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I.
PURPOSE:

The purpose of this Notice is to clarify and standardize existing guidance for sponsor/owner/borrowers and Multifamily Hub/Program Center (Hub/PC) staff on prepayment of Section 202 or 202/8 direct loans.

II.
AUTHORITY:
Authority is provided by Section 202(j)(1) of the Housing Act of 1959, as amended, and 24 CFR 891.530. Chapter 22 of Handbook 4350.1 REV-1 does NOT offer guidance on prepayments of Section 202 and 202/8 loans, except on modifying the HAP contract.

III.
GENERAL INFORMATION/BACKGROUND:

The number of information requests regarding prepayment of Section 202 direct loans has been rising, both from Hub/PC staff and from management agents, attorneys and others representing the sponsor/borrower corporation.

The Department has had a long-standing policy of rarely allowing prepayment of direct loans under Section 202.  However, such requests can be considered in instances when the Department determines that prepayment inures to the benefit of the Secretary and where there is evidence that the prepayment is also to the advantage of the residents, not just the owning corporation.  Thus, the Office of Housing has approved a number of prepayment requests in FY 1998.

The Department's requirements for prepayment in this Notice are consistent with statutory requirements, long-standing policy and 24 CFR 891.530. A prepayment request for a Section 202 or 202/8 mortgage loan requires the recordation of a restrictive covenant (except when the owner/sponsor/borrower has the right to prepay under the note, see Paragraph IV below).  This covenant insures that ownership of the project will remain non-profit and that the project will continue to operate until the original maturity date of such loan in a manner that will provide rental housing for the elderly and people with disabilities on terms at least as advantageous to existing and future tenants as the terms required by the original loan.
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IV.
ELIGIBILITY:
This Notice applies to all Section 202 or 202/8 projects.

There are two classes of Section 202 and 202/8 prepayments, as follows:

A.
Prepayments Approvable by the HUB/PC:
Applies to those 202s approved during approximately 1977 to 1981 which have a note which allows them to pay off their mortgage upon 30 days notice.  These actions by the Hub/PC are covered by delegation of authority at 59 FR 62743.

Typically, the mortgage note Form FHA-3432-EH (6/76) contains language similar to the following:

"Privilege is reserved to pay the debt in whole or an amount equal to one or more monthly payments on principal next due, on the first day of any month prior to maturity, upon at least thirty (30) days prior written notice to the Payee."

NOTE:
Hub/PCs may NOT approve the use of project reserves or residual receipts as part of ANY such prepayment request.


B.
Prepayments Which Require Approval by Housing Headquarters:
Such prepayments requests may be from any 202 or 202/8 sponsor/borrower/owner where the note does not grant the right to prepay the loan.

These requests require a Hub/PC determination that the project will continue to operate until the maturity date of the Section 202 loan on terms at least as advantageous to present and future tenants.  After such determination, the request is forwarded to Headquarters with a recommendation (see paragraph V.D, below).

Each proposal is a case-by-case decision which MUST be approved by the Assistant Secretary for Housing (ASH).
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V.
SPONSOR/BORROWER RESPONSIBILITIES:
Paragraphs V.A(l) and B apply to all sponsor/borrowers EXCEPT those covered by paragraph IV.A, above.  Paragraphs V.A(2-4) apply to EVERYONE.
A.
Prepayment Considerations:

1.
The sponsor/borrower/owner must execute and record a Declaration of Restrictive Covenants (DRC), whether or not it intends to apply any part of the project's reserves or residual receipts to the prepayment.  The DRC (consistent with paragraph III, above) must run with the land and be binding on all subsequent creditors and owners until the date that the original Section 202 or 202/8 loan would have been retired.


If project reserves or residual receipts are used as part of the prepayment, Hub staff must include a clause in the DRC requiring repayment of such reserves or residual receipts, if HUD determines that the DRC has been violated.

2.
Should a project note be prepaid as part of refinancing resulting in reduced loan payments, HUD will share in any debt service savings by reducing that portion of the Section 8 payment currently designated for debt service under the HUD loan.

3.
The sponsor/borrower continues to be bound by provisions of the existing section 8 contract until its expiration.  Continuation of the contract is dependent on Section 8 instructions current at the time of contract expiration.


Sponsor/borrowers with Rent Supplement or Rental Assistance Payment (other than Section 8) contracts will have those contracts terminated upon an approved prepayment.  However, tenants currently With such subsidies must have their out-of-pocket rents "held harmless" by the contract's cancellation.
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4.
Non-profit status of the sponsor/borrower corporation must continue at least through the term of the original section 202 mortgage note.

B.
Prepayment Considerations, re: Tenants:


In addition to the restrictive use covenant (see paragraphs III and V.A(l) above), the sponsor/borrower/owner must also demonstrate that prepayment is advantageous to the tenants.  This may include, but is not limited to, one or more of the following:

1.
Increased availability or provision of services from the sponsor/borrower/owner or other third parties.

2.
Some or extensive retrofit and/or renovation of the project by the sponsor/borrower/owner or another third party, as part of the total request package.

3.
Construction of a new, co-located related facility (e.g., assisted living), which will serve the tenants of the 202, among others.

4.
For non-subsidized tenants, a rent freeze or rent reduction (due to reduced debt service).

C.
Prepayment Consultation with HUB/PC Staff:


Any sponsor/borrower/owner corporation considering prepayment is encouraged to consult with their housing project manager in the appropriate Hub/PC before proceeding.  This meeting should cover at least the following:

-
discussion with sponsor/borrower/owner regarding the restrictive use covenant (where applicable).

-
Hub/PC staff should adapt HUD Form-90163-CA, "Capital Advance Use Agreement," as the preferred document for the covenant, and provide it to the sponsor/borrower/owner, with a violations clause, if necessary (see paragraph V.A(l)).

-
discussion of the "advantage to the tenants" requirement (where applicable).
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-
Discussion of payment due for an outstanding Flexible Subsidy loan, if appropriate.

-
Provision of new financing documents (if appropriate) to HUD, explanation of the prepayment, and how the estimated savings to the owning corporation due to reduced debt service will affect the HAP.

-
HUD required modifications to the HAP (see paragraph VI.C, below).

-
Disposition of residual receipts.

This depends on the language of the regulatory agreement and HAP Contract.  Older agreements (e.g., early-1980s or earlier) may be silent on the matter (in which case the residual receipts remain with the project) or the agreement will explicitly state either that the residual receipts remain with the project OR that the residual receipts belong to HUD.

If HUD approval of prepayment is required, Hub/PC staff may allow all reserves and residual receipts to remain with the project.  In such cases, such reserves or residual receipts may only be used for repairs to or replacements for the building or for the benefit of the tenants, with the HAP contract amended to so reflect.

D.
Written Request to HUD:


Once a tentative agreement to approve prepayment is reached with HUD field staff, sponsor/borrower/owners may submit a written request to the appropriate Hub/PC (see format at Attachment 1), together with a copy of their mortgage note, HAP and Regulatory Agreement, the Form FHA-3432-EH and a certified copy of the recorded and executed restrictive covenant (HUD Form 90163-CA, “Capital Advance Use Agreement") in the applicable cases.
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VI.
MULTIFAMILY HUB/PROGRAM CENTER RESPONSIBILITIES:
A.
General:


Hub/PC staff should process any prepayment request within 30 days of receipt and make a recommendation to Headquarters for action, where required.

B.
Processing the Application:


Hub/PC staff must do the following (use checklist at Attachment 2 as guide):

-
Insure that the request is properly documented and that the restrictive covenant (including the violations clause, if appropriate (see paragraph V.A(l), above)) has been recorded (where appropriate).

-
Determine that adequate justification and documentation is provided to demonstrate "advantageous to the tenants" (where appropriate).

-
Determine whether or not the project is Budget-based.  If it is on an Annual Adjustment Factor (AAF) (see HBK 4350.1, REV-1, Chapter 34), the request must contain the check-off agreement to convert to budget-based rent increases as one condition of prepayment approval (where appropriate).

-
If the sponsor/borrower asked to apply some or all of these funds to the prepayment, and HUD approves, adjust payoff amount by any residual receipts which may be used, and determine the correct payoff amount, as of date

-
Check records to see if there is an outstanding Flexible Subsidy loan.  If so, the loan is due and payable as part of the prepayment.
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C.
Submission to Headquarters for Approval:



Hub/PC staff MUST submit appropriate prepayment requests and back-up material to the Office of Portfolio Management in Headquarters for action.  Submit requests to: Director, Office of Portfolio Management, ATTN: Desk Officer, ________________ HUB, Rm. 6160, 451 7th St., SW, Washington, DC 20410.

D.
Modification of the HAP Agreement:
1.
General:
In all cases Hub/PC staff must recalculate assistance needed downward, based on operating costs and any reduced level of debt service.  This recalculation is done as part of the prepayment process.  See Handbook 4350.1, REV-1, Chapter 7, section 4, on calculation of rents.


Current 20 or one-year HAPs may be extended to cover reduced outlay levels.  Renewal is based on reduced outlay estimates, per existing procedures for estimating budget and contract authority.




2.
Processing:
After receipt of a prepayment approval from Headquarters, Hub/PC staff should modify the HAP for the subject project (refer to general issues at HBK 4350.1 REV-1, Paragraphs 22-15, 16 and 17, as appropriate).



Also, the mortgage note and regulatory agreement no longer exist after a section 202 or 202/8 prepayment.  Therefore, the HAP must be amended to reflect the provisions currently in the regulatory agreement on which HAP payment increases are based.


(a)
When the sponsor/borrower/owner has a 30-day right to prepay clause, the HAP is amended NOT at prepayment, but at the first time the sponsor/borrower/owner requests a rent increase.


(b)
However, for projects without a 30-day right to prepay clause, the modification must be done as part of the prepayment process.

Required HAP agreement changes are as follows:

-
Include paragraph (3) of HUD-92466-EH (7/90) for submission of an operating budget.

-
Use residual receipts provision in paragraph 5(c) of same; Delete section 2.6(b)(1) of the HUD-5252D (8/80), if applicable.

-
Use paragraph 12(a) of same, limiting public occupancy to elderly or handicapped families and individuals as defined in section 202 of the HA of 1959.

-
Substitute paragraph 5(a) of same for paragraph 2.6(c) of HUD 5282, if applicable.

-
If AAF, delete paragraphs 2.7(b) and (c) of Form HUD-52522D and insert the following: “b.  Contract Rent Adjustments.  Contract rents shall automatically be adjusted whenever HUD approves a rent schedule that is necessary to compensate for any net increase occurring since the last approved rent schedule in taxes (other than income taxes) and operating and maintenance costs over which mortgagor has no effective control."

E.
Final Processing:
Hub/PC staff must notify the sponsor/borrower/owner of approval of the prepayment request (see format, Attachment 3), provide a payoff date and attach to the approval letter a modified HA P for signature, where appropriate.

The modified HAP must be executed by the sponsor/ borrower/owner and Hub/PC staff prior to acceptance of the payoff amount (or prior to approval of the rent increase, if appropriate).
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VII.
FURTHER INFORMATION:
For further information, HUB/PC staff may call Jerry Nachison at (202) 708-0614 x2485 for 90 days following the issue date of this Notice.  After that, they should contact their designated Headquarters Desk officer.

Project management/ownership should contact the Housing Project Manager in the Hub/PC responsible for their project.





William C. Apgar





Assistant Secretary for Housing-





  Federal Housing Commissioner
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