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Washi ngton, D.C. 20410- 8000

OFFI CE OF THE ASSI STANT SECRETARY
FOR HOUSI NG FEDERAL HOUSI NG COWM SSI ONER

March 3, 1997
MORTGAGEE LETTER 97-5
TOQ ALL APPROVED MORTGAGEES

SUBJECT: Single Fanmi|ly Loan Production-Revi sed Escrow Commi t nent
Procedure- Section 203(k) Rehabilitati on Mrtgage |Insurance
Program

This Mortgagee Letter is to advise you that the Departnent has
revised the Section 203(k) Escrow Comm tnent Procedure.

The | anguage in Section 203(k)(3)(A) of the National Housing Act states:

the Secretary shall establish as the apprai sed val ue of the
property an anmount not to exceed the sumof the estinmated cost of
rehabilitation and the Secretary's estinmate of the value of the property
before rehabilitation." Therefore, since the value of the property is
limted to the "as-is" value of the property plus the cost of
rehabilitation, the nortgage can not be based on the "after-inproved"
val ue (when it exceeds the as-is value plus cost of rehabilitation).

As an exanpl e, assune the sales price (and as-is value) of the property
is $50,000 and the cost of rehabilitation is $20,000, then the nortgage
basi s cannot exceed $70,000. However, if the after-inproved value of the
property is less than the acquisition cost of $70,000, then the nortgage
basi s cannot exceed the |esser of (1) the as-is value plus cost of
rehabilitation or (2) 110% of the after-inproved val ue of the property.
(Refer to the 203(k) Maxi mum Mortgage Wrksheet (form HUD 92700) for

addi tional information on cal culating the maxi mum nortgage. Wen using

t he 203(k) Maxi mum Mortgage Wrksheet, Section E will no | onger apply).

To phase into the revised procedure and to all ow nortgage | enders to
clear up their current pipelines, sales contracts involving applications
in the possession of the nortgage | ender prior to the date of this letter
may be processed under the guidelines in effect prior to this letter. The
nortgage | ender nust approve such applications within 30 days of the date
of this letter. Applications received by the | ender on or after the date
of this letter must conply with this revised policy.

This revision in no way prohibits borrowers fromallow ng the assunption
of the nortgage by a qualified buyer. However, it does change the process
for calculating the nortgage amount. It elimnates the ability to close a
nortgage with an anount greater than the "as-is" value of the



property plus the cost of rehabilitation (i.e., the amount that will be
held in escrow). In addition, the borrower will no |longer be able to
establish an escrow account for nortgage funds exceedi ng the acquisition
cost of the property, less the borrowers cash investnent at cl osing.

Where the property's value is greater than the nortgage anmount, the
nmortgagor may sell the property to a qualified borrower after the
rehabilitation is conplete by using the Section 203(b) program As a
rem nder, non-profit borrowers are allowed to provide a gift for the
cash investnment in the property to assist a |l ow or noderate-incomne
famly or a first-time honmebuyer in obtaining a new FHA i nsured

nort gage. See paragraph 2-10.C of the Mdrrtgage Credit Anal ysis Handbook
(HUD 4155.1 Rev 4, Change 1 ).

Under HUD s REO Di scount Sales Program it is possible under certain
circunmstances for a non-profit or government entity to receive up to a
30 percent discount on the sales price of a property. HUD s intent is
for those buyers receiving a discount off the sales price in excess of
15 percent to perform necessary repairs and resell the property to

i ndi vidual s/famlies who intend to occupy and whose i nconme does not
exceed 115 percent of the nmedian income for the area, when adjusted for
famly size. The resale price of the property cannot exceed 110 percent
of the net devel opnent cost. Lenders shoul d expect to receive a Land Use
Restriction Addendumw th the REO Sal es Contract, which specifies the
obligations of the buyer on properties purchased at a discount in excess
of 15 percent.

The net devel opnent cost is defined as the total cost of the project,

i ncluding itens such as acquisition cost, architectural fees, pernits
and survey expenses, insurance, rehabilitation, and taxes (for a 203(k)
| oan, use lines A-1 and B-14 of the 203(k) Maxi mum Mortgage Wrksheet,
form HUD 92700). Total costs incurred by the purchaser, including those
for acquisition financing, managenent fees and selling expenses rel ated
to the project can also be included, but are expected to be reasonabl e
and customary for the area in which the property is |located. The
purchaser can also include up to three nonths' nortgage paynents
(principal and interest only), less all rents received. The net

devel oprment cost cannot include gifts to the eventual purchaser for the
down paynent, financing or closing costs, nor any other rel ated expenses
associated with that buyer's purchase of the property.

The lender is responsible for analyzing the closing docunents to assure
the non- profit or government entity is not making in excess of a 10
percent profit and that the borrower's income does not exceed 115
percent of nedian income. |If the sales price exceeds 110 percent of the
net devel opnent cost, then the excess profit nust be used to pay down
the existing nortgage. Supporting docunentation nust be reviewed by the
underwiter prior to closing the loan. The lender is not required to
recalculate the profit if the non-profit or government entity sells the
house on a new |l oan that the | ender does not originate (since the |ender
is not in control of the new |loan); however, it is the non- profit or
governnment entities' responsibility to make sure they are in ful
conpliance with all HUD requirenents. The profit on the sale of one
property cannot be offset by the |l esser profit or |oss on another



property.

The property may not be occupied by or resold to any of the non-profits
officers, directors, elected or appointed officials, enployees, or the
spouse, child, stepchild, parent, step-parent or business associate of
any of the above. There nmay not be a conflict-of-interest with
individuals or firnms that may provide acquisition or rehabilitation
fundi ng, managenent or sales services, or other services associated with
the property.

The Department will be maki ng additional changes in the future to
strengthen the Section 203(k) program W are currently review ng
reconmendati ons by the 203(k) Wirking G oups and hope to have the
revisions inplenmented in the Spring.

If you have any questions concerning the changes to the 203(k) Escrow
Commi t nent Procedure, please contact your local HUD Ofice.

Si ncerely,
Ni col as P. Retsinas

Assi stant Secretary for Housing-
Feder al Housi ng Conmi ssi oner



