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I.	Introduction.



In the past, the Section 223(f) Program was the major financing vehicle for existing multifamily properties that did not require substantial rehabilitation.  However, market forces combined with dated instructions have caused a reduction in the level of activity within this program.  The following changes to the processing instructions will enhance the program marketability and aid the Field Office's ability to review an application of mortgage insurance.  Unless specifically stated these instructions are effective immediately and apply to only Section 207 pursuant to Section 223(f) rental housing projects that do not have an outstanding firm commitment.



II.	A transaction with a Project based section 8 contract.



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



1.	Comparable unassisted market rents; or 



2.	Section 8 contract rents.



B.	The FHA appraised value must be based on true market comparables not Section 8 subsidized projects considering conversion costs.



III.	Change in the equity take-out percentage in a Refinance transaction.



In completing Criterion 10 on Form HUD-2264A, Amount Based On Existing Indebtedness, Repairs and Loan Closing Charges, line h computes a percentage of HUD’s estimate of fair market value of the project.  This percentage is increased from 70 percent to 80 percent.



Note:  No equity take-out is permitted by:



Handbook guidance when refinancing cooperatives under Section 207; or



Regulation when refinancing health care facilitates under Section 232.









IV.	Clarification of a Purchase Transaction.



Treat any property acquired:



A.	Before the date of the original application as a refinance transaction; and



B.	After the date of the original application, as a purchase transaction.



Note:  In a purchase transaction, if there is any identity of interest, regardless of how slight, the application will be processed as a refinancing transaction.



V.	SECONDARY FINANCING.



Housing's regulations (24 CFR 200.71) permit an inferior lien under such circumstances as may be approved by the Commissioner in connection with an insured mortgage to purchase or refinance an existing project pursuant to Section 223(f) of the National Housing Act, NHA.  The terms and conditions are:



A.	The secondary financing is represented by a promissory note, Form FHA-2223.  This note shall not be altered in any manner.



B.	The amount of the secondary financing is based on the source of funding.



1.	When the loan is made by:



a.	A Federal, State or local government agency or instrumentality the amount of the loan cannot exceed the difference between the HUD insured mortgage and the HUD Fair Market Value of the project.  However, no other form of secondary financing may be used.



b.	For other entities or natural persons [either alone or in combination with organizations listed in 1a], the aggregate amount of the insured first loan and the second loan cannot exceed the 92.5 percent of HUD's Fair Market Value of the project.



2.	When the financing vehicle for the secondary financing is provided by a Federal, State or local government agency or instrumentality the amount of the loan cannot exceed the difference between the HUD insured mortgage and the HUD Fair Market Value of the project.  However, no other form of secondary financing may be used.  Examples of acceptable financing vehicles are 501(c)(3) tax exempt bonds issued by nonprofit organizations and the more common forms of tax exempt financing.



C.	Repayment of the secondary financing including interest, is geared solely to the availability of surplus cash.  Include the following language in the Note:



"So long an the Secretary of Housing and Urban Development or his/her successors or assigns, are the insurers or holders of the first mortgage on (insert project name and FHA Project No.), payments due under this Note shall be payable only from surplus cash (or residual receipts) of said project, as the term surplus cash (or residual receipts) is defined in the Regulatory Agreement dated (insert date) between HUD and (insert name of mortgagor).  The restriction on payment imposed by this paragraph shall not excuse any default caused by the failure of the maker to pay the indebtedness evidenced by this Note."



D.	The mortgagor may secure a promissory note with an inferior lien against the property given in connection with a Section 223(f) closing under the following conditions:



1.	The mortgagee of the HUD-insured first mortgage must consent to the placing of the inferior lien and agree that its existence doesn't constitute a basis for default on the first mortgage.



2.	There must be a simultaneous closing and same day recordation of the secondary financing documents and the insured first mortgage loan documents.





3.	The terms of the second mortgage are: 



a.	Approved by the Area Counsel;



b.	Consistent with the terms of the promissory note, the first mortgage, the Regulatory Agreement and all HUD regulations and requirements.



c.	The second mortgage shall not contain a cross default provision or any right of foreclosure before the termination of the HUD mortgage insurance.



d.	The term of the second mortgage may be extended, if:



1)	The note matures, there are no surplus cash funds or residual receipts available for repayment and the first mortgage has not been repaid in full.



2)	HUD grants a deferment of amortization or forbearance that results in an extended maturity of the insured mortgage.



e.	The second mortgage is assumable when a sale or transfer of physical assets occurs and the mortgage insurance remains in place.



1)	The holder of the second mortgage cannot require that more than 70 percent of the net proceeds of the sale or transfer be applied to the reduction of the loan.



2)	For these instructions, net proceeds are the funds available to the original mortgagor after:



a)	Correcting any monetary or covenant default on the first mortgage.









b)	Making:



Required contributions to any reserve funds.



Needed improvements to the property as evidenced by HUD's annual inspection reports.



f.	The second mortgage automatically terminates if HUD acquires title to the project by a deed in lieu of foreclosure.



i.	Only 50 percent of surplus cash or residual receipts can be pledged to the repayment of the secondary loan(s).  However, at the owner’s option additional payments may be made from time to time.



vi.	Instructions for Processing with Grant or loan from a federal, state or local government instrumentality agency.



A.	Application for Mortgage Insurance.  At the commitment processing stage, the applicant:



1.	Identifies the use of grant or loan funds on Form HUD-92013, Application for Project Mortgage Insurance.



2.	Submits either:



a.	A "letter of intent" signed by an authorized agent of the government agency or instrumentality showing:



1)	Amount of the grant or loan funds.



2)	Intended use of the grant or loan funds.



3)	Original source of grant monies.  If not submitted, presume Federal funds are involved.



b.	An application for the grant or loan showing the information above.



B.	Replacement Cost Formula.  Forms HUD-92013 and HUD-92264 must reflect the inclusion of all proposed mortgageable improvements whether they are to be funded by the grant or loan funds or mortgage proceeds.  The HUD appraiser:



1.	Doesn't deduct grant or loan funds attributed to replacement cost (mortgageable) items when computing replacement cost by formula.



2.	Completes Replacement Cost by Formula for Proposed Construction, and uses this information to complete Section G, Estimated Replacement Cost, on Form HUD-92264.



VII.	Additional Application Exhibits to be submitted at the Firm Commitment stage of Processing.



A.	The Mortgagee is now required to submit as part of the application for mortgage insurance, a Project Capital Needs Assessment, PCNA, prepared in accordance with Appendix 1:



1.	A Physical Inspection Report, PIR, containing detailed information about:



a.	The condition of the Project.



b.	Identification of the Project’s”



1)	Immediate repair needs; and



2)	Expected repair, replacement, and major maintenance needs over a specified time period such as ten years.



c.	An estimated cost, adjusted for inflation, to complete such items.



2.	A Statement of Resources and Needs which discusses:



a.	The Mortgagee’s review of and possible adjustment to the PIR





b.	Identifies for HUD:



1)	All critical repairs which must be completed before initial/final endorsement and the associated cost of doing the work.



2)	Non-critical repairs to be completed after final endorsement and the associated cost to be escrowed.

c.	Recommends to HUD



1)	The amount of:



a)	The initial deposit to the replacement reserve, if any.



b)	The monthly deposit to the replacement reserve.



2)	How the monthly deposit to the replacement reserve will be funded and its impact on the long term viability of the Project.



a)	Level monthly payment



b)	A monthly payment that increased over time



B.	HUD staff should review the additional application exhibits.  If the material and recommendations are found acceptable, HUD may incorporate them, in part or whole, into HUD’s underwriting determinations.



VIII.	Commercial Income, Other Income and Vacancy Factor.



HUD’s appraiser will follow revised instructions for computing commercial income, other income and vacancy factor contained in Appendix 2.



IX.	Supplement to Project Analysis, Form HUD-92264a.



Appendix 3 contains revised instructions based on this Notice for completing Form HUD-92264A.







X.	Firm Commitment.



The Hub or Program Center will issue a firm commitment using Form FHA 2453-MM, Commitment To Insure Upon Completion Section 207 (Pursuant to Section 223(f)).



XI.	Cost Certification.



The owner must certify to the actual costs incurred and the estimated cost of non-critical repairs to be completed after initial/final endorsement in the acquisition or refinancing of the property using Form HUD-2205-A, Mortgagor's Certificate of Actual Cost (Section 207 pursuant to Section 223(f).



A.	The owner must complete the cost certification and submit it to the Hub or Program Center for review 15 days before the initial/final endorsement of the loan.



B.	Cost certification is not required in refinancing transactions where 80% of value is the controlling criterion.  In such cases cost certification is not required



xII.	Mortgagor supervision.



HUD controls the mortgagor’s operation of the insured project through a Regulatory Agreement.  For a Section 223(f) project the correct Regulatory Agreement is Form HUD-92466.



Note:  Treat the Nonprofit mortgagor entity as general mortgagor.  No special status or benefits under this program has been conferred upon the nonprofit, nor is any special subsidy being received by the entity due to its nonprofit status.



XiII.	Initial/Final Endorsement.



Before scheduling endorsement, HUD's counsel must determine that the closing documents are legally acceptable including any administrative or Headquarters' approval required in connection with the grant or loan.







XIV.	Repairs to be completed after INITIAL/final endorsement.



Repairs may be completed after loan closing under certain conditions.



A.	General.



1.	Only non-critical repairs may be deferred.  Non-critical repairs are those that will not:



a.	Endanger the safety and well-being of tenants, visitors and passersby,



b.	Adversely affect ingress or egress, or



c.	Prevent the project from reaching sustaining occupancy.



2.	The repair deferral provision may be used only with the approval of the Hub or Program Center Office.



3.	Operating deficit determinations must consider occupancy disruptions to any units due to deferral of repairs.

4.	After initial/final endorsement, work on deferred repairs must begin immediately.



B.	Escrow Agreement (Form HUD-92476-1).



1.	The costs of the deferred repairs (including materials, labor, permits, profits, etc., trended to the start of repairs) must be estimated and withheld in cash from mortgage proceeds and placed in escrow.  A letter of credit may not be substituted for this 100 percent escrow.



2.	An additional cash amount (or letter of credit, at the option of the mortgagee) of not less than 50 percent of the repair cost estimate will also be placed in escrow.



3.	The mortgagee may release funds from the mortgage proceeds portion of the escrow in proportion of the cost of work completed, less a 10 percent holdback.  The holdback amount must be held until all work is completed and found acceptable.



4.	Funds remaining in the escrow account; including the holdback portion, may be released when:



a.	All repairs have been satisfactorily completed,



b.	Evidence of clear title has been provided to the field office, and 



c.	Latent defects assurances have been provided by one of the following.



1)	An escrow in cash, or letter of credit at the option of the mortgagee, equal to 2 1/2 percent (or greater percentage as warranted) of the repair cost maintained for 15 months from completion of repairs to cover situations where the defect is discovered in the twelfth month and additional time is necessary to correct it.



2)	A Surety Bond covered by FHA Form 3259 from a surety on the accredited list of the U.S. Treasury for at least 10 percent of the repair cost.  (The bond runs for a period of two years from the date of completion of repairs.)



C.	Completion of Repairs.



1.	All repairs except those described in Section V. below must be completed by the mortgagor within twelve (12) months of endorsement (or such shorter period as HUD and the mortgagee may specify).



2.	If the mortgagor has not completed all repairs by the end of the repair period (including any approved extensions), the mortgagee will complete the repairs using the escrowed funds.  The mortgagee will provide the mortgagor with a breakdown of these repairs and the cost(s) of completion (including administrative expenses).  Funds remaining in the escrow account after completion of the repair work will be returned to the mortgagor less reasonable administrative costs incurred in completing the repairs.



D.	Requirements After Completion of Repairs.



In cases where actual costs are less than estimated, the maximum insurable loan amount must be recalculated.  If the maximum insurable mortgage is cut due to lower actual costs, the mortgagor must prepay the mortgage:



1.	In amounts equal to the scheduled monthly principal payments, to the extent possible; with



2.	Any remainder going to the Reserve for Replacements Fund.



E.	Exemption for Repairs for Tax-Exempt Bond Financed Projects.



Project repairs which are required to satisfy tax code requirements but not required for Section 223(f) program compliance are exempt from provisions A - D above, but must meet the following:



1.	The costs of the repairs cannot be considered in the determination of the value of the project (for mortgage insurance) or the computation of the maximum insurable mortgage.



2.	The repairs must not be necessary for the project (or any unit in the project) to command the rent levels used in processing.



3.	The repairs must not delay or interrupt the occupancy of any unit in the project.



4.	Repairs must be paid from sources other than mortgage proceeds, secondary financing, or the required repair escrows.



5.	Funds for these repairs must not be commingled with the Section 223(f) escrow.



xV.	the 3-year rule.



Before filing an application the project must have been fully completed and at least 3-years must have elapsed from the date of completion or initial occupancy, as determined by HUD, which ever is later.



A.	The 3-year rule precludes a sponsor from trying to avoid compliance with applicable program criteria for development programs, including Davis-Bacon wage rates and labor standards, design criteria including accessibility standards, full environmental reviews, construction monitoring, etc.  It also ensures that any latent defects period has passed.



B.	With respect to Davis-Bacon, the Department of Labor only granted an exemption of the prevailing wage requirements for the Section 223(f) programs because projects were not “construction” or “recently completed.”  This exemption is critical to the operation of the Section 223(f) program.  Therefore no waivers to the 3-year rule may be granted.  The only exception will be for projects that were originally insured under the National Housing Act with payment of Davis-Bacon wage rates during the project’s construction or substantial rehabilitation.



The requirements contained in this Notice cannot be waived.



Questions regarding this Notice may be directed to the Office of Business Products at (202) 708-3000.









___________________________________

William Apgar

Assistant Secretary for Housing�

	Federal Housing Commissioner



























































Project Capital Needs Assessments

and

Replacement Reserve Escrow



I.	WHAT IS a Project capital needs assessment?



A Project Capital Needs Assessment, PCNA, defines what a Project’s immediate and long term capital needs are and provides a plan for financing the capital needs.  It consists of two distinct components:  The Physical Inspection and the Statement of Resources and Needs. These are described separately below.



II.	The physical inspection.



A.	The Physical Inspection Report.



The Physical Inspection Report, PIR, supplies the Mortgagee and HUD with detailed information regarding:



1.	The condition of the Project.



2.	An identification of the Project's:



a.	Immediate critical and non-critical repair needs; and



b.	Expected repair, replacement, and major maintenance needs over a specified time period.



3.	The total estimated cost, adjusted for inflation, to complete such items.



B.	The Mortgagee hires a "Needs Assessor" to prepare a PIR on the Project.



1.	A Needs Assessor is any firm or individual qualified by training and experience to evaluate building systems and site conditions and to provide cost estimates.



a.	HUD does not approve the Needs Assessor.



b.	The Mortgagee is solely responsible for the final determination of the acceptability of the firm and/or the individual and its work.



2.	The Needs Assessor and its Subcontractors participating in the preparation of the PIR may not have an identity-of-interest with the Mortgagee, Mortgagor, sponsor and managing agent (if any) of the proposed Project.  An arms-length relationship is essential.



C.	Conducting the Inspections.



1.	The Needs Assessor may find it desirable to subcontract with other entities or persons for portions of the Project's physical inspection.  For example, the Needs Assessor may wish to engage the services of a roofing subcontractor to furnish a roof inspection, a paving subcontractor to inspect the parking lots and sidewalks, a plumbing subcontractor to inspect the plumbing system, etc.



2.	The Department is leaving the working details of these arrangements to the Mortgagee and the Needs Assessors hired by the Mortgagee.



3.	The Needs Assessor must inspect enough dwelling units to be able to formulate an accurate estimate of repair, replacement and major maintenance needs.



In some cases depending on the size and condition of the Project, all or nearly all units will need to be inspected by the Needs Assessor.



In other cases, a lesser number of units may need to be inspected by the Needs Assessor.



The Department expects that appropriate statistical sampling methods and techniques will be used by the Needs Assessors to reach their conclusions about repair needs.



D.	Estimating Repair, Replacement and Major Maintenance Needs Costs.



Regardless of the inspection procedures used the final cost estimates of repairs should be as accurate as practical in terms of present dollar values.



The present dollar values will then be trended for future repairs using a reasonable inflation factor supplied by the Mortgagee.



E.	Explicit Assumption for Estimating Future Repair, Replacement and Major Maintenance Needs.



1.	The Needs Assessor should assume that the Project will be in a better than "Satisfactory" condition when the Project's Note and Mortgage is paid off.



a.	This assumption is made explicit only for the purpose of standardizing or normalizing the data that will be furnished the Department.



b.	Assume the Project to be in such a financial and physical condition that no unfunded major capital repairs would be anticipated for a period ending about two years after the maturity date of the Note.  In other words, the PIR should not anticipate that the buildings would be run down or in need of unfunded major repairs as of the maturity dates of their Notes and Mortgages.



2.	The Department realizes that these long term estimates are projections that are subject to change.



F.	Projections of Repairs, Replacements and Major Maintenance Costs. 



Needs Assessor itemizes repairs, replacements and major maintenance needs and breaks out the estimated dates by year  that repairs, replacements and major maintenance needs will be needed according to the following format:



1.	"Immediate critical [health and safety] and non-critical” after issuance of the firm commitment and before initial/final endorsement of the mortgage.





Note:



For deferred maintenance items if the project is being processed as:



A refinance transaction, the items must be completed before initial/final endorsement of the mortgage.



A purchase transaction, the items may be included in the non-critical repairs list to be completed after initial/final endorsement.



At the Mortgagee’s option, other non-critical repairs may be completed after initial/final endorsement.



2.	“Near Term” from the initial/final endorsement through the tenth year of the mortgage.



3.	“Long Term” from the eleventh through the twentieth year of the mortgage.



4.	“Remainder” from the twenty first year until about two years beyond the maturity date of the Note and Mortgage.



G.	The Needs Assessor will prepare a schedule to estimate the remaining useful life of all short lived building components equipment included in the Project.  The estimated useful life estimates must come from a nationally recognized organization such as “Marshall and Swift.”



H.	The Physical Inspection Report.



The PIR describes the current and future physical needs of the proposed multifamily Project.  The format for the PIR follows.



1.	Cover Sheet must include:



a.	The Project name, number and location.



b.	Name, address, and telephone number of the preparer(s).



2.	Table of Contents.



3.	Summary of Physical Inspection Report.



4.	Project description.



5.	Project Inspection Report(s).



6.	Project Inspection Work Write-Up.



7.	Physical Inspection Cost Estimate(s).



8.	Computation of:



a.	The cost of “Immediate critical [health and safety] and non-critical” items.



b.	The Initial Deposit to the Reserve for Replacement Account and the annual deposit to the Reserve for Replacement Account based on the “Near Term” repair, replacement and major maintenance needs of the Project.



c.	The cost of “Long Term” repair, replacement and major maintenance needs of the Project.



d.	The cost of “Remaining Term” repair, replacement and major maintenance needs of the Project.



9.	Engineering and Specialty Reports.



10.	Standard size color photographs necessary to illustrate the conditions discussed in the report and a narrative describing each photograph.



III.	Statement of Resources and Needs.



The Mortgagee’s statement must:



A.	Address the quality of the PIR; and 



B.	Discuss any adjustments made to the PIR by the Mortgagee.



C.	Identify the repair, replacement, and major maintenance items for which the owner may be reimbursed from the Replacement Reserve.



Note:  HUD will only disburse funds for those repair, replacement, or major maintenance items specifically listed in the Statement.



D.	Recommend to HUD the dollar amount of:



1.	The cost of repairs to be completed before initial/final endorsement of the mortgage.



2.	The cost of, and the amount to escrowed for non-critical repairs to be completed within one year of date of initial/final endorsement of the mortgage.



3.	Initial deposit, if any, and the amount of the monthly deposits and the funding schedule of such deposits into the Replacement Reserve based on “Near Term” Projections of repair, replacement and associated costs.



E.	Describe:



1.	Current financial or other assistance needs and resources of the Project.



2.	Future financial or other assistance needs and resources.  Specifically how “Long Term” and “Remainder” projected repair, replacement and major maintenance costs will be covered.



3.	The debt service coverage selected for the transaction.



4.	The strength of the market in which the Project is located.



5.	The amount of competition that the Project currently faces.



6.	The probability of increased competition from new properties.



7.	The Mortgagor's motivation and ability (including consideration of the Mortgagor's liquidity and other obligations) to finance necessary repairs, replacements and major maintenance items in case the Replacement Reserve is depleted.



F.	An estimate of the likelihood of obtaining the resources identified above



iV.	Review of the Physical Inspection report.



The Mortgagee reviews the PIR and makes any appropriate adjustments as indicated below.



A.	The Mortgagee’s review is to determine whether:



1.	The PIR covers the appropriate mortgage term;



2.	All items requiring action (during the term covered by the PIR) are included in the Needs Assessor’s Summary;



3.	An adequate sampling of units was made, and management reported replacements have been verified and considered;



4.	Appropriate ages are given for individual elements and whether any deviations from the expected useful lives are adequately justified; and



5.	The Needs Assessor’s Summary contains any material mathematical errors.



B.	Some items identified in the PIR may be part of the current operating budget for the Project.



1.	If these items (such as replacement of garbage disposals or smoke detectors) are included in the normal operating budget for the Project, funds for their repair or replacement need not be included in the Replacement Reserve.



2.	The Mortgagee should only remove such items from the Needs Assessor's estimates if there is clear evidence that the operating budget for the Project includes such items and the items are of relatively nominal cost.



3.	The Mortgagee should also ensure, in the review of prior operating statements for the Project, that any "capital" items deleted from the maintenance line items are addressed in the calculation of reserves if they are likely to recur during the term covered by the PCNA.



C.	The Mortgagee should review the PIR to assure that all items of the type listed below are appropriately listed, and that the Needs Assessor’s cost estimates and projected dates of completion are reasonable.



1.	Complete list of repair, replacement or major maintenance items that could potentially impact the health or safety of tenants (e.g., installation of exit lighting at a basement exit);



2.	Complete list of repair, replacement or major maintenance items (other than routine items).  Included in this category are any items that are necessary to:



a.	Correct any deferred maintenance (i.e., conditions that should have been prevented or repaired as part of a previous year's Project maintenance program are considered deferred maintenance.  Items that coincidentally become necessary at the time of underwriting are not considered deferred maintenance);



b.	Prevent physical deterioration of the Project;



c.	Correct conditions that violate applicable codes; and



d.	Correct conditions that decrease the marketability of the Project.



3.	The Mortgagee must determine the dates for the completion of all work.



a.	These completion dates must be appropriate for the significance of the work being done.



b.	However, in all events, the critical repairs must be completed before and non-critical repairs no later than 12 months after initial/final endorsement.



D.	The Mortgagee should review the PIR to ascertain that the number of years' over which repairs, replacements, or major maintenance items are expected to occur represents a reasonable conclusion and that the Needs Assessor's cost estimate is reasonable and adequate to address the Project's needs.  The Needs Assessor should not:



1.	Estimate costs based on the worst case (e.g., replacement of all aging refrigerators in a single year).



2.	Be unduly optimistic in determining the schedule or costs (e.g., replacement of only a small percentage of refrigerators per year such that replacements are stretched beyond the term of the Mortgage without justification).



V.	Method for Computing the Replacement Reserve Account.



The Needs Assessor prepares an analysis of the remaining useful life of short lived building components and systems, and other Project features.  Mortgagee uses this to evaluate the adequacy of the replacement reserve account and any necessary initial deposit to that account.



A.	Ineligible items.  Items generally considered routine maintenance are not included in the calculation of Replacement Reserve Account.



1.	To derive the remaining useful life of an item, subtract the actual age of the item from the estimated economic life of the item.



2.	The schedule shall provide a description of the item, actual age and estimated economic life of the item using the format shown below.



B.	Prepare a 100 percent replacement cost estimate (less salvage) for each item in the group whose estimated remaining useful life is expected to expire within 10 years.



1.	Include the sum of the costs of labor/ installation, materials, and appropriate fees, when applicable.  Using a cost adjustment factor for time, project the cost of each item from the date (month and year) of the estimate to the expected expiration date.  The sum of the estimated cost is the total initial deposit.



2.	Davis-Bacon Requirements do not apply and, therefore, the costs of labor shall not include the provisions of Davis-Bacon.



3.	Identify the location of items, if required for clarification.



Vi.	Evaluation of the replacement account for the first 10 Years.



A.	The total replacement reserve includes the initial deposit and the annual deposits should be satisfactory to provide for any anticipated repairs, replacements and major maintenance needs which may occur within the first 10-year period.



B.	An additional evaluation must be made every ten years to determine whether annual deposits to the reserve account are sufficient.



C.	The Mortgagee must address how later adjustments in the annual deposit will be made and the financial risk to HUD.



VII.	Completion of Repairs.



The Mortgagee is expected to exercise independent judgment when recommending which items must be completed before initial/final endorsement and which items are non-critical items that may be completed after initial/final endorsement.



A.	At initial/final endorsement of the mortgage, the Project shall not have any conditions that threaten the health or safety of tenants.



B.	Non-critical repairs may be completed after initial/final endorsement.







viiI.	Determination of Total Replacement Reserve Amount.



After reviewing the PIR, the Mortgagee must, in the Statement of Resources and Need, determine and recommend to HUD the Total Replacement Reserve Amount for the Project.



A.	The Total Replacement Reserve Amount must be at least equal to the total estimated cost (adjusted for inflation) of completing the items shown in the “Near Term” repair and replacement needs of the Project.



B.	The total deposits by the Mortgagor into the Replacement Reserve should equal the Total Replacement Reserve Amount.



C.	The Total Replacement Reserve Amount must be at least equal to $150 per unit, per annum, for the term of the Mortgage.



IX.	Funding Schedules for the Replacement Reserve.



The Mortgagee recommends to HUD the appropriate funding structure for the Replacement Reserve based on the timing of the expected repairs, replacements and major maintenance items, and the overall financing structure of the Mortgage (e.g., whether the Mortgagor will receive cash upon closing the Mortgage).  If HUD accepts the Mortgagee’s recommendation, the funding schedule will be inserted into the Regulatory Agreement by HUD.



A.	The following are examples of alternative funding schedules:



1.	No initial deposit and large monthly deposits because the repairs and replacements are concentrated in the later years of the Mortgage term.



2.	Monthly deposits that increase over the term of the Mortgage (e.g., payments which increase 5 percent per year over the term of the Mortgage) to match the estimated timing of repairs and replacements may be appropriate in some instances.



Note:  Absent an initial deposit, a disproportionately small monthly deposit in the first year, designed to reduce the impact on underwriting is unacceptable.



B.	If the Mortgagor is required to make an initial deposit into the Replacement Reserve, the Mortgagee may subtract the amount of the initial deposit from the Total Replacement Reserve Amount in determining the amount of the monthly deposits to the Replacement Reserve to be made by the Mortgagor.



C.	The Mortgagee’s Statement of Resources and Needs must set forth a funding schedule and demonstrate that the funding schedule shows that money will be there yearly to meet the physical needs of the Project and the overall underwriting of the loan.



x.	HUD Field office Reviews.



A.	The Field Office should:



1.	Review the PCNA for completeness and adequacy.  The review should include a careful examination of the Departments long-term risk associated with non-traditional calculation of annual deposits to the replacement reserves.



2.	Discuss all weaknesses or inadequacies of the PCNA with the Mortgagee in an effort to reach consensus about the needs and resources of the Project.  The results of these discussions and agreements reached must be incorporated into the firm commitment and loan closing documents.



B.	If the Field Office determines that a PCNA is substantially incomplete or inadequate:



1.	Notify the Mortgagee of the portion(s) of the PCNA that require completion or revision and require the Mortgagee to submit an amended PCNA within thirty (30) days from receipt of the Field Office's notification.



2.	If HUD and the Mortgagee fail to reach closure, HUD will impose its own methodology for computation of annual deposit to the replacement reserve.



C.	The Mortgagee will recommend and HUD may set up the Total Replacement Reserve Amount as though the mortgage term were ten years.



1.	If the Mortgage term is over 10 years.  HUD will reevaluate the Project's Replacement Reserve needs and, if appropriate, adjust the Mortgagor's required deposits to the Replacement Reserve every ten years.



a.	To assist in completing this evaluation, the Mortgagee must obtain a new PCNA every 10 years which covers the next ten years [or the remaining term of the Mortgage] plus two years.



b.	Replacement Reserve funds may be used to pay for the additional PCNAs.



2.	The Hub or Program Center at the time of initial/final endorsement will have a rider signed by the Mortgagee and HUD and attached to the Mortgagee’s Certificate which will require the Mortgagee to comply with the requirements of C.1. above.















































































Commercial Income, Other Income

and

Vacancy Factor



HUD is adopting revised guidelines for commercial income, other income and vacancy factor.



I.	Commercial Income.



Where commercial facilities are included in a project, a separate analysis must be made of the effect that the commercial operation will have on the project.  The processing appraiser must calculate income, vacancy and collection loss, operating expenses and replacement reserves attributable to commercial space separately from the residential.



A.	The appraiser must:



1.	Conduct a complete analysis of at least three commercial income and expense comparables.



2.	Provide for each comparable the name of the tenant, the type and address of business, square feet, rent, vacancy, any concessions and major lease terms.



3.	Provide data to support the subject’s commercial vacancy rate in relation to the overall market commercial vacancy rate and review the rollover risk and cost of tenant improvements to re-lease space.



4.	Use a vacancy factor of not less than 10 percent to obtain effective gross commercial income for underwriting purposes.



5.	Provide for each lease, the term, commencement date, expiration date, name of tenant, square footage, calculation of gross rents, expenses, reimbursement of expenses, cancellation clauses and renewal clauses.



B.	The effective gross commercial income used in the calculation above cannot exceed 20 percent of total Effective Gross Income, EGI.  



C.	The project expense estimate  must include all commercial expenses payable by the project owner. The analysis of all commercial income and expenses must be reflected on Form HUD 92264 with all the supporting data required in #1 above attached to the form.





iI.	Other Income.



A.	The processing appraiser may consider income from laundry facilities, parking and other sources such as equipment rental, vending machines, pet fees, pool fees, cable fees and forfeited security deposits in the calculation of income based on the operating history of the project and whether income from these sources are common in the market. The appraiser can consider the net amount of this income based on the actual amount received  adjusted for vacancy and income loss. The appraiser’s analysis must be discussed in the Remarks Section of Form HUD 92264.



B.	The processing appraiser should not include in HUD's calculation of income any interest income or premiums for certain types of leases. 





III.	Vacancy Factor.



A.	The processing appraiser must establish a factor for vacancy and collection loss when determining the effective gross annual income for the residential units.  The factor must consider both historical and current data of the subject property, the rental comparables and any anticipated changes in the market. The factor selected must reflect long term occupancy rates that are expected to continue. The appraiser must document in the Remarks section of the HUD 92264 any wide differences in the short term and long term occupancy rates.



B.	The vacancy and collection loss rate used by the appraiser may not be less than 5 percent and must be adjusted upward if property and/or market conditions require. 
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Vacancy Factor
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FORMAT ONLY TO BE REPRODUCED LOCALLY

TO COMPUTE FEES IN A PURCHASE TRANSACTION



Step 1.  Add the known dollar amounts for:



A.	Purchase Price...............................$_________

B.	Repairs......................................$_________

C.	Legal........................................$_________

D.	Organizational...............................$_________

E.	Title and Recording..........................$_________

F.	Initial Deposit to the Reserve for

Replacements (Realty), provided the

Deposit will be funded by the Purchaser......$_________

G.	Initial Deposit to the Reserve for

Major Movable Equipment (Non-realty)

provided the Deposit will be funded

by the Purchaser (Sec. 232 Projects).........$_________

H.	Other Fees (Arch., Eng., Insp.)..............$_________



TOTAL                                             $_________



Step 2.  Deduct amount of any Reserve for

Replacements and/or Major Movable Equipment

which will be purchased as an asset of the

project......................................$_________



RESULT                                            $_________



Step 3.  Multiply result from Step 2 

by the applicable percentage used in

Criterion 3 and round down to the

nearest hundred dollars.



PRODUCT                                           $_________



Step 4.  Add the known percentages for the following:



A.	MIP..........................................$_________

B.	Permanent Placement Fee......................$_________

C.	Financing Fee (Initial Service Charge).......$_________

D.	Exam Fee.....................................$_________

E.	Discounts, if Allowable......................$_________



TOTAL                                             $_________



Step 5.  Multiply the sum from Step 4 by applicable percentage used in Criterion 3.



PRODUCT                                           $_________



Step 6.  Subtract the product from Step 5 from 100 percent.



RESULT                                            $_________



Step 7.  Divide the product from Step 3 by

the result from Step 6.  The quotient

rounded down to the nearest hundred

becomes the mortgage.                    $_________



Step 8.  Compute the actual amount of the fees

based on the mortgage determined in Step 7.



A.	MIP..........................................$_________

B.	Permanent Placement Fee......................$_________

C.	Financing Fee................................$_________

D.	Exam Fee.....................................$_________

E.	Discounts, if Allowed........................$_________



TOTAL                                             $_________



Step 9.  Add to the total derived from Step 8, the following:



A.	Legal and Organizational.....................$_________

B.	Initial Deposit to Reserve for Replacements..$_________

C.	Initial Deposit to Reserve for Major Movable

	Equipment....................................$_________

D.	Title and Recording..........................$_________



TOTAL                                             $_________



















FORMAT ONLY TO BE REPRODUCED LOCALLY

TO COMPUTE FEES IN A REFINANCING TRANSACTION



Step 1.  Add the known dollar amounts for:



A.	Existing Indebtedness........................$_________

B.	Repairs......................................$_________

C.	Initial Deposit to Reserve for

D.	Replacements (Realty)

Initial Deposit to Reserve For

Major Movable Equipment (Nonrealty)

(Section 232 Projects only)..................$_________

E.	Legal........................................$_________

F.	Organizational...............................$_________

G.	Title and Recording..........................$_________

H.	Other Fees (Arch., Insp., Eng.)..............$_________



TOTAL                                             $_________



Step 2.  Deduct amount of any Reserve Escrow for

Replacement and/or Major Movable Equipment

currently on deposit with the lender.........$_________



RESULT                                            $_________



Step 3.  Add the known percentages for:



A.	Financing Fee (initial Service Charge).......$_________

B.	MIP..........................................$_________

C.	Exam Fee.....................................$_________

D.	Permanent Placement Fee......................$_________

E.	Discount, if Allowable.......................$_________



TOTAL                                             $_________



Step 4.  Subtract the sum from Step 3 from 100 percent



RESULT                                            $_________



Step 5.  Divide the sum from Step 2 by the

result from Step 4.  The quotient

rounded down to the nearest hundred

becomes the mortgage.                    $_________













Step 6.  Compute and total the actual fees

based on the mortgage determined in Step 5.



A.	Financing Fee................................$_________

B.	MIP..........................................$_________

C.	Exam Fee.....................................$_________

D.	Percent Placement Fee........................$_________

E.	Discounts....................................$_________



TOTAL                                             $_________



Step 7.  Add to the sum from Step 6, the following:



A.	Legal and Organizational.....................$_________

B.	Initial Deposit to Reserve

	for Replacements.............................$_________

C.	Initial Deposit to Reserve for

Major Movable Equipment......................$_________

D.	Title and Recording..........................$_________



TOTAL                                             $_________











































FORMAT ONLY TO BE REPRODUCED LOCALLY

TO COMPUTE MAXIMUM amount of secondary financing Permitted





I.	Form a government agency or instrumentality:



HUD’s Estimated Fair Market 

Value of the Project.............................$__________



Less:  The maximum insurable mortgage............$__________



Total............................................$__________





II.	From any other entity or natural person:



92.5% HUD’s Estimated Fair Market 

Value of the Project.............................$__________



Less:  The maximum insurable mortgage............$__________



Total............................................$__________
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