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l. PURPOSE

The purpose of this Notice is to provide guidance to
participating jurisdictions (PJs) in their devel opment of |oca
gui delines to eval uate projects using HOVE funds in conbination
wi th other governnental assistance to ensure that no nore than
t he necessary anmount of HOVE Program funds are invested in any
one project to provide affordabl e housing.

1. BACKGROUND

Both Section 212(f) of the Cranston-Gonzal ez National Affordable
Housi ng Act, as anmended, and 24 CFR Part 91, the consoli dated
plan final rule, require a PJ to provide a certification with the
consolidated plan. This certification asserts that prior to the
commitment of funds to a project, the PJ will evaluate the
project in ' accordance wth the guidelines that it adopts for
this purpose and will not invest any nmore HOME funds in

conbi nation with other governnental assistance than is necessary
to provi de affordabl e housing.

In devel opi ng these guidelines, CPD relied heavily on the
experience of HUD and State tax credit allocation agencies, as
wel | as the professionals experienced in eval uating housing
project financing. This notice is designed to offer the
experi ence and advi ce of those who have conducted project

[ ayering reviews.
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If a PJ uses these guidelines, or relies upon subsidy |ayering
eval uati ons produced by HUD or State tax credit allocation
agenci es, as described below, HUD will consider the PJ to be in
conpliance with the statutory requirement. A PJ may, of course,
develop its own guidelines for conducting subsidy |ayering
evaluations. In this case it should ensure that its review
process is consistent with the advice in this Notice.

[11. DEFIN TIONS

Governent al Assi stance - CGovernmental assistance includes any

| oan, grant, (including Conmunity Devel opnent Bl ock Grant),

guar antee, insurance, paynent, rebate, subsidy, credit, tax
benefit, or any other formof direct or indirect assistance from
the Federal, State or l|ocal governnent for use in, or in
connection with, a specific housing project.

Maxi mum Per Unit Subsidy Limits - The anbunt of HOME funds that a
PJ may invest on a per-unit basis in affordabl e housing may not
exceed the per unit dollar limts established under section
221(d)(3) of the National Housing Act for elevator-type projects,
i nvol ving nonprofit nortgagors that apply to the area in which
the housing is located. These limts are available fromthe
Multifam |y Housing Division in the HUD Field Ofice. If the
participating jurisdiction's per unit subsidy anobunt has already
been increased to 210% as permtted under section 221(d)(3)(ii)
of the National Housing Act, upon request to the Field Ofice,
HUD will allow the PJ's per unit subsidy anmpunt to be increased
on a programw de basis to an ampunt up to 240% of the origina
per unit limts.

V. USE OF THE GUI DELI NES

Based on the certification contained in the annual subni ssion of

t he consolidated plan and the subsidy | ayering provisions of

§92. 250(b) of the HOVE final rule, a PJ nust use the guidelines
it has adopted to docurment that when HOVE funds are used in

conbi nati on with other governnental assistance, no nore subsidy
is invested than is necessary. The project file should contain
the required evaluation. For exanple, if a project is using HOVE
funds in conbination with local tax increment financing, the PJ
woul d use the guidelines, evaluate the project, and docunent the
eval uati on.

Wil e the evaluation requirenment is predicated on the conbination
of HOME funds with ot her governmental assistance, it is
recommended that the guidance in this notice should al so be used
when determning the | evel of HOVE funds to be used in a project
absent other governmental assistance. The evaluation nay need to
be updated if additional sources of funds, not originally
contenpl ated, are added to the project. The evaluation and
certification is the sole responsibility of the PJ.

However, the PJ may rely upon the guidelines devel oped and
eval uation conducted by other agenci es when the foll ow ng
governient al assi stance is being used:
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Low | nconme Housing Tax Credits (LIHTC)

The PJ may rely upon the State tax credit allocating agency's
eval uation (which is conducted to determ ne whether there are
excess tax credits) to ensure that HUD subsidies are not greater
than necessary to provide affordabl e housi ng when combi ni ng HOVE
assistance with the tax credits. Such State agenci es have
typically established project guidelines (based on project size,
characteristics, location and risk factors) that deternine
appropriate project costs and devel oper fees. An acceptable
State agency certification is done pursuant to either applicable
HUD regul ati ons or the Internal Revenue Code.

In 1993, the National Council of State Housi ng Agenci es ( NCSHA)
adopted a set of standards for use by State agencies that
adm ni ster the LIHTC. The standards cover the specific areas
related to the adm ni stration of LIHTC prograns, including per
unit cost, devel oper fees, consultant fees, verification of
expendi tures, conpliance nonitoring and net proceeds fromtax
credits. Participating jurisdictions may find these standards
useful in conducting subsidy |ayering reviews of HOVE projects,
regardl ess of whether LIHTCs are used. The standards can be
obt ai ned fromthe NCSHA

O her HUD Program Fundi ng

The PJ may rely upon HUD s eval uati on (conducted in accordance
with Section 102(d) of the HUD Reform Act) for projects funded by
HUD s O fice of Housing (for example, FHA Mortgage | nsurance) and
O fice of Public and | ndian Housing and ot her HUD of fi ces which
are required to provide this kind of evaluation. A HUD reviewis
required in these cases because the Departnent is directly making
funds available for these projects. This is not the case for the
HOVE Program where the PJ receives a fornul a-based all ocati on and
subsequently sel ects and underwites HOVE projects.

V. PRQIECT EVALUATI ON

Before a PJ invests HOVE funds in a project, it nust assess if
ot her governmental assistance has been, or is expected to be,
made available to that project.

In performing this evaluation, the PJ shoul d consider the
aggregat e amount of assistance from HUD and from ot her sources
that is necessary to ensure the feasibility of the assisted
project. The PJ should take into account all the factors
relevant to feasibility, which may include, but are not limted
to, past rates of returns (in that area for that type of project)
to owners, sponsors, investors; the long-termneeds of the
project and its tenants; and the usual and customary fees in the
devel opnent of the project.

In addition, the PJ should consider the population that is being
served when conducting the layering review. For instance, if the
targeted popul ation is 60 percent of nedian income for the area,
that results in one | evel of assistance; if the targeted popul ation
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is very lowincone, e.g., below 30 percent of area nedian income,
that will result in an increased |evel of HOVE or other
assi st ance.

Sources & Uses of the Funds Statement

As part of the application process, the PJ should have the
applicant submit a Sources/Uses of Funds statenent for the
project. The Sources/Uses of Funds statenent should reflect the
proj ect devel opnent budget and should list:

1) al | proposed sources (both private and public) of funds and
the dollar amount(s) for each respective source, and

2) all uses of funds (including acquisition costs,
rehabilitation/or construction costs, financing costs and
prof essi onal fees) associated with the project.

The PJ should identify the types of docunentati on necessary to
verify the sources and uses of funds indicated in the statenent.
The li1sting of docunentation should be provided to the applicant
so that the docunmentation nay be subnitted along with the

Sour ces/ Uses of Funds statement in the application for HOVE
funds.

Sources of Funds: The PJ should request the follow ng: (1)
commitnent letters with all terns and conditions for al
nort gages, grants, subordi nati on agreenments, bridge (interim

| oans and investment tax credits (historical, |lowincone, if
applicable) and (2) if the applicant is a partnership, a copy of
the partnership agreenent, which will indicate the cash

contributions by the general partner(s) and/or limted
partner(s).

Uses of Funds: The PJ shoul d request the follow ng: (1) earnest
noney agreenent, option or closing statement for [and and/or
buil di ng(s); (2) construction cost estinmate; (3) construction
contract or prelimnary bid(s); (4) agreenents governing the
various reserves which are capitalized at closing (to verify that
the reserves cannot be withdrawn | ater as fees or distributions);
(5) appraisal (to substantiate the value of the land and the

val ue of the property after rehabilitation or the structure being
built); and (6) if lowincome housing tax credits are utilized,
docunent ati on on the syndication costs (legal, accounting, tax
opinion, etc.) fromthe organization/individual who wll

syndi cate and sell the offering to ensure that the project can
support the fees necessary to syndicate/fund the project. Al
assunptions in the offering should be verified in the supporting
docunent ati on.

The applicant should al so provide supporting docunentation for
all other costs as specified in the Sources/Uses of Funds
staterment. |If the docunentation is not adequate and does not
support the costs as stated, the PJ should request additiona
docunent ati on, a second opi nion and/or reference fromthe
appropriate source (i.e. another construction cost estimator
anot her architect or lawer), or deny the project HOVE funding.
It should be noted that for projects with tax credits to be sold,
the proceeds fromthe sale of these credits nmust be identified as
a source of funding.
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KEY EVALUATI ON PO NT
Certification of Federal Assistance

The PJ should obtain a formal certification fromthe applicant(s)
concerni ng the governnental assistance provided or to be provided
to a project. If no such governnental assistance is to be
provided at the tine of the application or in the future, the
applicant(s) should certify to that fact. The applicant(s)
shoul d also certify that should other governnmental assistance be
sought in the future, the PJ will be notified pronptly. These
assurances may take the formof a certification

Revi ew of the Project Devel opnment Budget

The PJ shoul d review the project devel opnent budget to determ ne
whet her the devel opnent costs are necessary and reasonabl e,
taking into consideration the | ong-term needs of the project as
wel | as the objectives of the HOVE Program and the PJ.

As in the Sources/Uses of Funds statenent, the budget should

i nclude all costs associated with the devel opnment of the project
regardl ess of the funding sources. The budget line itens may

i ncl ude, but should not be limted to: construction "hard" costs,
soft costs (architectural, engineering, |egal and appraisa

fees), marketing costs, construction |loan interest, devel oper
fees, real estate taxes, insurance, all |oan fees, building
permits, relocation and consultant fees. The project devel oprment
budget should reflect the total costs as in the "uses" section of
t he Sources and Uses of Funds statenent.

The PJ should also review to ensure that the costs being funded
by the HOVE Program are eligible and the HOVE funds per unit do
not exceed the maxi mum per-unit subsidy linits.

The PJ's review guidelines should focus on the project's quality,
and construction costs, architectural and engi neering fees and
consulting fees. The PJ should determ ne what costs are necessary
dependi ng on the type of devel opnent activity (new construction vs.
rehabilitation, occupied vs. unoccupied). The determni nation of
"reasonabl eness" of the costs should be based on all of the
followi ng factors: (1) costs of conparable projects in the sane
geographi cal area; (2) the qualifications of the costs estinators
for the various budget line itenms and (3) conparable costs
publ i shed by recogni zed i ndustry cost index services.
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KEY EVALUATI ON PO NT
Rate of Return on Equity | nvestnent

The PJ should require the applicant to furnish a proform
(project incone and expense statenent) which should include

achi evabl e rent levels, market vacanci es and operati ng expenses
and al so specify the consequences of tax benefits, if any, and
any other assunptions used in calculating the project cash flow
to determine the reasonabl eness of the rate of return on the
equity investment. The proforma should represent, at a m ninmm
the termof the HOVE affordability requirenents, but |onger if
applicable (e.g., 15 years for | owinconme housing tax credit
projects). It is inperative that the PJ scrutinize the profornma
to ensure the cash fl ow projections are reasonable in |ight of
the present econonic conditions since the rate of return on the
investment is partially predicated on the cash flow. The cash
flow projections should neither be unduly conservative nor overly
optimstic.

The proforma shoul d adhere to guidelines established by the PJ.
However, there are sonme basic industry standards that nay be

i mpl enent ed as gui del i nes, such as those presented in TABLE 1.
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TABLE 1: Basic
Prof orma | ndustry
St andar ds

I NCOVE

* All inconme should be included in the proforna
(comrercial, residential, laundry, etc.).

* Al additional equity contributions to the operating
budget (e.g., staged tax credit equity paynents,
funds to cover anticipated initial operating
deficit) should be shown as incone.

* The rate of increase for incone should be no higher
than 3 percent per year for the average project.

OPERATI NG EXPENSES

* Al cash expenses should be included and reflect the
project's type (rental, cooperative, condon niunj,
size (nunmber of units), services and costs provided
by the locality (garbage collection, tax abatenents,
wat er and sewer charges) and type of nechanica
systens (electric vs. gas).

* Expenses shoul d al ways be trended hi gher than incone
on an annual basis, e.g., increases of 4 to 4.5
percent per year (as conpared to 3 percent for incomne).

* (perating expenses tend to be generally 30-40 percent
of gross rents for a market rental project (varies
dependi ng on many factors including the linmtation on
gross rents that can be obtained in a HOVE subsidi zed
project vs. a market rate project which has no such
[imtations). The operating expenses of conparable
rent controlled projects should al so be exam ned to
determ ne a percentage for the project.

* The vacancy rate should be a mnimumof 5 percent on
an annual basis (regardl ess of project type, size or
mar ket conditions).

* Property managenent fees should be approximately 5-7
percent of gross rents. Please note that the 5-7
percent range is based solely on the managi ng agent's
property managenent responsibilities. |If socia
services are included in the rent and the managi ng
agent has the responsibility to coordi nate/provide
such services, the fee may be hi gher based on
addi ti onal responsibilities.

EXPENSES

* All partnership distributions (surplus cash) should be
i ncl uded as expenses.

* Al debt service should be included in the cash fl ow
proj ecti ons.

* Al'l non-cash expenses should be included such as depreciation
anortization of fees and anortizati on of principal
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If the incone/expense statenent does not neet the guidelines
and/ or the supporting docunmentation presented is not adequate to
justify the projections in the proforma, the incone/expense
analysis in the appraisal should be reviewed for consistency
and/ or verification. The expense sources (property management
firm tax authority, water/sewer departnment) should be contacted
for verification of the costs.

The project cash flow shall be defined as: the spendabl e cash
generated annually (at the end of the yearly period) after al
operati ng expenses and debt service paynments have been deducted
fromthe gross revenues of the property. The deternination of a
reasonable rate of return on the equity investrment will be based
on an eval uation of the individual project as it conpares to

mar ket standards for simlar investnents. Using data contained
in the project application, the PJ nay eval uate several factors
(e.g., cash on cash return, the internal rate of return, net
equity) in determining a "reasonable" rate of return for the
proj ect.

KEY EVALUATI ON PO NT

The sinplest evaluation is the cash flow return on the
investnment. A PJ nay find the cash on cash return anal ysis
adequate for purposes of the reviewand it is calculated as
illustrated in TABLE 2. In other cases, tax benefits and
potential appreciation will be significant sources of return to
i nvestors.

There are nore refined and conprehensi ve approaches to determ ne

rates of return on the investnment which can be undertaken

including net equity, internal rate of return. These types of

reviews mght be especially beneficial if HOVE funds are used in
conjunction with projects funded through the FHA program and | ow i ncomne

housing tax credits. The PJ should not all ow an excessive gain/profit
to be derived fromthe project, in part due to the financing (Il owincomne
housing tax credits, lowinterest |oans, grants, tax abatenents,

etc.). The PJ shoul d establish specific standards for reasonabl e

rates of return on the invested equity based on the project.
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Cash On
Cash

Anal ysi s

The cash flow (Cash on Cash) return is cal culated by dividing the
cash flow by the equity invested. It is calculated as follows:

Step 1. Determination of Net Operating |ncone

Gross Annual Incone - Vacancy Loss (Rate x Rental I|ncone) =
Ef fective Gross Incone (EQ)

EG - Operating Expenses = Net Operating Income (NJ)
Step 2. Compute Cash on Cash Return

NO - Debt Service Cost = Cash Fl ow = Cash on Cash
Ret urn
(Sources other than owner Equity
equity (Il oans, grants,
donated | and, etc.))

Notes: 1. Equity can be deternined by review ng the
partnershi p docunents.

2. Since cash flows tend to change over tine and be |lower in
the early years of a project, cash flows should be averaged
at a mininumover the termof the affordability period to
gain a realistic picture of an owner's return.
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Table 2: Sinple, Single-Year
Cash on Cash Il lustration

Assunptions:

Cost: (total investnent) $ 1, 000, 000.
Less: First Loan (9.5% 30 yrs) ($ 650, 000.)
Less: Second Loan (8% interest only)* ($ 150, 000.)
Cash (equity) required $ 200, 000.

Step 1. Deternmine the Net Operating Income
Gross rental incone $ 175, 000.
Less: Vacancy (5% ($ 8,000.)
Effective Gross Incone (EQ) $ 166, 200.
Less: Operating Expenses ($ 67,000.)
Net operating incone (NJ) $ 99, 200.

Step 2. Conput e Cash on Cash Return

Net Operating |ncome $ 99, 200.
Debt Service (First Loan) $ 65,586.

Debt Service (Second Loan) $ 12, 000.

Total Debt Service $ 77,586.

Cash Fl ow $ 21, 614.

Cash Flow = $ 21,614. = Cash on Cash Return = 11%

Equity $ 200, 000.

Not es: The cash on cash return in based on an annual pre-tax cash
fl ow whi ch excl udes non-case expenses such as depreciation.

* Form of subordinate governnent assistance that is grant or |oan
does not alter the above eval uation.

Since cash flows tend to change over tine and be lower in the early
years, cash flows shoul d be averaged at a m ni mum over the term of

the affordability period to gain a realistic picture of an owner's

return.
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Overal | Eval uation

If the Participating Jurisdiction determ nes that the total anopunt
of HOMVE assi stance and ot her governnental assistance exceeds the
amount that the PJ determines is necessary to nake the project
feasi bl e due to the unreasonabl eness of the costs and/or the
projected rate of return, the PJ can consider several options:

1) Reduce the ampunt of HOVE assi stance through reducing the
devel opnent budget accordingly or increasing the non-public
fundi ng of the project;

2) Make other adjustnments to the project, such as |ower the
rents to be charged, reduce the termof the |oan in order
to lower the rate of return; or

3) Deny HOMVE assistance if the applicant refuses to make
reasonabl e adjustnments or to linit its return/costs.

VI . SI NGLE- FAM LY RENTAL HOUSI NG (1-4 units)

The concepts contained in all subparts of Section V above pertain

to single-famly rental housing of 1 to 4 units as well as multi-famly
rental housing (for exanple, incone/expense, cash on cash,

and net operating incone anal yses). However, there are two

guestions a PJ nust consider before applying these concepts: 1)

is the rental project owner-occupied? and 2) is the owner-occupied

unit being rehabilitated with Federal funds?

If the answer to both questions is YES, the rental incone for the
owner's unit (had the project not been owner-occupi ed) nust be
excluded fromthe incone analysis of the proforma. For exanpl e,
in a four unit owner-occupied project, only the expected incone
of the three rental units are included in the income anal ysis.
Simlarly, expenses associated with the rehabilitated owner's
unit nust al so be excluded fromthe profornma. The excl usion of

i ncone and expenses of the owner's unit not only affects the net
operating incone and the cash on cash anal yses, but al so

i nfluences the results of the proforna.
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