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must notify the owner that the request 
for a Restructuring Plan is rejected. 

(c) Rejection due to poor condition of 
the project. Based on the completed 
PCA, the PAE must determine whether 
proceeding with a Restructuring Plan 
with necessary rehabilitation is more 
cost-effective in terms of Federal re-
sources than rejecting the Request for 
a Restructuring Plan under 
§ 401.403(b)(2)(iii) and providing tenant- 
based assistance for displaced tenants 
under § 401.602. HUD will provide guid-
ance to PAEs for making the deter-
mination. If the PAE concludes that a 
request for a Restructuring Plan 
should be rejected because of lack of 
cost-effectiveness due to poor condi-
tion of the project, it must also con-
sider the effect on tenants and the 
community and advise HUD of the ef-
fect. HUD will make the final decision 
after considering the PAE’s rec-
ommendation. 

(d) Dispute and appeal of rejection. The 
dispute and appeal provisions of sub-
part F of this part apply to rejections 
under paragraphs (b) and (c) of this sec-
tion. 

§ 401.452 Property standards for reha-
bilitation. 

The Restructuring Plan must provide 
for the level of rehabilitation needed to 
restore the property to the non-luxury 
standard adequate for the rental mar-
ket for which the project was origi-
nally approved. If the standard has 
changed over time, the rehabilitation 
may include improvements to meet 
current standards. The result of the re-
habilitation should be a project that 
can attract non-subsidized tenants but 
competes on rent rather than on amen-
ities. When a range of options exists for 
satisfying the rehabilitation standard 
or the plan for capital replacement, the 
PAE must choose the least costly op-
tion considering both capital and oper-
ating costs and taking into account the 
marketability of the property and the 
remaining useful life of all building 
systems. Nothing in this part exempts 
rehabilitation from the requirements 
of part 8 of this title concerning acces-
sibility to persons with disabilities. 

§ 401.453 Reserves. 

The Restructuring Plan must provide 
for reserves for capital replacement 
sufficient to ensure the property’s 
long-term structural integrity so that 
the property can be maintained as af-
fordable housing in decent, safe, and 
sanitary condition meeting the stand-
ards of § 401.558. 

§ 401.460 Modification or refinancing 
of first mortgage. 

(a) Principal amount. As part of the 
Restructuring Plan, the PAE will de-
termine the size of the restructured 
first mortgage that will result from the 
modification or refinancing of the ex-
isting FHA-insured or HUD-held first 
mortgage. The restructured first mort-
gage must be in the amount that can 
be supported by net operating income 
based on the lower of the restructured 
section 8 rents or the rents allowed by 
the Use Agreement under § 401.408. Nei-
ther the outstanding principal balance 
of the existing first mortgage, nor the 
monthly principal and interest pay-
ments on that debt, may be increased 
through modification under the Re-
structuring Plan. The debt service cov-
erage used by the PAE must be ade-
quate for purposes of the Restructuring 
Plan and for the requirements of any 
refinancing. 

(b) Fully amortizing. The modified or 
refinanced first mortgage must be fully 
amortizing through level monthly pay-
ments. 

(c) Rates and other terms. Interest 
rates and other terms of the modified 
or refinanced first mortgage must be 
competitive in the market. 

(d) Fees. Any fees or costs associated 
with mortgage modification or refi-
nancing determined by the PAE to be 
above normal processing fees must be 
paid by the owner from non-project 
funds and must not be included in the 
modified or refinanced first mortgage. 

(e) Refinancing. (1) The owner must 
contact the mortgagee to determine 
the mortgagee’s willingness to consider 
a modification and re-amortization of 
the existing first mortgage through a 
Restructuring Plan before considering 
any other source of first mortgage fi-
nancing. If the mortgagee does not 
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agree to modify and re-amortize in ac-
cordance with the Restructuring Plan, 
the loan must be refinanced. 

(2) The refinancing may be either 
without credit enhancement or with 
credit enhancement under one of the 
following: 

(i) FHA mortgage insurance. If the Re-
structuring Plan provides for FHA 
mortgage insurance for the refinanced 
first mortgage, the insurance will be 
provided in accordance with all usually 
applicable FHA legal requirements ex-
cept that insurance will be documented 
as provided in section 517(b)(2) of 
MAHRA. HUD will issue the commit-
ment for mortgage insurance but may 
adapt its procedures as necessary to fa-
cilitate development and implementa-
tion of a Restructuring Plan. 

(ii) Other FHA credit enhancement. If 
FHA credit enhancement, including 
risk-sharing, is provided under part 266 
of this title, the credit enhancement 
will be provided in accordance with all 
usually-applicable FHA legal require-
ments under part 266 of this title, ex-
cept that special approval from HUD 
will be required before the PAE en-
gages in risk-sharing with FHA under 
part 266 of this title. HUD will approve 
risk-sharing financing that complies 
with part 266 whenever required by sec-
tion 517(b)(3) of MAHRA. 

(iii) Credit enhancement from non-FHA 
sources. If credit enhancement is to be 
provided by a non-FHA source under 
section 517(b)(4) of MAHRA, HUD will 
consider waiver of any non-statutory 
provision in this part only if the waiver 
will not materially impair achieve-
ment of the purposes of MAHRA and if 
the waiver is essential to meet the le-
gitimate business or legal require-
ments of the provider of credit en-
hancement. 

§ 401.461 HUD-held second mortgage. 
(a) Amount. (1) The Restructuring 

Plan must provide for a second mort-
gage to HUD whenever the Plan pro-
vides for either payment of a section 
541(b) claim or the modification or refi-
nancing of a HUD-held first mortgage 
that results in a first mortgage with a 
lower principal amount. The term 
‘‘second mortgage’’ in this section also 
includes a new HUD-held first mortage 
(not a refinancing mortgage) if a full 

payment of claim is made under 
§ 401.471, or if § 401.460(a) does not per-
mit a restructured first mortgage in 
any amount. 

(2) The second mortgage must be in a 
principal amount that does not exceed 
the lesser of: 

(i) The amount the PAE reasonably 
expects to be repaid based on objective 
criteria such as the amount of antici-
pated net cash flow, trending assump-
tions, amortization provisions, and ex-
pected residual value of the property; 
and 

(ii) The difference between the un-
paid balance on the first mortgage im-
mediately before and after the restruc-
turing. 

(b) Terms and conditions. (1) The sec-
ond mortgage must have an interest 
rate of at least 1 percent, but not more 
than the applicable Federal rate. Inter-
est will accrue but not compound. 

(2) The second mortgage must have a 
term concurrent with the modified or 
refinanced first mortgage, if any. HUD 
may provide that if there is no first 
mortgage, the second mortgage may 
continue for a term established by 
HUD. 

(3)(i) Principal and interest on the 
second mortgage is payable only out of 
net cash flow during its term. ‘‘Net 
cash flow’’ means that portion of 
project income that remains after the 
payment of all required debt service 
payments on the modified or refi-
nanced first mortgage, if any, includ-
ing payment of any past due principal 
or interest, and payment of all reason-
able and necessary operating expenses 
(including deposits to the reserve for 
replacement account) and any other 
expenditure approved by HUD. 

(ii) The priority and distribution of 
net cash flow is as follows: 

(A) HUD or the PAE may approve the 
payment to the owner of up to 25 per-
cent of net cash flow based on consider-
ation of relevant conditions and cir-
cumstances including, but not limited 
to, compliance with the management 
standards prescribed in § 401.560 and the 
physical condition standards prescribed 
in § 401.558; and 

(B) All remaining net cash flow will 
be applied to the principal and interest 
on the second mortgage, until paid in 
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