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CHAPTER 1. GENERAL | NFORVATI ON

| NTRODUCTI ON.  Section 101(c)(1) of the Housing and Community

Devel opnent Anendnents of 1978 (Public Law 95-557) anends Section
203(k) of the National Housing Act (NHA). The objective of the
revision is to enable HUD to pronote and facilitate the restoration
and preservation of the Nation's existing housing stock.

As in the other single fam |y nortgage i nsurance prograns, a Section
203(k) nortgage is funded by a HUD approved | ender and the nortgage
is insured by the Departnment. This Handbook details the procedures
to follow to insure a nortgage under Section 203(k). Were a change
in processing is not specifically identified, outstanding
instructions established for nortgages insured under the Section
203(b) programwi || apply.

REGULATI ONS. The provisions of Section 203(k) are located in Chapter
Il of Title 24 of the Code of Federal Regul ations under Section
203. 50 and Sections 203. 440 through 203. 495.

203(k) - HOWIT IS DI FFERENT. Most nortgage financing plans provide
only permanent financing. That is, the lender will not usually close
the I oan and rel ease the nortgage proceeds unless the condition and
val ue of the property provi de adequate | oan security. Wen
rehabilitation is involved, this neans that a | ender typically
requires the inprovenents to be finished before a | ong-term nortgage
i s made.

When a honmebuyer wants to purchase a house in need of repair or
noder ni zati on, the honebuyer usually has to obtain financing first to
purchase the dwelling; additional financing to do the rehabilitation
construction; and a permanent nortgage when the work is conpleted to
pay off the interimloans with a pernanent nortgage. Oten the
interimfinancing (the acquisition and construction |oans) involves
relatively high interest rates and relatively short anortization
periods. The Section 203(k) program was designed to address this
situation. The borrower can get just one nortgage loan, at a
long-termfixed (or adjustable) rate, to finance both the acquisition
and the rehabilitation of the property. To provide funds for the
rehabilitation, the nortgage anount is based on the projected val ue
of the property with the work conpleted, taking into account the cost
of the work.
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To minimze the risk to the nortgage | ender, the nortgage |oan (the
maxi mum al | owabl e amount) is eligible for endorsenent by HUD as soon
as the nortgage proceeds are disbursed and a rehabilitation escrow
account is established. At this point the Iender has a fully insured
nort gage | oan.
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ELI G BLE PROPERTY. To be eligible, the property nust be a one- to
four-famly dwelling that has been conpleted for at |east one year
The nunber of units on the site nust be acceptable according to the
provi sions of local zoning requirements. Al newy constructed units
nmust be attached to the existing dwelling. Condom nium and
Cooperative units are not eligible.

Hones that have never been conpl eted cannot be accepted into the
203(k) program construction of the property nust have been conpleted
for at |east one year. Evidence of conpletion would be a Certificate
of Cccupancy or other simlar docunentation fromthe |oca
jurisdiction.

Honmes that have been denolished, or will be razed as part of the
rehabilitation work, are eligible provided the existing foundation
systemis not affected and will still be used. The conplete
foundati on systemnmust remain in place. A report froma licensed
structural engineer is required stating that the existing foundation
is structurally sound and capabl e of supporting the proposed
construction of the dwelling. Were the hone has been conpletely
razed (or where only the footings remain), including the denolition
of the foundation, the property is not eligible for a 203(k) insured
| oan, but could be acceptabl e as new constructi on under Section
203(h).

In addition to typical hone rehabilitation projects, this program can
be used to convert a one famly dwelling to a two, three, or
four-famly dwelling. An existing nmulti-unit dwelling could be
decreased to a one- to four-famly unit.

An exi sting house on another site can be noved onto the nortgaged
property; however, rel ease of |oan proceeds for the existing
structure on the non-nortgaged property is not allowed until the new
foundati on has been properly inspected and the dwelling has been
properly placed and secured to the new foundation

A manufactured (nobile) home that was built after June 15, 1976, and
has been on a permanent foundation for over one year, can be rehabbed
with this
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program The unit rust have been delivered to the site when it was
new, prior to being occupied. The rehabilitation cannot affect the
structural conponents of the hone that were designed and constructed
in conformance with the Federal Manufacturers Construction and Safety
Standards. Refer to HUD Handbook 4145.1 REV-2 for additiona
information, especially for the licensed engineer's certification

HOW THE PROGRAM CAN BE USED. This program can be used to
acconplish rehabilitation and/or inprovenent of an existing



one-to-four unit dwelling in one of four ways:

A. To purchase a dwelling and the Iand on which the dwelling is
| ocated and rehabilitate it.

B. To purchase a dwelling on another site, nove it onto a new
foundation on the nortgaged property and rehabilitate it.

C. To refinance existing indebtedness and rehabilitate such a
dwel I'i ng.

D. To rehabilitate such a dwelling.

1-6. MORTGACE POSI TION. Mrtgages that do not involve the insurance of
advances, the refinancing of outstanding i ndebtedness or the purchase
of the property need not be a first lien on the property, but wll
not be junior to any lien other than a first nortgage.
For A and Cin paragraph 1-5., the nortgage nust be a first lien on
the property and the [ oan proceeds (other than rehabilitation funds)
nmay be avail abl e before the rehabilitation begins.
For B in paragraph 1-5., the nortgage nust be a first lien on the
property; however, |oan proceeds cannot be nade avail able until the
unit is attached to the new foundation (see paragraph 1-4.).
For D in paragraph 1-5., the nortgage nmay be a second lien on the
property; however, no insured advances will be allowed and the
nmort gage cannot be endorsed until all work is satisfactorily
conmpl eted (see paragraph 5-1. A ). The mni num nortgage anount nust
exceed the limts of a loan under Title | of the National Housing
Act .
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1-7. ELI G BLE | MPROVEMENTS. Mortgage proceeds must be used in part for

rehabilitation and/or inprovenents to a property. There is a mninmm
$5000. 00 requirenent for the eligible i mprovenents on the existing
structure on the property. Mnor or cosnetic repairs by thensel ves
are inpracticabl e and unaccept abl e; however, they may be added to the
mnimumrequirenent (in addition to $5,000). The nortgage mnust

i nclude one or nore of the itens listed below, with a cumnul ative

m ni mum of $5, 000.

A.  Structural alterations and reconstruction (e.g., additions to the
structure, finished attics, repair of termte damage and the
treatnent against ternmite infestation, etc.)

B. Changes for inproved functions and noderni zation (e.g., renodel ed
ki t chens and bat hroons).

C. Himnpation of health and safety hazards (including the
resol ution of defective paint surfaces and/or |ead-based paint
probl enms on hones built prior to 1978).



D. Changes for aesthetic appeal and elim nation of obsol escence
(e.g., new exterior siding).

F. Reconditioning or replacenent of plunbing (including connecting
to public water and/or sewer systen), heating, air conditioning
and el ectrical systens.

F. Roofing, gutters and downspouts.

G Flooring, tiling and carpeting.

Ener gy conservation i nprovenents (e.g., new doubl e pane w ndows,
i nsul ati on, solar donestic hot water systens, etc.).

. Major |andscape work and site inprovenent, patios and terraces
that inprove the value of the property equal to the dollar anount
spent on the inprovenments or required to preserve the property
from erosion.

J. Inprovenents for accessibility to the Handi capped.
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When basic inprovenents are involved, the follow ng costs can be
included in addition to the m ni mum $5, 000 requirenent for the
exi sting structure:

- Construction or rehabilitation of a detached garage or an
attached unit(s) to the existing dwelling (if allowed by the
| ocal zoning ordi nhances).

- New cooki ng ranges, refrigerators and ot her appurtenances
(Used appliances are not eligible).

- Interior or exterior painting.

Luxury itens and inprovenents that do not beconme a permanent part of
the real property are not eligible as a cost rehabilitation. The
items listed below (not limted to this list) are not acceptable
under the 203(k) program including the repair of any of the
fol | owi ng:

Bar becue pits; bathhouses; dumbwaiters; exterior hot tubs,

saunas, spas and whirl pool baths; outdoor fireplaces or hearths;
photo rmurals; sw nmmng pools; television antennas and satellite
di shes; tennis courts; tree surgery. Additions or alterations to
provide for comercial use are not eligible.

REQUI RED | MPROVEMENTS. All rehabilitation construction and/or
additions financed with Section 203(k) nortgage proceeds nust conply
with the foll ow ng:



A

Cost Effective Energy Conservation Standards.

1)

2)

Addition to Existing Structure. New construction nust
conformwith | ocal codes and HUD M ni num Property Standards
in 24 CFR 200.926d (HUD Handbook 4910.1, Appendix K) is
required.

Rehabilitati on of Existing Structure. To inprove the thernal
efficiency of the dwelling, the follow ng are required:

a) Weatherstrip all doors and wi ndows to reduce infiltration
of
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(1-8.A 2))

3)

air when existing weatherstripping is inadequate or
nonexi st ent.

b) Caul k or seal all openings, cracks or joints in the
bui I di ng envel ope to reduce air infiltration

c) Insulate all openings in exterior walls where the cavity
has been exposed as a result of the rehabilitation
Insul ate ceiling areas where necessary.

d) Adequately ventilate attic and crawl space areas.

For additional requirenments, refer to 24 CFR Part 39,
Appendi x A-1 through A-6 for standards that apply to
i nprovenents proposed as part of the rehabilitation

Repl acenent Systens.

a) Heating, ventilating, and air conditioning system supply
and return pipes and ducts nust be insul ated whenever
they run through unconditioned spaces.

b) Heating systens, burners, and air conditioning systens
must be carefully sized to be no greater than 15 percent
oversi zed, except to satisfy the nanufacturers' next
cl osest nom nal size

If a new heating/cooling systemis proposed, provide heat
| oss/ heat gain calculations for the entire house to
ensure proper sizing of heating system Use the design
criteria devel oped by the Anerican Society of Heating,
Refrigerating and Air Conditioning Engi neers (ASHRAE) or
Manual J devel oped by the National Environmental Systens
Contractors Associ ati on.
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Snmoke detectors. Each sleeping area nust be provided with a

m ni num of one (1) approved, listed and | abel ed snoke detector
installed adjacent to the sleeping area. The detector must sense
visible or invisible particles of combustion. Wen activated,
the detector nust provide an alarmsuitable to warn occupants
within the sl eeping area.

Smoke detectors may be battery powered when installed in existing
or rehabilitated dwellings. However, where new construction is
bei ng added to an existing building, the snoke detector nust
receive its primary power fromthe building wiring, in
conformance to | ocal codes and ordi nances.

NI TIONS FOR USE IN THE 203(k) PROCGRAM

| nsurance of advances. This refers to insurance of the nortgage
prior to the rehabilitation period.

A nortgage that is a first lien on the property is eligible to be
endorsed for insurance follow ng nortgage | oan cl osing,

di sbursenment of the nortgage proceeds, and establishnent of the
Rehabi litati on Escrow Account.

The nortgage anount may include funds for the purchase of the
property or the refinance of existing indebtedness, the costs
incidental to closing the transaction, and the conpletion of the
proposed rehabilitation. The nortgage proceeds allocated for the
rehabilitation will be escrowed at closing in a Rehabilitation
Escrow Account .

Rehabi litation Escrow Account. When the loan is closed and

I nsurance of Advances is used, the proceeds designated for the
rehabilitation or inprovenent, including the contingency reserve,
nort gage payment reserve and nonies retai ned under the Escrow
Conmitment Procedure, are to be placed in an interest bearing
escrow account insured by the Federal Deposit |Insurance
Corporation (FDIC) or the National Credit Union Administration
(NCUA). This account is not an escrow for the
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(1-9.B.)

payi ng of real estate taxes, insurance preniuns, delinquent
notes, ground rents or assessments, and is not to be treated as
such.

1) The lender (or its agent) will release escrowed funds upon
conpl etion of the proposed rehabilitation in accordance with



the Work Wite-up (see exanple of a Rehabilitation Checkli st
in Appendi x 1) and the Draw Request (Form HUD 9746-A in
Appendi x 9). Release of funds for conpleted work cannot
occur until one day follow ng | oan cl osing (see paragraph
4-9).

2) The net incone earned by the Rehabilitation Escrow Account
must be paid to the nortgagor. The nethod of such paynent is
subj ect to agreenment between nortgagor and nortgagee.

However, payment of the interest inconme on the Rehabilitation
Escrow Account can accunul ate and be paid in one |unp sum
after conpletion of rehabilitation and i ssuance of the Fina
Rel ease Notice. When the Escrow Comm tnent Procedure is
used, interest on the investor's escrow account can be paid
when the | oan is assuned. Provide an Applicant's

Acknowl edgenent shown in Appendi x 4.

3) During rehabilitation the | ender may not rel ease funds from
the Rehabilitation Escrow Account until the |ender has
received a Conpliance Inspection Report (Form HUD 92051) and
the Draw Request (Form HUD 9746-A), certifying that the work
has been conpleted in conpliance with the accepted
architectural exhibits.

The final release of the escrowed rehabilitation funds is to
take place only after the local jurisdiction has provided its
final acceptance of the work and the HUD or the Direct

Endor senent (DE) Underwiter has reviewed the fina

Conpl i ance I nspection Report and the Draw Request form

The Final Release Notice (Appendix 7, as applicable) can be
i ssued, authorizing the final paynent, which may include the
i nterest earned on the escrow account and the total of all
hol dbacks (see paragraph 1-9.B. and E.). This Notice al so
directs the prepaynent of the nortgage by the anount
remaining in the contingency reserve and any unused

i nspection fees or nortgage paynents, when appli cabl e.
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Rehabilitati on Loan Agreenent. Wen the nortgage involves the

i nsurance of advances, a Rehabilitation Loan Agreenent nust be
executed by the |l ender and the borrower (see Appendix 2). The
Rehabi litati on Loan Agreenent establishes the conditions under
whi ch the I ender (or its agent) will release funds fromthe
Rehabi litation Escrow Account to aid the borrower in the
rehabilitation or inprovenent of the property. \When the |ender
uses the services of an agent, the | ender remains responsible for
the actions of that agent. See paragraph 5-2.C for information
on how to rel ease funds.

I nspections. All inspections are perforned by HUD approved fee



i nspectors assigned by the HUD Field Ofice (but paid by the

| ender) or on the HUD accepted staff of the DE | ender (see
paragraph 5-2.C.). The fee inspector is to use the architectura
exhibits in order to make a determ nation of conpliance or

non- conpl i ance. The HUD accepted Pl an Revi ewer can be allowed to
do the fee inspections on the property, because he/she is already
famliar with the proposed inprovenents and can inspect the
rehabilitation knowi ng what was accepted in the work wite-up
(see paragraph 3-2.F.).

When the inspection is schedul ed due to a request for paynent,
the inspector is to indicate on the Conpliance |Inspection Report
(Form HUD 92051) whether or not the work has been conpl et ed.

Al so, the inspector nmust use the Draw Request form (Form HUD
9746- A, Appendi x 9). The first draw nust not be schedul ed unti
the | ender has deternined that the applicable building pernits
have been issued.

The inspection fees are paid by the nortgagor, but, the lender is
responsible to ensure that paynent is nade to the inspector (see
paragraph 1-13.D.). |If the inspection fee is part of the escrow,
then it can be released along with the rel ease of the escrow
funds as a result of an acceptabl e Draw Request.
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E. Hol dback. A ten (10) percent hol dback is required on each
rel ease fromthe Rehabilitation Escrow Account. The total of al
hol dbacks may be rel eased only after a final inspection of the
rehabilitation and i ssuance of the Final Release Notice. The
| ender (or its agent) may retain the hol dback for a naxi mum of 35
cal ender days unless State |law allows for a longer tine period to
ensure that no liens are placed on the property. At |enders
option, the holdback is not required when a subcontractor is 100%
complete with a work item the work conpleted is acceptable to
the inspector and the subcontractor provides the necessary lien
wai vers. Also refer to paragraph 5-2. E

F. Contingency Reserve. At the discretion of the Field Ofice or
the DE Underwiter, the cost estimate may include a contingency
reserve if the existing construction is less than 30 years old or
the nature of the work is conplex or extensive. A contingency
reserve is required when there is evidence of ternmte
damage or previous termte infestation

For properties older than 30 years the cost estimate nust include
a contingency reserve of a mininmumof ten (10) percent of the
cost of rehabilitation; however, the contingency reserve may not
exceed twenty (20) percent where mgjor renodeling is
contenplated. |If the utilities were not turned on for

inspection, a minimumfifteen (15) percent is required. If the
scope of work is well defined and unconplicated, and the



rehabilitation cost is |less than $7,500, the | ender may waive the
requirenent for a contingency reserve. A notice about the

Conti ngency Reserve nust be provided to the borrower prior to, or
at, the closing of the | oan (see Appendi x 4).

The reserve cannot be used to nake additional inprovenents to the
dwel ling that are considered |luxury itens; however, it nmay be
used to pay for added construction costs caused by deficiencies
(health, safety and necessity) discovered during rehabilitation
Use a Request for Change, Form HUD 92577, when the scope of
rehabilitation will be affected. Wen adjustnents to the proposed
rehabilitation (i.e., deleting a skylight fromthe work witeup)
are made followi ng | oan closing, the anount by which the costs
are reduced are added to the contingency reserve. Any
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unused portion of the Contingency Reserve Fund remaining at the
time of issuance of the Final Rel ease Notice nust be applied to
reduce the nortgage bal ance. Wrk itens cannot be deleted from
the rehabilitation if it will decrease the val ue of the hone,
since the |l oan has already cl osed.

If the Borrower feels that the contingency reserve will not be
used and they wish to avoid having the reserve applied to reduce
the nortgage bal ance after issuance of the Final Rel ease Notice
the borrower (or any other person, organi zation or agency on the
borrower's behalf) may place their own funds into the contingency
reserve account. 1In this case, if nonies are remaining in the
account after the Final Release Notice is issued, the nonies nmay
be rel eased back to the borrower (or other person, organization
or agency who placed the noney in the contingency reserve).

If the nortgage is at the maxi num nortgage limt for the area or
for the particular type of transaction, but a contingency reserve
is required, the contingency reserve nust be placed into an
escrow account from other funds of the borrower at cl osing.

Under these circunstances, if the contingency reserve is not

used, the remaining funds in the escrow account will be rel eased
to the borrower after the Final Rel ease Notice has been issued.

Mort gage Paynment Reserve. Funds not to exceed the anount of six
(6) nortgage payments (including PITI and the nortgage insurance
prem um can be included in the cost of rehabilitation and
deposited in the rehabilitation escrow account to assist a

nort gagor (whether a principal residence or an investnent
property) when the property is not occupied during
rehabilitation.

On multi-unit properties, if one or nore units is occupied, the
nort gage paynment nust be reduced accordingly. If the owner
occupi es one of the units, or if the rents received are not



sufficient to cover that portion of the nortgage, then the
nort gage paynent will be reduced by dividing the PITI by the
nunber of units in the property (i.e., the nmonthly nortgage
paynment for a triplex is $1,248; if one unit is occupied, the
nort gage paynent is reduced to $832).
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The nunber of nortgage paynments cannot exceed the conpletion
time frame required in the Rehabilitation Loan Agreenent. The

| ender nust nake the nonthly nortgage paynents directly fromthe
i nterest bearing reserve account. Nbnies renaining in the
reserve account after the Final Rel ease Notice is issued, or
occupancy of the property, nust be used to reduce the nortgage
princi pal .

1-10. NMAXI MUM MORTGAGE AMOUNT. The nortgage anount, when added to any
ot her existing indebtedness agai nst the property, cannot exceed the
appl i cabl e | oan-to-value ratio and nmaxi mrum dol | ar anount linitations
described in 24 CFR 203.50. The downpaynent requirenments are the
sanme as under the Section 203(b) program (refer to HUD Handbook
4155.1, paragraph 2-4 for additional information. Also refer to
par agraph 6-1 for requirenents for incentives to sell HUD owned
properties). The Mrtgage Paynent Reserve is considered a part of
the cost of rehabilitation for determnining the maxi num nortgage
anount (see paragraph 1-9.G).

A. Maxi num Mortgage Cal cul ati on. Based on the | esser of:

1) The estimate of As-is value or the purchase price of the
property before rehabilitation, whichever is less, plus the
estimated cost of rehabilitation and all owabl e cl osing
costs; or

2) 110 percent of the expected market val ue of the property
upon conpl etion of the work plus allowabl e closing costs.

Princi pal Residence (Oaner-occupant)

The maxi mum nort gage anount is based on 97/ 95 percent of
1) or 2) above.

I nvest ment Property (Non-Cccupant Mrtgagor or Buil der/ Rehabber)

The maxi mum nort gage anount i s based on 85 percent of
1) or 2) above.
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(1-10. A.)

Escrow Comm t nent Procedure (Buil der/ Rehabber)

See Appendix 10 for an example for cal culating the nmaximum
nort gage anount using the escrow comitnent procedure. This
procedure cannot be used for a | oan anount |ess than the

97/ 95% cal cul ated for an owner-occupant (the |oan can be
assuned by an investor, however, the nortgage principal nust
be paid down to what the nortgage would be to an investor).

A nortgagor (Buil der/Rehabber/Investor, not an
owner/occupant) that purchases or refinances an investnent
property but intends to sell the rehabilitated property to a
nmor t gagor acceptable to HUD (who intends to occupy the
property as a principal residence) can obtain a nortgage
based on the | oan-to-value ratio and maxi mrum dol | ar anount
limtations prescribed under Section 203(b) for a principa
resi dence, provided:

-- The dollar difference between the naxi mum nortgage
amount (97/95 of the fair nmarket value for an
owner - occupant) and the nortgage anount available to an
i nvestor (85% of acquisition cost) will remain in escrow
with the Iender until the property is assuned by an
owner - occupant acceptable to the Conmi ssioner

and

-- The escrowed funds will be adm ni stered under the Escrow
Commi t ment Procedur €;

Use Form FHA- 314, Escrow Commitnent Certificate, for
this procedure. The commitnent may be issued for the
maxi mum nort gage anount for the | ongest term

perm ssible, 30 years. Refer to paragraph 4-5 for

i nformati on concerning financial requirenents for an
i nvestor who uses this procedure.
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(1-10.A.)

To al l ow for maxi num owner - occupant financi ng when the

| oan i s assuned (by an owner-occupant acceptable to HUD)
and to avoid the extra cost for a new nortgage, the

nmort gage may be based on the market value of the
property after rehabilitation. The difference between

t he maxi mum nortgage requirenents for an owner-occupant
and an investor would be retained in an escrow account.

The investor/builder rmust sign a Statenent of
Understanding simlar to that shown in Appendi x 8 and
must provide the | ender an acceptable plan on how the
property will be marketed for assunption by an



accept abl e owner - occupant purchaser.

The investor/builder may el ect to use the escrow funds
to reduce the principal balance at any time prior to the
18th month. If the property is not sold prior the 18th
anortization paynment of the nortgage, the entire escrow
anmount nust be applied to reduce the principal bal ance
and reduce the nortgage anount to an anount avail abl e as
an i nvestnent property.

The owner-occupant who assunes the | oan nust provide a
downpaynent based on 97/95% (unl ess they qualify under
the first time homebuyer provision below. |If the
resale price is less than the apprai sed val ue of the
property, the nortgage anmount mnust be reduced
accordingly based on the acquisition price. |If the
resale price is greater than the apprai sed value, the
purchaser nust nmake a | arger downpaynent. Refer to the
exanpl e in Appendix 10. For nortgage cal cul ations for
refinance transactions, see paragraph 4-7.

If the purchaser is a "first tinme honebuyer," the
assunpti on can be done with no downpaynent requirenent.
A "first tinme honebuyer"” is defined as a person(s) who
has not had an ownership interest in a principa
residence within the three years preceding the date of
the execution of the nortgage | oan docunents. Each
borrower nust certify to the above ownership interest.
To verify this requirenent, the | ender nust obtain
certified copies of signed federal inconme tax returns
filed by the eligible borrower for the three tax years
i medi atel y precedi ng execution of the nortgage | oan
docunents. |If the borrower was not required by lawto
file a federal incone tax return for any of these three
years and did not so file and certifies to such, then
the requirenent is waived
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Cost of Rehabilitation. Expenses eligible to be included in the
cost of rehabilitation are materials, |abor, contingency
reserve, overhead and construction profit (put in each work
item, up to six (6) months of nortgage paynments, plus expenses
related to the rehabilitation such as pernits, fees, inspection
fees by a qualified home inspector (i.e., a nenber of the

Ameri can Soci ety of Home | nspectors), licenses, inspection fees
during construction by a HUD accepted inspector, lien protection
fees for title updates and architectural/ engineering fees.

The cost of rehabilitation may al so include the suppl enental
origination fee which the nortgagor is permitted to pay when the
nort gage i nvol ves insurance of advances, and the di scounts which



the nortgagor will pay on that portion of the nortgage proceeds
allocated to the rehabilitation

C. Waiver of the Market Value Limtation. The 203(k) Regul ations
allow for a waiver of the narket value limtation stated in
paragraph 1-10. A to facilitate use of the program Such
requests nust be forwarded to the Assistant Secretary for
Housi ng- Feder al Housi ng Conmi ssi oner at the HUD Headquarters.
Requests nust include docunentation that the three foll ow ng
conditions are present:

1) The property is located within an area which is subject to a
communi ty sponsored program of concentrated redevel opnent or
revitalization (see 24 CFR Part 220). Use the sane criteria
as in paragraph 4-6 to deternmine if the comunities plan for
redevel opnent or revitalization will be adequate.

2) The market value loan Iimtation prevents the use of the
programto acconplish rehabilitation in the subject area.

3) The interests of the borrower and the Secretary of HUD are
adequat el y protected.

D. Solar Energy Increase in Dollar Linmtation. A nortgage is
eligible for an increase of up to 20 percent in the maxi num
i nsurabl e nortgage anount, if such an increase is necessary for
the installation of solar energy equi pnent. The sol ar energy
system s contribution to value will be limted by its
repl acenent cost or by its effect on the value of the dwelling.
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| NTEREST RATE and DI SCOUNT PO NTS. These are not regulated and are
negoti abl e between the borrower and the | ender

AMORTI ZATI ON.  Provisions of the Section 203(k) nortgage (prescribed
in Section 203.21 of the Regulations) are the sanme as prescribed
under Section 203(b).

MAXI MUM CHARGES AND FEES. The statutory requirenments and

adm nistrative policies of Section 203(k) result in deviations from
the maxi mum anount of charges and fees pernmtted under Section
203(b). The lender is responsible to ensure that the plan revi ener
apprai ser and inspector are paid for their services.

A.  Supplermental Oigination Fee. Wen the Section 203(k) nortgage
i nvol ves insurance of advances, the nortgagee nay collect from
the nortgagor a supplenental origination fee. This supplenental
origination fee is calculated as one and one-half percent (1
1/2% of the portion of the nortgage allocated to
rehabilitation, or $350, whichever is greater. This suppl enenta
origination fee is collected in addition to the one percent
origination fee on the total nortgage anount.



B. Plan Review Fee. Prior to the appraisal, a HUD accepted pl an
reviewer (or fee consultant, paid by the | ender) nust visit the
site to ensure conpliance with the programrequirenents in this
handbook. The utilities should be on for this site reviewto
take place; if the utilities are off, the contingency reserve
will be 25% (see paragraph 1-9.F.). The fee is as follows and
may not be changed without HUD Headquarters approval

1) Initial review prior to appraisal

Cost of repairs Fee

< $15, 000 $100. 00
> $15,001; = < $30, 000 $150. 00
> $30, 001 $200. 00

2) Additional unit review (two to four units with sane
case number) - $ 50.00 per unit
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3) Addi tional review
(reinspection of the sane unit) - $50.00

When travel distance exceeds 30 nmiles round trip fromthe
reviewer's place of business, a mleage charge of 33 cents per
mle nmay be applied to the above charges, including toll road
and ot her charges where appli cabl e.

If the Plan Reviewer is acting as a consultant for the borrower,
then the plan review stage can be elimnated and the Plan Revi ew
Fee is not applicable. The Plan Reviewer can still do the

i nspections during the construction stage. The Plan Revi ewer
cannot be the contractor on the job, because it is considered a
conflict-of-interest.

C. Appraisal Fee. Two appraisals nmust be perforned: (1) As-is
val ue of the property; and (2) Estinmated narket value of the
property assum ng conpletion of the rehabilitation. The nmaxi mum
fee which a |l ender may collect for these two appraisals is one
and one-half times the anount permitted for a Section 203(b)
proposed construction appraisal, as established by the HUD Field
Ofice.

D. Inspection Fee (during the rehabilitation construction period).
Est abl i shed by the local HUD Field Ofice (see paragraph
5-2.C.), however, Field Ofices wanting to set a fee greater
than $50 nust obtai n Headquarters approval

1) Fees for inspections will be allowed for inclusion in the
cost of rehabilitation. |If all inspections are not
requi red, remaining funds will be applied to the principa
after the final release notice is issued.



2) |If additional inspections are required by the |l ender to
ensure satisfactory conpliance with exhibits, the borrower
or contractor will be responsible for paynment; however, the
| ender has ultimate responsibility.
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E. Title Update Fee. To protect the validity of the nortgage
position from mechanics liens on the property, reasonable fees
charged by a title conpany nay be included as an all owabl e cost
of rehabilitation. Were the nortgage position is protected and
is not in jeopardy, this fee may not apply. Borrowers may w sh
to obtain lien protection, but the fees nust be paid by the
borrower where such lien protection is not required to ensure
the validity of the security instrunent (see paragraph 1-20).

The all owabl e fee should not exceed $50.00 per draw rel ease. |If
all draw inspections are not made, nonies left in escrow nust be
applied to reduce the nortgage bal ance.

APPLI CATI ON FORVMS AND REQUI RED DOCUMENTATI ON.  The | ender

prepares applications for conditional commitment for nortgage

i nsurance on Form HUD- 92800, HUD Application for Property Appraisa
and Conmitment. Form HUD- 92900, HUDY FHA Application for Commi tnent
for Insurance under the National Housing Act or other form approved
by HUD, is used for the firmconmmtnment application. Cher
appropriate forms will be used to conplete the processing of the
application and exhibits as described in this Handbook

A.  Supporting Docunentation. The borrower may pay discounts on the
rehabilitation and, when applicable, the refinance portion of
the nmortgage, as well as an additional origination fee when the
nmort gage i nvol ves the insurance of advances. These charges are
to be totaled and included as part of the cost of rehabilitation
to be posted in line (b) of Section 24 of the Form HUD 92900.

When the Section 203(k) nortgage is to be subordinate to an
existing first nmortgage, the nortgagee is to subnit a conplete
verification of the first nortgage. |Include the name and
address of the note holder; the type of nortgage; date of
obligation; original nortgage anount; unpaid bal ance; nonthly
payment to principal and interest; the maturity date; and

whet her the anount required for taxes and insurance is

i mpounded.
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B. Processing. As with the Departnent's other single fanmly
progranms, the nortgage insurance application procedure consists
of three separate steps: application for the conditiona
commitnent; application for the firmcomm tnent; and request for
nort gage i nsurance endorsenent. Processing by a DE |lender is
described in paragraph 1-19

MORTGAGE DOCUMENTS. The Rehabilitation Loan Agreement, Security
I nstrument, Note and ot her docunments used in processing and cl osing
the nortgage nust conply with State and | ocal requirenents.

A Rehabilitati on Loan Agreenent. This agreenent between the
| ender and the borrower establishes the conditions under which
the lender will advance the 203(k) nortgage proceeds. The
| anguage of the Rehabilitation Loan Agreenent is to follow the
format presented in Appendix 2

The Rehabilitati on Loan Agreenent is incorporated by
reference and made a part of the Security Instrument.

B. Security Instrunent. Mbddifications to the Security Instrunent
are necessary for these nortgages. Refer to discussion of the
Security Instrunent in the Federal Register, dated June 29,
1989.

1) |If the nortgage involves releases fromthe Rehabilitation
Escrow Account, the follow ng | anguage shoul d be typed in
the form

"Provisions pertaining to releases are contained in the
Rehabilitation Rider which is attached to this nortgage,
and made a part hereof."

A Rehabilitation Rider is contained in Appendix 3 and is a
required nodification to the Security Instrunent.

2) In those cases where the nortgage is a second lien, the
foll owi ng | anguage should be typed in the form

"Not wi t hst andi ng any other provision to the contrary, this
Security Instrunent is superior to all liens on the
property, other than a nortgage dated , 19 ., and
publi shed in book at
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SECTI ON OF THE ACT CODES. Refer to Form HUD 428.

ACCEPTABLE RI SK - I NSURANCE FUND. Section 203(k) of the NHA directs
that a rehabilitation nortgage i nsured under Section 203(k) nust be
an "acceptable risk, as defined by the Secretary." To be an
acceptable risk the nortgage obligation nust: (1) be secured by a
property which neets the standards as prescribed, or referenced, in
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thi s Handbook; and (2) be taken by a nortgagor who conplies with the
nortgage credit provisions as prescribed, or referenced in this
Handbook.

Al'l insurance funds received and all di sbursenents made pursuant to
a Section 203(k) nortgage are credited or charged to the Genera
| nsurance Fund. The Mrtgage Insurance Premumis paid nonthly.

CLAI M FOR | NSURANCE BENEFI TS. Refer to paragraph 5-2.F. A claim
for insurance benefits on a |loan secured by a first nortgage is to
be nmade, and insurance benefits are paid, in accordance with the
provi sions of Section 203.350 through Section 203.404 of Title 24 of
the Code of Federal Regul ations. These sections explain under what
conditions a nortgage is to be assigned or conveyed to the Secretary
i n exchange for paynent of insurance benefits. |nsurance benefits
are paid in cash or debentures, at the Secretary's discretion

In the event of a nortgagor default on a Section 203(k) nortgage
secured by other than a first nortgage, in order to be eligible for
i nsurance benefits the | ender nust assign the nortgage to the
Secretary in the manner prescribed in Sections 203. 440 through
203.495 of Title 24 of the Code of Federal Regulations. A 203(k)
nmort gage endorsed as a second nortgage must, at the tine of
assignnent, be prior to all mechanics and materialnen's liens filed
of record, regardl ess of when such liens attach, and prior to al
Iiens and encunbrances or defects which nmay arise, with the
exception of the first nortgage. The |ender may not, except with
the approval of the Departnent, proceed against the security and

al so make cl ai m agai nst the contract for insurance. Insurance
benefits are paid in cash, although HUD regul ati ons provide for
paynent in debentures if the clainant requests.
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DI RECT ENDORSEMENT (DE). DE Lenders have the option of (1)
processing 203(k) insured |l oans fully under the DE program or (2)
obtai ning a conditional conmitnent from HUD and processing the
borrower under DE, or (3) processing the case totally through HUD s
prior approval process.

Al though DE lenders will be eligible to process 203(k) under the DE
procedure, the underwriters nust be trained and submt 203(k) test
cases before full approval for DE processing of 203(k) insured | oans
will be granted. The follow ng conditions apply:

A. Al unconditionally approved DE | enders are eligible to process
Section 203(k) applications after satisfactorily conpleting a
training session given by the local HUD Field Ofice. O
particular inportance at the training session is a discussion of
the proper submnission of the architectural exhibits and the Draw
Request (Form HUD 9746- A, Appendix 9).

In addition, the HUD Field Ofice will review several 203(k)
cases on a pre-closing basis to ensure conformty with



outstandi ng instructions. The nunber of cases revi ewed
(typically 3 to 5 cases) is dependent on the assessnent of
quality in underwiting and exhibit preparation. |If the |ender
has not been authorized DE authority under the 203(b) program
and wi shes to obtain DE authority under 203(k), then the

pre-cl osing review of 15 cases is required. Upon successfu
conpl etion, the nortgagee may submt the cases for endorsenent.
HUD field reviews of the construction and a post-endor senent
review of the file docunentation nust be adequate to ensure
conpliance with outstanding instructions.

An eligible DE |l ender may process a Section 203(k) application
for any property |l ocated within the jurisdiction of the
appropriate HUD Field Ofice. |If a property is in a Section
223(e) area, the DE | ender cannot process this type of property
and nust refer the case the HUD Field Ofice for processing.

Eligible lenders may use their own staff to perform Section
203(k) appraisals, compliance inspections and review of
architectural exhibits. However, these individuals nust be
approved by the HUD Field Ofice and attend any training session
that is required by HUD. Lenders may al so use HUD fee pane
menbers which can be assigned by the local HUD Field Ofice.
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D

The DE I ender will be fully responsible for processing the
Section 203(k) application, including the authority to make

rel eases fromthe rehabilitation escrow account as the work
progresses. The lender's DE Underwiter nust sign and date the
Conpl i ance | nspection Report (Form HUD 92051) and the Draw
Request (Form HUD 9746-A) authorizing rel ease of the nonies from
the escrow account. Copies of the forms nust be sent to the
appropriate HUD Field Ofice (Architectural Branch) after each

i nspection for recordkeeping and field revi ew purposes.

If a problemis noticed, the HUD Field Ofice nmay request the
Departmental Mnitoring Division to review the DE Underwiter's
file in the lender's office.

The DE | ender nust provide certifications with each nortgage as
required under 24 CFR 200.163 (b), (c) and (f). The DE | ender
must use Form HUD 54113 to conmply with the certification
requirenents. The certifications are in Mrtgagee Letter 90-36
dated Septenber 28, 1990, and will be treated as an Addendum to
Appendi x 3 and Appendi x 4 of HUD Handbook 4000.4 REV-1, unti

t hat handbook can be updated to incorporate the 203(k)
certifications. FormHUD 54113 nust be nodified by adding "or
appl i cabl e Mortgagee Letter" inmediately after the phrase "as
detailed in the Single Fanily Direct Endorsenment Program
Handbook" whi ch appears in both the underwiter certification
and the nortgagee certification.
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LENDER S QUALI TY CONTROL PLAN. It is extrenely inportant to
properly nonitor the receipt and di sbursenent of the rehabilitation
funds, including the interest earned on the escrow account.

Lender's originating a Section 203(k) nortgage and the investing
nort gagee buying these nortgages nmust provide a Quality Control Plan
to the local HUD Field Office that describes the nmethod(s) they wll
use to account for the rel ease of Rehabilitation Escrow funds. Each
Il ender's quality control plan nust also describe the nmethod the

| ender uses to conply with 24 CFR 203. 4(b) (3).

The originating lender, its sponsor or the investing nortgagee nust
mai ntain an accounting system acceptable to HUD that properly
records all transactions fromthe escrow account. |If the
originating |l ender's sponsor or investor is recording the
transactions, it nmust distribute copies of the record of
transactions to the
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originating nortgagee, the borrower and to HUD on each Draw Request
(refer to Appendix 13 for a suggested fornmat).

Unl ess ot herwi se agreed to by the nortgagee's sponsor and/or the

i nvesting nortgagee, the originating nortgagee is responsible to
ensure tinely coordinated draw requests, change orders, contingency
requests, lien endorsenents as necessary, and escrow account

rel eases with the borrower, contractor, inspector, HUD (or DE
Underwriter) and the investing nortgagee, and to maintain

recor dkeepi ng refl ecting such requests and di sbursenents.

The investing nortgagee is ultimately responsible for the proper and
timely "good funds" distribution fromthe escrow account and the
validity of the nortgage position. However, HUD | ooks to the
originating lender, its sponsor and the investing nortgagee to
ensure the proper distribution of all funds. The Depart nent
encourages |l enders to use independent title conpanies to ensure the
proper distribution of the escrow account funds at | oan settl enent
and to protect the validity of the security instrument position

agai nst liens.

"ldentity-of-interest" closing agents are not allowed under the
203(k) program An identity-of-interest exists if the originating

| ender, nortgagee of record, or nortgagor (or any general or linmited
partner, sharehol der, director, officer, enployee or authorized
representative of the lender) can directly, or through one or nore
intermedi aries, control or influence the decisions or policies of
the closing agent or its enployees, or vice versa. An
identity-of-interest exists whenever there is a financial, fanmly
rel ati onshi p, professional or business affiliation involved.

HUD encour ages investing (secondary) nortgagees to have Errors and



Qmi ssions coverage and Fidelity coverage. The investing nortgagee
should require it for the originating | ender when the originating

I ender is adm nistering the rehabilitati on escrow account to ensure
compliance with the nortgagee's responsibilities to their

nort gagors.
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