HUD’s LEAN 232 Program
Office of Insured Health Care Facilities (OIHCF)
 

Update as of February 6th, 2009

 

As a Stakeholder in HUD’s LEAN 232 Program, we are committed to providing you with the best, most up to date information on the status of the Lean Program. As of February 6th, 2009, we would like to share with you the following:

· Revised Guidance for Underwriting of LEAN 232 Loans for Assisted Living Projects:
Given the difficult economic and fiscal environment nationally, the Department is requesting that HUD approved Mortgagees exercise caution in underwriting loans under the LEAN Section 232 programs for new construction and refinance transactions for assisted living facilities.  For all Assisted Living Project LEAN mortgage insurance applications under Section 223(f), Section 232 new construction and substantial rehabilitation, and Section 241(a), HUD will require justification/mitigation if the underwritten debt service coverage ratio (“DSCR”) is less than 1.45.   Moreover,  as was previously discussed with various lenders in June of 2008, for all LEAN mortgage insurance applications involving new construction of Assisted Living units, HUD will require justification/mitigation if the underwritten loan to value is greater than 75%.    

 

The Department would consider, for example, a mitigating factor to be the inclusion of less expensive independent living units in the project or the presence of facility residents that are being provided with state or federal rental assistance subsidies. The Department’s review of mitigating factors will focus on any project specific attributes that result in limiting project market risk or in reducing project financial risk. The Department will be reasonable and flexible in determining where justifiable circumstances or mitigating factors exist.

 
Additional Guidance on the Use of Project Capitalization Rates:
The Department would like to provide general guidance regarding the usage of capitalization rates for Assisted Living projects. HUD believes that the capitalization rate should be a true reflection of conditions in the marketplace and the specific risks associated with a project.  The Department is particularly concerned with the use (in some cases) of an approximate “risk free” capitalization rate for Assisted Living projects.  The Department is not mandating a minimum capitalization rate. However, HUD may require justification/mitigation on Assisted Living projects if the capitalization rate used by the appraiser appears not to fully account for specific project and market related risks. This capitalization rate issue should be fully discussed in the Lender Narrative of the LEAN Application.

 

The Department believes that, in most but not all economic environments, the following debt service constant formula (Debt Service Constant + FHA MIP) multiplied by 1.25 would reflect reasonable guidance for the “minimum” capitalization rate for a proposed project. HUD would expect that the market realities of each project would dictate the capitalization rate to be used, which may be higher than the minimum formula. HUD does not wish to impose requirements for determining the capitalization rate and will defer to the USPAP appraisal standards to provide the definitive guidance on this issue. The Department’s guidance on capitalization rates is not mandatory and the Department understands that this guidance may not be as helpful as a guide when market and economic conditions are either highly optimistic or overly conservative and/or when the interest rate environment reflects unusually low or high project interest rates.

 

Example for calculating Cap Rate: 7% fixed interest rate plus the MIP of 50 basis points. {.0746+.50bp MIP=.0796*1.25=.0995 or 9.95%}. In this example, the minimum capitalization rate “guidance” is 9.95. 

The revised guidance relative to the debt service coverage ratio, loan to value, and capitalization rates for assisted living projects shall apply to any future application for mortgage insurance where an FHA Project Number is issued after February 6, 2009. Alternatively, if the FHA number has not been issued but a project appraisal is underway, FHA will accept the lower DSCR of 1.3 for refinancing and 1.35 for new construction if an appraisal engagement letter was executed prior to February 6, 2009, and if appraisals using the lower DSCRs are finalized and provided to HUD prior to April 6, 2009.  On projects that do not meet this revised guidance (where the FHA Project Number was issued on or prior to February 6, 2009) the Lender should provide a notification in the Check Transmittal Letter and Lender Narrative of the mortgage insurance application that provides for the discussion of the appraisal lender modifications.  

Please note that the previous guidance on loan to value and debt service coverage on Section 232/223(f)’s for Skilled Nursing and Independent Living Facilities have not been revised.

·   Underwriting of “Payee Mix” on LEAN Section 232 Loans
A.  If the project being underwritten is an existing project (with no new construction of Skilled Nursing Facility (SNF) beds proposed and/or no substantial rehabilitation of SNF beds whereby the payee mix differs from the project’s payee mix history), the existing MAP Guide language will be applied:

The income estimate should be based on the percentage of Medicaid/Medicare beds shown on the last 3 years of financial statements.   

B.  If the project being underwritten proposes new construction of SNF beds or substantial rehabilitation of SNF beds whereby a payee mix than differs from the project’s  payee mix history, the following three requirements will apply:

1.  The percentage of Medicare beds (of the total SNF beds in the project) used in the underwriting must not exceed 10% or the average percentage demonstrated in the market, defined as the average of no less than 5 competing facilities in the primary and secondary market.

2.  The percentage of Private Pay beds used in the underwriting must not exceed the average percentage demonstrated in the market, defined as the average of no less than 5 competing facilities in the primary and secondary market.

3.  The combined percentage of Medicare and Private Pay beds (of the total SNF beds in the project) underwritten must not exceed 30%.

 
Waivers to the above will be reviewed on a case by case basis.  Waiver requests should be submitted as early in the mortgage insurance application process as possible, however HUD will not officially approve of a waiver prior to the submission of either a Pre-Application or Firm Application for mortgage insurance.  We recommend that waiver requests include the following at a minimum:
 

· A comprehensive discussion of the operator experience with Medicare patients and what factors will be employed by the operator to insure that the business objectives will be successful. 

· Stress tests that clearly demonstrate what impact reduced payee mix levels/percentages would have on the operator’s capability to meet required project lease and/or mortgage payments. 

· The market analyst must interview all area hospitals or referring entities and discuss any issues that would facilitate or hinder their recommendation to refer Medicare patients from hospitals to nursing homes providing specialized services. 

· The Lender should provide information on any legal issues and any additional information that may be required to justify the waiver.
· Revised Project Capital Needs Assessment (PCNA) Guidelines for Section 223(a)(7) Projects 

We have revised the guidelines we presented at the December conference in Seattle.  Please see the below revised guidance:

A PCNA complying with the 223f LEAN Guidelines is required on any 223(a)(7) where either of the following is the case at the time of the Section 223(a)(7) application is submitted to HUD):

1.  A term extension is being requested.  HUD will consider waivers on a case by case basis where justified. The lender should request the waiver in the mortgage insurance application cover letter and in the Lender narrative.

2.  At least 10 years of the existing FHA Insured loan’s amortization period have passed and a PCNA has not been submitted to HUD in the previous 10 years.

If a PCNA is submitted with the Section 223a7 application, the Regulatory Agreement on the new Section 223(a)(7) loan will contain a requirement that a new PCNA will not be required until 10 years after the date of closing of the 223(a)(7) mortgage insurance application.  Moreover, the lender will not be required to inspect the property.

If a PCNA is not submitted with the Section 223a7 application, the Regulatory Agreement on the new Section 223(a)(7) loan will contain a requirement that a new PCNA will be required at the earlier of: 10 years after the previous PCNA was submitted to HUD or 10 years after the existing FHA Insured loan’s amortization period have passed.   Moreover, the lender will be required to inspect the property.

If repairs are proposed in conjunction with the Section 223(a)(7) application and a PCNA is not required, a cost certification (HUD-2205A) will be required to support the actual cost of the repairs.  Only Line 2 and the attached Schedule A need to be completed. 

· LEAN 232 Pipeline as of February 6th, 2009

   FHA # Requests – Purchase/Refinance – 195

   FHA # Requests – New Construction – 19

   Applications In – Purchase/Refinance – 34 

   Applications In – New Construction – 5

· Posting of Documents to FHA.GOV

Please note that we will be posting many documents to FHA.GOV over the next few days dealing with new construction, substantial rehabilitation, Section 241(a) and Section 223(a)(7) projects. 

http://portal.hud.gov/portal/page?_pageid=73,3915250&_dad=portal&_schema=PORTAL
· LEAN Thinking Mailbox 
We have been inundated with questions and are working through these questions as quickly as we can – many of these involve policy issues, which require substantial discussion.  We appreciate your patience.

· Interested in getting updates on the LEAN 232 Program?
Join our email list by sending your contact information to  Kristine.Martin@hud.gov
