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Subject:       Issues Related to Market Study, Management Experience, and Underwriting





I.	APPLICABILITY





	This Notice applies to Section 232 Assisted Living Facilities (ALFS) and Board and Care Homes (B&Cs) regardless of what name each State applies to the licensing category.





II.	PURPOSE





	The purpose of this Notice is to address issues regarding pre-application meeting, marketing, underwriting, managing, and monitoring projects insured under the Section 232 program.  These are general guidelines to assist the State or Area Offices in determining the project's viability.





III.	BACKGROUND





	Headquarters examined some projects that were processed where the developer/owner did not have a strong management background in developing, marketing, and operating ALFs and B&Cs.  As a result, certain projects will no doubt end up as paid claims.  HUD also approved projects in weak markets that may be slow in filling up.  The benchmarks outlined in Notice H-97-01 should be followed for operating margins, earnings, time period to fill up, capitalization rates (CAP), and minimum standards on management experience.





	In view of recent post endorsement reviews, the following characteristics are typical of successful projects.  The average size facility is licensed for 80 beds/units.  The ALF is all private rooms and the facility has an Alzheimer's component that may be semiprivate rooms.  The site is located on approximately 3 acres and is within 1-5 miles of health care facilities (hospital, doctors, pharmacy).  The normal construction time for this type of product is 10-12 months.  The CAP rate is between 10 and 12 percent.  The average fill-up period is 9-12 months.  The net rent-up is 3-4 residents per month.  The owner pre-markets the facilities approximately 6 months prior to opening the project for resident admissions.  The senior housing product (ALFs & B&Cs) is unlike real estate entities consisting of elderly housing, retirement communities, and apartment buildings.  The ALF & B&C product is a potentially riskier loan.  It is riskier because it requires more 
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	services, regulations, and more expertise to manage the facility.  Also, it is market-driven and sensitive to economic conditions and is impacted by public policy regarding payment for long term care.  Furthermore, the product is impacted by existing competition and new projects coming on line within the same market area.





	Underwriting





	HUD's appraisers must conduct a thorough underwriting analysis to include projects that are comparable in size, service, and amenities.  In preparing the market value, the appraiser shall prepare three market approaches to value, taking into consideration the target market the project is intended to serve (low, moderate or high income).  The appraiser must analyze all applications to determine the market, room rates, absorption, and operating expenses.  Appraisers must identify competitors in the market area in the geographic boundaries where the project is to be located in order to validate the data.  The appraiser will select the final value of the real estate and major movable equipment using the most appropriate one of the three approaches to value.  For HUD to reduce its risk to the General Insurance Fund, the State and Area Offices must consider the business component of the proposed facility.  This includes evaluating the expertise of the developer and the key staff that will operate or manage the facility.  The typical CAP rate range is between 10 to 12 percent (Appraisers should explain CAP rates above or below the range).  The operating expenses as a percentage of revenue should average 50 to 60 percent.





	In conjunction with the Production/Asset Management staff, the appraiser must calculate the initial operating deficit (IOD).  By determining a realistic operating deficit reserve, HUD has some security that the developer will keep the project operational during the fill-up period.  The mortgagor must fund the IOD with cash or a letter of credit.  HUD will control how the funds from the IOD are disbursed and when the remaining balance is returned to the mortgagor.  The appraiser shall consult with asset management to review financial statements on existing Section 232 projects.  This data will be beneficial in validating the appraiser's assumptions.





	The appraiser must be realistic in recognizing the risks that are associated with new construction.  Unlike a Section 232/223(f) refinance, a new construction project is an unknown.  If S/AO finds the break-even too optimistic, the Office may want to validate the provider's projections by comparing them with similar start-up facilities in the market area along with data on previously HUD-insured projects.  In establishing the IOD, the appraiser must determine the number of residents in the facility that reflect the project's income that shows a break-even (revenue exceeds income).





	If HUD permits the lenders to contract with an independent appraiser, the third party appraiser must have experience in appraising health care and senior housing like kind of properties.  The appraiser must be certified general and comply with USPAP regarding knowledge of the product being appraised.  The comparable should be like projects in the geographic area.  The value of the asset may be determined by the lender's appraiser while other reports may be completed by third party consultants such as the architectural, engineering, and environmental.  Offices should also encourage developers to use a lender familiar with Section 232 processing.  HUD's appraiser determines the final value of the building and equipment (fixed and movable).





�
	HUD makes the final underwriting decision to approve or reject the loan for mortgage insurance based on the mortgagor's experience, market, rates (basis room rates and other charges) , operating expenses, appraisals, licensure, and feasibility of the project.





V.	ANALYSIS





	HUD's Economic and Market Analysis Staff (EMAS) should conduct an independent market analysis of current and anticipated supply and demand conditions, taking into consideration population and household growth trends of the elderly, current occupancy, and market experience in comparable and competitive product; and, activity in the pipeline (units planned for development with firm financial commitments, permits issued, and units under construction, which are likely to enter the market within the forecast period).





	The EMAS analysis and written findings should follow the guidelines for content and format set forth in Notice H-97-01.  The EMAS analysis should also follow the General Guidelines for ENAS Analysis of Demand for Residential Care for the Elderly (see attachment).  The written report must include a definition of the market area and indicate whether sufficient demand exists for the proposed project given the basic room rates, services offered, number of rooms, and the type of units.





	The review must include a recommendation of acceptance or rejection of the proposal.  In situations where the EMAS recommendation is to disapprove a project, the review may include a counter-proposal modifying the number of beds/units, the monthly room rates, and/or the unit mix.





	As part of assessing the market, the economist must validate the market in cases where a SAMA was issued and the project has not started construction and where the initial market determination is more than one year old.  The economist is required to conduct a re-review of the project whenever there is a significant deviation from the original application.  The economist must determine if there is a market now and factor in the projects under development, construction, and building permits issued.





	The economist requires a market study from the developer.  EMAS reviews the market study and issues a recommendation to Housing.  The market study can-be submitted by the lender with the formal application or the developer can submit a market study at the pre-application meeting.





VI.	MANAGEMENT EXPERIENCE





	The real estate is only a part of what makes the project financially successful.  The management expertise in developing, marketing, and operating this type of facility is just as important.  The owner/operator must understand the acuity level of the residents and their health care needs as well as the market the project is trying to serve.  The owner/developer must also provide the hospitality service that is necessary to have a quality project that will attract residents to the facility.  The developer/owner/operator must understand that an ALF is a private-pay business that provides service to the physically frail and impaired seniors that need assistance with eating, bathing, personal hygiene, dressing, grooming, walking, and medication management.





�
	The developer or a member of the development team must have a proven track record of 3 to 5 years in the ALF or B&C market.  This experience must be in developing, marketing, and operating health care and senior housing projects.  The developer could be an operator of a hospital or a 202 elderly project with 20 years experience; however, if they have not developed nor have ALF experience, they would be required to retain the services of a third party management company that has expertise in managing this type of property.





	In the event the mortgagor does not have the required experience to operate the facility but the project is otherwise acceptable, the Field Office may condition the approval based on an acceptable management company that has the required expertise in developing, marketing, and operating this type of facility.  There should be well documented evidence that the management company meets the requirement.  The Office may want to contact the ALFA State Chapter to get a list of management companies (see attachment).





	For those providers that cater to a niche market, (Alzheimer's, hospice), the Office needs to review the business plan, proposed activities, staffing patterns, fees, architectural designs, support of State and local associations, and the management expertise of the owners/developers in providing this type of specialized service.  If this is a new service and the owner/operator does not have experience with the specialized product, the IOD should account for a conservative fill-up period.  It is prudent to have sufficient funds in the IOD that can be returned to the owner rather than have a project that is underfunded in connection with an unproven specialized product.





	HUD may reject a proposed project because the developer does not have name recognition, operational expertise, development experience or a proven track record in operating this type of project.  The developer or management company must have the above qualifications in order for the project to be eligible for processing.





	The narrative of the mortgagor's experience must include resumes for key management staff and description of their experience with developing and managing a comparable facility.





VIII.	COMMITMENT





	Multifamily HUB/Program Offices should make it a condition that developers without the above experience contract with a management company.  The condition must stipulate that the company be knowledgeable about the industry (health care and senior housing) and have a confirmed track record in developing, marketing, and operating this type of facility (See Handbook 4600.1, REV-1, Change 1, paragraph 13-10). This is especially critical the first three years of operation.  HUD should require as part of the commitment that the management agreement run for a minimum of three years.





	Some States issue a Certificate of Need (CoN - see attachment) for assisted living and board and care facilities.  In those States, the Office must precondition that the mortgagor must secure a CoN from the appropriate State Agency that has jurisdiction over the project.  Because the State issues a CoN does not imply that HUD will insure the project.  Field Offices must make underwriting decisions based on the merits of the project, outstanding instructions, longstanding policies, regulations, and statutes.





�
	If the project has not gone to initial closing within one year from the date of the firm commitment, Field Offices must have the market analysis updated.  The firm commitment cannot be extended or reopened without the economist updating the market analysis.  The project cannot proceed to the next level of processing until the above is satisfactory.





VIII.	MONITORING





	During the fill-up period, Asset Management should require Monthly Accounting Reports and Unit Vacancy and Resident Turnover Report HUD-9447.  These reports will allow management to track the projections presented by the developer.  HUD can compile the data and use it in pre-application meetings and/or underwriting.





IX.	POST ENDORSEMENT REVIEWS





	Headquarters established an ALF/HC Task Force that analyzes approximately 10% of the insured B&Cs and ALFS.  To assist the ALF/HC Task Force, Offices must submit to Headquarters the processing files and documents for all ALFs and B&Cs, whether 223(f), new construction or substantial rehabilitation, the forms HUD-92264, 92264A, 92273 and 92274, narrative underwriting summary, EMAS market study, and management profile (including resumes on owners and key employees).  The above should be sent to the Office of Management and Oversight, Attention: Jack Payne.  A copy of the EMAS market review should be sent to the Economic and Market Analysis Division, Office of Policy Development and Research, Attention: Bruce Atkinson.





X.	EFFECTIVE DATE





	These processing guidelines are effective upon receipt of this Notice.  These instructions will remain in effect until the pertinent language in the Notice is incorporated into a handbook.  This Notice supplements instructions contained in Notices (H 91-46 and H 97-1).





XI.	SUMMARY





	This Notice provides special emphasis on underwriting assisted living facilities and board and care homes.  Headquarters will work with trade associations, mortgagees, mortgagors, and consultants to gain additional information about the industry.  As needed, HUD will communicate with various individuals, trade associations, and user groups on programmatic issues.  As a result of policy and procedure developments, Headquarters will publish new instructions.





	The reports from the appraiser and economist are advisory and the Director of Housing has discretion in approving or disapproving specific projects.  The facility must still meet the requirements in the Section 232 Handbook, 4600.1, REV-1, and 24 CFR parts 200 and 232.





�
	Field Offices are encouraged to share data on size of facilities, mortgage amounts, room rates, operating expenses, fill-up time frame, breakeven, and market conditions.  Offices should adopt their own customized standards rather than Headquarters having one standard that fits all.





	The most important component of underwriting an project is the experience of the mortgagor.  The second most important factor is the market.  The third most important element is the funding of the IOD.





	Any comments or questions on this Notice should be addressed to Jack Payne, Office of


Program Management and Oversight, at (202) 708-2556 extension 2540.
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