U.S. Department of Housing and Urban Development

H O U S I N G





Special Attention of:						Notice: H 99-7



Multifamily Hub Directors,	Issued: April 30, 1999

Program Center Directors,	Expires: April 30, 2000

Supervisory Project Managers,

Secretary's Representatives,	Cross References:

Community Builders





Subject:	Subordinate Financing by Federal Home Loan Banks for Section 202 and Section 811 Projects



I.	PURPOSE: This Notice is to advise HUD offices of the Department's policy regarding the use of Federal Home Loan Bank (FHLB) System Affordable Housing Program (AHP) funds for subordinate financing of Section 202 and Section 811 projects.  It also transmits the Memorandum of Understanding (MOU) between HUD and the Federal Housing Finance Board which sets forth the policy for such financing as well as the legal documents that must be used.



II.	BACKGROUND: Sponsors of Section 202 and 811 projects are increasingly approaching FHLBs for AHP subordinate financing because of problems related to front end cash requirements and cash requirements related to project management.  Previously, each such request was submitted to Headquarters, along with the proposed mortgage documents, for approval on a case-by-case basis.



	In order to decentralize and simplify the process for approving subordinate financing with AHP funds, HUD and the Federal Housing Finance Board have entered into an MOU (Attachment A).  The MOU establishes the framework for the use of such financing and outlines HUD's responsibilities, including monitoring, in connection with Section 202 and Section 811 projects receiving the financing.



III. 	POLICY: Subordinate financing by FHLB's in Section 202 and 811 projects may be used for project related purposes allowed under the AHP Regulation and as provided in the project's approved AHP application.  However, HUD does not permit subordinate financing for such items as the minimum capital investment or items that would change the character of the project, such as nursing stations.  Examples of items that HUD would allow to be covered by such subordinate loans are excess land costs, unusual off-site costs, excess amenities and the cost of major structural repairs.
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�	Examples of items that HUD would not permit for such subordinate loans would be amenities that would raise the operating expenses such as swimming pools (unless the owner is prepared to pay such operating expenses out of its own or other non-HUD funds).



	In order to expedite the handling of such requests, the Multifamily Hub or Program Center Director authorized to process Section 202 and Section 811 projects is being delegated the responsibility for reviewing and approving these requests.  The HUD Counsel for that Office will review the subordinate financing documents for legal sufficiency.  The Multifamily Hub or Program Center Director will review any comments from the HUD Counsel and request the borrower/ owner to make modifications to the documents as appropriate.



	After the documents have been determined to be legally acceptable, they are approvable by the Multifamily Hub or Program Center Director if, upon review, the provisions identified in the Exhibits to the attached MOU, or provisions similar in all material respects, are included in the relevant AHP subordinate financing documents and HUD capital advance financing documents.  As with all subordinate financing involving Section 202 and 811 projects, HUD's review will include a determination that:



(1)	The subordinate mortgage holder cannot impose any requirements which interfere or conflict with HUD's requirements concerning the project's development or operation, nor can they in any way jeopardize the continued operation of the project on terms at least as favorable to existing as well as future tenants. (FHLB AHP projects utilizing the attached documents will meet the test.)



	(2)	The subordinate financing does not become due and payable in whole or in part until the Section 202 or 811 capital advance (mortgage and note) is fully amortized, except in the following cases:



(a)	payments can be made on the subordinate mortgage prior to full amortization from Residual Receipts to the extent available after approval by the local HUD Office; (In the event of a default in the subordinate mortgage based on noncompliance with A.HP covenants and regulations, HUD shall approve payments to the Lender from Residual Receipts to the extent available as determined by the Multifamily Hub or the Multifamily Program Center Director.), or





2



�	(b)	the sponsor agrees to make payments from its own funds, and such funds do not come from the Section 202 or 811 project.



	(3)	Pursuant to Paragraph l.c. of the Rider (Exhibit A of the MOU), no default under the subordinate mortgage can be declared without HUD approval and HUD has agreed in the MOU that its approval shall not be unreasonably withheld.



(4)	HUD's approval of a Transfer of Physical Assets (TPA) also constitutes approval of the TPA by the subordinate mortgage holder.  In the event of a transfer, such transferee shall notify the FHLB of its intent to acquire Borrower's interest in the property and shall assume Borrower's obligations under the AHP covenants.



	This reflects only a summary of the requirements set forth in the MOU and attached Exhibits; HUD offices should read the MOU and attached Exhibits carefully for more detailed information.



IV.	THE MEMORANDUM OF UNDERSTANDING (MOU): As stated above, the MOU establishes the framework for processing Section 202 and Section 811 projects receiving subordinate financing under a FHLB's AHP.  The MOU identifies HUD's responsibility, including:  for monitoring projects receiving AHP funds; for notifying the FHLB when there are changes in the ownership of the project and assuming the Borrower's obligations under the AHP for projects transferred to HUD; and for notifying the FHLB of instances where:



	(1)	Tenant rents or incomes are in noncompliance with the Section 202 or Section 811 program rent or income requirements; and/or



(2)	Projects are not suitable for occupancy, taking into account local health, safety and building codes.



	The MOU also transmits the Rider that must be attached to any Lender's Deed of Trust or Mortgage and the HUD capital advance financing documents as modified consistent with the MOU.  The documents are described below:



	(1)	RIDER: The subordinate Lender and the Owner/Borrower shall execute the Rider to Lender's Deed of Trust or Mortgage which is attached to the MOU as Exhibit A. The Director of the Multifamily Hub or Multifamily Program Center authorized to process Section 202 and 811 projects shall execute HUD's approval of the Rider by signing on the "Approved" line.
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�	(2)	HUD FORMS: The modified Capital Advance Agreement (HUD Form-90167-CA (9/92)) and Regulatory Agreement (HUD Form-92466-CA (4/92)) attached as Exhibits B and C to the MOU, must be used for all Section 202 and 811 projects receiving AHP subordinate financing.



	The Multifamily Hub or Multifamily Program Center Director authorized to process Section 202 and 811 projects shall be responsible for carrying out the requirements set forth in paragraphs (1) through (4) of the MOU.



If you have any programmatic questions concerning this policy, you may directed them to Aretha Williams, Project Manager at (202) 708-2866 and any legal questions to Attorneys Michael Reardon or Betty Park at (202) 708-0470.







								Assistant Secretary for Housing-

								  Federal Housing Commissioner



Attachment
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