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INTRODUCTION

On May 1, 1996, HUD published a final rule at 24 CFR Part 811, Tax

Exemption of Obligations of Public Housing Agencies, which sets forth

the policy and procedural requirements for Section 8 bond refundings,

including shared savings refundings pursuant to Section 1012 of the

McKinney Act.  On March 28, 1996, the HUD office of Inspector General

("OIG") issued an audit report, Review of Savings from FAF Bond

Refundings, recommending that Housing provide further guidance to State

and local housing agencies concerning the use of the agencies' 50% share

of the McKinney Act refunding Section 8 savings (the "Savings") . For

broad policy standards on use of savings, agencies are directed to

Section 811.110 of the new rule, particularly the Subsection (g)

requirements for conforming to the McKinney Act mandate.

Use of McKinney Act Savings

To summarize, the regulation permits an agency to spend its

McKinney savings on the following:

o    Social services, provided that these services are integral to

     housing occupied by very low-income persons and families

     (examples: meals and other supportive services for the

     elderly/handicapped, housing-related job training for project

     residents, recreation, and child care; but not medical

     services or school tuition);

o    Fees for professional services essential to carry out

     McKinney-funded activities for which agency resources are

     inadequate (examples: architect fees in a development program,

     homeowner counseling);
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o    Project facilities or mechanical systems, such as security

     fencing, lighting, playground and recreational equipment, HVAC

     replacement -- but in a mixed-income project, the McKinney

     funded portion of cost must fit as closely as possible the

     percentage of very low-income residents; and

o    Office systems to the extent required to administer a new

     activity undertaken with savings, such as a computer to

     service subsidized home mortgage loans; however, the amount

     spent should be marginal in relation to total savings and in

     no case may savings be diverted to general agency overhead

     costs.

The OIG audit reports that agencies for the most part are meeting

the statutory mandate limiting use of savings to the assistance of very

low-income housing.  The other specific requirement of Section 1012,

that savings be used only for decent, safe, and sanitary housing, tends

to be overlooked in agency triennial audits received thus far by HUD.

Savings must not be used in structures which fail to meet this standard,

except pursuant to a rehabilitation program to achieve compliance with

housing quality standards.

A major concern of HUD is the timely commitment and expenditure of

savings by agencies.  Funds should be used as quickly as possible

consistent with proper control and accounting.  The OIG commended one

State agency for its initiative in obtaining its savings upfront by

issuing bonds serviced by the stream of savings installments.  This

makes possible more efficient allocation of funds and advance planning.

It also provides a large pool for investment to earn income prior to

each drawdown of savings. (However, interest income on the agency share

must be treated as McKinney money restricted to the agency program for

assisting very low-income housing.) HUD has recently approved on a

case-by-case test basis securitization of savings by local housing agencies

and will consider further proposals in accordance with guidelines set

forth in Appendix A of this memorandum.

Other innovative agency programs include: use of savings to

purchase mortgages of very low-income households and recycling of

periodic mortgage payments to the agency's savings pool; provision of

loans for various assistance purposes at zero to below-market rates;

loans or grants to help very low-income homebuyers pay closing costs and

make downpayments; job training in construction and maintenance skills

to promote tenant conservation of very low-income projects.
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FUNDS CONTROL AND REPORTING REQUIREMENTS

The following responds to recurring questions raised directly by

agencies, as well as the OIG Report.

1.   To receive savings installments, the agency must first submit

     for HUD/agency execution a standard FAF Refunding Agreement

     (the "RA") which sets forth the legal requirements and process

     for sharing of savings and attaches the agency housing plan

     for use of savings.  In the absence of an RA signed by both

     parties, an agency shall not requisition funds.  The audit

     survey found 130 refundings, with total agency savings of $4.9

     million, for which no RAs had been executed; in 4 of 35 of

     these cases sampled, trustee banks had released payments to

     agencies.  HUD is giving priority to eliminating backlogs of

     draft RAs submitted for approval and preventing future

     backlogs.  Agencies should come forward with their RA drafts

     to enable HUD to review and execute to provide for timely

     implementation of agency programs for very low-income housing.

     Any agency may share savings if it closed a bond refunding on

     or after January 1, 1992, of a McKinney Act-eligible project

     (Agreement to enter into Housing Assistance Payments Contract

     executed from January 1, 1979 - December 31, 1984).  The

     submission of RAs or related correspondence must include the

     FAF/Ethics number assigned to the case by HUD in its

     processing of the approvals for the original refunding

     transaction.

2.   The RA requirement for annual certification and triennial

     audit of use of savings should be performed at the anniversary

     dates of the scheduled first installment of savings.  The

     certification, although brief, should state the dollar amounts

     of savings used on each McKinney activity during the preceding

     year and affirm compliance, i.e., that funds were used on

     behalf of very low-income households in decent, safe, and

     sanitary housing.  To allow for timely program monitoring, HUD

     prefers that the triennial audit be submitted as a discrete

     program review and not folded into agency single audits.

3.   Co-mingling of funds is strictly forbidden.  McKinney savings

     must be segregated and traceable to the approved program

     operations funded from savings.  This is critical to the

     effectiveness of both agency and HUD internal controls.
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4.   In the standard trustee sweep structure, in which savings

     accumulate monthly for rebate to the US Treasury and

     agencies every 6 months, the agency and the U.S. shares must

     be escrowed separately, including investment income on the

     escrows.  Interest earnings on the agency escrow belongs

     entirely to the agency for its McKinney program; interest on

     the U.S. share is rebated to the Treasury.  Trustees must

     identify the interest and the Principal components.  A

     letter of instruction to trustees is attached for your

     information.

5.   The RA requires annual reports to HUD Field Offices

     concerning project operating and physical condition.  The

     projects referred to are the Section 8 projects for which

     bonds were refunded to generate McKinney savings.  Projects

     or programs assisted by agencies with their savings are not

     subject to regular recurring reporting requirements.  The

     HUD Office of Housing will conduct random reviews of

     McKinney programs, in addition to any further OIG audits.

     The reviews will be performed by Housing staff in the Field

     Offices with servicing jurisdiction over the refunded

     Section 8 projects.  HUD Field staff will be provided copies

     of agency triennial audits but may monitor agency programs

     at a more frequent interval.

Questions on this matter should be addressed to Mr. James B.
Mitchell or Ms. Monika F. Martin of the Special Projects Division at

(202) 708-1220 x 2612 or x 2436, respectively.

                    Assistant Secretary for Housing-

                    Federal Housing Commissioner

Attachment

APPENDIX A:  SECURITIZATION OF MCKINNEY ACT SAVINGS

HUD will review and approve an agency's proposed securitization of its

savings installments subject to these guidelines.

1.   The Agency or its placement agent must obtain a minimum of three

     good faith bids from three separate investors to purchase its

     McKinney Act savings installments.  The winning bid shall be that

     which provides the highest present value of the total savings.

     In the alternative an agency may issue tax exempt bonds to pay

     savings proceeds in one lump sum.  In such case, the present

     value shall be determined by a discount rate which does not

     exceed the HUD Section lib yield ceiling. otherwise, the discount

     rate will be derived from a Treasury maturity closest to the term

     of the trustee sweep schedule plus a reasonable spread to

     compensate for the added risk.

2.   HUD will not issue preliminary marketing approval letters for

     these transactions but concurrence on proposed terms must be

     obtained prior to closing from the Director, Office of

     Multifamily Housing Asset Management and Disposition.   Closing

     documents shall be sent to this office three business days after

     closing, including but not limited to: copy of the bid sheets as

     applicable, present value calculation used to derive the savings

     payment, accounting of all costs of the transaction and

     acknowledgement of receipt of all funds, including fees, by all

     parties.

3.   The agency may pay transaction costs from McKinney savings within

     HUD limits.  In a direct placement, fees may not exceed the

     higher of 1% of gross savings or 1.5% of the present value

     savings paid to the agency.  In the case of an agency bond issue,

     COI may not exceed the higher of $75,000 or 75% of the amount

     allowed by the HUD sliding scale for McKinney Act refundings,

     applied to the gross amount of savings.  These limits govern the

     costs payable from savings.  Excess fees may be paid from other

     sources outside the transaction.

4.   The agency shall continue to comply with all provisions of

     outstanding HUD regulations, instructions, and documents (except

     where periodic savings payment procedures are obviated),

     including the McKinney Refunding Agreement and plan for use of

     savings and Escrow Agreement.

5.   All risks of the transaction shall be assumed by parties other

     than HUD and HUD will not review or be a party to any documents

     executed by the parties.

          U. S. Department of Housing and Urban Development

                    Washington.  D.C. 20410-8000
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OFFICE OF THE ASSISTANT SECRETARY

FOR HOUSING-FEDERAL HOUSING COMMISSIONER

Letter to McKinney Act Bond Refunding Trustees/Escrow Agents:

This letter provides clarification and guidance to

Trustees/Escrow Agents concerning the "HUD Escrow Account, established

"on behalf of HUD" pursuant to the Trust Indenture for FAF/McKinney

Act Bond Refundings.  To be eligible to share Section a savings, an

Agency must have closed its bond refunding of a McKinney Act eligible

project on or after January 1, 1992.  To requisition McKinney Act

Savings, the Agency must first enter into a Refunding Agreement with

HUD and also preferably an Escrow Agreement, executed between the

Trustee, the Agency and HUD.

When the Trustee Sweep method of rebating savings is used, the

Trustee is required by the Trust Indenture to deposit 100 percent of

the debt service savings which result from a FAF/McKinney Act

refunding into the "HUD Escrow Account." Early Trust Indentures and

Refunding Agreements, place both the Agency's share and HUD's share

into the same Escrow Account.  Upon HUD's request, later documents

require that two sub-accounts be established under the HUD Escrow

Account: one for the Agency's share, one for HUD's share of the

savings.  To allow proper accounting of both HUD's and the Agency's

share of the savings and interest earned, HUD requests that two sub-

accounts be established for earlier Escrow Accounts also.  HUD will

continue to bill for the amounts specified in the appropriate

schedules of Trust Indentures.  In cases where schedules were revised,

disseminated by Bond Counsel, and made a part of the official Trust

Indenture subsequent to a refunding closing, please use these revised

schedules.

The savings must be invested in "Permissible/Qualified

Investments" pursuant to relevant documents.  Interest earned on the

Agency's share belongs to the Agency to be used exclusively for

McKinney Act purposes.  Interest earned on HUD's share must be

remitted to the U.S. Treasury with HUD's share of the savings.  To

provide for proper accounting in HUD, the remittance wire must state

the appropriate FAF/Ethics Identification Number and "includes

$xxxx.xx of interest." Interest shall not reduce the principal amount

of HUD's savings receivable.

Thank you for complying with these instructions as soon as

possible.

                         Sincerely,

                         Albert B. Sullivan

                         Director, Office of  Multifamily Asset

                         Management and  Disposition

