
October 19, 2009




MORTGAGEE LETTER 2009-40
TO:



All FHA-Approved Mortgagees
SUBJECT:


Policy and Procedures on Multifamily Mortgage Insurance Applications Involving Master Lease Structuring to facilitate the use of Tax Credits
Purpose

In March 2008, the Department continued its effort to facilitate the use of FHA-insured loans with tax credits, by issuing an initial set of policies and procedures for processing applications involving the use of Master Leases.  This Mortgagee Letter represents the Department’s final policy and procedures for such applications, after considering the comments received from HUD field offices and the industry with respect to the initial issuance.  Further, the processing changes described in Mortgagee Letter 2008-19, titled “Streamlined Processing of Multifamily Mortgage Insurance Applications Involving Low Income Housing Tax Credits,” are available for use with Master Lease transactions, with respect to historic tax credits, but at this time there is no regulatory authority to reduce the cash escrow requirements for proceeds from the syndication of new market tax credits.  A waiver to allow the reduction of new market tax credit cash escrow requirements may be granted by the FHA Commissioner if it is determined that doing so would be in the best interest of the Department and the public.  
Background
Master Leases are used to maximize the benefits of the following tax credit sources:  Federal Historic Tax Credits, Federal New Market Tax Credits, State Historic Tax Credits, State New Market Tax Credits, and Federal Low Income Housing Tax Credits.  Master Leases are advantageous to investors and developers participating in these programs by providing maximum leverage for project financing and premium pricing for equity, while reducing the need for additional debt. 

A Master Lease, also known as a Sandwich Lease or Credit Pass Through, is used by developers of multifamily projects to maximize the realization of tax credit equity and distribute benefits among various investors.  Typically, these leases permit a combination of investments by one or more investors under one or more tax credit programs.  The Master Lease structure differs from the more traditional ownership structure in that project assets and revenues under a Master Lease structure pass through a number of tiers and, in doing so, come under the control of entities other than the Mortgagor. HUD’s goal is to allow this type of structuring without compromising appropriate regulatory oversight and controls.  While complicated, these transactions must include basic obligations imposed on the Master Tenant to pay the Mortgagor/Lessor rent that equals or exceeds the amount necessary to satisfy all financial obligations required under the FHA-Insured Mortgage and to operate the property in accordance with all HUD directives, regulations and contracts.  To ensure compliance with such regulatory and administrative oversight and control, in addition to the Mortgagor/Lessor, the Master Tenant and all Master Sub-lessees (not individual residential and commercial tenants) will execute HUD Regulatory Agreements and submit financial reports to HUD.  See attachment 1 for a sample Master Lease ownership structure.
The Hub and applicable Program Center (PC) will be responsible for reviewing and approving requests to utilize Master Lease ownership structures in accordance with the requirements of this Mortgagee Letter.  Hubs and PCs may not waive any requirements of this Letter.  Any proposed waivers must be sent to Headquarters (HQ) for review and approval and must include a recommendation from the Hub Director in the proposed project’s jurisdiction.
Applicable Programs
The Department recognizes that the utilization of Master Lease structuring may provide significant additional leveraging of funds and otherwise facilitate the development of historic and affordable workforce housing.  At this time, the Department is prepared to accept this type of ownership structure under the following programs:
Section 221 (d)(4)  Mortgage Insurance for Multifamily Housing

Section 220, Mortgage Insurance for Rehabilitation and Neighborhood Conservation

Section 231, Mortgage Insurance for Rental Housing for the Elderly

Section 223f, Existing Multifamily Rental Housing

The Department will not accept applications with this type of ownership structure under any other program.

Due to programmatic complexities, until further notice, Master Leases should not be used for projects assisted by a Section 8 housing assistance payment contract or in conjunction with a Section 236 de-coupling.
Section A.  Programmatic Requirements

In addition to current insurance program requirements, each of the following are conditions for approval of an application with a Master Lease structure:
1. The Master Tenant and Master Sub-lessees will be single purpose entities.    The Master Tenant and Master Sub-lessees may not engage in any other businesses or activity, including the operation of any other rental project, or incur any liability or obligation except as may be permitted by HUD in connection with the project.    At this time, Statutory Trusts or Delaware Statutory Trusts are not eligible entities.
2. The Master Tenant and Master Sub-lessees will execute the standard HUD regulatory agreement as amended by the applicable rider (“Regulatory Agreement(s)”), in the form attached to this Mortgagee Letter as Attachment 2, to address various ownership and operational responsibilities with respect to the mortgaged property.   

3. The management agents at the various levels will execute HUD’s management certifications.  The Master Tenant and Master Sub-lessees will file management certifications and management profiles.  HUD will be able to terminate a management agreement, if warranted, in accordance with the terms and conditions contained in the management certification and without Lender consent, to protect its mortgage insurance interests.  The management agreements will incorporate the standard termination language required in Section 9 (a) of the management certifications.

4. Net rentable commercial area as a percentage of gross floor area and income will be determined in accordance with section 3-4 of the MAP Guide or for TAP applications, paragraph 3-7 of the Basic Underwriting Handbook, 4425.1 Rev-2.  
      5.
The Master Lease and all Sub-leases (sometimes collectively referred to herein as “Leases”) shall be subordinate to the FHA-Insured Mortgage and be subject to approval by HUD prior to execution.  The Leases (including any proposed post endorsement modifications or amendments thereto) must be reviewed and approved by the Field Counsel and the Loan Underwriter in the Hub or PC where the application is being reviewed.  In addition to ensuring generally that the Leases conform to the specific FHA loan program and the HUD’s customary and usual rules and requirements, the Leases must (a) incorporate by reference the applicable Regulatory Agreement, and HUD’s rules, regulations and directives (the “HUD Obligations”); (b) contain an agreement to perform or comply with the HUD Obligations, the failure of which will be a default under the Lease; (c) contain provisions that prohibit modifications without the prior written consent of HUD; (d) allow for the termination by HUD, at HUD’s election, in the event that the FHA-Insured Mortgage is assigned to HUD; and (e) provided that in the event of any conflict between the documents that evidence, secure or otherwise are executed in connection with the FHA-Insured Mortgage or with any applicable HUD rule, regulation or requirement (collectively, the “HUD Documents and Requirements”), and any other documents associated with the transaction, the HUD Documents and Requirements shall be controlling in all respects.
5. In addition to the foregoing, the Leases must include an obligation to pay all rent due under the respective Lease to the mortgagee of the FHA-Insured Mortgage, as directed by HUD, in the event of a default under a document that evidences, secures or otherwise is executed in connection with the FHA-Insured Mortgage (“FHA Loan Document”).  If requested timely by Mortgagor/Lessor and included in the documentation for the transaction, HUD will agree to allow an amendment to the FHA-Insured Mortgage authorizing that the mortgagee or HUD will endeavor to give notice of a default  under an FHA Loan Document to the Master Tenant contemporaneously with the giving of notice to the Mortgagor/Lessor, and  accept  of a cure of such default, during any notice period provided under the FHA Loan document, from the Master Tenant on behalf of the Mortgagor/Lessor.  Any such cure must occur prior to the assignment to HUD of the FHA-Insured Mortgage, and will be limited to one opportunity to cure during each 12 month time period.  
6. Surplus cash determinations will be made in accordance with the Regulatory Agreements and related directives based upon the mortgagor’s and each lessee’s submission of audited financial statements.  Surplus cash determinations (including, without limitation, net operating income) will be made as if the entire project is owned and operated by one single purpose entity.  For there to be a permitted distribution of surplus cash, there cannot be any defaults then existing under the FHA-Insured Mortgage, or which through the passage of time and/or giving of notice would exist, and all parties otherwise must be in compliance with their respective Regulatory Agreement.  
7. All financial operations and reporting are governed by HUD requirements and related HUD directives, as required by 24 CFR, Part 5, Subpart H.
8. The rent paid by the Master Tenant must equal or exceed the monthly principal and interest payments due on the insured first mortgage and all required escrows and reserves.  
9. All business agreements are to be disclosed to and are subject to approval by HUD during loan underwriting (including, for example, inter-company and intra-company loans and advances, investor or outsider loans other than the FHA-Insured Mortgage, investor controls over operations including controls or rights to control activities, actions and deliverables that affect or are linked to regulatory or contractual compliance or performance, etc.).  The firm commitment will incorporate any conditions imposed by HUD with respect to such agreements.

10. Any proposed payments (fees, income, etc.) to the Mortgagor, Master Tenant, Master Sub-lessees, syndicator and developer must be disclosed to and be subject to approval by HUD at the time of loan underwriting, and thereafter be reflected on the annual financial statement filings and on any required monthly reporting to HUD.  If payments are made while any party is in non-compliance, enforcement action will be taken against all principals in the organization, subject to the notice and cure provisions in above subsection 5. 
11. Any cost for oversight by the tax credit allocating agency will be paid from non-project funds or surplus cash.

12. Consistent with the parties’ obligations under the Regulatory Agreements, and without limiting Subsection 5 above, all Leases must prohibit assignments or subleases (except to the end-users of the commercial spaces and apartment residents), unless previously approved by HUD in writing. 
Section B. Firm Commitment Exhibits and Processing
The Hub/PC Director should conduct a pre-application meeting prior to the submission of a formal application for mortgage insurance.  In addition to the exhibits required by MAP or TAP, the following information should be submitted with the firm commitment application to facilitate a review of each transaction:
1. All layers of financing, applicable loan/financing documents, commitments or term sheets for all financing sources (other than the FHA-Insured Mortgage), including the loan amount and key terms.


If the Mortgagor/Lessor obtains bridge loan financing which is secured by future syndication proceeds, a letter from the lending institution should be submitted which:


a.    Details all conditions under which the loan will be made.


b.    Certifies that the loan is not secured by the project and that the lending institution has no claim, and will not later assert any claim, against the mortgaged property, mortgage proceeds, any reserve or deposit made with the mortgage transaction, or against the rents or other income from the mortgaged property for payment of any part of the loan transaction.

2.  Full disclosure of the name and financial interest of:


      a. All principals, as defined in 24 CFR 200.215(e), of the Mortgagor,                     


          Master Tenant and Master Sub-lessees;


b. The general contracting firm

3. Certifications are provided from the following entities (collectively, “Program Participant(s)”), disclosing all relationships between parties to the transaction (which certifications, including those designated as a Program participant, must remain true and correct at the time of the initial endorsement): 

a. All principals of the sponsor/mortgagor


b. Mortgagee


c. General Contractor


d. Management Agent


e. Syndicator

f. Developer

g. Master Tenant


h. Master Residential Tenant


i. Master Commercial Tenant


j. Party making bridge loan, if any

4.  A Sources and Uses statement of total development costs and Form HUD-2880,  

                          Applicant/Recipient Disclosure/Update Report.

5.    Certifications from Mortgagor/Lessor, Master Tenant, Master Sub-lessees and investor(s) that HUD has been given full disclosure of all details of the transaction structure, including the information required in Section A above with respect to business agreements and payments.
6.  A narrative describing the lease agreements between the Mortgagor/Lessor and Master  Tenant, and the Master Tenant and Master sub-lessees, detailing the collection and flow of funds from the Master Sub-lessee to the Master Tenant and from the Master Tenant to the Mortgagor/Lessor. 

7. A market study establishing demand for any proposed commercial space.  The market study prepared to establish demand in conjunction with applicants’ award of New Market Credits may be submitted to satisfy this requirement.
8. Previous Participation Certification, HUD Form 2530, for each of the principals of the Mortgagor/Lessor, Master Tenant and all Master Sub-Lessees (the “Principal(s)”), the acceptability of which is a condition precedent to the issuance of the Firm Commitment.  In the event that prior to initial endorsement HUD approves a change to any of the Principals, such approval will be conditioned upon, among other things, the receipt and acceptable review of a Previous Participation Certification for the proposed Principal.

a.
For LIHTC transactions, the existing policy requiring HUD-2530 clearance to be granted prior to the issuance of the Firm Commitment is modified as per Mortgagee Letter 2008-19.  
b.
Investors in transactions involving LIHTC may opt not to apply for previous participation clearance and instead file a Limited Liability Corporate Investor (LLCI) certification.  
9. The Mortgagor/Lessor, Master Tenant, and Master Sub-Lessees are all subject to the standard underwriting requirements found in Chapter 8 of the MAP Guide or in the Underwriting Handbook 4470.1, REV-2, Mortgage Credit Analysis for Project Mortgage Insurance. 

10. As with non- Master Lease applications, Initial Operating Deficit escrows (“IOD(s)”) will be required for all applications proposing a Master Lease ownership structure.   For applications involving both residential and commercial components, separate IODs will be established for each.  The IOD for each component will be determined based upon anticipated lease-up periods and estimated timeframes required to achieve operating income sufficient to fully satisfy all project operating expenses and mortgage obligations.  This determination will be made based upon existing residential and commercial market conditions, and will be the greater of 6 months of total estimated project expenses or the amount of cash needed to reach sustaining occupancy, based on projected absorption rates, plus an additional 60 days of operating expenses.
a. The IODs may be used to meet shortfalls experienced after commencement of amortization of the FHA-Insured Mortgage.  The IODs will be maintained for the longer of 24 months after final endorsement or 3 months after the breakeven point of operations, which shall be demonstrated through the submission of certified project operating statements pro-rated between residential and commercial operations.  The escrow of each component may be released independently if each operating statement demonstrates breakeven operations. 

b.  In addition, for any IOD to be released, there must be compliance with all Regulatory Agreements, including without limitation all financial reporting requirements (e.g. audited financial statements, monthly accounting reports, etc.) and the project must have received a score of 60 or above on its most recent REAC PASS inspection.  In the event that the project has not achieved a 60 or above, but has satisfied the 24 month or breakeven test, the IOD will be transferred to the project reserve for replacement account for use in addressing the project’s physical needs. 
Section C. Actions Prior to Initial Endorsement 
Prior to closing, HUD’s Office of General Counsel should review and approve all proposed closing documents to ensure compliance with all firm commitment obligations and Special Conditions.  In addition, the following documents will be reviewed by the Hub/PC and or Field Counsel therein:
1. A final detailed Sources and Uses statement of total development costs, reflecting any revisions to hard and soft costs as reflected on the firm commitment, HUD-92264.  If any funding sources have changed, a revised HUD-2880 is also required.
2. The following Forms will be revised to more clearly reflect the lease structure and HUD requirements:

Form HUD-92433, Mortgagor’s Certificate- To include language that clearly states that the Master Tenant and Sub-lessees must report lease payments during the construction period as rental income.

Form HUD-3305, Agreement and Certification- To include language that clarifies that the Mortgagor reports all receipts and disbursements from the date of first occupancy, and that all receipts and disbursements are reported during the rehabilitation period for substantial rehabilitation cases.  The Agreement and Certification will also require cost certification reporting and compliance requirements for the Master Tenant and all Sub-lessees, unless the financing includes low income housing tax credit equity and an FHA-Insured Mortgage to “actual cost” ratio of less than 80 percent. 
3.  Evidence that the FHA-Insured Mortgage is in first lien position with respect to all project collateral.

4. 
All documents (including the Leases) should include conflict language giving the HUD documents supremacy over other documents.  Documents may not include indemnification provisions, waivers of jury trials or arbitration provisions, except as otherwise permitted by outstanding HUD guidance.
5.  At and as of closing, the Mortgagor, Master Tenant, Master Sub-lessees and investor(s) will reaffirm and certify that the information required in Section A above with respect to business agreements and payments remains true and correct.  This would include any changes to disclosures of relationships discussed in Section B, which are subject to HUD’s written approval.  Without limiting anything contained herein, HUD will rely on all such transaction certifications, each of which may carry criminal sanctions/liability in the event they are false.  
6.  Each Master Lease or Master Sub-Lease (or memorandum or other notice thereof) shall be recorded in the appropriate real estate records.  The Regulatory Agreement executed by each Master Tenant or Master Sub-Lessee shall likewise be recorded.  These recorded documents shall be included in Schedule B, Part II of the title insurance policy insuring the mortgage.  In those jurisdictions where the recording of one or more of these documents would result in the imposition of a substantial tax, in lieu of recording the Lease(s) that result in the imposition of the tax, provisions shall be added to the Mortgagor’s Regulatory Agreement stating that any Master Tenant and Master Sub-Lessee shall be required to execute, and be bound by, a regulatory agreement in form and substance satisfactory to HUD. Costs associated with complying with this requirement are considered a mortgageable expense.
Section D. Cost Certification and Final Endorsement 

The Mortgagor/Lessor, the Master Tenant and all Master Sub-lessees will be required to cost certify the actual costs of the project unless the property contains Low Income Housing Tax Credit (LIHTC) equities and has an FHA-Insured Mortgage loan to cost ratio determined at the time of issuance of the Firm Commitment to be less than 80%.  Master Lease projects containing LIHTC equities will follow procedures described in paragraph 3 of this section.  For all other projects, the cost certification must contain a certification signed by an authorized agent of each entity, audited by a CPA or IPA, and contain a Schedule of Tax Credit/Syndication Proceeds that includes the following: 

a.   The amount of syndication proceeds received from the investing partner to date.


b.   Purposes for which syndication proceeds received as of the cut-off date were used.


c.   Dates, terms, and conditions under which future investor contributions are to be made.

1.   Total income of the Mortgagor/Lessor, including lease payments, is recognized during the construction/rehabilitation period.  In accordance with HUD Cost Certification requirements, any income received by the Mortgagor/Lessor, Master Tenant and Master Sub-lessees must be applied to reduce the FHA-Insured Mortgage amount.  The Mortgagor/Lessor, Master Tenant and Master Sub-lessees are required to submit a certified operating statement which reflects the income collected and expenses incurred in accordance with the lease agreements and all documents required by HUD. 
2.  A final Sources and Uses Statement is included in the cost certification report as supplemental information.  The final statement shall be reviewed to determine actual sources and uses.  If the statement indicates that funding sources have exceeded actual uses, a mortgage reduction shall be applied accordingly.
3. If LIHTCs are included in the project development costs and the Secretary determines at the time of Firm Commitment issuance that the ratio of loan proceeds to the actual cost of such projects is less than 80 percent, the mortgagor will not be required to certify actual costs to HUD.  For example, in cost programs such as 221(d)(4) and 220, when the “Maximum Insurable Mortgage” derived utilizing Form HUD 92264-A is less than 80 percent of the Total Estimated Replacement Cost of Project derived under section G. of Form HUD-92264, the mortgagor will not be required to certify actual cost to HUD.  

For projects that are exempt from providing a cost certification, when the project reaches 100% substantial completion, as deemed by the HUD Inspector, the Mortgagee will be notified of the substantial completion date.

The Mortgagor of projects exempt from providing a cost certification must account for all operating income during construction and ending three months prior to the originally scheduled date of the first principal payment under the mortgage.  Therefore, an income and expense statement must be submitted covering the period from first occupancy (if occupancy occurred during construction) or from the date of substantial completion (as deemed by the HUD Inspector) up through the period ending three months prior to the date of the first principal payment under the mortgage as originally scheduled.  The statement must be submitted to HUD, at least 30 days prior to the date scheduled for Final Endorsement.
If the income and expenses statement evidence receipt of income (“Excess Funds”) during this period, the mortgagor will be required to deposit the Excess Funds into the reserve fund for replacement established under the Regulatory Agreement, unless the HFA has notified HUD that the funds must be used in another manner to be in compliance with IRC Section 42, low-income housing tax credit requirements.

If during construction the project experiences significant cost overruns that result in the mortgagor requesting a mortgage increase, the mortgagor will be required to justify and support such request with documentation satisfactory to HUD that provides a suitable basis for a mortgage increase.
Section E . Multifamily Housing Hub/Program Center (PC) Responsibilities
The Hub/PC is responsible for reviewing the submission to ensure that all applicable conditions have been satisfied and may approve requests to utilize master lease ownership structures in accordance with the requirements of this Mortgagee Letter.  Hubs and PCs may not waive any requirements of this Mortgagee Letter.  Any proposed waivers must be sent to HQ for review and approval and must include a recommendation from the appropriate Hub Director.







________________________________

David H. Stevens,
Assistant Secretary for Housing – Federal Housing Commissioner

Attachments:
Attachment 1-Sample Master Lease Ownership Structure
Attachment 2- HUD Regulatory Agreement Riders
· Rider 1
· Rider 2
· Rider 3
· Rider 4

