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  Subject:  Section 223(d) Operating Loss Loan Procedures for

              Formerly Coinsured Projects Under Sections

              221(d)(3), 221(d)(4) and 232 and Change

              Regarding Inclusion of Initial Operating Deficit

              in Operating Loss Loan Processing

I.   PURPOSE

     This Notice provides modified instructions for

     processing applications for Operating Loss Loans (OLLs)

     under Section 223(d) for projects formerly coinsured

     under Sections 221(d)(3), 221(d)(4), and 232.  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.

     This Notice:

     A.   Authorizes Field Offices to process OLLs for

          formerly coinsured projects.

     B.   Extends the deadline to submit applications for

          this category of project.

     C.   Addresses special considerations due to status as

          formerly coinsured.

     D.   Permits the amount of initial operating deficit

          (IOD) to be included in all OLLs (formerly

          coinsured or fully insured) as required by recent

          statutory provisions.
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II.   BACKGROUND

      Section 223(d) was added to the National Housing Act

      in 1961, authorizing OLLs for multifamily projects

      with insured mortgages.  Section 223(d) OLLs typically

      provide owners of HUD-insured projects a means for

      recouping out-of-pocket expenditures that were used to

      fund unforeseen operating deficits on projects which

      had finally reached sustaining occupancy.  If the

      owner invests money in the project to keep it viable,

      the owner may be reimbursed in the form of an OLL.

      The Department has now decided to extend the

      eligibility to formerly coinsured projects (presently

      fully insured) in accordance with these instructions.

      NOTE:  Section 510 of the Housing and Community

             Development Act of 1992 amended Section 223(d)

             and prohibited HUD from reducing the amount of

             an OLL "solely to reflect any amounts placed in

             escrow (at the time the existing project

             mortgage was insured) for initial operating

             deficits."  Previous instructions to some Field

             Offices and the recent revisions of Handbook

             4470.1 REV-2, Mortgage Credit Analysis for

             Project Mortgage Insurance, required exclusion

             of this amount.  This Notice changes these

             previous instructions to indicate that the

             amount of any IOD may be considered in

             calculating eligible operating losses.

             Moreover, the statute made this provision

             retroactive, so OLLs previously processed and

             closed must be reopened, reprocessed, and

             reclosed upon request by the mortgagee.  Since

             the Field Office will need to reprocess the OLL

             application for the IOD, there is a combined

             application and commitment fee of $3.00 per one

             thousand dollars of mortgage amount requested.

             The mortgagor must receive approval from the

             mortgagee before HUD commences the reprocessing

             of the OLLs.  The statute permits either an

             increase in the existing loan or a separate

             loan (see Handbook 4470.1 REV-2).

III.  CRITERIA FOR UNDERWRITING

      OLL applications for formerly coinsured projects will

      not be accepted for any projects where analysis

      indicates that the original (coinsured underwriting)

      was not in accordance with acceptable standards and

      procedures.

_____________________________________________________________________

                                                     3

      A.  Even though the original underwriting will be

          difficult to reconstruct, the Field Office will

          be responsible for reviewing the original

          documents.  It will be the responsibility of the

          mortgagor/mortgagee to secure documents for HUD's

          review.  In cases where underwriting documents

          are not available, HUD must determine whether or

          not the risk involved based on current

          financial records and pro forma budgets justify

          the approval of an OLL.

      B.  The Field Office will determine the acceptability

          of the original coinsured underwriting by

          comparing the estimates for the following

          quantities as originally estimated with the

          actual receipts and expenditures based on current

          financial records from the now fully insured

          project:

          1.  Gross market rental rates and total gross

              income.

          2.  Occupancy rate including allowance for

              vacancy and collection loss.

          3.  Effective gross income.

          4.  Expense estimate to include replacement

              reserves.

          5.  Net operating income.  This is the net income

              before any mortgage payments.

      C.  Although income and expense estimates cannot be

          expected to be exactly right when compared with

          later actual results, discrepancies which are too

          great are evidence of mortgages which are not an

          acceptable risk.  When Lines B 1, 2, 3, and 5 in

          the original coinsured underwriting estimates all

          exceed the corresponding actual amounts recently

          experienced in the same project, the errors are

          cumulative and when added to a too small expense

          estimate in Line B 4, the net operating income in

          Line 5 will be overstated.
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      D.  HUD will use its own underwriting to determine if

          the current income will support the existing debt

          service and if the project's income will also

          support the second mortgage.  The extent to which

          an IOD may be included is limited by the extent

          to which the income will support it.

IV.   DETERMINATION OF ELIGIBILITY

      A.  To be eligible for an OLL, there must be evidence

          that sustaining occupancy has been achieved.  At

          the time of application, the project must be at

          sustaining occupancy.  The project is only

          eligible for one OLL.

      B.  A project that has a history of high vacancies and

          little probability of reaching sustaining

          occupancy is not eligible for an OLL.

      C.  For formerly coinsured projects that

          currently have full insurance under

          Sections 221(d)(3), 221(d) and 232, HUD

          will allow a "window of opportunity" of an

          additional 2 years from the date of this Notice

          for the submission of OLL applications.

V.    APPLICATION PROCESSING AND PROGRAM OPERATION

      Processing procedures and responsibilities for formerly

      coinsured projects are the same as for other insured

      projects.

      A.  The Field Office makes the underwriting call as to

          the eligibility of the project.

      B.  The Field Office must process the OLL application

          in accordance with HUD's interest to preserve the

          project and avert a default.

      C.  Field Offices must determine whether or not the

          risk involved in allowing the project to assume

          additional mortgage indebtedness is outweighed by

          the strong probability that the project will

          achieve a turnaround.
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VI.   APPLICABILITY

      The procedural changes in this Notice may be

      implemented immediately and apply to any OLL

      applications for formerly coinsured projects

      that currently have full insurance under

      Sections 221(d)(3), 221(d)(4) and 232.  The

      instructions relative to inclusion of IOD in the

      OLL amount are also effective immediately.

      If you have any program questions, please contact:

           Policies and Procedures Division 202-708-2556

           Technical Support Division:

             Valuation Branch 202-708-0624

             Mortgage Credit Branch 202-708-0283

           Coinsurance Management Division 202-401-3272

                   ____________________________________

                   Nicolas P. Retsinas

                   Assistant Secretary for Housing

                     - Federal Housing Commissioner

