U.S. Department of Housing and Urban Development

H O U S I N G

_______________________________________________________________________ 

  Special Attention of:                 Notice   H 94-95 (HUD)

All Secretary's Representatives         Issued:  12/07/94

All State Coordinators                  Expires: 12/31/95

All Area Coordinators                   ___________________________________

All Housing Directors                   Cross References:

All Directors of Multifamily Housing

All Chiefs of Asset Management

_______________________________________________________________________ 

   Subject:  Refunding of Bonds Issued to Finance Section 8

             Financing Adjustment Factor Projects

The Obligation to Refund

   This Notice reiterates previous HUD instructions concerning

Section 8 bond refundings and provides a new minimum floor of

$100,000 for small project costs of issuance.  Long-term tax-exempt

interest rates continue to be highly favorable to refundings which

provide substantial Section 8 subsidy savings to the Government,

substantial McKinney Act savings for participating issuers, and a

lock-in of a future low mortgage rate for the project owner.  This

Department looks forward to working with you to complete refundings

promptly while market conditions are still feasible.

   Local housing agencies (both the parent entity PHA and

instrumentality issuer) agreed to use their best efforts to refund

projects which received the 1981 Financing Adjustment Factor (the

"FAF") during original processing of these projects from late 1981

through early 1983.  HUD's formal request to agencies to refund FAF

projects was first issued on March 19, 1987, and further revised

and reiterated on December 14, 1988, and July 3, 1989.  The "Letter

Agreement for Refunding of 11(b) Obligations" (see Appendix 1) is

binding on 11(b) issuing agencies; HUD will now bring to closure

these agreements to secure full cooperation in the refunding

effort.  FAF projects must be refunded in accordance with HUD's

formal request; and 50 percent of net debt service savings must be

used to reduce the Government's subsidy cost.  The other 50 percent

belongs to the Agency which initiates the refunding and agrees to

use these funds for very low-income housing, pursuant to Section

1012(a) of the Stewart B. McKinney Homeless Assistance Act, as

amended in 1992.
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   In requesting cooperation of FAF project owners, HUD wishes to

emphasize that participation in FAF bond refundings is mandated by

regulation.  By amendment to 24 CFR Part 888.101(b) published on October 23, 1981, (FR, Vol. 46, No. 205, page 51903), HUD added to Schedule A of the Part 888 Fair Market Rents a Note providing: "The owner shall be required to consent to reduction of the contract rents commensurate with the reduced project debt service resulting from such refunding."  HUD regulations have the force and effect of law and apply to FAF projects whether or not they were specifically incorporated in the financing documents.  We do not view FAF refundings as optional.  This Notice constitutes HUD's final attempt to secure voluntary cooperation in honoring the Letter Agreement and FAF regulation, after which HUD's remaining recourse with issuers and owners, in appropriate cases, is litigation.

Incentives to Refund

   The McKinney Act provision cited above provides a major incentive to

agencies to refund with HUD approval and receive half of the debt service savings.  Previous HUD memoranda made clear that no party should incur unreimbursed expenses in refunding bonds.  The issuance/underwriting spread should allow for such expenses.  In order to assure latitude for coverage of transaction expenses, and recognizing the small size of most of the outstanding FAF bond issues, HUD will accept inclusion of expenses according to the following sliding scale percentages of total refunding bond principal.  (This scale will apply to all Section 8 bond refundings, non-FAF as well as FAF, which require HUD approval and which have not received HUD's marketing approval letter as of the date of this Notice.)

Percentage Ceiling                  Refunding Bond Principal

__________________                  _________________________

   3.5%                           $ 0 - $ 5,000,000

   3.0%                           $ 5,000,000 - $10,000,000

   2.5%                           $10,000,000 - $15,000,000

   2.0%                           $15,000,000 - $25,000,000

   1.5%                           $25,000,000 - $75,000,000

   1.0%                           Over $75,000,000
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   For refunding bonds of less than $5 million, the ceiling is the

greater of (1) $100,000 or (2) 4.5 percent of the first $1.5 million and 3.5 percent of the balance.  For refunding bonds above $5 million, the ceiling allowance on the first $5 million is 3.5 percent.

   Within these limits, the Agency and private parties to the transaction may negotiate fees to pay their costs of cooperating in the refunding.

However, no incentive fee other than reimbursement of actual costs may be collected by an Agency which shares McKinney Act savings.

   Sale of refunding bonds at a favorable yield generally requires call

protection for investors, involving agreement by the housing

owner/mortgagor not to prepay the mortgage for several years.  In many

cases, original financing documents prohibit a prepayment by the mortgagor during the Housing Assistance Payments Contract (the "HAPC") term without HUD approval.  To facilitate a refunding, HUD may provide its formal agreement to withhold such approval and effectively bar prepayment during a refunding bond call protection period.  This agreement can be provided only after: (1) HUD review of the pertinent documents, including the mortgage note and rider, and (2) determination that the project has no immediate capital needs in excess of Reserve for Replacement Funds, and the mortgage is current in payments.

   As an alternative to amending the mortgage and HAP contract, it is

also permissible to return debt service savings to HUD through regular

periodic rebates by the trustee for the refunding bonds, a so-called

"trustee sweep."  This alternative may be helpful where parties to the

transaction prefer not to revise the mortgage note and Section 8 HAPC, and

related financing documents, at the bond closing.

   In those cases which result in an immediate reduction of project rents and HAP contract amount, HUD will hold harmless from reduction of fees those who administer HAP contracts or manage projects.  Where such fees are based on a percentage of HAP contract amount or gross rents, the current percentages may be adjusted to provide the same dollar amount of fee income.
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Advantages to the Project and Owner

   Although the McKinney Act confers on Agencies' wide discretion in the use of their 50 percent share of savings, HUD believes it fair and

reasonable, and a concern of high priority, that Agencies consider first the needs of the projects which generate those savings and the importance of preservation of low-income housing stock.  A standard provision in the McKinney Act Refunding Agreement executed by HUD and Agencies requires each Agency to certify to HUD as to the physical and financial condition of the projects refunded and to submit annually to the local HUD Office project financial statements and physical inspection reports.

   An Agency and/or owner which wishes to finance physical improvements

as part of a bond refunding should submit an itemized list of requested

repairs to the local HUD Field Office for review prior to approval by HUD Central Office.  Bond proceeds and other money released from funds and accounts held under the original Bond Trust Indenture provide a ready source of repair and modernization money and a means to augment required replacement reserves levels.

   If an owner can document cash contributions to the original bond

indenture or to project capital costs not included in the FHA endorsed

mortgage amount, HUD will approve reimbursement to the owner as an element of the refunding.  For an Agency which agrees to help finance property improvements from its 50 percent McKinney Act savings, HUD may agree to a lump sum payment of all or a portion of such savings, provided that such payment can be funded entirely from funds held under the original Indenture.

HUD/Agency Cooperation

   Issuing agencies should feel free to consider a variety of proposals

and exercise their judgment in selection of an underwriter.  HUD does not maintain a list of approved bond underwriters, bond counsel, or

consultants, or otherwise participate in agency selection of such, although we can provide a list of investment bankers who have successfully closed FAF refundings.  Competitive bidding is not a HUD requirement, although some Agencies have used it in selecting the underwriter/bond counsel team.
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   Refunding proposals may be sent directly to the Director, Financial

Services Division, Room 3119, 470 L'Enfant Plaza East, Washington, DC

20024.  For assistance and clarification of questions, the phone number is (202) 755-7450, ext. 125.  The fax number is (202) 755-7522.

   The Department expects your response to this Notice within 30 days

after its date (to the attention of Jim Mitchell, Director, Financial

Services Division).  Please either state what steps you have taken to

develop a FAF refunding proposal for HUD review or, if no action has been taken, explain why.  Be specific as to any obstacles or problems you encounter.  We would like to resolve these, where present, and work with you to the successful conclusion of the FAF refunding program.

                                      __________________________________

                                      Assistant Secretary for Housing-

                                        Federal Housing Commissioner

