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Section Il
Production

Chapter 6

Participant Credit and
Financial Review

Determining Acceptability of the Borrower,
Operator, Parent of the Operator, and the
General Contractor

A. -Overall Requirements

A key component of the underwriting process is to assess the Borrower and/or Operator’s
ability to manage the development, construction; completion, and successful lease-up of the
FHA-insured property. The underwriting of Section 232 projects involves evaluating the
experience-and-,financial condition, and character of the Borrower and its pr1nc1pals the
Operator, parent of the Operator and the general contractor. Fe--
EEzasa

For purposes of determining credit and financial acceptability, the terms “participant” and
“principal” in this chapter will be construed using the same definition as “Controlling
Participant”, as set forth in 24 C.F.R. §200, Subpart H; Housing Notice H 2016-15, and any
successors thereto.

The FHA lender (the “Lender”) must:

1. Identify the BerrewertheBorrower, Operator, parent of the Operator, general
contractor and each of their respective principals.

2. Analyze the credit worthiness of the borrower entity, and-iffermed;-the principals of
the borrower entity, Operator, parent of the Operator and the general contractor-,
demonstrating that the participants have honored their legal, financial and contractual

obligations

3. Analyze the experience, character and qualifications of the Borrower, Operator,
parent of the Operator and general contractor.

4. Determine the financial capability of the Borrower and the general contractor.

Section 232 Handbook, Section II, Production, Chapter 6 Page 1
This is a DRAFT document for posting on the Drafting Table to collect voluntary industry feedback.




38
| 39

41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64

| 65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81
82
83

Take a wholistic approach to evaluating credit worthiness and assessing credit or character
risks. ORCF expects the FHA Lender to inquire about and to bring to ORCF’s attention any
potential ereditscharacter risks such as, without limitation, governmental investigations,
criminal proceedings and/or convictions (including eenvietionsresultinefremplea
agreements/settlements) or perceived instability in an entity’s management structure,
including other business concerns of the principals.

. Terrorism Checks and Verifications

Terrorism checks and verifications on all principals are required by the USA Patriot Act. These
checks must be completed and documented prior to Initial Endorsement of the FHA-insured
loan, regardless of whether or not the Lender is a regulated financial institution. The Office of
Foreign Assets Control of the United States Department of Treasury administers and enforces
economic and trade sanctions based on US foreign policy and national security goals.
Information and guidance on the requirements of the Patriot Act can be found on the
Department of Treasury’s website: http://www.ustreas.gov.

. Identifying principal ownership interest. There-are numerous-waystorinvestorsto-own

an-interestinreal-property—Each form of ownership offers different benefits and risks. If the
Borrower (and/or the Operator and parent of the Operator) has a complex or layered
organizational structure, the Lender must review the structure and identify the individuals or
entities that have control under the organizational structure. The Lender must confirm that
the Borrower (and/or the Operator and parent of the Operator) is legally organized in a
manner that meets U.S. Department of Housing and Urban Development’s (“HUD”)
requirements for owning and operating an FHA-insured facility, and consider any difficulties
or increased risk that the organizational structure might pose in the event of default or
foreclosure on the FHA-insured mortgage loan. All principals (as defined below in E-1).) are
subject to the disclosure and certification requirements regarding bankruptcy, judgments,
pending litigation and delinquent federal debt. Those principals with decision-making

authority, active-managementand those in Controlling Participant roles, era-significant
pereentage-of financialinvestmentin-in the project are subject to a-mere-complete credit

investigation. The Lender is responsible for identifying the principals and the extent of the
credit review required and appropriate for each such principal.

Individuals who satisfy the Controlling Participant requirement may not be removed from
1dentified principal or controlling participant entities without prior HUD approval.

Each FHA-insured property must be owned by a single-asset entity unless another form of
entity is approved prior to application submission (See Production, Chapter 2). The following
types of single asset entities are acceptable:

1. General Partnership (GP);

2. Limited Partnership (LP);

Section 232 Handbook, Section II, Production, Chapter 6 Page 2
This is a DRAFT document for posting on the Drafting Table to collect voluntary industry feedback.




84 3. Corporation, C corporation, S corporation;

85
86 4. Limited Liability Company (LLC);
87
88 5. Trust;
89
90 6. Non-profit corporation;
91
92 7. Any other public or private single-asset borrower entity; however, the FHA-insured
93 property may not be owned by a natural person or as tenants in common;
94
95 8. Any combination of ownership forms can be used to establish a joint venture, for the
96 purpose of jointly sharing the risks and the rewards by contributing the appropriate
97 knowledge, skills, or assets that are necessary for a successful development project.
98 However, a single-asset borrower entity is always required.
99
100  D. Foreign national and corporate entity participation. Generally, foreign nationals and
101 corporate entities may participate as either Active or Passive Principals. However, the
102 single-asset borrower entity must be registered in the United States in the state where their
103 corporate office is located and at least one Principal, with operational decision-making
104 authority, must be a United States citizen, or a foreign national who is a lawful permanent
105 resident of the United States, having an immigration status granted by the United States
106 government that enables the Principal to exercise operational decision-making authority.
107 Each foreign national individual or foreign national controlled private entity that is an Active
108 or Passive Principal must be listed on the Borrower’s organizational chart. Individuals who
109 satisfy the Controlling Participant requirement for a presence in the United States may not be
110 replaced without HUD approval.
111
112 Where—eligible—to—do——se,—fereignloreign participants must obtain an international tax
113 identification number (“ITIN”) from the Internal Revenue Service. The U.S. domiciled,
114 controlling participant will be a named party in paragraph 38 of the appropriate Regulatory
115 Agreement. Information on the process to obtain an ITIN is available at: http:/www.irs.gov.
116
117 E.
118
119
120 and-affa borro o £
121 a-passive role-where the prineipa articipation mited-to-an-ownership
122 prejeet-Identifying the principals: All principals must be identified and analyzed based on
123 their experience, creditworthiness and financial histories.
124
125 : e e
126 -
127
128
129
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175

176

177

178 Principals are defined by the Controlling Participant definitions as set forth in 24 C.F.R.

179 §200, Subpart H: Housing Notice H 2016-15, and any successors thereto.

180

181 F. Parent of the Operator: A parent company is a company that has a controlling interest in
182 another company, giving it control of its operations. Parent companies can be either hands-on
183 or hands-off owners of their subsidiaries, depending on the amount of managerial control

184 given to subsidiary managers, but are always considered to maintain a certain level of active
185 control. Operator entities proposed for FHA-insured financing may be identified as having a
186 parent entity when one or more of the following conditions exist: a) individual facility

187 financials are consolidated into a larger financial statement and/or audit; b) there are

188 individuals in common who have been previously identified as having a Controlling

189 Participant role in other FHA-insured projects; ¢) there is group branding among projects; d)
190 consolidated operations exist among multiple facilities; or €) the parent entity qualifies as a
191 Controlling Participant under 24 C.F.R. §200, Subpart H and Housing Notice H 2016-15.

192

193 Regardless of whether or not 24 C.E.R.§ 200, Subpart H, and Housing Notice H 2016-15
194 considers the Parent of the Operator to be a controlling participant for previous participation
195 review purposes, the lender is required to complete a financial capacity, creditworthiness and
196 character review of Parent of the Operator entities associated with Section 232 projects.

197

198 EG. Liability: Section 38 of the Healthcare Regulatory Agreement — Borrower (Form HUD-
199 92466-ORCF), Nonrecourse Debt, requires that individuals or entities who will be personally
200 liable for certain enumerated matters be identified within the document. This is done by

201 reference to the “Section 38 Addendum, which is attached to the document.

202

203 1. For privately held entities: Section 38 generally requires two signatures forfrom

204 project spensersprincipals. In most cases, HUD, upon the Lender's recommendation,
205 shall select one individual signatory to sign in his or her individual capacity and the
|206 project parent/spenser entity to sign in a corporate capacity. In any specific deal,

207 underwriting may point to a different entity with the requisite control and

208 involvement or interest in the Project, positive credit history, and adequate financial
209 strength relative to the size of the loan to serve in the capacity required by Section
210 38.

211 2. For publicly traded corporations or REITS, or Non-profit organizations: The

212 parent/sponsor entity itself is acceptable as the sole signatory. For such entities, any
213 individual signing on behalf of the corporate entity does not sign in an individual

214 capacity, but to bind the parent/sponsor, and no personal liability will be claimed

215 against the individuals signing in such a capacity.

216 3. For any corporate entities required to execute Section 38: Every corporate officer is
217 not required to sign. Whomever the corporation entity has authorized to bind the

218 company in connection with the proposed transaction may sign, provided that ORCF,
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upon considering the Participant Credit and Financial Review, has discretion to
require additional signatories if warranted in a specific (exception) situation.
4. If state or local law requires these signatures to be notarized in order for Section 38 to
be enforceable or for recordation purposes, then the signatures are to be notarized.
5. Please note the following prohibitions related to Section 38:
a. Insertions of "or successors" language to the identification of signatories is
NOT allowed. The Regulatory Agreement can and should be amended when
there is a new individual who is responsible for the provisions of Section 38.
b. Riders to the Regulatory Agreement that attempt to limit a signatory's liability
are NOT allowed.
c. Section 38 may not be omitted because a project has been processed as an (a)7
versus another section of the Act.
6. It is the Lender's responsibility to perform the Participant Credit and Financial
Review of the parent/spesnser entity and to identify and justify who has been proposed
to sign Section 38 of the Regulatory Agreement.

H. The credit investigation. Lenders are required to obtain and analyze credit reports or credit
histories in order to validate and check the information contained in the financial statements and
application forms that are submitted by the Berrowerprincipals. Credit reports give a picture of
the Berrewer sprincipal’s payment history and financial interactions with its creditors, and
allow the underwriter to make sound conclusions about the Berrewer sprincipal’s credit-
worthiness. Credit reports also assist the Lender in reconciling any significant
contradictions between the financial statements and the credit report.

A commercial credit report for a business or a residential-mertgage tri-merge or tri-merge
plus type credit report for individuals must be current within 60 days of the application
acceptance date and the Office of Residential Healthcare Facilities (“ORCF”) may require
updated reports during processing. Credit investigation, including analysis of credit reports
are, 1s required on:

1. The borrower and controlling participants. .

2. The facility operator and controlling participants.

3. The parent of the operator and controlling participants.

+4.The general contractor entity;Hformed;-before-submission-ofanapplication.

However, ORCF does not require credit reports or investigation of the individual
Controlling Participants of the general contractor.
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264

265

D66 norating i e ;

P67 or partiers of the firm.)

P68 5. ORCEF does not require credit reports or credit investigation for the Management
269 Agent or the individual Controlling Participants of the Management Agent.

270

P71 6. 10%, up to a maximum of 10, of the borrower’s other business ventures as selected
p72 by the Mortgagee.

273

274 3.7.All businesses with pending judgment(s), legal action(s), lawsuits, or bankruptcy
275 claims.

276

P77

P78

279

280

P81

P82

P83

D84

P85

P86

P87

P88

P89

290

291

292 1. Lender’s review of the credit report.

293

294 1. The Lender may obtain a Dun & Bradstreet or similar commercial credit report for
|295 business entities and a residential-ereditreperttri-merge or tri-merge plus type for
296 individuals. An acceptable commercial credit report should include public filings
297 (lawsuits, liens, judgments, bankruptcies and federal debt; Uniform Commercial Code
298 (UCC) filings; credit payment history; financial stress/payment trends compared to
299 industry standards; and a credit payment delinquency risk score over a twelve month
300 period.

301

302 2. The Lender should compare all information obtained from credit reports and credit
303 histories to the financial statements provided by the relevant Borrower or principal(s).
304 Any contradictory information should lead to further inquiry until the evidence shows
305 a consistent and complete picture.

306
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3. The Lender should make reasonable inquiries to determine if the applicant or any
principal is in default on any federal debt (i.e., direct loans, FHA-insured loans,
student loans, and Small Business Administration loans) or any judgment liens
against the property for a debt owed to the federal government.

4. The Lender should determine if the information is incomplete, or if there are
inconsistencies or discrepancies between the information included in the financial
statements and the information in the credit reports and resolve those inconsistencies
or discrepancies.

5. The Lender should investigate any adverse credit information that appears on the
credit report or adverse character information that becomes known from making
inquiries of bank and trade references and of other HUD offices. The Lender must
require a written explanation of any late payments, adverse actions, judgments or
other derogatory information_found in their investigation.

The
6. lender should affirmatively conclude, in writing, that a principal’s current credit
investigation findings and financial history are acceptable for participation in HUD

programs.

J. Delinquent federal debt: When a delinquent federal debt exists, the Lender shall include as
part of the required application exhibits:

1. a detailed written explanation from any applicant or principal with a prior federal
default or claim or whose credit report and financial statements contain conflicting or
adverse information.

2. aletter from the affected agency, on agency letterhead, signed by the appropriate
agency officer, stating that the delinquent federal debt is current or that satisfactory
arrangements for repayment have been made.

3. the Lender’s reason(s) for recommending the applicant, which may be included in the
Lender Narrative.

K. Additional review: In addition to the formal documents and credit investigation described
above, the Lender’s underwriter must conduct and describe the results of a thorough internet
search of each principal and determine if there are any citations or character issues which
raise concerns about creditworthiness or reputational risk to the Department of any principal.

The lender must provide evidence that principals in a transaction are of strong

character. Principals with prior convictions of fraud, or other types of activities indicative of
poor character or reputational risk to the Department, particularly but not exclusively related
to healthcare facilities, may not be eligible for the Section 232 program. This review is in
addition to the Previous Participation requirements in 24 C.F.R. § 200, Subpart H and
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Housing Notice 16-15.

L. Rejection because of unacceptable credit-—The- or other perceived risk. Lenders should
use-its professional judgment when approving or rejecting a principal based on the applicable
principal’s creditworthiness- and character. The individual may be rejected if:

1.

the credit investigation evidences that the principal has a history of not paying
creditors in a timely manner-e+, lacks liquidity or is of questionable character.

any delinquent federal debt has not been resolved or satisfactory arrangements for
repayment have not been made.

There are judgments or actions against the principal that:
a. could significantly impact upon the financial position of the individual/ firm
or corporation.
b. result in a determination that the individual, firm or corporation is an
unacceptable credit risk.
theThe principal is insolvent or is the subject of a pending bankruptcy or insolvency
proceeding at the time of application, firm commitment, or at the time of loan closing.
[Note: The Lender should update credit reports or investigations at firm commitment
and prior to closing]

If any of these or other adverse conditions exist and the Lender determines the
principal to be an acceptable risk, documentation on the mitigating circumstances
must accompany the application. The Lender’s assessment of the principal’s credit
and character will be reviewed by the ORCF Underwriter during the underwiting
process. Additional information or clarification may be required from the principal to
satisfy HUD that the principal is an acceptable credit/character risk. The final
determination of acceptabele credit/character lies with the ORCF Underwriter and the
Loan Committee.

There are financial or other characteristics which increase financial or reputational

risk to the FHA insurance fund. The decision of rejection may be extended to
participants who are not identified as Controlling Participants, but who may still
present unacceptable financial or reputational risk to the Department as non-
controlling, passive, or another type of investor in the project. In that regard, during
underwriting, Lenders must identify additional persons or entities who, though not
Controlling Participants, can play a significant role in, or whose presence can have a
significant impact on, the transaction. If the Lender has information suggesting that
such party’s presence in the transaction may pose an unacceptable financial or
reputational risk, then the Lender must disclose that information and explain how the
risk is adequately mitigated.

If a principal is found unacceptable or ineligible for participation in a project,

regardless of whether or not the principal has other ongoing involvement in other
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FHA-insured transactions, a familial relation, regardless of financial capacity or
experience, may not be inserted into the position of the of the principal who is
determined to be unacceptable.

M. Analyzing the Borrower, Operator, parent of the Operator and general contractor’s
previous experience: The Lender’s underwriter must evaluate the resume of each principal.
Each principal must have good character, proven experience and qualifications in
developing, leasing up, owning, or building health care facilities similar in size and acuity
level to the proposed project. The Lender should pay particular attention to:

1.

the type and size of previous residential healthcare facilities in which the applicable
principal has been involved and assess whether the principal’s requisite business
experience shows that the principal is able to operate and manage a residential
healthcare facility of the size and complexity of the subject property throughout the
term of the mortgage. For Borrowers on a property receiving LIHTC or other forms
of public subsidy, the Lender must ensure that the Borrower has demonstrated
experience in owning comparable regulated and subsidized properties and assess the
Borrower’s handling of any adverse circumstances.

the geographic area, market, and particular regulatory environment of business
involvement.

the length of time of the principal’s involvement with development, lease-up,
ownership and operation of residential healthcare facilities.

past roles performed by each principal in the residential healthcare business.

For new construction, the past history of the proposed development team (borrower,

operator, management agent, as applicable) in working together to successfully
develop healthcare facilities of a similar bed size and acuity level should be
demonstrated.

Each resume should demonstrate the level of experience and sound character needed to
successfully complete the development of the proposed project. The Lender should
identify new Borrowers whose primary business is not healthcare facility development or
operations, that have little residential healthcare experience, or that are new to a
particular market or state regulatory environment. It may be necessary to inspect a
sample of the new Borrower’s real estate holdings to determine the quality of the assets
and management of the Borrower’s existing portfolio. The Lender should explain any
identified risks in the Borrower’s existing portfolios. The Lender may require that the
Borrower bring in additional members to the development team to satisfy the experience
requirements.
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2. Any principal found to have an outstanding violation of the Fair Housing Act by the final
determination of an administrative agency or court is ineligible under this section, unless
the principal is operating under a remedial order or agreement.

_ Participant Financial Review

A. Financial statements give a picture of the financial position of an individual or a /company at

a certain point in time and provide: historical information for measuring and evaluating the
financial performance of a principal or a firm, and advance warning of financial problems.
Lenders should use the information in financial statements to determine if the Borrower,
Operator, parent of the Operator and/or their principals have the financial capacity to develop,
build and complete and operate the project, and whether the general contractor has the ability
to deliver the project based on their respective:

1. past financial condition;
2. present liquidity;
3. projected future financial capacity.

The Lender must complete a financial review to determine the amount of funds available for
investment in the project by performing an analysis of the working capital for a proposed project.
Working capital is the difference between current assets and current liabilities and may be used to
purchase assets, pay off debt and make up deficits from operations. The financial analysis also
determines which non-pledged, unsecured assets can be readily hypothecated to secure the
proposed FHA-insured loan.

. B—Exhibits: The Borrower, Operator, parent of the Operator, and general contractor must

furnish current financial statements with supporting schedules as part of the application for
commitment processing.

Note: For new construction and substantial rehabilitation projects the firm commitment
application must include the last three (3) full years and year-to-date financial statements
for the party who will be responsible for providing the financial requirements for closing
and beyond. The Lender Narrative must also include a discussion on the available
working capital of this party and the party’s ability to support the project over the long
term. In cases where a group of individuals come together on one project to meet the
cash requirement, a Form HUD-92417-ORCF, Personal Financial and Credit Statement,
covering one full year for each member of the group will be satisfactory.

1. Individuals must submit either:
a. acomplete Personal Financial and Credit Statement (Form HUD-92417):
1. the spouse of married sponsors or principals must also sign the form.
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ii.  ifa spouse’s signature cannot be obtained, the principal must prepare
the form reflecting only those assets that are solely in the principal’s
name and any liability, including those joint liabilities, for which the
principal is responsible; or

b. a substitute statement that contains, at a minimum, the information contained on
the Personal Financial and Credit Statement. The statement must contain the
following certifications and criminal warning:

I HEREBY CERTIFY that the foregoing figures and statements contained
herein submitted by me as agent of the Borrower [owner] for the purpose of
obtaining mortgage insurance under the National Housing Act are true and
give a correct showing of 's (Name of
Borrower or owner) financial position as of

(date of financial statement).

Signed this  day of , 20 . Signature of authorized agent with
name prznted or typed under signature

Warning — HUD-witl presecuteAnyone who knowingly submits a false elaﬁwf
and-statements—Convietion-mayresuitinclaim or makes a false statement is
subject to criminal and/or civil penalties—, including confinement for up to 30
vears, fines, and civil and administrative penalties. (18 U.S.C.

08 287, 1001, 1010, 1012, 1014, 31 U.S.C. §§ 3729, 3802}).

For married individuals, the spouse also must sign the certification.

2. Business entities must submit separate statements and supporting documents, set forth
below, for the last three (3) years or the length of their existence. If the entity has
been in existence less than three (3) 3 years, an authorized officer of the organization
must provide the statements and supporting documents with a signed statement that
there has been no material adverse change since the date of the statements.

a. Balance Sheet that:
1. provides a breakdown of current and non-current assets;

1.  identifies restricted and non-restricted funds;

iii.  provides a breakdown of current and non-current liabilities;

iv.  identifies the current portion of long-term debt; contingent liabilities,
including debts under secured or unsecured lines of credit or letters of
credit, personal guaranties, obligations to limited partnerships and
other obligations payable in the future, including the amount and
duration of the obligation; and

v. lists details of any factors that may materially affect the Borrower’s or
sponsor’s financial position now or during the term of the proposed
FHA-insured mortgage.

b. Income and expense statement that reflects:

1. income from normal operations;

1.  investment income;

1i.  other income; and

iv.  total expenses.
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c. Ifthe financial statements are audited, a statement of changes in financial
position; or if a fund accounting system is used, a statement of changes in fund
balances, and all notes.

d. Supporting Schedules:

1. an aging schedule of accounts receivable that provides the name, type
of account (trade, affiliate, employee, relative or other), payment
terms, amount and aging information.

ii.  an aging schedule of notes receivable that provides the name, type of
account, payment terms, maturity date, current portion (due within one
(1) year or one operating cycle of the business, whichever is less), past
due amounts and non-current amounts.

iii.  schedule of pledged assets, if applicable, identifying each pledged
asset, the amount pledged and the offsetting liability.

iv.  schedule of marketable securities that provides: name, number of
shares, current market values as of the date of the statement, and the
exchange where the shares are listed.

v.  schedule of accounts payable that provides: name, type of account (trade,
affiliate, employee, relative or other), payment terms, amount and aging
information.

vi.  schedule of notes and mortgages payable that provides: name, type of
account, payment terms, maturity date, current portion (due within one
(1) year or one operating cycle of the business, whichever is less), past
due amounts and non-current amount.

vii.  schedule of legal proceedings, if applicable.

viii.  in addition to the applicable schedules set forth in subparagraphs 1-7
above, general contractors must submit a schedule of jobs (work) in
progress that identifies, for each job, the:

a. original contract price;

b. construction start date;

c. construction completion date; and

d. percentage of completion.

e. combined or consolidated financial statement(s), if applicable.

e. Other financial data necessary to determine the financial responsibility and
capacity of the Borrower, Operator, parent of the Operator and their respective
principals, and the general contractor,

f. The certification must be signed and dated by an authorized official of the
company. The certifications must reference the name of the business and the
date of the financial statement(s).

3. Section 223(f) project financial statements: The proposed BerrewerControlling
Participant must submit financial statements for the last three (3) fiscal year of the
project and if more than three (3) months have expired since the closing date of the
financial statements, a year-to-date balance sheet and operating statement. If
financial statements are not available due to circumstances beyond the
Berrower’sControlling Participant’s control, the BerrewerControlling Participant
must submit:
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evidence satisfactory to the Lender that the financial statements are not
obtainable;

project financial statements that are available including an owner-certified
balance sheet and operating statement and

in all cases, the past three (3) years of tax returns for the property and the
borrower entity.

4. The BerrewerControlling Participant must certify any financial statement or balance
sheet and operating statement, each of which must include the criminal warning set
forth in Section 6.2.B.1.b(3) above.

C. Ifthe financial statements are not available, the Lender’s case file must contain a statement
from the BerrewerControlling Participant that explains why all the required records are not
obtainable and a memorandum from the Lender to the ORCF stating that the Lender has
evaluated the Berrower’sControlling Participant’s statement and agrees that the information
is not available. Processing financial statements and other documents: A financial
statement is considered current if it is no more than three (3) months old when the application
is submltted by the Lender for firm commitment review. FTheLendermust-determine

eempaﬁy—w%h—aﬂ—mes%meﬂ{—gmdeeredﬁmem«g— The Lender s review should take the

following factors into account:

1. The credit investigation or other circumstances may warrant more current financial
statements; therefore, the Lender should:

a.

assess the adequacy of each partieipant’sControlling Participant’s liquidity
and ability to provide immediate and ongoing support to the project, as well as
to any asset that is in financial difficulty.

review other sources of spenserthe Controlling Participant’s cash flow in the
analysis, if the source and stability of the cash flow has been verified by
reviewing historical taxreturns-financial statements. Interest income from
notes receivable, real estate investment income, dividend income, and
spenserthe Controlling Participant’s salaries should not be included.

review audited or reviewed financial statements prepared by a CPA or IPA
that are up to one (1) year old. Audited or reviewed statements must be
supplemented with updated interim financial statements and supporting
documentation, which may be management-prepared, if more than six (6)
months have lapsed since the closing date of the audited statement.

2. The Lender should review the financial statements of the partieipantsControlling
Participants and the general contractor to determine the amount of working capital
available for the project. The net working capital should be adjusted to reflect
contingent liabilities and the financial needs of other projects undertaken by the
partieipantsControlling Participants and the general contractor that are in the planning
stage or under construction, as applicable.
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3. The Lender should recommend that a loan be approved based on the “true net worth”

of a partieipantControlling Participant rather than on working capital. Existing assets,
not working capital should be used to secure the FHA-insured mortgage loan. The
Lender should review existing assets, loans and lines of credit. The Lender should
require the partietpantControlling Participant to provide a commitment letter from a
lending institution that states:

a. the rate, amount, term and conditions, if any, of the loan that the lending
institution is willing to provide.

b. the date by which the commitment letter must be exercised; the date must
extend at least to the anticipated date for initial endorsement.

c. the party that will be responsible for repayment of the loan or line of credit, if
the commitment is exercised. Note that: repayment may not be an obligation
of the borrower entity.

The letter must include a certification indicating that the lending institution will not
make any claim against the mortgaged property, mortgage proceeds, any reserve or
deposit required by ORCEF, or against the rents or other income from the mortgaged
property for payment of the loan or line of credit. This certification must contain the
criminal certification set forth in Section 6.2.B.1.b (3) above.

Funds provided by a parent company or affiliate of the participantControlling
Participant require a certification from the board of directors or an authorized agent
that specifies the amount of funds that the parent company or affiliate will commit to
the project. The Lender should determine the availability of funds from the parent
company or affiliate and consider whether:
a. individual corporations have any excess operating capital.
b. the laws under which the entity is incorporated or its exiting lenders permit:
1. withdrawals, loans or advances to owners or sponsors;
ii.  stock investment in affiliated corporations; and
iii.  guarantee of debts of associated corporations.

Letters of intent and letters of credit cannot be used to establish financial capability.
At initial endorsement, however, letters of credit may be substituted for cash to set up
many of the escrows required at initial and final endorsement, or during construction.
If a participant draws down cash at initial closing to satisfy escrow requirements, a
letter of credit cannot be substituted to establish the same escrow requirements.

Individuals are prohibited from submitting financial statements as a
partietpantControlling Participant and then abandoning the project and the Borrower
after the firm commitment is issued. The Lender should require a certified statement
from the partieipantControlling Participant stating the participant’s commitment to
the project and specifying the amount of funds that will be reserved for contingent
needs through final closing and sustaining occupancy.

The submission of a financial statement that is used to influence Federal Officials
concerning a mortgage insurance risk determination when the partieipantControlling
Participant does not plan a continuing relationship with the Borrower could result in
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appropriate sanctions being taken against the sponsor including suspension or
debarment.

8. General Contractor with adequate capital: The general contractor’s adjusted working
capital position should equal five percent (5%) or more of the estimated construction
contract for the project.

If the general contractor does not have an acceptable working capital position, the
general contractor’s fixed assets may be hypothecated. The general contractor’s
ability to obtain a performance and payment bond does not negate or lessen this
requirement.

a. The Lender should review the working capital that the general contractor has
available for other projects in construction.

b. If the general contractor does not have an acceptable working capital position
or sufficient fixed assets that can be hypothecated, a joint venture may be
established with a general contracting firm that is financially stronger,
provided that, the combined working capital of the firms equals at least 5% of
all construction contracts that the firms have in construction and development.

Evaluating Non-profit Borrowers and
Participants

A. General: Non-profit Borrowers (whether national, regional, or local) must have the

experience and financial strength appropriate for the development and ownership of the
proposed property. This section of the Handbook sets forth the criteria for making an
evaluation of the experience and strength of non-profit Borrowers. The non-profit Borrower
being evaluated may not have equal strength in all categories. In transactions where the
ownership structure involves multiple entities performing different functions, the Lender
should evaluate the non-profit Borrower and each of the other entities and their capacity to
perform a particular function (e.g., ownership, preperty-managementoperations, acquisition,
development, resident services or asset management). Entity partieipantsprincipals should
have a prior acceptable history of successful development, ownership and management of
assets that are similar in bed/unit size, and healthcare acuity complexity as the proposed
project. Therefore, only the criteria for the areas for which the non-profit entity has direct
responsibility or authority should be reviewed during the evaluation process. The Lender
must include in the application:

1. the Developer’s Agreement or any other document which shows the relationship and
responsibilities of all parties associated with the transaction.

2. the housing consultant’s contract, if applicable.

3. amemorandum of findings and recommendations which includes:

Section 232 Handbook, Section II, Production, Chapter 6 Page 16
This is a DRAFT document for posting on the Drafting Table to collect voluntary industry feedback.




708
709
710
711
[;12

13
714
715
716
717
718
719
720
721
722
723
724
725
726
727
728
729
730

31

32

33
734
735
736
737
738
739
740
741
742
743
744
745
746
747
748
749
750
751
752
753

a. a description of the relationship between the non-profit and any profit-
motivated entities involved in the transaction;

b. the determination of eligibility or ineligibility of the non-profit
Borrower/sponsor must be approved by the ORCF Underwriter.

4. Lender’s determination of experience, character and financial capacity of the non-
profit Borrower and/or partieipantsprincipals should include, but is not limited to, the
following documentation:

a. adetailed explanation of the motivation for sponsoring the project including a
history of the organization's involvement in suttifamiby-housinghealthcare;

b. a copy of the Borrower’s charter and bylaws and all amendments;

c. acopy of any ruling denying tax exemption;

d. averification from the Internal Revenue Service of the Borrower’s tax-exempt
status as a 501(c)(3) organization. If a ruling is pending, an explanation of the
application’s legal status;

e. a list of corporate officers or officers of the board of directors of the
sponsoring non-profit with decision-making authority (the principals) over the
subject property, including their titles or positions, addresses, and individual
social security numbers;

1. resumes for all principals and staff who will actively take part in the
development of the proposed project

#——current financial statement (balance sheet, profit and loss statement,
and supporting schedules) as well as financial statements for the past
three (3) years. If available, audited statements should be submitted.
Financial statements should conform with the following:

AL Statements must 1dent1fy restricted and unrestrlcted assets (11qu1d1ty)
along with the related liabilities and must show no material,
unmitigated contingent liabilities.

w1v. _ an officer of the sponsoring non-profit must sign the financial
statements.

viv.  all statements must contain the certification of truth and accuracy and
criminal certification identified in Section 6.2.B.1.b above. This
certification must reference the name of the sponsor and the date of the
financial statements.

vitvi.  asigned written resolution of the non-profit’s directors or trustees,
acknowledging the responsibilities and obligations of sponsorship and
continuing ownership, and that the subject proposal reflects the will of
the membership.

witvil.  information contained in Section 6.1.KG if the participant or any

officer has a prior federal default or claim.

f. adetailed statement of the arrangements made or proposed for the following
(listing principals involved, their relationship to the non-profit Borrower or
other participant, the terms of the arrangements and the circumstances
surrounding each):

i.  land on which the project will be built
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ii.  project construction, including selection of general contractor,
subcontractors, and architect

iii.  legal and consulting services.

iv.  project financing, including any discounts.

5. The non-profit sponsor must have diverse and stable funding sources with recurring
revenue and, if required, a proven record of raising sufficient funds to meet its
operating needs. The Lender must identify whether the non-profit sponsor ‘s primary
funding sources are from fees on development projects or from sources such as public
funding, public contracts, grants or donations that may be subject to budget or
funding constraints.

a. ORCEF underwriter review stage: ORCF will review whether the non-profit
Borrower is qualified to start, complete and operate a project under the
insured loan programs and determine that all of the following criteria are
satisfied:

i.  the non-profit Borrower is acting on its own behalf and is not, either
knowingly or unwittingly, under the influence, control, or direction of
any outside party seeking to derive a profit or gain from the proposed
project (such as a landowner, real estate broker, contractor, architect,
attorney, or consultant);

ii.  the non-profit Borrower has continuity and a serious long-term
commitment to supply housing for the intended resident population;
#w1il.  the non-profit Borrower has strong roots in the neighborhood and local
community and a good reputation for reliability, service, and
commitment to the people for whom the housing is to be built;
w=iv.  the board of directors demonstrates ties to the local community served
by the non-profit and includes representatives on the board from the
local business community; and
a. the non-profit Borrower must fully understand the
responsibilities and obligations of
b. developing a heusingresidential healthcare project and
continuing its successful operation. This should be evidenced
by:
1. general knowledge of the factors that contribute to a
project’s success or failure;
ii.  familiarity with applicable healthcare facilities; and
iii.  prior successful experience developing, owning, and
operating a healthcare facility similar to the subject.

b. The Borrower must acknowledge, by a resolution passed by the majority of its
directors or trustees, the responsibilities and obligations of sponsorship to
develop and manage the project. The non-profit Borrower must not have any
unresolved or recent internal control or compliance findings; unresolved
issues of integrity; or conflict of interest.

c. The Borrower and its principals must be reliable based on:

i.  reputation and past performance; and
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ii.  success and the extent of previous experience, including the type of
services furnished (financial, management, etc.), in providing senior
housing or related social services.

iii.  The Borrower is providing or has arranged for the professional and
management skills essential to the successful start, development,
completion, and operation of the proposed project.

B. Credit investigation: The Lender must determine what individuals and entities have
decision-making and operational authority over the project and provide an in-depth written
analysis on the aspects of the mortgage credit review in the Lender Narrative. To conduct
this credit investigation, the Lender must:

1. order data and/or commercial credit reports on the sponsor and Berrewer+f
fermedprincipals, and-residential/or tri-merge credit reports for the-efficers-ofthe
berrewer-entityindividual principals to determine basic acceptability of credit
reputation and previous experience. A credit review of individual members of non-
profit board of directors is not required unless a member is also a beard
offieerprincipal;

2. check for the existence of any delinquent federal debt;

3. check that the Borrower and other partieipantsprincipals have no unresolved issues
related to payment history and credit references;

4. analyze financial data to determine:

a. the amount of cash and liquid assets available for investment in the project

b. whether the non-profit entity has used prudent judgment in its past and present
business affairs;

c. overall financial condition of the non-profit entity, particularly whether the
financial statements indicate that income will be sufficient to meet the
expenses incurred by the group and

d. check for the presence of multiple fund accounts, such as general funds and
building funds that are commonly maintained by many large non-profit
organizations. The Lender should be aware of interfund receivables and
payables that cancel each other and must not consider restricted-use funds in
the analysis. The Lender should review the public records section of the
credit report to eliminate assets that were used as collateral for secured
borrowings.

5. Carefully review the ability of the sponsoring organization to undertake a project of
the size and complexity of the proposed project.
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Note: The HUD Underwriter may check with applicable ORCF Account Executives
or Multifamily Asset Management offices in the jurisdiction that the non-profit has
done or now does business in order to ascertain the past experience and performance
of the non-profit.

C. Non-profit sponsor and a profit-motivated borrower entity: A non-profit sponsor may
establish a profit-motivated borrower entity for the purpose of owning a tax credit project or
obtaining distributions from surplus cash. The formation of the profit-motivated entity may
be approved provided that:

1.

the HUD closing attorney determines that there is no legal impediment that would
prohibit approval of the request;

the non-profit agrees to comply with the terms and conditions of the nen-—prefit

regulatory agreement applicable to a profit-motivated entity;

the non-profit is subject to the mortgage limitations applicable to a profit-motivated
entity;

a working capital deposit is required (not applicable to Section 232 refinance
projects);

6—5. if the non-profit provides evidence that it has obtained exemption from real estate

taxes, the tax exemption must run with the real estate and not with the type of
sponsorship;

7—6. the potential tax consequences, as well as the possible effect on the non-profit’s

Section 501(c)(3) status with the IRS is determined to be acceptable;

&—7. _the entity may not make distributions to any individual member or shareholder

except as may be authorized by HUD in its sole discretion for purposes related to the
mission of the sponsoring organization.
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