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Special Attention of:              Notice   H 94-96 (HUD)

Secretary's Representatives        Issued:  12/9/94
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Directors of Multifamily           ________________________________________
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Subject:  Section 223(d)(3) Expansion of the Operating Loss Loan

             Program - 10-Year Loan

I.PURPOSE

This Notice provides instructions to Field Offices for

   processing applications for Operating Loss Loans (OLLs) for

   HUD-insured multifamily projects under Sections 207, 213,

   220, 221, 231, 232, 234, 242, and 244.

This Notice:

   A.Authorizes a Section 223(d)(3) OLL in connection with

           multifamily projects that incurred a loss in 2

           consecutive years within the first 10 years after

           project completion.

   B.Extends the deadline to submit applications.

   C.Describes what constitutes unreimbursed cash

           contributions.

   D.Explains sustaining occupancy as it relates to

           eligibility.

II.  PROGRAM DESCRIPTION

Under Section 223(d)(2), a mortgagor of a HUD-insured

   multifamily project can obtain an OLL if the loss occurred

   during the first 24 months from the date of completion of

   the project.  This change to Section 223(d)(3) will permit

   coverage of losses after the first 24 months of operation,

   restrict unreimbursed cash contributions made on or after

   March 18, 1987, to 80 percent, and limit eligibility to

   unsubsidized projects.

The new Section 223(d)(3) program will permit a loan in an

   amount that does not exceed 80 percent of the unreimbursed

   cash contributions that have been made by an owner to a

   project on or after March 18, 1987.  The unreimbursed cash
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contributions must have been made by the owner for the use of the

project during any period of consecutive months (but not exceeding 24

months) during the first 10 years following the date of completion of

the project as determined by the Commissioner.  The amount of the loan

may not exceed the operating loss incurred during the applicable time

period, and the loan shall be made within 10 years after the end of

the consecutive months that the unreimbursed cash contributions were

made to the project.  Only unsubsidized projects are eligible for

Section 223((d) loans.

The loan shall be made within 10 years after the end of the period of

consecutive months referred to in the preceding subparagraph.  In

addition, the project shall meet all applicable underwriting and other

requirements of the Department at the time the loan is to be made.

There may be two OLLs (one under Section 223(d)(2) and one under

Section 223(d)(3)) for any individual project but no more than one per

subsection.  However, the OLLs may not be for the same 24-month time

period.

III. BACKGROUND

Section 223(d)(2) OLLs have historically provided owners of

HUD-insured projects a vehicle for recouping their out-of-pocket

expenditures to fund unforeseen operating deficits on projects during

the first 2 years of operation following completion of the project.

In the Housing and Community Development Act of 1987, Section 223(d)

was amended to expand OLL authority to 10 years after project

completion.  Under this expanded authority, HUD may include operating

losses and certain mortgagor cash contributions for any consecutive

24-month period within the first 10 years after the date of completion

of the newly constructed or substantially rehabilitated project.  This

amendment to the National Housing Act (NHA) allows the owners to

recapture monies that were put into a project to keep it viable,

thereby possibly avoiding some project defaults and assignments.  A

project may get into trouble in the early years of operations due to

cash flow demands and unforeseen expenses.  HUD is concerned about

these debt service problems and net operating losses.  To preserve the

project and to avert mortgage defaults and assignments, HUD
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has provisions for loans to cover operating losses.  Housing

Development and Housing Management staff have joint responsibilities

in the processing of OLL applications.  While Housing Development

directs the processing of the application, Housing Management provides

information and approves the release of funds.  The Final Rule was

published in the Federal Register on August 13, 1993.

IV.  LEGAL AUTHORITY

HUD's authority to approve an OLL is set forth in Section 223(d) of

the NHA.  Section 223(d) was amended by Section 427 of the Housing and

Community Development Act of 1987 to add a new 10-year operating loss

loan program.

V.DEFINITION OF AN OPERATING LOSS

An operating loss means the amount by which the sum of the taxes,

interest on the mortgage debt, mortgage insurance premiums, hazard

insurance premiums, and operating expenses exceed project income.  The

following disbursements may not be included:  payment to mortgage

principal, depreciation, payments to the reserve for replacement

account, payments to the sinking fund, mortgagee fees, officers'

salaries, bad debts (rents/revenue that is deemed uncollectible) and

charges incurred in connection with the application for the OLL.

VI.  APPLICATION

Handbook 4470.1 REV-2, Chapter 17, describes the preapplication

procedures for OLL proposals.

   A.An application for an OLL may be accepted on newly constructed or

substantially rehabilitated projects where the operating losses

occurred in any 24-month period in the first 10 years after

project completion.

   B.When the Section 223(d) lender for the OLL (second mortgage) is

other than the mortgagee of record (first mortgage), the OLL

application must include a statement of "no objection" from the

mortgagee of record.

VII. PROCESSING

The basic instructions are found in Chapter 17 of Handbook 4470.1

REV-2, Mortgage Credit Analysis for Project Mortgage Insurance,

Section 207 and current instructions in Chapter 24 of Handbook 4350.1

REV-1, Multifamily Asset Management and Project Servicing.
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    A.Field Office staff should ensure that all processing conclusions

are thoroughly documented.  There must be evidence that the

mortgagor entity advanced money to the project and the funds were

used only for the project.  In cases of loan transactions, there

must be a loan agreement with terms and schedule of payments.

The records may not be reconstructed.

    B.Mortgage Credit must validate the expenses.  The owners' cash

contributions must be documented.  A copy of audited financial

statements prepared by an independent public accountant is

essential.  An OLL cannot exceed the operating loss incurred.

VIII. UNREIMBURSED CASH CONTRIBUTIONS UNDER 223(d)(3)

    For processing purposes, the unreimbursed cash contributions are the owner's capital infused into the project after the project was opened for occupancy.  These monies (capital from outside project's income)invested in the project are in addition to the operating deficit

escrow amount.  In a nonhealth care facility, it could mean monies

put into operations to cover abnormal or non-recurring expenses.  It could also mean that the project's cash flow is inadequate to keep

the project viable without an infusion of cash advances.  For a

nursing home, the unreimbursed contributions could be capital (cash

advances) put up by the general partner or owner during the start-up

period to keep the project viable.  It could also mean a loan from

the investors to the project to finance working capital.  The

unreimbursed amount would be when the owners are unable to receive

reimbursement for the money spent on the project.  In that case, the

facility's capital costs exceed the State's maximum allowable amount.

The capital contribution must have been for an approved benefit to

the use of the project.  For example, cash advanced by the owners and used to pay operating expenses or debt service could be considered,

providing no luxuries or alterations to the project were added

without HUD's written approval.  If the mortgagor entity infused

money into the newly constructed or substantially rehabilitated

project to keep it viable, the owner may be reimbursed for 80 percent

of its capital contribution (not exceeding the amount of the

operating loss as defined in Paragraph V).  This amount, when added

to the insured first mortgage must not exceed the maximum mortgage

amount currently insurable under the Section pursuant to which the

first mortgage is insured.  The unreimbursed cash contributions made

by an owner to cover the specific categories included in the

definition of the "operating loss" will be considered.
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IX.  SUSTAINING OCCUPANCY

Section 223(d) OLLs typically provide owners of HUD-insured projects a

means for recovering out-of-pocket expenditures that were used to fund

unforeseen operating deficits for projects that had finally reached a

break even point (sustaining occupancy).  For the mortgagor entity to

be considered eligible for an OLL, the project:

   A.Must have achieved stabilized occupancy (occupancy percentage

indicated on the final Form HUD-92264).

   B.Must be solvent, i.e., revenues exceed expenses and current

assets will exceed current liabilities after the OLL is in place.

X.RELEASE OF FUNDS FROM OPERATING DEFICIT ESCROW

See OLL instructions in Handbook 4350.1 REV-1, Chapter 24.

XI.  APPLICABILITY

These procedures may be implemented immediately.  If you have any

program questions, please contact:

Policies and Procedures Division, at 202-708-2556.

Technical Support Division,

   Mortgage Credit Branch at 202-708-0283

                                                           ______________________________

                                 Nicolas P. Retsinas

                                 Assistant Secretary for Housing-

                                 Federal Housing Commissioner

