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�I.	PURPOSE.



This Notice supersedes Notice H 99-06, and clarifies and standardizes guidance for borrowers and Multifamily Hub/Program Center (Hub/PC) staff on prepayment of Section 202 or 202/Section 8 direct loans. It also includes underwriting guidelines where the borrower is proposing to use FHA Mortgage Insurance to refinance the Section 202 direct loan. 



II.	AUTHORITY.



Authority for the prepayment of a Section 202 or 202/8 direct loan is provided by Section 202(j)(1) of the Housing Act of 1959, as amended, and 24 CFR 891.530.  Authority for refinancing using FHA Mortgage Insurance is provided in the National Housing Act (NHA), as amended.



III.	GENERAL INFORMATION/BACKGROUND.



There is no requirement that a Nonprofit Owner’s refinancing plan for a Section 202 or 202/8 direct loan include FHA mortgage insurance.  Direct loans may be refinanced using either conventional financing or FHA multifamily mortgage insurance.



Nonprofit Owners and their financial advisors need to understand that when a direct loan is refinanced using FHA mortgage insurance, the project:



May lose its exemption from restructuring under the Multifamily Assisted Housing Reform and Affordability Act of 1997 (MAHRA);and



Could be eligible for mortgage restructuring in the future if their Section 8 contract rents exceed comparable market rents.



IV.	ELIGIBILITY.



There are two types of prepayments:



A.	Prepayments which do not require HUD’s approval.



Section 202 projects approved during approximately 1977 to 1981 have a mortgage note that permits the prepayment.  Typically, the mortgage note, Form FHA-3432-EH (6/76) contains language similar to the following: 



"Privilege is reserved to pay the debt in whole or an amount equal to one or more monthly payments on principal next due, on the first day of any month prior to maturity, upon at least thirty (30) days prior written notice to the Payee."



2.	The Nonprofit Owner can pay off its 202 mortgage upon a 30-day written notice submitted to the Hub/PC and the residents.



B.	Prepayments which require HUD’s approval.



1.	This involves any prepayment request where the Note does not explicitly grant a right to prepay the loan.



The Office of Asset Management in Headquarters    must approve the request.



V.	Project-Based Section 8 Contract ISSUES.



A.	At the time of prepayment, the existing project-based Section 8 contract rents will not be modified.



B.	Renewal of a project-based Section 8 contract follows Section 8 renewal policies in effect at the time of contract expiration.  Under current Section 8 policy, if contract renewal occurs during or after prepayment and the project is refinanced:



1.	Without FHA mortgage insurance, the project may elect to be treated as an exception project.



a.	At initial renewal the rents will be the lower of the current rent as adjusted by operating cost adjustment factor (OCAF) or a budget based rent.



b.	At subsequent renewal:,



1)	The rents are adjusted by an OCAF or



2)	The Nonprofit Owner may request a budget-based rent increase.



2.	With FHA mortgage insurance, the project is no longer treated as an exception project.



a.	If the rents are above comparable market rents, the project is referred to OMHAR and rents must be reduced to market.



b.	If the rents are at or below comparable market rents, the rent may be adjusted by an OCAF or the Nonprofit Owner may request a budget-based rent increase.  Under certain circumstances, the Nonprofit Owner may also be eligible for the Mark-Up-to-Market option.



VI.	residual receipts and Replacement Reserves Accounts.



A.	Disposition of residual receipts and replacement reserves accounts are governed by the terms of the project’s Regulatory Agreement or the Section 8 Housing Assistance Payment (HAP) Contract and Section 8 regulations.



1.	When the accounts are governed by the Regulatory Agreement and the Section 8 HAP Contract is silent on the matter, the residual receipts and/or the replacement reserve belong to the project.  The owner gains control of the accounts when the project is prepaid.  However, owners will be expected by HUD to use reserve funds on hand at the time of prepayment notification to address any deferred maintenance and expenses or capital replacements at the project, in accordance with intended purpose of these funds as provided for in the Regulatory Agreement.



2.	When the accounts are governed by the Section 8 HAP Contract, HUD retains control and disposition authority over the funds.



B.	If the Regulatory Agreement and the Section 8 HAP Contract are silent on the residual receipts and/or the replacement reserve and a Nonprofit Owner either needs HUD’s permission to prepay its direct loan or uses FHA mortgage insurance to refinance its direct loan:



1.	All reserves for replacement and residual receipts must remain with the project.



2.	The reserves for replacement or residual receipts may only be used for repairs or replacements for the building or for the benefit of the tenants in the project, with the HAP contract amended to so reflect.



3.	No reserves will be released to the Nonprofit Owner.

�VII.	Tenant Notification.



A.	At least 30 days before submitting a prepayment request to HUD, the Nonprofit Owner must notify the tenants of its intention to prepay.  If HUD’s permission to prepay is needed then the notice must also address how the prepayment is advantageous to the tenants.  See Section VIII below.



B.	The notice must be delivered directly to each unit in the project or mailed to each tenant.



Note:  In a project greater than 4 stories in height, the notice may be served either by delivery or by posting.  If the posting method is used, the notice must be posted in at least three conspicuous places within each building in which the affected dwelling units are located.



C.	The tenants (including any legal or other representatives acting for the tenants individually or as a group) have the right to inspect and copy the materials that the Nonprofit Owner is required to submit to HUD for a period of 30 days from the date on which the notice is served to the tenants.



D.	The tenants have the right, during this period, to submit written comments on the proposed prepayment to the Nonprofit Owner and the local HUD Office.  Tenant representatives may assist tenants in preparing these comments.



E.	Upon completion of the tenant comment period, the Nonprofit Owner must review the comments submitted by the tenants and their representatives and prepare a written evaluation of the comments.  Any negative comments must be addressed in the request for prepayment.  The Nonprofit Owner must then submit the following materials to the local HUD Office:



1.	Copies of all the tenant comments;



2.	The Nonprofit Owner’s evaluation of the tenant comments; and 



3.	A certification by the Nonprofit Owner that it has complied with all of the requirements of 24 CFR 245.410, 245.415, 245.416 through 245.419, as applicable, and 445.420.

�

VIII.	BENEFITS TO THE RESIDENTS OF THE PREPAYMENT.



Where HUD’s approval of the prepayment is required, the Nonprofit Owner must demonstrate how the prepayment is advantageous to the tenants.  Several possible ways are listed in priority order:



A.	Some or extensive retrofit and/or renovation of the project by the Nonprofit Owner or a third party, as part of the total package.



B.	Construction of a new, co-located related facility (e.g., a clinic, assisted living, congregate or community space).



1.	The new facility will serve the tenants of the Section 202 project, among others; and



The new facility will be located nearby the existing project.



C.	For non-subsidized tenants, a rent freeze or rent reduction (due to reduced debt service).



D.	Increased availability or provision of supportive services from the Nonprofit Owner or other third parties.



IX.	Use Agreement IS required where HUD must approve the prepayment request.



A.	Attachment 4 contains a sample Use Agreement containing the minimum restrictions required by HUD.



B.	A draft Use Agreement following the sample in Attachment 4 must be included in the Nonprofit Owner’s package submitted to HUD for consideration.



C.	After approval of the prepayment request by Headquarters, the Nonprofit Owner and HUD execute the Use Agreement.



1.	The Nonprofit Owner records the Use Agreement and provides evidence of recordation to the Hub/PC at or before prepayment.



2.	The Agreement runs with the land and binds on all subsequent creditors and Nonprofit Owners until the date that the original Section 202 or 202/8 direct loan would have been retired.



X.	Repayment of existing flexible subsidy loans.



If a 202 project has a Flexible Subsidy loan, the Flexible Subsidy loan must be repaid at the same time the 202 direct loan is prepaid.



Xi.	Termination of a rent supplement contract.



If a Section 202 project has a Rent Supplement contract, the contract terminates upon prepayment of the direct loan.  Residents of units covered by the Rent Supplement contract must have their out-of-pocket rents “held harmless” by the contract’s cancellation.



Income eligible households living in a unit assisted by a Rent Supplement contract will be eligible for enhanced vouchers only if the Nonprofit Owner is also Opting Out of a Section 8 project-based contract at the same property.  However, income eligible households are eligible for regular vouchers.



XII.	Prepayment Consultation with HUB/PC Staff.



A Nonprofit Owner considering prepayment should consult with its housing project manager in the appropriate Hub/PC before proceeding.  This meeting should cover at least the following:



A.	Whether or not the subject 202 can be prepaid without HUD approval.



B.	Tenant notification requirements.



C.	The terms and conditions of the Use Agreement, if applicable.



D.	Section 8 contract issues resulting from prepayment.



E.	The "advantage to the tenants" requirement (where applicable).



F.	Payment due for an outstanding Flexible Subsidy loan, if appropriate, and the continuation of the Flexible Subsidy Use Agreement.



G.	The procedures for terminating Rent Supplement contract and obtaining regular vouchers for the affected households.



H.	Disposition of reserve escrows.

�

XIII.	Application to prepay the Direct Loan.



The Nonprofit Owner submits:



A.	A written request to the appropriate Hub/PC (see format at Attachment 1) 



B.	A copy of:



1.	The mortgage note and Form FHA-3432-EH (if applicable);



2.	Housing Assistance Payment contract;



3.	Regulatory Agreement;



4.	All tenant comments and the Nonprofit Owner’s written evaluation of the comments



C.	List of households currently residing in a Rent Supplement assisted unit.



D.	If applicable, an application for FHA mortgage insurance and the supporting documentation.



E.	Additional documents if HUD must approve the prepayment.



A detailed narrative explaining why the proposal is advantageous to the tenants.  



Draft copy of the Use Agreement which will be recorded at the time of prepayment.



XIV.	MULTIFAMILY HOUSING HUB/PROGRAM CENTER RESPONSIBILITIES.



Multifamily Hubs and Program Centers must process any 202 prepayment request within 30 days of receipt (or the appropriate timeframe if the transaction involves FHA mortgage insurance) and make a recommendation to Headquarters for action, where required.



A.	For prepayments which do not require HUD’s approval, use the checklist at Attachment 2 as guide.



1.	Verify that all tenant notification procedures have been followed.



2.	Verify the prepayment language in the mortgage note with the Office of General Counsel.



3.	Contact the Ft. Worth Accounting Center to determine the correct payoff amounts for the direct loan and the flexible subsidy loan, if applicable.



4.	Notify the Nonprofit Owner of the payoff date and amount for the Section 202 direct loan and the Flexible Subsidy loan, if applicable.



5.	Initiate the procedures for terminating the Rent Supplement contract and obtaining enhanced vouchers for the affected households



B.	For prepayments which require HUD’s approval.



1.	Use the checklist at Attachment 2 as guide.



a.	Verify that all tenant notification procedures have been followed.



b.	Review any comments received from the tenants.



c.	Determine that adequate justification and documentation is provided to demonstrate the transaction is "advantageous to the tenants."



d.	Check records to see if there is an outstanding Flexible Subsidy loan and Use Agreement.  If so, the Flexible Subsidy loan is due and payable as part of the prepayment.



e.	Prepare:



1)	An analysis of the tenant comments and Nonprofit Owner’s evaluation of said comments 



2)	A description of the basis for recommendation to approve or reject the Nonprofit Owner’s request.



f.	If the use of FHA mortgage insurance for refinancing purposes is requested as part of the prepayment process, proceed with the underwriting requirements in Section XI. below.

�

2.	Submission to Headquarters for Approval.



a.	Submit the prepayment request and back-up material including tenant comments, the Nonprofit Owner’s evaluation and the Field evaluation of the comments to:



The Office of Asset Management 

Room 6160,

451 Seventh Street, SW

Washington, DC 20410



b.	The material to be submitted includes:



1)	The Nonprofit Owner’s request including a detailed narrative explaining why the proposal is advantageous to current and future tenants.



2)	The Hub/PC’s:



Evaluation of the tenant comments and Nonprofit Owner’s evaluation of said comments.



Determination that the project will continue to operate until the maturity date of the Section 202 direct loan on terms at least as advantageous to present and future tenants.



Recommendation to approve the request.



c.	Do not submit underwriting paperwork or mortgage documents to Headquarters.  Instead, state the terms of the proposed FHA mortgage insurance in the cover memorandum requesting approval of the prepayment.



3.	The Office of Asset Management will approve or reject each proposal on a case-by-case basis.



4.	Final Processing.



a.	Contact the Ft. Worth Accounting Center to determine the correct payoff amounts for the direct loan and the flexible subsidy loan, if applicable.



b.	Notify the Nonprofit Owner of:



1)	Approval of the prepayment request (see format, Attachment 3).



2)	The payoff date and amount for the Section 202 direct loan and the Flexible Subsidy loan, if applicable.



3)	Request documentation for the recordation of the Use Agreement.



c.	Initiate the procedures for terminating the Rent Supplement contract.



XV.	Mortgage Insurance Processing.



HUD’s Mortgage Insurance Programs may be used to facilitate the prepayment of the Section 202 or 202/8 direct loan.  The nonprofit borrower and the HUD approved multifamily lender should submit the application for mortgage insurance at the same time the request for prepayment documents are submitted to the Hub/PC.



A.	A transaction with a project-based Section 8 Contract.



1.	The processing rents used for the project-based Section 8 assisted units will be the lesser of:



a.	Comparable unassisted market rents approved by the Development staff in the Hub/PC; or 



b.	Current Section 8 contract rents for the project.



2.	The FHA appraised value, if applicable, and mortgage amount must be based on true unsubsidized market comparables, not:



a.	Section 8 subsidized projects; or



b.	Upscale retirement service centers with amenity packages included in the rent; or



c.	Projects with up-front fees.



Note:  Current Section 8 rent comparability guidelines do not apply for FHA mortgage insurance processing.



B.	See Paragraph VI.B. concerning the treatment of residual receipts and replacement reserve accounts.



XVI.	FURTHER INFORMATION.



No portion of this Notice may be waived by any Hub/PC



For further information, call either:



The Office of Asset Management at (202) 708-3730; or



Project management/ownership should contact the Housing Project Manager in the Hub/PC responsible for their project. 







William C. Apgar

Assistant Secretary for Housing-Federal Housing Commissioner
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