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FHA Section 221(d)(4)

FHA Insured Financing for the 

New Construction or Substantial Rehabilitation 

of Multifamily Rental Housing 

Executive Summary

Through the FHA Section 221(d)(4) Mortgage Insurance Program, Great Lakes provides long-term, fixed rate, non-recourse financing for the new construction and substantial rehabilitation of market rate and/or affordable multifamily rental housing projects nationwide.

Great Lakes uses HUD’s Multifamily Accelerated Processing (MAP) guidelines to expedite the underwriting and approval of loans under Section 221(d)(4).  There is a two-stage approval process for these loans under MAP.   

Loan Features:

•
New construction or substantial rehabilitation of existing multifamily projects


•
Loan amount up to 90% of cost


•
Construction/rehab term up to 36 months


•
No occupancy or stabilization requirements for conversion to permanent loan

•
40 year, fully amortizing permanent loan following conversion


•
Fully assumable


•
Low, fixed interest rate set prior to start of construction


•
Non-recourse


•
No rent control restrictions or affordability requirements


•
No limitation on owner’s return 

Purpose:
The intent of the FHA Section 221(d)(4) program is to facilitate the new construction and substantial rehabilitation of existing, market rate, and/or affordable multifamily rental housing nationwide.

Eligible Projects:
New construction or acquisition/refinance with substantial rehabilitation of market rate and/or affordable rental projects. Existing projects involving rehabilitation work must meet one or more of the following to qualify:

1. Replacement of at least 51% of two major building components 

2. The cost of the rehabilitation work must equal or exceed 15% of HUD's estimated replacement cost of the project after the work is completed

3. The cost of the rehabilitation work must meet or exceed $6,500 per unit adjusted by HUD's high cost factor for the area. 
Mortgage Amount:
The mortgage amount is limited to the lowest of:

1. 90% of eligible development costs including construction costs

2. 90% of net income capitalized by loan constant (1.11 debt service coverage)

3. Statutory per unit loan limits established by HUD for the 221(d)(4) program

Refinance loans for substantial rehabilitation may provide 100% loan-to-cost financing provided that 100% of the total existing debt plus costs is not greater than 90% of certifiable transaction cost, including the “as is” value of the project.

Eligible transaction costs that can be included in the mortgage calculation are:


•
Purchase price or existing debt.  Existing debt must have been of record for at least two years


•
Great Lakes origination fees – not to exceed 3.5%


•
Bond Financing fees - not to exceed 2.0% (total loan fees including bond fees and the origination fees cannot exceed 5.5%)


•
Construction period FHA Mortgage Insurance Premium (MIP) of .50%


•
Construction hard costs


•
Development fees/costs (building permits, water/sewer tap fees, surveys, soil tests, etc.)


•
Architect fees



•
Repairs and replacements


•
Title and recording fees


•
Legal, organizational and audit fees


•
HUD application fee - 0.3% of the mortgage amount


•
HUD inspection fee -  0.5% of the mortgage amount


•
Real estate taxes during construction


•
Insurance:  Builders Risk and Owners & Contractors Protective Liability (“OCP”)


•
Interest during construction


•
Builder and Sponsor Profit and Risk Allowance (“BSPRA”). Applicable for general contractors who have “Identity of Interest” with borrower/sponsor.  (see below)


•
Land costs


•
Relocation Expenses


•
Contingency (substantial rehab only)


•
Initial deposit to the replacement reserve (substantial rehab only)

· Third Party Reports (market study, appraisal, architectural & cost review and environmental report) 

Builder and Sponsor Profit and Risk Allowance (BSPRA):
A BSPRA is included in the mortgage and may be used as a credit against required equity if there is an identity of interest between the borrower and the general contractor.  BSPRA may be a maximum of 10% of total project costs, excluding land costs, contingency and initial deposit to replacement reserve. The equity requirements for a project can be substantially reduced by using BSPRA.

Commercial Space:
Commercial space is limited to 10% of the gross floor area and 15% of the gross income of the project. 

General Contractor:
The general contractor must execute a guaranteed maximum price contract, provide a 100% performance and payment bond (or cash or acceptable letter of credit), and have working capital (liquid net worth) equal to at least 5% of the project construction contract plus all other uncompleted construction work.

Annual Audits:
HUD requires annual income and expense audits for the mortgaged project (or optional semi-annual audit).

Dividends:

All distributions from surplus cash are made after the HUD required annual audit (or optional semi-annual audit).

Required Escrows:

FHA Mortgage Insurance Premium: (MIP)

The current annual MIP is 50 basis points (0.50%) of the outstanding principal balance and is escrowed monthly with the principle and interest payments.


Real Estate Taxes and Property Insurance:

These escrows are established at closing and are held in a non-interest bearing account by Great Lakes.  Thereafter, deposits to the real estate tax and property insurance escrow accounts are required on a monthly basis


Replacement Reserves:

An initial deposit to the replacement reserve account is established at closing, if necessary, and is held in an interest bearing account by Great Lakes for the benefit of the project.  Deposits to the replacement reserve account are also required on a monthly basis.  The borrower can request funds from this cash reserve account throughout the life of the permanent loan for replacements / improvements to the project.    

Working Capital:

A Working Capital escrow equal to two percent (2.0%) of the mortgage amount is established by the borrower at Initial Endorsement (construction closing). The escrow can be in the form of cash or irrevocable letter of credit.  This escrow is held by Great Lakes in a non-interest bearing account to defray the costs of project marketing, initial rent-up and other initial operating costs of the project during the construction period.  If unused, this deposit is released one year after completion of construction.

Initial Operating Deficit (IOD):

Great Lakes will calculate the Initial Operating Deficit required to cover the difference between project income and the debt service payments until the project achieves stabilized operations.  The borrower will provide Great Lakes with cash or irrevocable letter of credit in the amount of the anticipated deficit.  This deposit, if unused, will be released to the borrower after Great Lakes determines the project has reached break-even for 90 consecutive days.

Cost Not Covered By Loan Proceeds:

Offsite improvements and demolition costs are not payable from mortgage proceeds.  Any offsite improvements and demolition must be covered by a 100% cash deposit or letter-of-credit escrowed with Great Lakes at Initial Endorsement.

Prevailing Wage Requirements:
The payment of prevailing wages is required pursuant to the Davis-Bacon Act.  Information on local Davis Bacon wage schedules is available from HUD’s Office of Labor Relations (www.hud.gov/offices/olr/olrwrcp.html). Local Davis Bacon wage determinations can be viewed at www.access.gpo.gov/davisbacon/

Transaction Costs: 

Paid at Contract Execution:

HUD Application Fee:
0.3% of the new loan amount paid to HUD with Firm








Commitment Application.

Third Party Report Costs:
Determined on a case by case basis, typically a Market survey








and Environmental Report are require for pre-application phase.

Great Lakes Underwriting Fee:









Determined on a case by case basis, fee is non-refundable and








will be credited against the total Great Lakes Financing Fee at 








closing. 

Paid at Commitment:

Rate Lock Fee:


Good faith deposit of .50% of loan amount at time of rate lock

Paid at Closing and/or from Loan Proceeds:

HUD Inspection Fee:

.50% of loan amount paid to FHA

Mortgage Insurance

Premium (MIP):


.50% of the mortgage amount at closing and .45% annually.

Great Lakes Financing Fee:










Negotiable. 

Great Lakes Legal Fee:
Determined on a case by case basis, depends on the complexity








of the transaction.

Other:





Owner legal, title/recording, ALTA survey and Ginnie Mae costs.

HUD Processing Procedure:

There are two ways to process a 221 (d) (4) application, either one step processing or two step processing.  One-step processing essentially removes the pre-applications step of the process.  Great Lakes recommends doing one-step processing only when the market for a project is very clear, as there are significant costs involved in processing the final application.  The pre-application process gives you a sense of security, as HUD will approve the major assumptions of the deal prior to the expenditure of a large amount of money.  

For a typical two-step processing of a Section 221(d)(4) financing under the MAP Program, there are the following.  

1.  Pre-Application. 

2.  Firm Commitment.

3.  Commitment, Rate Lock and Initial Endorsement (closing).

Pre-Application

The Pre-Application submission to HUD will present a preliminary underwriting of the project.  This submission will include a market study, preliminary sketch plans (including a site plan, typical unit and building layouts, typical elevations and a wall section plan), narrative project description and environmental report.  The purpose of the submission is to provide HUD with a clear picture of the physical and financial characteristics of the proposed construction/substantial rehab project. Great Lakes targets 90 days after engagement for the Pre-App submission, assuming receipt of required exhibits.

HUD has a maximum of 45 days to review the submission, determine if a market exists for the project, approve the proforma income and expenses of the project and issue an invitation to proceed with a Firm Commitment Application. There is no charge from HUD for the review of the Pre-Application submission.  

Firm Commitment
Great Lakes will work with the sponsor and development team and coordinate the preparation of the FHA Firm Commitment Application.  It must be filed within 120 days of HUD’s invitation to proceed.  HUD can grant three 30-day extensions at its discretion. The Firm Commitment Application consists of a final underwriting of the project, a final review of the sponsor’s financial capacity, approval of the final working drawings, a cost review report and review of the general contractor and proposed management. The Firm Commitment Application Fee, payable to HUD at submission, is 0.3% of the requested mortgage amount. Efforts need to be taken to ensure the completion of all final construction documents and receipt of building permits prior to application filing.
HUD has a maximum of 45 days to process the Firm Commitment Application and issue a Firm Commitment to insure the mortgage.

Commitment, Rate Lock and Closing.

Upon HUD's issuance of a Firm Commitment, Great Lakes will issue its Financing Commitment. Following borrower acceptance of the commitment documents and the approval of Great Lakes’ closing counsel, Great Lakes will lock the rate and set a target closing date. Closing documents will be prepared and then the actual closing will be scheduled through HUD.

Funding Sources:
Great Lakes will fund the loan using Ginnie-Mae mortgage backed securities (MBS) or arrange funding through a whole loan investor.  Tax-exempt bonds may also be utilized with the Ginnie Mae MBS serving as credit enhancement.

Closing Attorney:
We strongly recommend using qualified legal counsel that specializes in closing FHA-Insured financing.

Requirements to provide a loan analysis:

Great Lakes will provide a detailed Section 221(d)(4) financing proposal following receipt of the following information:

1. Narrative description of project and the redevelopment effort(s) underway in the project’s area. 

2. Post construction unit mix including unit sizes, number of bedrooms, number of bathrooms, and proposed rental rates.

3. Post construction operating expenses (detailed).

4. Proposed construction costs.  This itemization should include detailed soft and hard cost, off-site costs and/or demolition, if any, and land purchase costs.

5. Detailed list of proposed ancillary income and anticipated monthly revenue.

6. Amount of existing debt or purchase price.

7. List of project amenities and what will be included in rent versus what will be paid for by tenants.

8. Current Rent Roll (substantial rehab only)

9. Most recent year end and year-to-date operating statements. (substantial rehab only)

10. Occupancy history for most recent year and each of the last six months (substantial rehab only).
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