distribution to nonprofit owners.  Until such a time that the regulations are changed, each waiver must be granted on an individual basis.



The limited waiver will apply to regulatory provisions at:



24 CFR 880.205(a), and 883.306(a), which prohibit nonprofit owners from taking a distribution of project funds.



24 CFR 236.10(a), which defines nonprofit owners as organized other than the making of profit or gain.





XVI. FURTHER INFORMATION.



Copies of the Regulations, Notices and Handbooks referred to in this Notice are available on HUDCLIPS, www.hudclips.org.



The Section 8 Mailbox and a list of Renewal Help Desk Staff may be accessed from the Multifamily Business Page:  http://www.hud.gov/fha/mfh/fhamfbus.html









The requirements outlined in this Notice may not be waived by Hub or Program Center Directors.















_________________________________

William C. Apgar

Assistant Secretary for Housing-

Federal Housing Commissioner
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