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TGO ALL APPROVED MORTGAGEES
ALL STATE AND LOCAL HOUSI NG AGENCI ES
ALL NON- PROFI T ORGANI ZATI ONS

SUBJECT: Single Family Loan Production - Using [203(k) Rehabilitation
Mor t gage I nsurance with Participation by State and Local
Housi ng Agencies and Non-Profit Organizations

This Mdrtgagee Letter contains information to help | enders, State
and
| ocal officials and nonprofit organizations use the FHA [203(k)
Rehabi litation
Mort gage | nsurance Programin conjunction with housing grant prograns,
such as
HOVE, HOPE 3 and Community Devel opment Bl ock Grants (CDBG) .

The 203(k) programis one of the nost flexible and affordable
housi ng
progranms in the country today. It is the Departnent's primary
i nsur ance
program for the rehabilitation and repair of single famly properties
for
ei t her honeownership or rental purposes. It can help nonprofit
or gani zati ons
and government agencies purchase or refinance properties and include
t he cost
of repairs or inprovenents in the nortgage

In March 1994, the Departnment made inportant refinements to the
progr am
As a result of these refinenents, there have been increases in both the
nunber
of [203(k) | oans and the nunber of nortgage |enders maki ng 203(k)
| oans. The
203(k) program has al so made honmeownership a reality for many
honebuyer s
because it permts a greater maxi num | oan-to-val ue financing than ot her
nort gage prograns.

By using the R203(k) programtogether with CDBG HOVE and/ or HOPE
3, the
ability to provide affordabl e housi ng assistance to many | ow and
noder at e-
income fam lies increases. [203(k) can expand the nunber of famlies
assi sted
when it is conbined with housing grant funds and provide a greater
i mpact on
nei ghbor hood revitalization efforts. A community may use its grant
funds to



assi st honebuyers w th maki ng downpaynments, to pay sone or all of the

cl osi ng

costs and/or to provide interest rate buydowns. Gant funds allow a
conmuni ty

to fill a gap between the allowed 203(k) nortgage anpbunt and the tota
cost

of rehabilitation and acquisition of the property. These prograns are
designed to increase the nunmber of |owincone famlies and individuals
who are
able to purchase their own honmes while revitalizing the nei ghborhoods
in which
they will reside.
: Di stribution:

The CDBG program provi des annual grants to states, netropolitan
cities
and urban counties to carry out a wide range of community devel opnment
activities. Gantees nust ensure that activities neet either community
devel opnent needs having a particul ar urgency or one of the follow ng
nati onal
objectives: (1) benefit |ow and noderate-incone persons (80 percent or
| ess
of area nedian incone); (2) aid in the prevention or elimnation of
sl uns or
bl i ght ed nei ghbor hoods.

HOVE funds are allocated to states, local jurisdictions and
consortia
and can be used to provide assistance to honebuyers w th annual incomnes
no
greater than 80 percent of nedian incone.

The HOPE 3 program provi des honmeownership opportunities to | ow
i ncone
famlies and individuals (80 percent or |ess of area nedian incone) by
gi ving
grantees (private nonprofit organizations, public agencies in
cooperation wth
nonprofit organizations, and cooperative associ ati ons) Federa
assi stance to
acquire and rehabilitate single famly properties owned by Federal
State and
| ocal governnents and to finance the sale to eligible famlies at
af f ordabl e
prices. HOPE 3 grant recipients can al so obtain 203(k) financing
directly
for acquisition and rehabilitation. After the loan is closed and the
work is
conpleted, a first-time homebuyer can assune the nortgage with no
downpaynent .

The 203(k) programis designed to pronote partnershi ps anong
| enders,
nonprofit organizati ons and governnent agencies. Lenders that are
subject to
the Conmunity Rei nvestnent Act (CRA) and which participate in such
partnerships will be able to better achieve their goals under the CRA

by



maki ng nore | oans in | ow and noderat e-i ncome nei ghbor hoods.

BENEFI TS TO NONPROFI T ORGANI ZATI ONS, GOVERNMENT AGENCI ES, LENDERS AND
HOVEBUYERS

O'ten the biggest barrier for a new honebuyer is not having
suf ficient
funds for the downpaynment and cl osing costs on the loan. State and
| ocal
Governnment s are hel pi ng homebuyers with financial assistance, including
| owner
i nterest |oans, grants, interest rate buydowns, downpaymnent/cl osing
cost
assi stance and equity investnments on the property. Many potenti al
honebuyer s
are able to nake nonthly nortgage paynents but have not been able to
save
enough noney to cover a standard downpaynent and cl osing costs. State
and
| ocal CGovernnent assistance to these potential honebuyers typically
takes the
formof providing all, or part of, the purchaser's required investnent
in the
property or subsidizing the acquisition or rehabilitation of the

property.

Anot her neans of assisting such honebuyers is a | ease/purchase.
CGover nment agenci es or nonprofit developers will work with potenti al
honebuyers to help themcorrect credit problens and to save for a
downpaynent .

Some or all of the rent is earmarked for a future downpaynent to permt
t he

tenants to exercise their rights to purchase the units in the future.

I n many

cases, the nonprofit devel opers provide downpaynent assistance to the
honebuyers.

VWhen the nonprofit purchases a HUD-owned property, the downpaymnent
could
be as little as 3% (soneti nes even |l ess) of the purchase (bid) price of
t he
HUD- owned property, with 100% financing of the costs of rehabilitation
Dependi ng on the condition and | ocation of the HUD owned property being
purchased, a nonprofit nmay be able to get a di scount of between 10 and
30
percent. This discount is not given until sales closing and is
reflected on
the Form HUD 1, Settlenent Statenent.

A nonprofit organization may al so purchase or refinance a
property,
rehabilitate it and allow a qualified honmebuyer to assunme the nortgage
usi ng
t he 203(k) Escrow Conmitnent Proced ure. The nonprofit organization
may have
up to 36 nmonths to conplete the assunption process by entering into a



| ease/ purchase agreenent with the intended assunptor. A First Tine
Honebuyer
may assume this nortgage for no downpaynent.

A multifamly building my be reconfigured into a row house
(t ownhouse)
structure. This could be acconplished by changing the multifamly
pr oj ect
into a Planned Unit Devel opnent (PUD), in which each unit is separately
deeded. Each unit will be considered a one fanmly dwelling for
nort gage
purposes. Units nmust be separated by at | ease a one and one-half (1
1/2) hour
firewall. By inserting such a firewall, previous multifamly buildings
nmey
al so be divided into two, three, and four unit properties.

Departmental regul ations restrict the nunber of rental units in
which a
non-profit or investor may have a sinultaneous interest. |n general
an
i nvestor-borrower may not have an interest in nore than seven units
(FHA, VA,
FmHA, conventional, or free and clear) in the sanme subdivision or
conti guous
area. For [203(k) purposes, HUD defines a contiguous area as "within a
t wo
bl ock radius.” 1In addition, an investor should not be allowed to
accumnul at e
FHA insured properties that clearly and collectively constitute a
multifamly
proj ect .

The seven unit limtation described above does not apply if: 1)
t he
nei ghbor hood has been targeted by a State or |ocal governnent for
redevel opment or revitalization; and 2) the State or |ocal governnent
has
submtted a plan to HUD that defines the area, extent, and type of
conmi t nent
to revitalize the area

Local HUD O fice's may determ ne that the seven unit limtation is
applicable in such redevel opnent areas if:

A The investor will own nore than 10 percent of the housing
units
(regardl ess of financing type) in the designated area or sub-
ar ea;
and,
B. The investor has nore than eight units on adjacent |ots.

Direct Endorsenent |enders nust submit requests in witing to the
| ocal
HUD OFfice to waive the seven unit limtation stating the basis for the



request. HUD Ofices will then submit waiver requests to the
Headquarter's

Ofice of Insured Single Fam |y Housing for approval. Wiver requests
wil |

only be approved in situations which do not represent a significant
risk to

the Departnment and in an area that is reasonably viable and with a
denonstrated need for additional rental housing for famlies of |ow and
noderate i ncone.

Reasonabl e architectural and engi neering fees and i ndependent
consul t ant
fees may be included as a cost of rehabilitation. The follow ng
devel opnent
fees may al so be included in the cost of rehabilitation (allocated to
each
unit), provided they are reasonable and properly disclosed and accept ed
by the
HUD Field Ofice prior to the issuance of the Statenment of Appraised
Val ue
(form HUD 92800. 5B) and the [203(k) Maxi mum Mort gage Wrksheet (form
HUD
92700): (1) Site acquisition and devel opnent costs; (2) Legal fees
incurred in
connection with the division of the property into separate units and
t he
creation of honeowners' association; (3) Survey costs; (4) Comon area
| andscapi ng, paving and mai ntenance fees; and (5) Project managenent
f ees.
O her expenses (i.e., sales conm ssions and marketi ng expenses) may not
be
included in the nortgage and are the responsibility of the nonprofit
organi zati on.

HUD Homes (REO property) sold to a nonprofit organization or
gover nnent
agency at a 30% di scount can only be resold to a person who intends to
occupy
the property as his or her principal residence and whose incone is at
or bel ow
115 percent of the median income in the area, when adjusted for famly
si ze.
In addition, the selling price of the property purchased from HUD
cannot
exceed t he net devel opnent cost plus ten percent (10% . (Net
devel opnent cost
is the total cost of the project, including itens such as acquisition
cost
(including the cost of rehabilitation), fees to prepare the work
writeups and
cost estimates, permits and survey expenses, insurance and taxes,
excl udi ng
overhead and any devel oper's fee.) Basically, nonprofit organizations
recoup
their legitimate costs while, at the sanme tinme, keep the property
af f ordabl e
to the incone level of their target buyers.



I n anot her scenario, the nonprofit organization may decide to
al l ow | ow
i ncone borrowers to close the loan in their own nanes. In such cases;
t he
nonprofit organization can obtain a D rect Endorsenment Statenent of
Appr ai sed
Val ue (form HUD 92800.5B) fromthe lender in its own nane by conpleting
t he
construction exhibits and cost estimates. Prior to the Direct
Endor senent
| ender issuing the Firm Conmitnent, a borrower can be qualified to
pur chase
the hone. At closing, the property nmay be deeded in the borrower's
name.

VWhen using the HOVE programwi th [203(k), the funds may be subject
to
resale restrictions or recapture of funds for a certain period of tinme
based
on the level of subsidy invested. Resale or recapture provisions for
HOVE are
devel oped by participating jurisdictions and approved by the HUD Ofice
(Community Pl anni ng and Devel opnent Di vi sion).

However, Section 92.258 of the HOVE rule requires that when HOVE
is used
wi th HUD-i nsurance, the termof affordability nmust be as |long as the
nort gage
term which, in nost cases will be longer than the maxi mum 15 year
peri od of
affordability. Participating jurisdictions will need to obtain waivers
from
HUD of this regulatory requirenment if they wish to make the period of
affordability consistent with the m ni nrum HOVE requirenents.

If HOPE 3 funds are used to assist a honebuyer, a pronissory note
nmust
be executed by the honebuyer when (1) either the purchase price for the
property that is nore than $4, 000 bel ow the after-rehabilitation fair
mar ket
val ue, or (2) the honebuyer receives a non-repayable financing subsidy
of nore
t han $4, 000 when purchasing and/or rehabilitating the property. The
honebuyer
may sell at any tinme after purchase, and is not required to sell to
anot her
lowincome famly. |[If the homebuyer elects to sell the unit to a non-
| ow
i ncome person, the grantee has a first right of refusal to purchase the
property for its fair market val ue.

A governnental agency may be approved by the local HUD Ofice to
perform
t he hone inspection, work witeup, cost estimate and the draw
i nspections on



the property if its staff is qualified and trained for the R203(k)
progr am

EXAMPLES OF SUCCESSFUL PROGRAMS

A The City of Rockford, Illinois, Comunity Devel opment Depart ment
provides a Buy It/Fix It Programusing the [203(k) programin
conjunction wth

grants and deferred loans fromits CDBG Funds.

To begin with, the Gty conducts a financial interviewwth the
bor r ower
to determine if he or she will qualify for the loan. Wen acceptable,
t he
City's construction specialists do an inspection of the property and
prepare
the work writeup and cost estimate. In addition to this work, the
construction specialists have al so been authorized by HUD to nake the
dr aw
i nspections during the construction period. Al these expenses are
pai d using
CDBG f unds.

The City is also responsible for preparing the closing docunents
for the
CDBG portion of the oan. The CDBG funds are provided in the formof a
deferred nortgage that is forgiven over 5 years for costs that exceed a
percentage of the after-rehab value of the property [i.e., a "soft
second"”
nortgage is forgiven increnentally over a 5 year period (if the
bor r owner
rehabilitates the property, then sells the property after 3 years, the
repaynent of the "soft second” will be reduced by 60%.

The CDBG funds are al so used for the contingency reserve account,
and if
the contingency is not used, these funds are returned to the CDGB
progr am
Persons of |ower inconme may al so receive 50% of the downpaynent in the
f or m of
a grant using the CDBG funds.

CDBG funds and 203(k) insured nortgages are being used to
redevel op and
revitalize targeted areas of the community. As a result, the Buy
It/Fix It
Program can be used by potential honmebuyers who will occupy the
property (and
al so investors) to purchase and repair boarded, vacant and abandoned
properties |ocated within Rockford' s target area. The follow ng
exanpl es will
illustrate how this Buy It/Fix It Programcan be used, whether the
borrower is
goi ng to occupy the property or have it avail able for rental purposes:

1. Owner-occupants



The honebuyer nust agree to repair the property to FHA s standards

(Handbook 4905.1, Requirenents for Existing Housing) and the Cty
of

Rockford Buil ding Code, and nust reside in it for five (5) years.
The

honebuyer nust be a U S. citizen or registered alien, 18 years of
age or

ol der, and have a good credit history and be capable of supporting
t he

cost of a loan. |If the homebuyer neets established i ncone
gui del i nes,

then the Buy It/Fix It Programmay provide a grant for (1) 50% of
t he

downpaynent requirenment, and (2) 50% of all closing costs. In
addi ti on,

the City will provide a five-year forgivable |oan for the project
costs

t hat exceed 80% of the after-rehab value of the property.

$15, 000 Pur chase Price
$35, 000 Rehabi l i tati on Cost

$50, 000 Total Project Cost
$40,000 After-Rehab Val ue

$32,000  $40, 000 X 80%
Subsi dy Provided by City of Rockford

$50,000 Total Project Cost
$32, 000 | ess 80% of After-Rehab Val ue

$18,000 City Gant Funds
(I'f the borrower's incone exceeds the established i ncone

gui del i nes, then the percentage of After-Rehab value will be
calcul ated at 85% Properties for such borrowers nust

qualify
under the CDBG national objective criteria for addressing
sl uns or
bl ight.)
2. Investors

The investor nmust provide a 15% downpaynment and agree to repair
and

mai ntain the property to Section 8 Standards and Gty of Rockford

Bui |l di ng Code for at least five (5) years. |In addition, the rents
for

each property cannot exceed the Section 8 Fair Market Rents as

est abl i shed by the Housing Authority and 51% of the units nust be
made

available to a I owincome person or fanmily. The City provides a
five-

year forgivable [oan for the project costs which exceed 95% of the

after-rehab value of the property. In the above exanple, the
after-



rehab val ue of $40,000 is nmultiplied by 95% which equals $38, 000;
therefore, the anount of grant funds provided by the City will be
$12, 000.

B. The Col unbus Housi ng Partnership (CHP), a non-profit organization
associ ated with the Enterprise Foundation, has targeted sonme of its
resour ces

to help redevelop and revitalize particularly distressed inner city
nei ghbor hoods, with a goal to increase honeownership in these areas.

To hel p acconplish their affordabl e housing goals, CHP uses the
203(k
program and the HOPE 3 grant programto purchase HUD Homes in these
nei ghbor hoods. CHP is able to buy a HUD Home at 10 to 30 percent |ess
t han
HUD s asking price. Wuen closing the loan with a 203(k) |oan, the
downpaynent requirenment is only 3 percent of the discounted price of
t he
property and CHP gets 100 percent financing on the cost of
rehabilitation.

The HUD Chio State Ofice has allowed CHP to use its own staff to
hel p
its borrowers prepare the work witeups and cost estimates for the
hormes. As
aresult, CHP's construction nmanager neets with the famly to di scuss
how t he
program works; in addition, an inspection of the property is made to
identify
the required itens the borrower nust repair.

To help market its comunity revitalization effort, CHP provides
nei ghbor hood based wor kshops and materials which explain the 203(k)
pr ogr am
This marketing activity hel ps consuners identify the 203(k) program as
an
effective tool for housing renovation and helps to inprove the
di stressed
nei ghbor hoods.

The 203(k) loan is used with CHP' s | ease/ purchase program which
al | ows
nore potential borrowers to start on the honmeownership path. As a
result, a
famly with mnor credit problens is able to | ease a renovated hone
until they
qualify to assune the nortgage. In sone cases, if the borrower is a
first-
ti me homebuyer, they can assune the nortgage with no downpaynent,
provi ded
they can qualify to take over the nortgage paynents.

C. The Denver Urban Renewal Authority (DURA) created a special

af f ordabl e

housi ng programto assist a very lowincone famly with incone of only
$1,176

per nont h.



The property was purchased by DURA and sold to the borrowers for
$32,000. Rehabilitation costs to inprove the property totalled
$28,375. The
total cost, including closing costs and prepaid expenses, anmpbunted to
$63, 108.

It is obvious that a cost of $63,108 is far out of reach for a
famly
with an income of $1,176 per nmonth. However, through the structure of
t he
DURA program using the 203(k) program and several subsidy and grant
prograns, DURA was able to put this family into a newly rehabilitated
hore.

The first nortgage, insured by the FHA [203(k) program was
$32, 100.
The | oan was sold to the Col orado Housi ng and Fi nance Authority under
its
Mort gage Revenue Bond program at a bel ow narket rate interest of 7.4%
Behi nd
that |l oan, there is a second nortgage using HOPE 3 funds in the anount
of
$11,086. Behind that loan, there is a third nortgage from fundi ng
provi ded by
t he Federal Hone Loan Bank of Topeka in the anount of $5,000. Further
there
is atrust fund grant fromthe State of Colorado for $9,000, and
anot her grant
fromthe State of Colorado for $4, 340

As a result of this financing, the borrowers' cash investnent from
their
own funds was $563 and their nonthly paynments are just $310 per nonth.
In
five years, their paynents will increase to $362.58 when the nonthly
paymnment
on the HOPE 3 | oan begins

SUMVARY

The Departnent believes that the [203(k) program can be a powerful
t ool
for conmunity revitalization and honmeownershi p when conbi ned wi th CDBG
HOVE
and HOPE 11, which have a proven track record of assisting | ow and
noder at e-
income fam lies. Working together, these prograns can create
af f ordabl e
housi ng opportunities throughout the country. FHA |enders, state and
| ocal
housi ng agenci es and nonprofit organi zati ons can denonstrate their
conmi t nent
by wor ki ng together to pronote an expanded opportunity for
honeowner shi p.

If you have any questions concerning this letter, please call your
| ocal



HUD Field Ofice for information. Approval requirenents for
organi zations are in HUD Handbook 4155. 1.

Si ncerely,
Ni col as P. Retsinas Andrew M Cuono
Assi stant Secretary for Housing Assi stant Secretary for
Federal Housi ng Conmi ssi oner Conmmuni ty Pl anni ng and

Devel opnent

nonprofit




