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FOREWORD 
 
This Handbook describes the basic m ortgage credit  underwrit ing requirem ents for 
single- fam ily (one to four units)  mortgage loans insured under the Nat ional Housing 
Act .  For each loan FHA insures, the lender m ust  establish that  the borrower has the 
abilit y and willingness to repay the m ortgage debt .  This decision m ust  be predicated 
on sound underwrit ing principles consistent  with the guidelines, rules, and 
regulat ions described throughout  this Handbook and must  be supported by sufficient  
docum entat ion. 
 
These underwrit ing guidelines discuss the types of t ransact ions and propert ies 
eligible for mortgage insurance, and FHA's requirements for determ ining the 
borrower's abilit y and willingness to repay the debt .  I nformat ion regarding valuat ion 
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and architectural requirements can be found in HUD Handbooks 4150.1 REV-1 and 
4145.1 REV-2, 
CHG-1, respect ively.  These underwrit ing guidelines apply to m ortgages insured 
under Sect ions 203(b)  and 234(c)  of the Nat ional Housing Act , and are also generally 
applicable to other single- fam ily mortgage insurance program s (except  where 
inconsistent  with special features of those programs) .  Other single- fam ily mortgage 
insurance program s are described in HUD Handbook 4000.2 REV-2. 
 
This Handbook provides direct ion to lenders and FHA staff and is based on FHA 's 
experience in insuring single- fam ily mortgages.  While it  is not  FHA's intent  to insure 
m ortgages that  are likely to result  in default , regardless of the borrower's equity, 
lenders may exercise some discret ion in the underwrit ing of home mortgages where 
the borrower's financial and other circumstances are not  specifically addressed by 
this Handbook.  However, lenders are expected to exercise both sound judgm ent  and 
due diligence in the underwrit ing of loans to be insured by FHA.  For ease of reading, 
we have chosen to use “ lender”  in lieu of “mortgagee”  throughout  this user guide.  
However, “ lender”  is to be interpreted as a FHA-approved mortgagee as described in 
24 CFR § 202.10.  Sim ilar ly, “ loan”  is to be interpreted as “mortgage”  as also 
described in 24 CFR § 202.10 
 
Quest ions not  addressed in the text  should be directed to the appropriate Home 
Ownership Center (HOC)  or the Director, Office of Single Fam ily Program  
Development , HUD Headquarters, Robert  Weaver Building, 451 Seventh St ., SW, 
Washington, DC 20410-8000. 
 
 
References:  
 
1)   4000.2 REV-2 Mortgagees' Handbook, Applicat ion through I nsurance 
2)   4145.1 REV-2, CHG-1, Architectural Processing and I nspect ions 
3)   4150.1 REV-1 Valuat ion Analysis for Hom e Mortgage I nsurance 
4)   4330.1 REV-5 Adm inist rat ion of I nsured Hom e Mortgages 
5)   Code of Federal Regulat ions, Tit le 24 (24 CFR) .  Codifies the general and 
perm anent  rules of the Departm ent . 
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CHAPTER 1  UNDERW RI TI NG THE MORTGAGE 
 
1 - 1  W HAT FHA I NSURES.  < TOP>   FHA insures m ortgages on propert ies that  
consist  of detached or sem i-detached dwellings, townhouses or row houses, and 
individual units within FHA-approved condom inium projects.  Except  as otherwise 
stated in this Handbook, FHA's single- fam ily programs are lim ited to owner-occupied 
principal residences only.  FHA will not  insure mortgages on commercial enterprises, 
boarding houses, hotels and m otels, tourist  houses, pr ivate clubs, bed and breakfast  
establishm ents, and fraternity or sorority houses. 
 

SECTI ON 1 : OCCUPANCY STATUS 
 
1 - 2  PRI NCI PAL RESI DENCES.   < TOP>   A principal residence is a property that  
will be occupied by the borrower for the majority of the calendar year.  At  least  one 
borrower must  occupy the property and sign the security inst rument  and the 
mortgage note for the property to be considered owner-occupied.  Our security 
inst ruments require a borrower to establish bona fide occupancy in the hom e as the 
borrower's pr incipal residence within 60 days after signing the security inst rum ent  
with cont inued occupancy for at  least  one year.  
 
To prevent  circum vent ion of the rest r ict ions on FHA- insured m ortgages to investors, 
we generally will not  insure more than one mortgage for any borrower.  Any person 
individually or joint ly owning a home covered by a mortgage insured by FHA in which 
ownership is m aintained m ay not  purchase another pr incipal residence with FHA 
mortgage insurance except  under the situat ions described below.  Propert ies 
previously acquired as investment  propert ies are not  subject  to these rest r ict ions. 
 
We will not  insure a mortgage if we conclude that  the t ransact ion was designed to 
use FHA m ortgage insurance as a vehicle for obtaining investment  propert ies, even if 
the property to be encumbered will be the only one owned using FHA mortgage 
insurance.  We do not  object  to hom ebuyers using FHA mortgage insurance m ore 
than once if compat ible with the homebuyer’s needs and resources as follows:    
 
A. Relocat ions.  I f the borrower is relocat ing and re-establishing residency in 
another area not  within reasonable com m ut ing distance from  the current  pr incipal 
residence, the borrower may obtain another mortgage using FHA insured financing 
and is not  required to sell the exist ing property covered by a FHA- insured m ortgage.  
The relocat ion need not  be employer mandated to qualify for this except ion.  Further, 
if the borrower returns to an area where he or she owns a property with an FHA-
insured m ortgage, it  is not  required that  the borrower re-establish prim ary residency 
in that  property in order to be eligible for another FHA insured mortgage. 
B. I ncrease in Fam ily Size.  The borrower may be perm it ted to obtain another 
hom e with an FHA- insured m ortgage if the number of legal dependents increases to 
the point  that  the present  house no longer meets the fam ily's needs.  The borrower 
must  provide sat isfactory evidence of the increase in dependents and the property’s 
failure to m eet  the fam ily 's needs.  
 
The borrower also must  pay down the outstanding mortgage balance on the present  
property to a 75 percent  or lower loan- to-value (LTV)  rat io.  A current  resident ial 
appraisal must  be used to determ ine LTV compliance.  Tax assessments, market  
analyses by real estate brokers, etc., are not  acceptable as proof of LTV compliance. 
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C. Vacat ing a Joint ly Owned Property.  I f the borrower is vacat ing a residence 
that  will remain occupied by a co-borrower, the borrower is perm it ted to obtain 
another FHA- insured m ortgage.  Acceptable situat ions include instances of divorce, 
after which the vacat ing ex-spouse will purchase a new home, or one of the co-
borrowers will vacate the exist ing property. 
  
D. Non-Occupying Co-Borrower.  A non-occupying co-borrower on property 
being purchased with an FHA- insured mortgage as a principal residence by other 
fam ily mem bers may have a joint  interest  in that  property as well as in a principal 
residence of their own with a FHA- insured mortgage.  (See paragraph 1-8 B for 
addit ional informat ion) . 
 
Under no circum stances m ay investors use the except ions described above to 
circumvent  FHA’s ban on loans to private investors and acquire rental propert ies 
through purportedly purchasing “principal residences.”   Considerat ions in 
determ ining the eligibilit y of a borrower for one of these except ions are the length of 
t im e the previous property was owned by the borrower and the circumstances that  
compel the borrower to purchase another residence with an FHA- insured m ortgage.  
I n all other cases, the purchasing borrower either must  pay off the FHA- insured 
mortgage on the previous residence or terminate ownership of that  property before 
acquir ing another FHA- insured mortgage. 
 
1 - 3  SECONDARY RESI DENCES.  < TOP>   A secondary residence is a property 
the borrower occupies in addit ion to his or her pr incipal residence.  Secondary 
residences are only perm it ted when the appropriate Hom e Ownership Center (HOC)  
agrees that  an undue hardship exists, meaning that  affordable rental housing that  
meets the needs of the fam ily is not  available for lease in the area or within 
reasonable commut ing distance to work, and the maximum loan amount  is 85 
percent  of the lesser of the appraised value or sales price.  Direct  Endorsement  (DE)  
lenders are not  authorized to grant  hardship except ions.  Any request  for a hardship 
except ion must  be subm it ted by the lender in writ ing to the appropriate HOC.  HOC 
jurisdict ions are listed in Appendix I .   A borrower may have only one secondary 
residence at  any t ime.  All the following condit ions must  be met  for secondary 
residences:    
 
A. The secondary residence must  not  be a vacat ion home or otherwise used 
primarily for recreat ional purposes;  and 
 
B. The borrower must  obtain the secondary residence because of seasonal 
employment , employment  relocat ion, or other circumstances not  related to 
recreat ional use of the residence;  and 
 
C. There must  be a demonst rated lack of affordable rental housing m eet ing the 
needs of the borrower in the area or within a reasonable com m ut ing distance of the 
borrower's em ploym ent .  Docum entat ion to support  this m ust  include:   
 
1. A sat isfactory explanat ion from  the borrower of the need for a secondary 
residence and the lack of available rental housing in the area that  meets the need. 
 
Writ ten evidence from local real estate professionals who verify a lack of acceptable 
rental housing in the area. 
 



 

 

1 - 4  I NVESTMENT PROPERTI ES.  < TOP>   An investment  property is a property 
that  is not  occupied by the borrower as a principal residence or as a secondary 
residence.  With perm ission from  the appropriate HOC, private investors, including 
nonprofit  organizat ions not  m eet ing the cr iter ia described in paragraph 1-5 A, m ay 
obtain FHA- insured mortgages for the following reasons:  
 
A. Purchasing HUD Real Estate Owned (REO)  propert ies.  Owner occupancy is 
not  required when the jur isdict ional HOC sells the property and perm its the 
purchaser to obtain FHA- insured financing on the investment  property. 
 
B. St ream line refinancing without  appraisals.  See paragraph 1-12 for addit ional 
qualify ing informat ion. 
 
C.  Underwrit ing Considerat ions:  
 
I ndividual investors who credit  qualify m ay assum e m ortgages m ade on investment  
propert ies.  This applies to the t ransact ions described in paragraphs 1-4 A and B, as 
well as to investm ent  propert ies purchased before the 1989 ban on investors that  
have been subsequent ly st ream line refinanced.  
Qualifying rat ios, the t reatm ent  of projected rental income, etc., are described in 
Chapter 2, paragraph 2-7 M. 
ARMs and graduated paym ent  m ortgages (GPMs)  are not  perm it ted on investm ent  
propert ies. 
Except  for st ream line refinances in which the mortgage was originally insured in the 
name of a business, FHA will not  insure loans made solely in the name of a business 
ent ity (such as a corporat ion, partnership, or sole propr ietorship)  or t rust .  One or 
m ore individuals, along with the business ent ity or t rust , m ust  be analyzed for 
creditworthiness.  The individual(s)  and the business ent ity or t rust  m ust  appear on 
the m ortgage note.  The business ent ity, t rust , or individual(s)  m ay appear on the 
property deed or t it le.  All part ies appearing on the property deed or t it le m ust  also 
appear on the security inst rum ent  ( i.e., m ortgage, deed of t rust , security deed) .   
 
1 - 5  NONPROFI T ORGANI ZATI ONS AND STATE AND LOCAL GOVERNMENT 

AGENCI ES.   < TOP>    Nonprofit  organizat ions and state and local government  
agencies are perm it ted to purchase propert ies with FHA- insured m ortgages, subject  
to the condit ions listed below.  These government  and nonprofit  organizat ions are 
eligible for the sam e percentage of financing available on owner-occupied principal 
residences.  Nonprofit  agencies m ay only obtain FHA- insured fixed rate m ortgages, 
and only an exist ing FHA- insured mortgage is eligible for refinancing and may never 
result  in equity withdrawal. 
 
A. Nonprofit  Organizat ions.  Nonprofit  organizat ions that  intend to sell or  lease 
the property to low-  or m oderate- incom e individuals (generally defined as incom e 
not  exceeding 115 percent  of the applicable m edian income)  may obtain FHA- insured 
financing on rental property. The appropriate HOC is responsible for determ ining the 
nonprofit  agency's eligibilit y to part icipate in FHA programs;  the DE lender is 
responsible for determ ining the agency’s financial capacity for repayment .  Lenders 
also m ust  verify that  the agency is approved as a part icipat ing nonprofit  agency as of 
the date of underwrit ing.  Lenders can verify nonprofit  approval status by visit ing the 
HUD Website at  www.hud.gov. 
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B. Nonprofit  Approval.  I n order to qualify to purchase propert ies with FHA-
insured mortgages and to obtain the same percentage of financing available to 
owner-occupants, HUD m ust  approve the nonprofit  agency.  The nonprofit  m ust :  
 
1. Be of the type described in Sect ion 501(c) (3)  as exem pt  from  taxat ion under 
Sect ion 501(a)  of the I nternal Revenue Code of 1986;  and 
 
Have a voluntary board, and no part  of the net  earnings of the organizat ion or funds 
from  the t ransact ion m ay benefit  any board member, founder, cont r ibutor, or 
individual. 
Have two years’ experience as a provider of housing for low-  and m oderate-  incom e 
persons. 
 
A nonprofit  agency not  meet ing the above requirem ents, including religious and 
charitable organizat ions, may only purchase propert ies backed by FHA mortgage 
insurance under the condit ions described for other investors in paragraph 1-4A. 
 
Detailed inst ruct ions on qualify ing nonprofit  organizat ions as mortgagors, including 
docum entat ion requirem ents, are contained in Mortgagee Let ter 2002-01.  Quest ions 
concerning a nonprofit  agency’s approval should be directed to the appropriate HOC.   
 
C. State and Local Government  Agencies.  State and local government  agencies 
involved in the provision of housing may obtain FHA- insured financing provided the 
agency meets the cr iter ia described below.  Loan applicat ions from  these ent it ies 
m ay be processed under the DE program  without  pr ior approval from  the appropriate 
HOC. 
 
The agency must  provide evidence from its legal counsel that  the agency has the 
legal authority and capacity to become the borrower, that  the state or local 
government  is not  in bankruptcy, and that  there is no legal prohibit ion that  would 
prevent  the lender from  obtaining a deficiency judgm ent  ( if perm it ted by state law 
for other types of borrowers)  on FHA's behalf in the event  of foreclosure or deed- in-
lieu of foreclosure.  Credit  reports, financial statem ents, bank statements, 
CAI VRS/ LDP/ GSA checks are not  required. 
 
 



 

 

SECTI ON 2 : MAXI MUM MORTGAGE AMOUNTS 
 
1 - 6  MAXI MUM MORTGAGE AMOUNT.   < TOP>   The maximum insurable 
mortgage is the lesser of:  (1)  the statutory loan lim it  for the area ( typically a county 
or m et ropolitan stat ist ical area (MSA))  or (2)  the applicable loan- to-value (LTV)  lim it .  
 
Most  FHA mortgages require payment  of an upfront  m ortgage insurance prem ium  
(UFMI P) .  The statutory loan amount  and loan- to-value lim its described in this 
Handbook do not  include the UFMI P.  All descript ions of maximum insurable 
m ortgages throughout  this Handbook, unless otherwise stated, exclude UFMI P. 
 
A. Statutory Loan Am ount  Lim its.  The statutory loan amount  lim its vary by 
program and the number of fam ily units within the dwelling, and apply to both 
purchases and refinances.  For most  programs, they may be increased when housing 
costs for the area support  higher lim its.  The Nat ional Housing Act  specifies the 
maximum loan amount  for each program. 
 
I n high-cost  areas, the maximum 203(b)  mortgage am ount  ( for a one-unit  property)  
can be increased by the appropriate HOC to 95 percent  of the median one- fam ily 
house price in the area or 87 percent  of the Federal Home Loan Mortgage 
Corporat ion (Freddie Mac)  lim it ,  whichever is less.  Higher lim its are available in 
Hawaii,  Alaska, Guam, and Virgin I slands but  must  be just ified by local house prices. 
 
The current  FHA standard and high-cost  area m ortgage lim its can be accessed from  
the lender Web page on HUD’s Web site at  www.hud.gov or on FHA Connect ion at  
ht tps: / / entp.hud.gov/ clas/ .  A Mortgagee Let ter is also issued each year announcing 
the new mortgage lim its.  
 
The standard area-wide mortgage lim its and the maximum high-cost  lim its are 
indexed to the Freddie Mac conform ing loan lim it .  Therefore, as the convent ional 
conform ing loan lim its increase, the FHA loan lim its also increase. 
 
B. Loan- to-Value Lim itat ions. 
 
The m ortgage insurance program, whether the loan is for the purchase of a property 
or for the refinance of an exist ing debt , the age of the property, and several 
addit ional cr iter ia (as per paragraph 1-8)  are used to determ ine the maximum LTV 
percentage available to the borrower.  This LTV percentage is then applied to the 
lesser of the sales price or the appraised value, as described in paragraph 1-7.  
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1 - 7  MAXI MUM MORTGAGES/ CASH I NVESTMENT REQUI REMENTS FOR 

PURCHASE TRANSACTI ONS.   < TOP>   The property’s sales price, subject  to certain 
required adjustments as described in A-C below, or the appraised value, if less, is 
mult iplied by a loan- to-value rat io.  The result ing amount  is the maximum mortgage 
that  FHA will insure.  The borrower must  make a cash investment  at  least  equal to 
the difference between the sales price and the result ing maximum m ortgage 
am ount .   
 
Except  for certain property and t ransact ion types as described in 1-8 below, the 
lower of the adjusted sales price or the appraised value is mult iplied by the factor 
shown in the chart  below.  The result ing amount  is the maximum loan that  FHA will 
insure provided that  the mortgagor has made a cash investm ent  of at  least  three 
percent  of the cont ract  sales price.   
 
Borrower-paid closing costs may be used to meet  the three percent  m inim um  cash 
investment .  I f the borrower pays no closing costs at  set t lement , the loan amount  
m ust  be reduced sufficient ly so that  the three percent  m inimum cash investm ent  is 
m et .   
 
The maximum LTV lim its shown below are funct ions of the property’s appraised 
value or the adjusted sales price (whichever is less)  and the State in which the 
property is located.  (A list  of states and their closing costs averages m ay be found in 
Appendix I I .)   The m aximum  LTVs for m ost  purchase t ransact ions are as follows:   
 
Maximum Loan- to-Value Percentages 
(Purchase Transact ions Only on Proposed and Exist ing Const ruct ion)  
 
States with Average Closings Costs At  or Below 2.1 Percent  of Sales Price 
 
98.75 percent :   For propert ies with values/ sales prices equal to or less than $50,000. 
 
97.65 percent :   For propert ies with values/ sales pr ices in excess of $50,000 up to 
$125,000 
 
97.15 percent :   For propert ies with values/ sales prices in excess of $125,000. 
 
States with Average Closings Costs Above 2.1 Percent  of Sales Price 
 
98.75 percent :   For propert ies with values/ sales prices equal to or less than $50,000. 
 
97.75 percent :   For propert ies with values/ sales prices in excess of $50,000. 
 
 
 
Our definit ion of closing costs does not  include discount  points or prepaid items and, 
thus, these fees and expenses cannot  be used in meet ing the cash investment  
requirements;  see paragraph 1-9 A for addit ional informat ion including a descript ion 
of closing costs eligible for meet ing the m inim um cash investment  requirement .   
 
The borrower may pay for the appraisal and credit  report  with a credit  card.  
However, when these fees are paid for in this m anner, they m ay not  be counted in 
m eet ing the m inim um  investment  requirement .  



 

 

 
Closing costs paid by the seller or lender m ay not  be used to meet  the m inimum 
investment  requirement .  Subject  to the lim its described below, we are not  
concerned with the dollar am ount  of any part icular fee charged to the seller. 
 
A. Seller Cont ribut ions.  The seller (or other interested third part ies such as real 
estate agents, builders, developers, etc., or a combinat ion of part ies)  may cont r ibute 
up to six percent  of the property's sales price toward the buyer's actual closing costs, 
prepaid expenses, discount  points, and other financing concessions.  Cont r ibut ions 
exceeding six percent  of the sales price or exceeding the actual cost  of prepaid 
expenses, discounts points, and other financing concessions will be t reated as 
inducem ents to purchase, thereby reducing the amount  of the mortgage.  Closing 
costs norm ally paid by the borrower are considered cont r ibut ions if paid by the 
seller.  I nducem ents to purchase are described in paragraph B, below.   
 
The six percent  lim itat ion also includes seller payment  for permanent  and temporary 
interest  rate buydowns and other payment  supplem ents, paym ents of m ortgage 
interest  for fixed rate m ortgages and GPMs only (but  not  pr incipal) , m ortgage 
paym ent  protect ion insurance, and paym ent  of UFMIP.   
 
Fees typically paid by the seller under local or state law, or local custom, such as real 
estate com m issions, charges for pest  inspect ions, fees paid for t rustees to release a 
deed of t rust , etc., are not  considered cont r ibut ions.  The dollar lim it  for seller 
cont r ibut ions is calculated by using At tachment  A on the HUD-92900-PUR/ HUD-
92900WS.  Each dollar exceeding FHA's six percent  lim it  m ust  be subt racted from  
the property's sales price before applying the appropriate LTV rat io. 
 
B. I nducem ents to Purchase.  Certain expenses (beyond those described above)  
paid on behalf of the borrower, as well as other inducements to purchase, result  in a 
dollar- for-dollar reduct ion to the sales price before applying the appropriate LTV 
rat io.  These inducem ents include decorat ing allowances, repair allowances, m oving 
costs, and other costs as determ ined by the appropriate HOC.  We also require 
dollar- for-dollar reduct ions to the sales price for excess rent  credit  (see 2-10 N) , as 
well as for gift  funds not  m eet ing the requirem ents stated in Chapter 2. 
 
Personal property item s such as cars, boats, r iding lawn m owers, furniture, 
televisions, etc., given by the seller to consummate the sale result  in a reduct ion to 
the mortgage.  The value of the item(s)  must  be deducted from  the sales price and 
the appraised value of the property ( if not  already done so by the appraiser)  before 
applying the LTV rat io.  However, certain item s, depending upon local custom or law, 
m ay be considered as part  of the real estate t ransact ion with no adjustm ent  to the 
sales price or appraised value necessary.  These items include ranges, refr igerators, 
dishwashers, washers, dryers, carpet ing, window t reatm ents, and other item s as 
determ ined by the jur isdict ional HOC.  That  office determ ines if these item s affect  
value and are considered customary.  Replacement  of exist ing equipment  or other 
realty items by the seller before closing, such as carpet ing or air  condit ioners, does 
not  require a value adjustment  provided no cash allowance is given to the borrower. 
 
I n addit ion, if the seller or builder of the property agrees to pay any port ion of the 
borrower's sales commission on the sale of the borrower’s present  residence, the 
amount  paid by the seller or builder is an inducement  to purchase and must  be 
subt racted dollar for dollar from  the sales price before the LTV rat io is applied.  
Sim ilar ly, a borrower not  paying real estate com m ission on the sale of a present  
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hom e const itutes a sales concession, if the real estate broker or agent  is involved in 
both t ransact ions and the seller of the property purchased by the borrower pays a 
real estate com m ission exceeding that  typical for the area.  I n these situat ions, the 
amount  paid by the seller above the normal real estate commission is considered an 
inducem ent  to purchase and must  be subt racted from  the sales price of the property 
being purchased before applying the LTV rat io. 
 
C. Addit ions to the Mortgage Am ount .  I n some cases, the maximum mortgage 
am ount  m ay be increased.  Except  for solar energy system s discussed below, an 
increase generally is perm it ted only when the appraised value exceeds the sales 
price.  Only the amount  by which the value exceeds the sales price m ay be added;  
any rem aining costs becom e part  of the borrower's set t lement  requirements.  The 
following may result  in an increase to the mortgage amount :  
 
1. Repairs and I mprovements.  Repairs and im provem ents required by the 
appraiser as essent ial for property eligibilit y and to be paid by the borrower m ay be 
added to the sales price before calculat ing the mortgage amount .  (The appraised 
value will reflect  these requirements.)   For the cost  of repairs and improvements to 
be eligible for inclusion in the mortgage amount , the sales cont ract  or addendum 
must  ident ify the borrower as responsible for paying for or otherwise complet ing the 
repairs or im provem ents. 
 
The am ount  that  m ay be added to the sales price before calculat ing the maximum 
mortgage amount  is the lowest  of:   
 
a.  The amount  the value of the property exceeds the sales price;  or 
b.  The appraiser 's est im ate of repairs and improvements;  or 
c.  The am ount  of the cont ractor 's bid, if available.   
 
Only repairs and improvements required by the appraiser m ay be included.  Any 
repairs completed by the borrower on the property before the appraisal is made are 
not  eligible for inclusion in calculat ing the maximum mortgage.  The amount  that  
cannot  be financed into the mortgage will become part  of the borrower's required 
cash investm ent . 
 
I f repairs cannot  be completed before loan closing due to weather- related delays, the 
lender m ust  establish an escrow account  to ensure eventual com plet ion of all 
required repairs.  See HUD Handbook 4145.1 REV-2 for details. 
 
2. Energy-Related Weatherizat ion I tem s.  I f weatherizat ion items are to be 
added to the property and paid for by the borrower, the mortgage amount  may be 
increased by the cost  of those items as described below.  Weatherizat ion items 
include thermostats, insulat ion, storm  windows and doors, weather st r ipping and 
caulking, etc.  These items may be added to both the sales price and the appraised 
value before determ ining the maximum m ortgage am ount .  (A cont ractor 's 
statem ent  of cost  of work com pleted or a buyer 's est im ate of the cost  of m aterials 
must  be subm it ted.  See HUD Handbook 4150.1 REV-1 for details.)   I f the 
weatherizat ion item s cannot  be com pleted before loan closing due to weather- related 
delays, the lender must  establish an escrow account  to ensure eventual com plet ion 
of all items.  See HUD Handbook 4145.1 REV-2 for details. 
 
The am ount  that  m ay be added in calculat ing the maximum mortgage is:   
 



 

 

$2000 without  a separate value determ inat ion;  or 
Up to $3500 if supported by a value determinat ion by an approved or FHA roster 
appraiser or DE underwriter;  or 
c. More than $3500 subject  to a value determ inat ion by an approved or FHA 
roster appraiser or DE underwriter and a separate on-site inspect ion m ade by a FHA-
approved fee inspector or DE staff appraiser. 
 
3. Solar Energy System s.  The cost  of solar energy systems may be added 
direct ly to the mortgage amount  (before adding the UFMI P)  after applying the LTV 
rat io lim its.  The statutory mortgage lim it  for the area also may be exceeded by 20 
percent  to accom m odate the cost  of the system. 
 
The am ount  that  m ay be added to the m ortgage is lim ited to the lesser of the solar 
energy system 's replacement  cost  or its effect  on the property's m arket  value.  Both 
act ive and passive solar system s are acceptable, as are wind-driven systems.  See 
HUD Handbooks 4150.1 REV-1 and 4930.2 for details. 
 
1 - 8  TRANSACTI ONS THAT AFFECT MAXI MUM MORTGAGE CALCULATI ONS.   
< TOP>   Certain types of loan t ransact ions affect  the am ount  of financing available 
and the calculat ion of the maximum mortgage.  These t ransact ions include ident ity-
of- interest , propert ies with non-occupying co-borrowers, three-  and four-unit  
propert ies, propert ies for which a house will be const ructed by the borrower on his or 
her own land or as a general cont ractor, payoffs of land cont racts, and t ransact ions 
involving propert ies under const ruct ion or less than a year old.  Unless otherwise 
stated in this Handbook, the mortgage calculat ion procedures described in paragraph 
1-6 also apply. 
 
A. I dent ity-of- I nterest  Transact ions.  I dent ity-of- interest  t ransact ions on 
principal residences are rest r icted to a maxim um  LTV rat io of 85 percent .  I dent ity-
of- interest  is defined as a sales t ransact ion between part ies with fam ily relat ionships 
or business relat ionships.  However, m aximum financing above 85 percent  LTV is 
perm issible under the following circum stances:  
 
1. A fam ily member purchases another fam ily member's home as a principal 
residence. 
 
I f a property is sold from  one fam ily m em ber to another and is the seller 's 
investment  property, the maximum mortgage is the lesser of either:   
 
a. 85 percent  of the appraised value, or 
b. The appropriate LTV rat io percentage applied to the sales price, plus or m inus 
required adjustments.   
 
The 85 percent  lim it  may be waived if the fam ily member has been a tenant  in the 
property for at  least  six months immediately predat ing the sales cont ract .  A lease or 
other writ ten evidence m ust  be subm it ted to verify occupancy. 
 
2. An employee of a builder purchases one of the builder 's new homes or models 
as a principal residence. 
 
3. A current  tenant  purchases the property that  he or she has rented for at  least  
six months immediately predat ing the sales cont ract .  (A lease or other writ ten 
evidence m ust  be subm it ted to verify occupancy.)  
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4. A corporat ion t ransfers an employee to another locat ion, purchases that  
employee’s home, and then sells the home to another employee.   
 
B. Non-Occupying Borrowers.  When there are two or more borrowers, but  one 
or m ore will not  occupy the property as a principal residence, the maximum 
mortgage is lim ited to a 75 percent  LTV.  However, maximum financing, as described 
in paragraph 1-7, is available for borrowers related by blood, marr iage or law 
(spouses, parent -child, siblings, stepchildren, aunts-uncles/ nieces-nephews, etc.) , or 
for unrelated individuals that  can document  evidence of a fam ily- type, longstanding, 
and substant ial relat ionship not  arising out  of the loan t ransact ion.  All borrowers, 
regardless of occupancy status, must  sign the security inst rument  and m ortgage 
note.  I f a parent  is selling to a child, the parent  cannot  be the co-borrower with the 
child on the new mortgage unless the loan- to-value is 75 percent  or less.  
 
To reduce r isk exposure, m ortgages with non-occupying co-borrowers are lim ited to 
one-unit  propert ies if the LTV will exceed 75 percent .  While we do not  object  to 
legit imate t ransact ions in which non-occupant  borrowers assist  in the financing of the 
property–such as when parents help their  children buy a first  hom e–this 
arrangem ent  m ay not  be used by non-occupant  borrowers to develop a port folio of 
rental propert ies.  The degree of financial cont r ibut ion by the non-occupant  
borrower, and the number of propert ies sim ilar ly owned, m ay indicate that  an 
investor loan has become the pract ical reality and that , in effect , fam ily members are 
act ing as "st rawbuyers."   FHA does not  impose addit ional underwrit ing cr iter ia on 
such t ransact ions, such as specific qualifying rat ios the occupying-borrower must  
m eet  individually.  Lenders m ust  judge each t ransact ion on its m erits.   
 
C. Three-  and Four-Unit  Propert ies.  Regardless of occupancy status, the 
property must  be self-sufficient  ( i.e., the maximum mortgage is lim ited so that  the 
rat io of the m onthly m ortgage paym ent , divided by the monthly net  rental incom e, 
does not  exceed 100 percent ) .  The m ortgage calculat ions described below are in 
addit ion to the calculat ions detailed in paragraphs 1-6 and 1-7. 
 
1. The monthly payment  is the principal, interest , taxes, and insurance (PI TI ) , 
including m ortgage insurance, plus any hom eowners' associat ion dues, com puted at  
the note rate (no considerat ion for buydowns m ay be given) . 
 
2. Net  rental income is the appraiser’s est im ate of fair  m arket  rent  from  all 
units, including the unit  chosen by the borrower for occupancy, less the appraiser’s 
est im ate for vacancies or the vacancy factor used by the jur isdict ional HOC, 
whichever is greater. 
 
This calculat ion is used only to determ ine the maximum loan amount .  Borrowers 
must  st ill qualify for the mortgage based on income, credit ,  cash to close, and the 
projected rents received from  the remaining units.  The projected rent  m ay only be 
considered as gross income for qualify ing purposes;  it  may not  be used to offset  the 
m onthly m ortgage paym ent . 
 
3. The borrower must  have reserves equivalent  to three m onths' PI TI  after 
closing on purchase t ransact ions.  Reserves cannot  be derived from  a gift .   
 
D. Building on Own Land.  I f the borrower acts as a general cont ractor, and 
builds a house on land that  the borrower already owns, or acquires land separately, 



 

 

maximum financing is available if the borrower receives no cash from  the set t lement .  
The appropriate LTV lim its are applied to the lesser of:  
 
1. The appraised value;  or  
2. The documented acquisit ion cost  of the property, which includes:  (a)  the 
builder 's pr ice, or the sum of all subcont ractor bids, materials, etc.;  (b)  cost  of the 
land ( if the land has been owned m ore than six m onths or was received as an 
acceptable gift ,  the value of the land may be used instead of it s cost ) ;  (c)  interest  
and other costs associated with any const ruct ion loan obtained by the borrower to 
fund const ruct ion of the property;  (d)  the closing costs to be paid by the borrower;  
and (e)  reasonable discount  points. 
 
Equity in the land (value or cost , as appropriate, m inus the am ount  owed)  m ay be 
used for the borrower's ent ire cash investment .  However, if the borrower receives 
more than $250 cash at  closing, the loan is lim ited to 85 percent  of the sum of the 
appraised value and allowable closing costs.  Replenishm ent  of the borrower's own 
cash expended during const ruct ion is not  considered as "cash back,"  provided the 
borrower can substant iate with cancelled checks and paid receipts all out -of-pocket  
funds used for const ruct ion. 
 
E. Paying Off Land Cont racts.  I f the borrower will use the loan to com plete 
paym ent  on a land cont ract , cont ract  for deed, or other sim ilar type financing 
arrangem ent  in which the borrower does not  have t it le to the property, the new 
m ortgage m ay be processed as either a purchase or a refinance t ransact ion with 
maxim um FHA- insured financing if the borrower receives no cash at  closing.  I f all 
loan proceeds are used to pay the outstanding balance on the land cont ract  and 
eligible repairs, renovat ions, etc., the appropriate LTV rat io is applied to the lesser 
of:  
 
The appraised value;  or 
2. The total cost  to acquire the property ( the original purchase price, plus any 
docum ented costs the purchaser incurs for rehabilitat ion, repairs, renovat ion, or 
weatherizat ion) , plus allowable closing costs and, if t reated as a refinance, 
reasonable discount  points. 
 
Equity in the property (original sales price m inus the amount  owed)  may be used for 
the borrower's ent ire cash investm ent .  However, if the borrower receives m ore than 
$250 cash at  closing, the loan is lim ited to 85 percent  of the sum of the appraised 
value and allowable closing costs.  Replenishment  of the borrower's own cash 
expended for repairs, im provem ents, renovat ion, etc., is not  considered as "cash 
back,"  provided the borrower can substant iate with cancelled checks and paid 
receipts all out -of-pocket  funds spent  for those purposes. 
 
F. Propert ies Under Const ruct ion or Exist ing Const ruct ion Less than One Year 
Old   
 
Propert ies not  m eet ing the cr iter ia shown below are considered as under const ruct ion 
or exist ing const ruct ion- less than one year old and are lim ited to 90 percent  
financing, i.e., 90 percent  of the lesser of the appraiser’s est imate of value or sales 
price, plus or m inus the adjustments required by paragraph 1-7, A-C.  For a property 
to be eligible for greater than 90 percent  financing, whether or not  it  has been 
previously occupied, it  must  meet  one of the cr iter ia described below.  Otherwise, 
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the property is classified as "under const ruct ion" or " less than one year old"  and is 
lim ited to 90 percent  financing.   
 
Const ruct ion was com pleted m ore than one year preceding the borrower's signature 
on the Addendum to Uniform  Resident ial Loan Applicat ion ( form  HUD-92900-A, page 
2) ;  or 
The dwelling's site plans and materials were approved by the Department  of 
Veterans Affairs (VA) , an eligible DE underwriter, or a builder under FHA's builder 
cert ificat ion procedures, (see HUD Handbook 4145.1 REV-2)  before const ruct ion 
began;  or 
The local jur isdict ion has issued both a building perm it  (pr ior to const ruct ion)  and a 
Cert ificate of Occupancy or equivalent . (NOTE:  This paragraph does not  apply to 
condom inium s or m anufactured housing because of the special circumstances 
regarding their approval.) ;  or 
The dwelling is covered by a builder 's ten-year insured warranty plan that  is 
acceptable to HUD;  or 
The dwelling will be moved to a new locat ion and the property is eligible for an 
insured m ortgage at  the new locat ion by one of the methods described in 2 above. 

 

SECTI ON 3 : SETTLEMENT REQUI REMENTS 
 
1 - 9  SETTLEMENT REQUI REMENTS.  < TOP>   For each t ransact ion, the lender 
m ust  est im ate the set t lem ent  requirem ents to determ ine the cash required to close 
the m ortgage t ransact ion.  I n addit ion to the m inimum cash investment  described in 
paragraph 1-7, addit ional borrower expenses, including those described in A- I  below, 
must  be included in the total amount  of cash the borrower must  provide at  mortgage 
set t lement .  The difference between the am ount  of the FHA- insured m ortgage, 
excluding any UFMI P, and the total cost  to acquire the property, including these 
expenses, determ ines the cash needed for closing a loan eligible for FHA mortgage 
insurance.  
 
Closing Costs.  These include those FHA-approved non- recurr ing costs associated 
with the mortgage t ransact ion, including the appraisal fee, any inspect ion fees, the 
actual cost  of credit  reports, the loan originat ion fee, set t lement  fee, deposit  
verificat ion fees, home inspect ion service fees up to $300, the cost  of t it le 
exam inat ion and t it le insurance, docum ent  preparat ion fees ( if perform ed by a third-
party not  cont rolled by the lender) , property survey fees, at torney's fees, recording 
fees, t ransfer stam ps, and taxes, as well as test  and cert ificat ion fees, such as flood-
zone determ inat ion fees, water tests, and other costs as determ ined by the 
appropriate HOC. 
 
B. Prepaid I tems.  Prepaid items are collected at  closing to cover accrued and 
unaccrued hazard insurance and m ortgage insurance prem iums, taxes and per diem  
interest , and include other sim ilar fees and charges.  The lender must  use a 
m inimum of 15 days of per diem  interest  in it s est imate of prepaid items. 
 
To reduce the burden on borrowers whose loans were scheduled to close at  the end 
of the m onth but  did not  due to unforeseen circum stances, lenders and borrowers 
may agree to credit  the per diem  interest  to the borrower and have the m ortgage 
paym ents begin the first  of the succeeding month. However, the dollar am ount  of the 
cash credit  is not  to be used to reduce the m inimum cash investment . 
 



 

 

C. Discount  Points.  Discount  points that  are being paid by the borrower become 
part  of the total cash investment  but  are not  eligible for meet ing the m inimum cash 
investment  requirement . 
 
D. Non-Realty (Chat tel)  or Personal Property.  Non- realty or personal property 
items that  the borrower agrees to pay for separately, including the amount  
subt racted from the sales price in determ ining the maximum mortgage, are included 
in the total cash requirem ents for the loan. 
 
E. Closing Costs Not  Eligible for Meet ing the Cash I nvestment  Requirement .  
Certain closing costs, such as commitm ent  fees for guaranteeing the rate or points, 
and fees such as any ineligible real estate broker fees or any port ion, or any such 
allowable fee not  previously included in meet ing the investment  requirem ent  are 
included in calculat ing the total cash needed to close the mortgage. 
 
F. UFMI Ps.  Any UFMI P amounts paid in cash are added to the total cash 
set t lement  requirements.  The UFMI P must  be ent irely financed into the m ortgage 
(except  for any amount  less than $1)  or paid ent irely in cash and all mortgage 
amounts must  be rounded down to a mult iple of $1. 
 
G. Repairs and I mprovements.  Repairs and im provem ents (or any port ion)  to be 
paid by the borrower that  cannot  be financed into the mortgage are part  of the 
borrower’s total cash requirements.  
 
H. Real Estate Broker Fees.  I f the borrower is represented by a real estate 
buyer-broker and must  pay a fee direct ly to the broker, that  expense m ust  be 
included in the total of the borrower's set t lement  requirem ents and appear on the 
HUD-1 Set t lement  Statement . 
 
I f the seller pays the buyer-broker fee as part  of the sales commission, this is not  to 
be considered an inducem ent  to purchase or part  of the 6 percent  seller cont r ibut ions 
lim itat ion, provided that  the seller is paying only the normal sales commission typical 
of that  m arket .  The lender m ust  obtain a copy of the original list ing agreem ent  and 
compare it  with the HUD-1 Set t lement  Statement  to determ ine if the seller paid a 
buyer-broker fee in addit ion to the norm al sales com m ission for that  m arket .  I f the 
seller paid an addit ional commission for the buyer-broker fee, then this is considered 
an inducem ent  to purchase. 
 
I .  Mortgage Broker Fees.  I f the borrower m ust  pay a fee direct ly to a mortgage 
broker, that  expense must  be included in the total of the borrower's cash set t lement  
requirements and appear on the HUD-1 Set t lement  Statement .  (This requirement  
applies to instances in which the borrower independent ly engages a m ortgage broker 
to seek financing and pays the broker direct ly.  The payment  may not  come from  the 
lending inst itut ion.)  
 
J. Prem ium Pricing on FHA I nsured Mortgages.  Lenders m ay pay the borrower's 
allowable closing costs and/ or prepaid items by "prem ium pricing” . Closing costs paid 
in this manner need not  be included as part  of the 6 percent  seller cont r ibut ion lim it .   
The funds derived from  a prem ium priced mortgage:  
 
1. May never be used to pay any port ion of the borrower's downpaym ent . 
2. Must  be disclosed on the Good-Faith Est im ate (GFE)  and the HUD-1 
Set t lement  Statement .  The GFE and HUD-1 must  include an item ized statement  
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ndicat ing which items are being paid on the borrower's behalf;  disclosing only a lump 
sum  is not  acceptable.  Also, the am ount  paid on the borrower's behalf for each item  
may not  exceed the allowable fee perm it ted by the jur isdict ional HOC. 
 
Must  be used to reduce the principal balance if the prem ium pricing agreement  
establishes a specific dollar amount  for closing costs and prepaid expenses with any 
remaining funds, in excess of actual costs, revert ing to the borrower. 
 
May not  be used for paym ent  of debts, collect ion accounts, escrow shortages or 
m issed m ortgage payments, or judgm ents. 
 
K. Yield Spread Prem ium s.  Yield spread prem iums (YSP)  are not  part  of the 
cash required to close but  must  be disclosed to borrowers on the Good Faith 
Est im ate (GFE)  and HUD-1 Set t lement  Statement  in accordance with the Real Estate 
Set t lem ent  Procedures Act  (RESPA)  requirem ents.  
 

SECTI ON 4 : REFI NANCE TRANSACTI ONS 
 
1 - 1 0  REFI NANCI NG.   < TOP>   A refinance t ransact ion involves repaying an 
exist ing real estate debt  from  the proceeds of a new mortgage that  has the same 
borrower(s)  and the sam e property.  As long as the borrower has legal t it le (even 
though not  originally on the loan) , the borrower is eligible to refinance the loan. 
 
The following must  be considered when processing a refinance t ransact ion:  
 
A. Maxim um  Percentage of Financing:   The maximum percentage of financing is 
governed by the occupancy status of the property, the use of the loan proceeds, and 
how and when the property was purchased.  FHA will insure several different  types of 
refinance t ransact ions including st ream line refinances of exist ing FHA- insured 
m ortgages m ade with and without  appraisals, "no cash-out "  refinances of 
convent ional and FHA- insured mortgages where all proceeds are used to pay exist ing 
liens and costs associated with the t ransact ion, and "cash-out "  refinances.  
 
Maximum Term .  The maximum term  of any refinance with an appraisal is 30 years.  
A st ream line refinance (see Sect ion 1-12)  without  an appraisal is lim ited to the 
remaining term  of the exist ing mortgage plus 12 years (not  to exceed 30 years) . 
 
Re-Using an Appraisal.  FHA appraisals on exist ing propert ies rem ain valid for six 
m onths.  However, they cannot  be re-used during this period once the m ortgage, for 
which the appraisal was ordered, has closed.  An appraisal used for the purchase of a 
property cannot  be used again for a subsequent  refinance, even if six m onths have 
not  passed.  A new appraisal is required for each refinance t ransact ion requir ing an 
appraisal. 
 
Refinance Authorizat ion.  A lender must  obtain a Refinance Authorizat ion Number 
from  the FHA Connect ion or funct ional equivalent  for all FHA- to-FHA refinances.  
 
“Skipped”  Paym ents Not  Acceptable.  Lenders are not  perm it ted to allow borrowers 
to “skip”  paym ents.  The borrower is either to make the payment  when it  is due or 
br ing the monthly m ortgage payment  check to set t lement .  When the new mortgage 
am ount  is calculated, FHA does not  perm it  the inclusion of any m ortgage paym ents 
"skipped" by the hom eowner in the new m ortgage amount .  For example, a borrower 
whose m ortgage payment  is due June 1 and expects to close the refinance before 



 

 

the end of June is not  perm it ted to roll the June mortgage payment  into the new FHA 
loan am ount . 
 
1 - 1 1  MORTGAGE AMOUNTS ON REFI NANCES.   < TOP>   
 
A. "No Cash-Out"  Refinances with Appraisals (Credit  Qualifying) .  The maxim um  
mortgage is the lower of the loan- to-value or the exist ing debt  calculat ion described 
below, and m ay never exceed the statutory lim it  except  by the amount  of any new 
upfront  MI P:   
 
1. LTV Rat io Applied to Appraised Value:   Mult iply the appraised value of the 
property by the appropriate factor, as shown in the chart  below, for the property’s 
value and the state where it  is located.  (A list  of states and their closing costs 
averages may be found in Appendix I I .)   Any appraisal requirements, including 
repairs, must  be complied with before the mortgage is eligible for insurance 
endorsem ent . 
 
Maximum Loan- to-Value Percentages 
 
States with Average Closings Costs At  or Below 2.1 Percent  of Sales Price 
 
98.75 percent :   For propert ies with appraised values equal to or less than $50,000. 
 
97.65 percent :   For propert ies with appraised values in excess of $50,000 up to 
$125,000 
 
97.15 percent :   For propert ies with appraised values in excess of $125,000. 
 
States with Average Closings Costs Above 2.1 Percent  of Sales Price 
 
98.75 percent :   For propert ies with appraised values equal to or less than $50,000. 
 
97.75 percent :   For propert ies with appraised values in excess of $50,000. 
 
 
Exist ing Debt .  Add together the am ount  of the exist ing first  lien, any purchase 
m oney second m ortgage, any junior liens over 12 m onths old, closing costs, prepaid 
expenses, borrower paid repairs required by the appraisal,  discount  points, and other 
fees as determ ined acceptable by the appropriate HOC and then subt ract  any refund 
of UFMIP.  ( I f any port ion of the funds of an equity line of credit  in excess of $1000 
was advanced within the past  twelve m onths and was for purposes other than 
repairs and rehabilitat ion of the property, the line of credit  is not  eligible for inclusion 
in the new m ortgage.)  
 
The amount  of the exist ing first  mortgage m ay include the interest  charged by the 
servicing lender when the payoff will not  likely be received on the first  day of the 
month (as is typically assessed on FHA- insured m ortgages) .  The amount  also may 
include any prepayment  penalt ies assessed on a convent ional mortgage or FHA Tit le 
I  loan.  The am ount  of the exist ing first  m ortgage m ay not  include delinquent  
interest , late charges, or escrow shortages.  Prepaid expenses may include the per 
diem  interest  to the end of the m onth on the new loan, hazard insurance prem ium 
deposits, mortgage insurance prem ium , and any real estate tax deposits needed to 
establish the escrow account .  
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Subordinate liens, including credit  lines, regardless of when taken, may remain 
outstanding, provided the FHA- insured mortgage meets our eligibilit y cr iter ia for 
m ortgages with secondary financing as described in Sect ion 5 of this chapter. 
 
I f the purpose of the new loan is to refinance an exist ing mortgage to buy out  an ex-
spouse's or other co-borrower's equity, the specified equity to be paid is considered 
property- related indebtedness and is eligible for inclusion in calculat ing the new 
mortgage.  The divorce decree, set t lement  agreement , or other bona fide equity 
agreem ent  m ust  be provided to docum ent  the equity awarded to the ex-spouse or 
co-borrower. 
 
I f the property was acquired less than one year before the loan applicat ion and is not  
already FHA- insured, in addit ion to the calculat ions described above, the original 
sales price of the property also must  be considered in determ ining the maximum 
m ortgage.  With conclusive documentat ion, expenditures for repairs and 
rehabilitat ion incurred after the purchase of the property may be added to the 
original sales price in calculat ing the mortgage amount . 
 
B. "Cash-Out" Refinances.  “Cash-out ”  refinances are only perm it ted on owner-
occupied principal residences and are lim ited to a combined LTV (FHA- insured first  
and any subordinate liens)  of 85 percent  of the appraised value, provided the 
property has been owned by the borrower for at  least  one year.  I f the property was 
purchased less than one year preceding the loan applicat ion, the mortgage amount  
must  be calculated using the lesser of the appraised value or the original sales price 
of the property mult iplied by 85 percent .  Propert ies owned free and clear may be 
refinanced as cash-out  t ransact ions. 
 
“Cash-out ”  refinances for debt  consolidat ion represent  considerable r isk, especially if 
the borrowers have not  had an at tendant  increase in income.  Such t ransact ions 
m ust  be carefully evaluated. 
 
1 - 1 2  STREAMLI NE REFI NANCES.   < TOP>   St ream line refinances are designed to 
lower the monthly principal and interest  payments on a current  FHA- insured 
mortgage and must  involve no cash back to the borrower, except  for m inor 
adjustm ents at  closing not  to exceed $250.  St ream line refinances can be m ade with 
or without  an appraisal.  On st ream line refinances with an appraisal, Form  HUD 
92564-VC is required, but  the Hom ebuyer Summary is not  required.  FHA does not  
require repairs to be completed (except  for lead-based paint  repairs)  on st ream line 
refinances with appraisals;  however, the lender may require complet ion of repairs as 
a condit ion of the loan.  
 
HUD's Credit  Alert  I nteract ive Voice Response System  (CAI VRS)  need not  be 
checked, but  HUD’s Lim ited Denial of Part icipat ion (LDP)  and General Services 
Adm inist rat ion (GSA)  exclusion lists are st ill required checks for all borrowers.  FHA 
does not  require a credit  report  (except  for the credit -qualify ing st ream line 
refinances described below)  or a term ite inspect ion on this type of loan, but  the 
lender may require either one or both as part  of it s credit  policy. 
 
Lenders may use an abbreviated version of the Uniform  Resident ial Loan Applicat ion 
(URLA)  that  om its sect ions I V, V, VI , and a-k of VI I I , provided all other required 
informat ion is captured.  Furthermore, while the lender must  assure itself that  it  is in 



 

 

compliance with Equal Credit  Opportunity Act  (ECOA)  and all other regulat ions, the 
loan applicat ion need not  be signed by the borrower(s)  unt il loan closing. 
 
St ream line refinance processing and underwrit ing inst ruct ions are described below.  
The mortgage amount  lim its may never exceed the statutory lim its except  by the 
am ount  of any new upfront  MI P. 
 
A. St ream line Refinances WI THOUT an Appraisal.  The m axim um  insurable 
mortgage is the lower of the two calculat ions shown below:  
 
Original Loan Amount :   The original pr incipal balance on the mortgage (which will 
include any upfront  m ortgage insurance prem ium )  plus the new upfront  prem ium 
that  will be charged on the refinance, or 
 
Exist ing Debt :   Add the sum  of the exist ing FHA insured first  lien, closing costs, 
reasonable discount  points and the prepaid expenses necessary to establish the 
escrow account , and subt ract  any refund of upfront  m ortgage insurance prem ium s 
(UFMI P) .  The exist ing first  lien may include the interest  charged by the servicing 
lender when the payoff is not  received on the first  day of the m onth as is typically 
assessed on FHA m ortgages, but  may not  include delinquent  interest , late charges or 
escrow shortages. 
 
This m ortgage calculat ion process applies only to owner-occupied propert ies.  
I nvestment  propert ies, even if or iginally acquired as principal residences by the 
current  borrowers, may only be refinanced for the outstanding principal balance.  
The term  of the m ortgage is the lesser of 30 years or the rem aining term  of the 
m ortgage plus 12 years. 
 
St ream line refinances by investors or for secondary residences may only be made 
without  an appraisal and may be made solely in the business ent ity 's name if 
previously insured in the business ent ity 's nam e.  The new security inst rum ents will 
contain FHA's standard provision perm it t ing accelerat ion of the m ortgage upon 
assum pt ion by an investor or as a secondary residence;  however, FHA does not  
intend to authorize the lender to exercise the accelerat ion provision if the investor 
assum ptor is found to be creditworthy. 
 
Although a property purchased as a principal residence, under certain circumstances 
as described in the security inst ruments, may be rented, a st ream line refinance 
without  an appraisal does not  "convert "  the mortgage to one eligible for assumpt ion 
by an investor. 
 
B. St ream line Refinance WI TH an Appraisal (No Credit  Qualifying) .  The 
maximum insurable mortgage is the lower of the appropriate loan- to-value rat io 
applied to the appraiser’s est im ate of value or the sum  of the exist ing indebtedness 
and related closing costs and prepaid expenses for the refinance;  both are described 
below.   
 
1. LTV Rat io Applied to Appraised Value:   Mult iply the appraised value of the 
property by the appropriate factor as shown in the chart  below for the property’s 
value and the State where it  the property is located.  (A list  of states and their 
closing costs averages m ay be found in Appendix I I .)  
 
Maximum Loan- to-Value Percentages 
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States with Average Closings Costs At  or Below 2.1 Percent  of Sales Price 
 
98.75 percent :   For propert ies with appraised values equal to or less than $50,000. 
 
97.65 percent :   For propert ies with appraised values in excess of $50,000 up to 
$125,000 
 
97.15 percent :   For propert ies with appraised values in excess of $125,000. 
 
States with Average Closings Costs Above 2.1 Percent  of Sales Price 
 
98.75 percent :   For propert ies with appraised values equal to or less than $50,000. 
 
97.75 percent :   For propert ies with appraised values in excess of $50,000. 
 
 
2. Exist ing Debt :   Add the sum of the exist ing FHA insured first  lien, closing 
costs, reasonable discount  points and the prepaid expenses necessary to establish 
the escrow account , and subt ract  any refund of upfront  mortgage insurance 
prem iums (UFMI P)  as described below.  The exist ing first  lien may include the 
interest  charged by the servicing lender when the payoff is not  received on the first  
day of the m onth as is typically assessed on FHA mortgages, but  may not  include 
delinquent  interest , late charges or escrow shortages. 
 
C. "Credit -Qualifying" St ream line Refinances.  “Credit -qualifying”  st ream line 
refinances contain all the norm al features of a st ream line refinance, but  provide a 
level of assurance of cont inued perform ance on the m ortgage.  The lender m ust  
provide evidence that  the remaining borrowers have an acceptable credit  history and 
abilit y to m ake paym ents. 
 
The following m ust  be considered when processing a credit -qualify ing t ransact ion:  
 
1. Mortgage Amount .  The maximum loan amount  is the same as in A (without  
appraisal)  or B (with appraisal)  above, as appropriate. 
 
2. Credit  Documentat ion/ Qualify ing.  The lender must  provide a verificat ion of 
income, a credit  report , compute the debt - to- incom e rat ios and determ ine that  the 
borrower will cont inue to make mortgage payments. 
 
3. Purposes.  Credit -qualifying st ream line refinances m ay be used for the 
following:  
 
a. When a change in the m ortgage term  will result  in an increase in the 
mortgage payment .  (This is only perm it ted for owner-occupied principal residences, 
secondary residences m eet ing the requirem ents of paragraph 1-3, and those 
investm ent  propert ies purchased by governmental agencies and eligible nonprofit  
organizat ions described in paragraph 1-5.)  
 
b. When delet ion of a borrower or borrowers will t r igger the due-on-sale clause. 
c. Following an assumpt ion of a mortgage that  does not  contain rest r ict ions 
(e.g., due-on-sale clause)  lim it ing assumpt ions only to creditworthy borrowers and 
the assum pt ion occurred less than six m onths previously. 



 

 

 
d. Following an assumpt ion of a mortgage in which the t ransferabilit y rest r ict ion 
( i.e., due-on-sale clause)  was not  t r iggered, such as in a property t ransfer result ing 
from  a divorce decree or by devise or descent  and the assum pt ion occurred less than 
six m onths previously. 
 
D. Addit ional I nform at ion on St ream line Refinances. 
 
1. Appraisal, Term ite I nspect ion, and Credit  Report  Fees.  We do not  require an 
appraisal, term ite inspect ion, or credit  report  on st ream line refinances (except  credit  
qualifying st ream line refinances) .  However, the associated fees may be paid by the 
borrower out -of-pocket  ( i.e., not  financed)  if law, banking regulat ions, or it s 
secondary market  investors require the lender to obtain these services on a 
st ream line refinance m ade without  a FHA appraisal.  
 
2. Cash- to-Close.  Borrowers are not  required to provide evidence of cash- to-
close.   
.  
3. Withdrawn Condom inium  Approvals.  I f approval of a condom inium  project  
has been withdrawn, FHA will insure only st ream line refinances without  appraisals for 
that  condom inium project . 
 
4. Underwrit ing.  Mortgage credit  underwrit ing is not  required except  for credit  
qualifying st ream line refinance.  The loan applicat ion and form  HUD 92900-WS must  
be subm it ted;  however, the sect ions regarding incom e, assets, and debts and 
obligat ions need not  be completed (unless the borrowers are credit  qualified) . 
 
5. Shortening the Term  of Mortgage.  A mortgage on a principal residence may 
be refinanced to a shorter- term  m ortgage, provided the new m onthly pr incipal and 
interest  paym ent  increases no m ore than $50.  (The $50 lat itude is not  available for 
m ortgages on investment  propert ies or secondary residences, unless the borrower 
qualifies under the provisions described in paragraphs 1-3 and 1-4.)   Since 
st ream line refinances are designed to reduce the borrower's pr incipal and interest  
payments on a current  FHA- insured mortgage, that  port ion of the borrower's 
paym ent  for escrowed item s need not  be considered. 
 
6. Delinquent  Mortgages.  Delinquent  mortgages are not  eligible for st ream line 
refinancing unt il the loan is brought  current . However, if the mortgage is delinquent  
by no m ore than two monthly payments, the refinancing lender m ay pay the 
borrower's m ortgage to br ing the paym ents current  provided no obligat ion is placed 
on the borrower to repay the funds used to bring the m ortgage current .  
 
7. "No-Cost "  Refinances.  “No-cost ”  refinances, in which the lender charges a 
prem ium interest  rate to defray the borrower's closing costs and/ or prepaid items, 
are perm it ted.  The lender may also offer an interest - free advance of amounts equal 
to the present  escrow balances on the exist ing m ortgage to establish a new escrow 
account . 
 
8. Holding Period before Eligibilit y.  A borrower who assumed or took t it le 
subject  to an FHA- insured m ortgage, without  being credit  qualified and with the 
previous mortgagors receiving a release of liabilit y, must  have owned the property 
for at  least  six months before being eligible for the st ream line refinance program 
without  credit  qualify ing.  This rule applies to mortgages that  do not  contain 
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rest r ict ions lim it ing the assum pt ion only to creditworthy assum ptors.  Typically those 
mortgages were made prior to December 1989. 
 
9. Adding or Delet ing I ndividuals on Tit le.  I ndividuals m ay be added to the t it le 
on a st ream line refinance without  credit  worthiness review and without  t r iggering 
due-on-sale clauses.  I ndividuals can be deleted from  the t it le on a st ream line 
refinance only under the circumstances described in paragraph 1-12 C, above or:  
 
When an assum pt ion of a m ortgage not  containing a due-on-sale clause occurred 
m ore than six m onths previously and the assumptor can document  that  he or she 
has m ade the m ortgage paym ents during this interim  per iod;  or  
 
b. Following an assumpt ion of a mortgage in which the t ransferabilit y rest r ict ion 
(due-on-sale clause)  was not  t r iggered, such as in a property t ransfer result ing from  
a divorce decree or by devise or descent , and the assumpt ion or quit -claim  of 
interest  occurred more than six months previously and the remaining owner-
occupant  can dem onst rate that  he or she has m ade the mortgage paym ents during 
this t im e. 
 
10. Seven-Unit  Exempt ions.  An eligible investor that  has a financial interest  in 
more than seven rental units, as described in 24 CFR 203.42, m ay only refinance 
without  appraisals.   
 
11. Subordinate Financing.  Subordinate financing may remain in place, 
regardless of the total indebtedness against  the property on st ream line refinances, 
with or without  appraisals.  The borrower is not  required to sat isfy any outstanding 
subordinate liens, as long as they will clear ly be subordinate to the new FHA- insured 
refinance m ortgage. 
 
12. Proceeding as if No Appraisal was Completed.  I f the appraised value is such 
that  the borrower would be bet ter advised to proceed as if no appraisal had been 
made, the appraisal may be ignored and not  used.  A notat ion of this decision m ust  
be made in the "remarks" sect ion of form  HUD-92900-WS. 
 
13. Geographic Areas.  Lenders may solicit  and process st ream line refinances 
applicat ions from  any area of the count ry, provided the lender is approved for DE by 
at  least  one HOC. 
 
14. ARM to ARM.  An ARM m ay be refinanced to another ARM, provided that  an 
immediate payment  reduct ion occurs and that  the maximum interest  rate of the new 
mortgage does not  exceed the maximum interest  rate of the old mortgage being 
refinanced.  These refinances m ay be t ransacted with or without  an appraisal. 
 
15. ARM to Fixed Rate.  An ARM m ay be refinanced to a fixed rate m ortgage, with 
or without  an appraisal, provided the interest  rate on the new fixed- rate mortgage 
will be no greater than 2 percentage points above the current  rate of the ARM.  I n 
addit ion, all mortgage payments must  have been made within the m onth due for the 
past  12 m onths or the period the m ortgage has been in force, if shorter.  I f the new 
fixed rate m ortgage will be at  a rate lower than the exist ing rate of the ARM thus 
reducing the hom eowner’s m onthly m ortgage paym ent , the “within the m onth due,”  
( i.e., not  more than 30 days late) , rule is not  applicable. 
 



 

 

Fixed-Rate to ARM.  Fixed- rate mortgages may be refinanced to a one-year ARM, 
with or without  an appraisal, provided the interest  rate of the new m ortgage is at  
least  2 percentage points below the interest  rate of the current  m ortgage.   
 
An ARM m ay be used for refinancing only on principal residences. 
 
17. Graduated Payment  Mortgages (GPM) to Fixed-Rate.  Sect ion 245 GPMs m ay 
be refinanced, with or without  an appraisal, to a fixed- rate mortgage provided the 
new mortgage payment  will not  exceed the current  mortgage payment .  ( I f the 
st ream line refinance is com pleted without  an appraisal, the new m ortgage amount  
may exceed the statutory lim it  by the accrued negat ive am ort izat ion and the new 
UFMI P.)  
 
18. GPM to ARM.  A GPM m ay be refinanced to an ARM, provided the note rate 
results in a reduct ion to the current  principal and interest  payments.  ( I f the 
st ream line refinance is com pleted without  an appraisal, the new m ortgage amount  
may exceed the statutory lim it  by the accrued negat ive am ort izat ion and the new 
UFMI P.)  
 
19. Sect ion 203(k)  to Sect ion 203(b) .  Sect ion 203(k)  Rehabilitat ion m ortgages 
may be refinanced into a Sect ion 203(b)  mortgage after all work is complete.  The 
rehabilitat ion work is considered complete by a fully executed cert if icate of 
com plet ion, the rehabilitat ion escrow account  has been closed with a final release, 
and the lender has entered the required close out  informat ion into the FHA 
Connect ion or it s funct ional equivalent .  The new mortgage will be subject  to the 
appropriate insurance prem ium applicable to a new Sect ion 203(b)  mortgage.   
 
20. Sect ion 235 to Sect ion 203(b) .  Lenders m ay refinance Sect ion 235 
mortgages to Sect ion 203(b)  mortgages using the st ream line underwrit ing 
procedures described in paragraph 1-12.  Any overpaid subsidy that  has been paid 
by the lender to HUD and is part  of the borrowers' mortgage account  can be included 
in the Sect ion 203(b)  m ortgage am ount , provided the mortgage am ount  does not  
exceed the maximum mortgage perm it ted under paragraphs 1-12 A or 1-12 B as 
appropriate. 
 
Furtherm ore, if HUD has a junior lien that  was part  of the original Sect ion 235 
financing, HUD will subordinate the junior lien to the Sect ion 203(b)  m ortgage that  
refinances the Sect ion 235 m ortgage. 
 

SECTI ON 5 : SECONDARY FI NANCI NG 
 
1 - 1 3  SECONDARY FI NANCI NG.   < TOP>   
 
Any financing (other than the FHA- insured first  mortgage)  that  creates a lien against  
the property is considered secondary financing and not  a gift ,  even if it  is a “soft ”  or 
“ silent ”  second ( i.e., has no m onthly repayment  provisions)  or has other features 
forgiving the debt . 
 
Documentat ion from  the provider of the secondary financing must  show the amount  
of funds provided to the borrower in each t ransact ion and copies of the loan 
inst ruments are to be included in the endorsement  binder.  Costs incurred for 
part icipat ing in a down payment  assistance secondary financing program  m ay only 
be included in the am ount  of the second lien.  FHA reserves the r ight  to reject  any 
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secondary financing that  does not  serve the needs of the intended borrower or where 
it  believes the costs to the part icipants outweigh the benefits derived by the 
homebuyer.  Perm issible secondary financing arrangem ents include:  
 
A. Governm ent  Agencies.  Federal, state, and local government  agencies, as well 
as nonprofit  agencies considered inst rum entalit ies of government  (see B, below) , 
m ay provide secondary financing for the borrower's ent ire cash investment .  The 
second lien itself must  be made or held by the eligible governmental body or 
inst rumentality.  Neither governmental units nor their established nonprofit  
inst rumentalit ies may use “agents,”  including other nonprofits or for-profit  
enterprises to make the second lien regardless of the source of those funds.  I n other 
words, even if the funds used for the secondary financing were derived from  an 
acceptable source such as HUD HOME funds or from  a unit  of governm ent  or the 
eligible nonprofit  inst rumentality, the subordinate lien must  be in the name of the 
eligible ent ity, i.e., the state, county, city or eligible nonprofit  inst rumentality must  
be the lien holder.  This authority cannot  be delegated to another party that  is not  
it self perm it ted to provide this level of secondary financing.  These other ent it ies, 
however, may be used to service the subordinate lien if regularly scheduled 
paym ents are to be m ade by the mortgagor.  Loans secured by secondary m ortgages 
are subject  to the condit ions described below. 
 
1. The FHA- insured first  mortgage, when com bined with any second m ortgage or 
other junior liens from  governm ent  agencies m ay not  result  in cash back to the 
borrower.  The sum of all liens cannot  exceed 100 percent  of the cost  to acquire the 
property.  The cost  to acquire is the sales price plus allowable borrower-paid closing 
costs, discount  points, repair  and rehabilitat ion expenses, and prepaid expenses.  
The cost  to acquire may exceed the appraised value of the property under these 
types of governm ent  assistance program s.  The FHA insured first  m ortgage cannot  
exceed the FHA statutory lim it  for the area where the property is located.  The 
combined indebtedness, however, may exceed the FHA statutory lim it . 
 
2. The required monthly payment  under both the insured m ortgage and the 
second m ortgage or lien, plus other housing expenses and all recurr ing charges, 
cannot  exceed the borrower's reasonable abilit y to pay. 
 
3. The source, am ount , and repaym ent  terms must  be disclosed in the mortgage 
applicat ion, and the borrower must  acknowledge that  he or she understands and 
agrees to the term s. 
 
Nonprofit  Agencies.  Nonprofit  agencies that  meet  the cr iter ia described in paragraph 
1-5 B and are considered inst rumentalit ies of government  may provide secondary 
financing under the terms out lined in A, above.  The appropriate HOC is responsible 
for approving the nonprofit  agency, as well as determ ining if it  can be considered an 
inst rumentality of government .  To obtain this status the nonprofit  must  be an ent ity 
“established by a governm ental body or with governmental approval or under special 
law to serve a part icular public purpose or designated by law (statute or court  
opinion) .”   FHA also requires that  the unit  of governm ent  that  established the 
nonprofit  also must  either exercise organizat ional cont rol, operat ional cont rol, or 
financial cont rol of the nonprofit  in it s ent irety or, at  m inimum, the specific 
homebuyer assistance program that  is using FHA’s credit  enhancement .  The HOCs 
review applicat ions from nonprofits that  purport  to be inst rumentalit ies of 
government  and make approval decisions based on informat ion subm it ted by the 
nonprofit .  



 

 

 
Nonprofit  agencies not  considered inst rum entalit ies of government  that  otherwise 
meet  the criter ia described in paragraph 1-5 B may provide secondary financing 
under the sam e condit ions as described in A, above, provided the borrower makes a 
cash investment  of at  least  3 percent  of the acquisit ion cost  and the combined 
am ount  of the first  and second m ortgages do not  exceed the statutory loan lim it  for 
the area where the property is located.  The jur isdict ional HOC is responsible for 
approving the nonprofit  agency.   
 
C. Other Organizat ions and Private I ndividuals.  Other organizat ions and private 
individuals may provide secondary financing under the following condit ions:  
 
1. The combined amount  of the first  and second mortgages do not  exceed the 
applicable LTV rat io and the maximum mortgage lim it  for the area. 
 
2. The repayment  term s of the second m ortgage must  not  provide for a balloon 
paym ent  before ten years (or other such term  acceptable to FHA) , unless the 
property is sold or refinanced, and m ust  perm it  prepaym ent  by the borrower, without  
penalty, after giving the lender 30 days advance not ice. 
 
3. The required monthly payment  under both the insured m ortgage and the 
second m ortgage or lien, plus other housing expenses and all recurr ing charges, 
cannot  exceed the borrower's reasonable abilit y to pay.  Any periodic paym ents due 
on the second m ortgage are due monthly and are essent ially the same in dollar 
am ount . 
 
D. Borrowers 60 Years of Age or Older.  Borrowers 60 years of age or older may 
borrow the required cash investment  for purchasing a principal residence, provided:  
 
1. The donor or lender is a relat ive of the borrower, a close fr iend with clearly 
defined interest  in the borrower, the borrower's employer, or an inst itut ion 
established for humanitar ian or welfare purposes.   
 
2. The donor or lender’s interest  is not  solely in the sale of the property, such as 
a builder or seller, or any person or organizat ion associated with builders or sellers. 
 
3. The principal amount  of the insured mortgage loan, plus the note or other 
evidence of indebtedness in connect ion with the property, may not  exceed 100 
percent  of the value, plus prepaid expenses. 
 
4. The note or other evidence of indebtedness may not  bear an interest  rate 
exceeding the interest  rate of the insured m ortgage. 
 
E. Fam ily Mem ber Lending.  Fam ily members (defined below)  may help with the 
costs of acquir ing a hom e in the form  of a gift  or a loan.  All such gifts must  also 
meet  the requirements of paragraph 2-10(C) .  FHA perm its fam ily member to lend 
on a secured or unsecured basis, up to 100 percent  of the hom ebuyer's required 
cash investment .  This lending may include the downpayment , closing costs, prepaid 
expenses and discount  points.  I f the money lent  by the fam ily mem ber is secured 
against  the subject  property, whether borrowed from  an acceptable source or from  
the fam ily member's own savings, only the fam ily member provider(s)  may be the 
note holder.  FHA will not  approve any form  of securit izat ion of the note that  results 
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in any ent ity other than the fam ily member being the note holder, whether at  loan 
set t lem ent  or at  any t im e during the mortgage life cycle. 
 
Further, if the funds that  are lent  by the fam ily m em ber are borrowed from  an 
acceptable source, the homebuyer may not  be a co-obligor on that  note (e.g., the 
son and daughter- in- law m ay not  be co-obligors on the note used to secure money 
borrowed by the parents that  in turn was lent  for the down paym ent ) .   
 
The following financing term s and condit ions also apply:  
 
1. The m axim um  insurable m ortgage is not  affected by gifts or loans from  fam ily 
members. 
 
2. The combined amount  of financing may not  exceed 100 percent  of the lesser 
of the property's value or sales price, plus normal closing costs, prepaid expenses, 
and discount  points.  While the fam ily member may lend 100 percent  of the cash 
investm ent  requirem ents, cash back to the hom ebuyer (beyond refund of any 
earnest  money deposit )  at  closing is not  acceptable. 
 
3. I f periodic payments of the secondary financing are required, the combined 
payments may not  exceed the borrower's reasonable abilit y to pay.  The secondary 
financing paym ents are to be included in the total debt -paym ent - to- incom e rat io 
( i.e., the "back-end" rat io)  for qualifying purposes. 
 
4. The second lien m ay not  provide for a balloon paym ent  within five years from  
the date of execut ion. 
 
5. I f the fam ily m em ber providing the secondary financing borrows those funds, 
the source m ay not  be any ent ity with an ident ity-of- interest  in the sale of the 
property, including the seller, builder, loan officer, real estate agent , etc.  Mortgage 
companies that  have retail banking affiliates m ay have that  ent ity make a loan to the 
fam ily mem ber, providing the secondary financing for the home purchase.  However, 
the lending inst itut ion may not  make such financing available under terms and 
condit ions m ore favorable than to other borrowers ( i.e., there may not  be any 
special considerat ions provided in connect ion between making the mortgage and 
lending funds to fam ily members to be used as secondary financing for the purchase 
of the hom e) . 
 
6. An executed copy of the docum ent out lining the terms of the secondary 
financing must  be m aintained in the lender’s file.  An executed copy of this 
agreement  also must  be provided in the endorsement  binder. 
 
For the purposes of this paragraph, a “ family member”  is defined as a child, parent , 
or grandparent  of the borrower or borrower’s spouse.  I ncluded in this definit ion are 
legally adopted sons or daughters (and a child who is a member of an individual's 
household, if placed with such individual by an authorized agency for legal adopt ion 
by that  individual) , and foster children.  The term  "child"  m eans a son, stepson, 
daughter, or stepdaughter. 
 

CHAPTER 2  MORTGAGE CREDI T ANALYSI S 
 
2 - 1  OVERVI EW .   < TOP>    The purpose of underwrit ing is to determ ine a 
borrower’s abilit y and willingness to repay the mortgage debt , thus lim it ing the 



 

 

probabilit y of default  and collect ion difficult ies, and to exam ine the property offered 
as security for the loan to determ ine if it  is sufficient  collateral.  The “Four C’s of 
Credit ”  (Credit  history, Capacity to repay, Cash to close, and the Collateral)  are 
evaluated during the underwrit ing process.  
 
This chapter on mortgage credit  analysis describes procedures for evaluat ing the 
credit  history, the borrower’s capacity to m ake paym ents, and whether sufficient  
cash assets are available to close the mortgage.  I t  provides the requirements on the 
types of income that  may be considered in qualifying the borrower, the liabilit ies that  
must  be included in the determ ining creditworthiness, and the debt - to- income rat ios 
and com pensat ing factors used in the underwrit ing process.  These underwrit ing 
inst ruct ions are FHA’s “base- line”  credit  policies.  For those lenders using FHA-
approved automated underwrit ing systems (AUS)  or those employing FHA’s TOTAL 
m ortgage scorecard, there will be a considerable num ber of revisions to these 
policies, including documentat ion requirements, as described in other FHA issuances. 
 
2 - 2  MORTGAGE ELI GI BI LI TY ( BORROW ERS) .  < TOP>   Generally, we will 
insure m ortgages m ade to individuals only.  Under the condit ions described in 
Chapter 1, we will also insure mortgages made to state and local government  
agencies and approved nonprofit  organizat ions. 
 
A. Borrowers, Co-Borrowers and Co-Signers.  Borrowers and Co-borrowers take 
t it le to the property and are obligated on the m ortgage note and must  also sign the 
security inst rument .  The co-borrower’s income, assets, liabilit ies, and credit  history 
are considered in determ ining creditworthiness. 
 
Co-signers do not  hold ownership interest  in a property, but  are liable for repaying 
the obligat ion and must  sign all documents with the except ion of the security 
inst ruments.  The co-signer's income, assets, liabilit ies, and credit  history are 
considered in determ ining creditworthiness for the m ortgage and the co-signer m ust  
complete and sign the loan applicat ion.  
 
We do not  perm it  an individual to take an ownership interest  in the property at  
set t lem ent  without  signing the mortgage note and all security inst rum ents.   
 
The following condit ions also apply to co-borrower and co-signer eligibilit y:  
1. A co-borrower or a co-signer may not  be a party that  has a financial interest  
in the t ransact ion, such as the seller, builder, real estate agent , etc.  Except ions m ay 
be granted if the seller and co-borrower/ co-signer is related to the owner by blood, 
marr iage or law.   
 
2. An individual signing the loan applicat ion must  not  be otherwise ineligible for 
part icipat ion.  (See paragraph 2-5) . 
 
3. Unless otherwise exempted (e.g., m ilitary service with overseas assignm ents, 
U.S. cit izens liv ing abroad) , any non-occupying co-borrowers or co-signers must  
have a principal residence in the United States. 
 
All references to co-borrowers – including the 75 percent  LTV lim its (paragraph 1-
8(B) ) , etc. – apply equally to co-signers (except  co-signers do not  take t it le to the 
property or sign the security inst rum ents) . 
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B. Cit izenship and I m m igrat ion Status.  Cit izenship of the United States is not  
required for eligibilit y.  When a mortgage loan applicant  indicates on the loan 
applicat ion that  he or she holds som ething other than U.S. cit izenship, the lender 
must  determ ine residency status from  the documentat ion provided by the borrower.  
 
Lawful Perm anent  Resident  Aliens:   For those borrowers with lawful permanent  
resident  alien status, FHA will insure the mortgage under the same terms and 
condit ions as U.S. cit izens.  The lender m ust  docum ent  the m ortgage file with 
evidence of perm anent  residency and indicate on the Uniform  Resident ial Loan 
Applicat ion (URLA)  that  the borrower is a lawful permanent  resident  alien.  Evidence 
of lawful perm anent  residency is issued by the Bureau of Cit izenship and 
I mmigrat ion Services (BCI S)  ( formerly the I mmigrat ion and Naturalizat ion Service)  
within the Departm ent  of Hom eland Security.   
 
Non-Permanent  Resident  Aliens:   FHA will also insure a mortgage made to a non-
permanent  resident  alien provided that  the property will be the borrower's principal 
residence, the borrower has a valid SSN, and the borrower is eligible to work in the 
U.S. as evidenced by an Employment  Authorizat ion Document  (EAD)  issued by BCI S.  
I f the authorizat ion for temporary residency status will expire within one year and a 
prior history of residency status renewals exists, the lender m ay assum e cont inuat ion 
will be granted.  I f there are no prior renewals, the lender must  determ ine the 
likelihood of renewal, based on informat ion from the BCI S.   
 
Although social security cards m ay indicate work status, such as “not  valid for work 
purposes,”  an individual’s work status may change without  the change being 
reflected on the actual social security card.  Therefore, the social security card is not  
to be used as evidence of work status for non-perm anent  resident  aliens;  the BCI S 
employment  authorizat ion document  is to be used instead.  
 
Non-U.S. Cit izens with no lawful residency in the U.S. are not  eligible for FHA- insured 
m ortgages. 
 
C. Borrower's Age.  There is no maximum age lim it  for a borrower.  The 
m inimum age is the age at  which the m ortgage note can be enforced legally in the 
state or other jur isdict ion in which the property is located. 
 
D. Non-Purchasing Spouses.  I f required by state law in order to perfect  a valid 
and enforceable first  lien, the non-purchasing spouse m ay be required to sign either 
the security inst rument  or documentat ion evidencing that  he or she is relinquishing 
all r ights to the property.  I f the non-purchasing spouse executes the security 
inst rument  for such reasons, he or she is not  considered a borrower for our purposes 
and need not  sign the loan applicat ion.  I n all other cases, the non-purchasing 
spouse is not  to appear on the security inst rum ent  or otherwise take t it le to the 
property at  loan set t lem ent . 
 
 Where there are non-purchasing spouses who sign security inst rum ents 
relinquishing their r ights to the property pursuant  to applicable state laws, these 
non-purchasing spouses do not  have to sign the m ortgage note.  Signing the security 
inst rum ent  for such purposes does not  make the non-purchasing spouse a co-
borrower. 
 
Except  for the obligat ions specifically excluded by state law, the debts of the non-
purchasing spouse must  be included in the borrower’s qualify ing rat ios if the 



 

 

borrower resides in a community property state or the property to be insured is 
located in a com m unity property state.  Although the non-purchasing spouse's credit  
history is not  to be considered a reason for credit  denial, a credit  report  that  
complies with the requirements of paragraph 2-4 m ust  be obtained for the non-
purchasing spouse in order to determ ine the debt - to- incom e rat io. 
 
E. Military Personnel.  Military personnel are considered occupant -owners and 
are eligible for maximum financing if a member of the immediate fam ily will occupy 
the property as a principal residence, even if the service person is stat ioned 
elsewhere.  
 
F. Living Trusts.  Property held in a liv ing t rust  is eligible for FHA mortgage 
insurance for owner-occupied property, as long as an individual borrower remains 
the beneficiary and occupies the property as a principal residence.  The lender must  
be sat isfied that  the t rust  provides reasonable m eans to assure that  the lender will 
be not ified of any subsequent  change of occupancy ( for owner-occupant  loans only)  
or t ransfer of beneficial interest .  The t rust  must  appear on the security inst rum ent  
( i.e., m ortgage, deed of t rust , security deed) .  The individual borrower must  appear 
on the security inst rument  when required to create a valid lien under state law;  
otherwise, the individual borrower is not  required to appear.  The owner-occupant , if 
any, and other borrower(s) , if any, m ust  appear on the note with the t rust .  The 
individual borrower(s)  is not  required to appear on the property deed or t it le. 
 

SECTI ON 1 : CREDI T HI STORY 
 
2 - 3  ANALYZI NG THE BORROW ER’S CREDI T.   < TOP>   Past  credit  performance 
serves as the most  useful guide in determ ining a borrower’s at t itude toward credit  
obligat ions and predict ing a borrower’s future act ions.  A borrower who has made 
payments on previous and current  obligat ions in a t imely manner represents reduced 
r isk.  Conversely, if the credit  history, despite adequate incom e to support  
obligat ions, reflects cont inuous slow paym ents, judgm ents, and delinquent  accounts, 
st rong compensat ing factors will be necessary to approve the loan. 
 
When analyzing a borrower's credit  history, exam ine the overall pat tern of credit  
behavior, rather than isolated occurrences of unsat isfactory or slow paym ents.  A 
period of financial difficulty in the past  does not  necessarily make the r isk 
unacceptable if the borrower has maintained a good payment  record for a 
considerable t im e period since the difficulty.  When delinquent  accounts are 
revealed, the lender must  document  their analysis as to whether the late paym ents 
were based on a disregard for financial obligat ions, an inability to m anage debt , or 
factors beyond the cont rol of the borrower, including delayed m ail delivery or 
disputes with creditors. 
 
While m inor derogatory informat ion occurr ing two or more years in the past  does not  
require explanat ion, major indicat ions of derogatory credit–including judgm ents, 
collect ions, and any other recent  credit  problems–require sufficient  writ ten 
explanat ion from  the borrower.  The borrower's explanat ion m ust  m ake sense and be 
consistent  with other credit  informat ion in the file. 
 
Neither the lack of credit  history nor the borrower's decision not  to use credit  m ay be 
used as a basis for reject ing the loan applicat ion.  We also recognize that  some 
prospect ive borrowers m ay not  have an established credit  history.  For those 
borrowers, and for those who do not  use t radit ional credit ,  the lender must  develop a 
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credit  history from  ut ilit y payment  records, rental payments, automobile insurance 
paym ents, or other m eans of direct  access from the credit  provider.  The lender must  
document  that  the providers of non- t radit ional credit  do, in fact , exist  and verify the 
credit  inform at ion.  Docum ents confirm ing the existence of a non- t radit ional credit  
provider may include a public record from  the state, county, or city records, or other 
means providing a sim ilar level of object ive confirmat ion.  To verify the credit  
informat ion, lenders must  use a published address or telephone number for that  
creditor.  
 
As an alternat ive, the lender may elect  to use a non- t radit ional mortgage credit  
report  developed by a credit - report ing agency, provided that  the credit  report ing 
agency has verified the existence of the credit  providers and the lender verifies that  
the non- t radit ional credit  was extended to the applicant .  The lender m ust  verify the 
credit  using a published address or telephone num ber to make that  verificat ion.   
 
The basic hierarchy of credit  evaluat ion is the m anner of paym ents m ade on previous 
housing expenses, including ut ilit ies, followed by the payment  history of installment  
debts, and then revolving accounts.  Generally, an individual with no late housing or 
installm ent  debt  payments should be considered as having an acceptable credit  
history, unless there is major derogatory credit  on his or her revolving accounts. 
 
When reviewing the borrower's credit  and credit  report , the lender must  pay 
part icular at tent ion to the following:  
 
A. Previous Rental or Mortgage Payment  History.  The payment  history of the 
borrower's housing obligat ions holds significant  importance in evaluat ing credit .   The 
lender must  determ ine the borrower's payment  history of housing obligat ions 
through either the credit  report , verificat ion of rent  direct ly from  the landlord (with 
no ident ity-of- interest  with the borrower)  or verificat ion of m ortgage direct ly from  
the mortgage servicer, or through canceled checks covering the m ost  recent  12-
month period.  
 
B. Recent  and/ or Undisclosed Debts.  The lender m ust  ascertain the purpose of 
any recent  debts, as the indebtedness may have been incurred to obtain part  of the 
required cash investment  on the property being purchased.  Sim ilar ly, the borrower 
must  provide a sat isfactory explanat ion for any significant  debt  that  is shown on the 
credit  report  but  not  listed on the loan applicat ion.  The borrower must  explain in 
writ ing all inquir ies shown on the credit  report  in the last  90 days. 
 
C. Collect ions and Judgments.  Court -ordered judgm ents must  be paid off before 
the mortgage loan is eligible for FHA insurance endorsement .  (An except ion may be 
m ade if the borrower has agreed with the creditor to make regular and t imely 
payments on the judgment  and documentat ion is provided that  the payments have 
been made in accordance with the agreement .)   FHA does not  require that  collect ion 
accounts be paid off as a condit ion of mortgage approval.  Collect ions and judgments 
indicate a borrower’s regard for credit  obligat ions and must  be considered in the 
analysis of creditworthiness with the lender document ing its reasons for approving a 
mortgage where the borrower has collect ion accounts or judgments.  The borrower 
must  explain in writ ing all collect ions and judgments. 
 
D. Previous Mortgage Foreclosure.  A borrower whose previous principal 
residence or other real property was foreclosed or has given a deed- in- lieu of 
foreclosure within the previous three years is generally not  eligible for a new FHA-



 

 

insured m ortgage.  However, if the foreclosure was the result  of documented 
extenuat ing circum stances that  were beyond the cont rol of the borrower and the 
borrower has re-established good credit  since the foreclosure, the lender may grant  
an except ion to the three-year requirement .  Extenuat ing circumstances include 
serious illness or death of a wage earner, but  do not  include the inabilit y to sell the 
house because of a job t ransfer or relocat ion to another area. 
 
E. Bankruptcy.  A Chapter 7 bankruptcy ( liquidat ion)  does not  disqualify a 
borrower from  obtaining an FHA- insured mortgage if at  least  two years have elapsed 
since the date of the discharge of the bankruptcy.  Addit ionally, the borrower m ust  
have re-established good credit  or chosen not  to incur new credit  obligat ions.  The 
borrower also m ust  have dem onst rated a docum ented ability to responsibly m anage 
his or her financial affairs.  An elapsed period of less than two years, but  not  less 
than 12 m onths, m ay be acceptable if the borrower can show that  the bankruptcy 
was caused by extenuat ing circum stances beyond his or her cont rol and has since 
exhibited a docum ented ability to m anage his or her financial affairs in a responsible 
m anner.  Addit ionally, the lender m ust  document  that  the borrower’s current  
situat ion indicates that  the events that  led to the bankruptcy are not  likely to recur. 
 
A Chapter 13 bankruptcy does not  disqualify a borrower from  obtaining an FHA-
insured mortgage provided the lender documents that  one year of the payout  period 
under the bankruptcy has elapsed and the borrower’s payment  performance has 
been sat isfactory ( i.e., all required payments m ade on t im e) .  I n addit ion, the 
borrower must  receive perm ission from  the court  to enter into the mortgage 
t ransact ion.   
 
F. Consum er Credit  Counseling Paym ent  Plans.  Part icipat ion in a consumer 
credit  counseling paym ent  program  does not  disqualify a borrower from obtaining an 
FHA- insured mortgage provided the lender documents that  one year of the pay-out  
period has elapsed under the plan and the borrower’s payment  performance has 
been sat isfactory ( i.e., all required payments m ade on t im e) .  I n addit ion, the 
borrower m ust  receive writ ten perm ission from  the counseling agency to enter into 
the m ortgage t ransact ion.   
 
2 - 4  CREDI T REPORT REQUI REMENTS.   < TOP>    
 
A. Tradit ional Credit  Reports.  Credit  reports subm it ted with each loan must  
contain all credit  available in the accessed repositor ies.  They also must  provide an 
account  of all credit ,  residence history, and public records informat ion available in 
the credit  repositor ies of each borrower responsible for the mortgage debt .  The 
m inimum credit  report  required by FHA is a " three repository merged" credit  report  
(TRMCR).  A Resident ial Mortgage Credit  Report  (RMCR)  from an independent  
consum er- report ing agency also may be used.  One report  is required for each 
borrower, or a joint  report  m ay be obtained for a marr ied couple. 
 
The following are requirements for t radit ional credit  reports:  
 
1. The TRMCR subm it ted must  be an original received elect ronically and printed 
on the lender's pr inter or delivered by the credit - report ing agency.  The report  must  
not  have whiteouts, erasures, or alterat ions.  I t  m ust  indicate the nam e, address, 
and telephone number of the consumer- report ing agency;  and each account  listed 
must  show the primary repository from  which the part icular informat ion was pulled.  
The name of the company ordering the report  must  be shown. 
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2. The credit  report  must  include all credit  and legal informat ion not  considered 
obsolete under the Fair Credit  Report ing Act , including bankruptcies, judgments, law 
suits, foreclosures, and tax liens that  have occurred within the last  seven years.  All 
inquir ies m ade within the last  90 days must  also be included on the report .  Credit  
reports that  fail to show bankruptcies, judgments, lawsuits, foreclosures and tax 
liens m ust  be supplem ented with a corrected report .  Lenders must  retain all copies 
of all credit  reports and document  in writ ing an analysis of the reasons for any 
discrepancies between the credit  reports.  I f a lender receives any informat ion 
inconsistent  with the informat ion on the credit  report , the lender must  reconcile the 
inconsistency. 
 
3. The credit  report  m ust  ident ify each borrower's name and social security 
num ber.  For each debt  listed, the report  also m ust  show the date the account  was 
opened, the high credit  amount , the required payment , the unpaid balance, and the 
paym ent  history, as contained in the credit  repositor ies.  The report  must  be in an 
easy- to- read and understandable format , and it  should not  require code t ranslat ions. 
 
4. The lender must  also develop credit  informat ion separately for any open debt  
that  is listed on the loan applicat ion but  not  referenced on the credit  report .  
Accounts listed as " rate by mail only"  or "need writ ten authorizat ion"  require 
separate writ ten verificat ion. 
 
5. While the TRMCR should prove sufficient  for processing m ost  loan 
applicat ions, the following circumstances require an RMCR:  
 
The borrower(s)  disputes the ownership of accounts on the TRMCR;  or  
The borrower(s)  claims that  collect ions, judgments, or liens listed as open on the 
TRMCR have been paid and cannot  provide separate documentat ion support ing this 
claim ;  or 
The borrower claim s that  certain debts shown on the TRMCR have different  balances 
and/ or payments and cannot  provide current  statem ents ( less than 30 days old)  
at test ing to this claim ;  or  
The lender's underwriter determ ines that  it  would be prudent  to use an RMCR in lieu 
of a TRMCR to underwrite the loan properly. 
 
6. RMCRs m ust  access at  least  two named repositor ies and meet  all the 
requirements for the TRMCR, plus the following:  
 
a. Provide a detailed account  of the borrower's employment  history. 
b. Verify each borrower's current  employment  and income ( if obtainable) .  I t  
also must  include a statement  at test ing to cert if icat ion of employm ent  and date 
verified.  I f this informat ion is not  obtained through an interview with the em ployer, 
the credit  report ing agency must  state why this act ion was not  taken. 
c. Each account  with a balance m ust  have been checked with the creditor within 
90 days of the credit  report . 
 
B. Credit  Report  Requirements (Non-Tradit ional) .  A Non-Tradit ional Mortgage 
Credit  Report  (NTMCR) is designed to assess the credit  history of a borrower without  
the types of t rade references normally appearing on a t radit ional credit  report .  I t  
can be used either as a subst itute for a TRMCR or an RMCR for a borrower without  a 
credit  history with t radit ional credit  grantors or as a supplem ent  to a t radit ional 
credit  report  having an insufficient  num ber of t rade items reported.  A NTMCR may 



 

 

not , however, be used to enhance the credit  history of a borrower with a poor 
paym ent  record or to m anufacture a credit  report  for a borrower without  a verifiable 
credit  history.  I t  also may not  be used to offset  derogatory references found in the 
borrower's t radit ional credit ,  such as collect ions and judgments. 
 
The following condit ions apply when using non- t radit ional credit  report ing:  
 
1. I f the informat ion obtained through the standard credit  report  is not  sufficient  
for the lender to m ake a prudent  underwrit ing decision, the lenders m ay use a 
NTMCR developed by a credit - report ing agency that  documents all non- t radit ional 
credit  references.  Otherwise, the lender must  develop its own non- t radit ional credit  
history that  is consistent  with the requirements for credit  report ing agencies 
described in paragraph 2-4. 
 
2. The credit - report ing agency should consider only the types of credit  that  
require the mortgage applicant  to make periodic payments on a regular basis.  These 
types of credit  include rental housing;  ut ilit ies ( if not  included in the rental 
payment) ;  telephone service;  cable television service;  insurance payments 
(excluding those paid through payroll deduct ions) , such as medical, automobile, life, 
household, and renter 's insurance;  paym ents to child care providers;  school tuit ion;  
payments to local stores;  payments for the uninsured port ion of any medical bills;  
etc. 
 
2 - 5  ELI GI BI LI TY FOR FEDERALLY- RELATED CREDI T.  < TOP>   A borrower 
must  be rejected if any of the following condit ions apply:  
 
A. HUD Lim ited Denial of Part icipat ion (LDP)  and the U.S. General Services 
Adm inist rat ion’s “List  of Part ies Excluded from  Federal Procurement  and Non-
Procurement  Programs”  (GSA List )   A person suspended, debarred, or otherwise 
excluded from part icipat ion in the Department ’s programs is not  eligible to 
part icipate in FHA- insured mortgage t ransact ions.  The lender must  exam ine HUD’s 
LDP list  and the governm ent -wide General Services Adm inist rat ion’s (GSA)  “List  of 
Part ies Excluded from  Federal Procurement  or Nonprocurement  Program s”  and 
document  this review on the HUD 92900-WS/ 92900-PUR.  I f the name of the 
borrower, seller, list ing or selling real estate agents, or loan officer appears on either 
list ,  the applicat ion is not  eligible for mortgage insurance.  A lender m ay check HUD’s 
LDP list  by going to www.hud.gov and the Federal government ’s list  of excluded 
part ies by going to ht tp: / / epls.arnet .gov.  (An except ion shall be m ade for a seller on 
the GSA list  when the property being sold is the seller ’s principal residence.)  
 
B. Delinquent  Federal Debts.  I f the borrower, as revealed by public records, 
credit  informat ion, or HUD’s Credit  Alert  I nteract ive Voice Response System  
(CAI VRS) , is present ly delinquent  on any Federal debt  (e.g., VA-guaranteed 
mortgage, Tit le I  loan, Federal student  loan, Small Business Adm inist rat ion loan, 
delinquent  Federal taxes)  or has a lien, including taxes, placed against  his or her 
property for a debt  owed to the U.S., the borrower is not  eligible unt il the delinquent  
account  is brought  current , paid, otherwise sat isfied, or a sat isfactory repaym ent  
plan is made between the borrower and the Federal agency owed and is verified in 
writ ing.  Tax liens may remain unpaid provided the lien holder subordinates the tax 
lien to the FHA- insured m ortgage.  I f any regular payments are to be made, they 
must  be included in the qualify ing rat ios.   
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Since the IRS rout inely takes a second lien posit ion without  the necessity of 
independent  documentat ion, eligibilit y for FHA mortgage insurance will not  be 
jeopardized by outstanding I RS tax liens remaining on the property unless the lender 
has inform at ion that  the I RS has dem anded a first - lien posit ion. 
  
Although eligibilit y for an FHA- insured m ortgage m ay be established by perform ing 
the act ions described above, the overall analysis of the creditworthiness must  include 
considerat ion of a borrower's previous failure to make payments to the Federal 
agency in the agreed- to manner and must  docum ent  its analysis of how the previous 
failure does not  represent  a r isk of m ortgage default . 
 
C. CAI VRS.  HUD’s CAI VRS is a Federal government -wide repository of 
informat ion on those individuals with delinquent  or defaulted Federal debt  and on 
those for whom  a paym ent  of an insurance claim  has occurred.  Lenders must  screen 
all borrowers, including nonprofit  agencies act ing as a borrower, using CAI VRS 
(except  on st ream line refinances) .  I f CAI VRS indicates the borrower is present ly 
delinquent  or has had a claim  paid within the previous three years on a loan m ade or 
insured by HUD on his or her behalf,  the borrower is not  eligible except  as described 
below.  Lenders access CAI VRS either through the FHA Connect ion or funct ional 
equivalent  or by calling 301-344-4000 on a touch- tone telephone.  Lenders must  
write the CAI VRS authorizat ion code for each borrower on the HUD-92900-
WS/ 92900-PUR.  Except ions to this rule m ay be granted under the following 
situat ions:  
 
1. Assum pt ions.  I f the borrower sold the property, with or without  a release of 
liabilit y, to an individual who subsequent ly defaulted, the borrower is eligible, 
provided he or she can prove the loan was not  in default  at  the t im e of assum pt ion. 
 
2. Divorce.  A borrower may be eligible if the divorce decree or legal separat ion 
agreement  awarded the property and responsibilit y for paym ent  to the form er 
spouse.  However, if a claim  was paid on a mortgage in default  pr ior to the divorce, 
the borrower is not  eligible. 
 
3. Bankruptcy.  When the property was included in a bankruptcy that  was 
caused by circum stances beyond the borrower's cont rol (such as the death of the 
principal wage earner or serious long- term  uninsured illness) , the borrower may be 
eligible if the borrower meets the requirements in Paragraph 2-3 E. 
 
While FHA may delete erroneous informat ion regarding a borrower falsely indicated 
as having defaulted on a FHA m ortgage, such as incorrect  social security num ber 
report ing, it  will not  remove correct  CAI VRS informat ion even if the borrower is 
judged eligible under the condit ions described above. 
 
Lenders m ay not  rely upon a clear CAI VRS approval when in possession of 
independent  evidence of delinquent  federal obligat ions and must  document  the 
resolut ion of any conflict ing informat ion.  I f the lender has reason to believe the 
CAI VRS message is erroneous or needs to establish the date of claim  payment , the 
lender must  contact  the appropriate HOC for inst ruct ions or docum entat ion to 
support  the borrower's eligibilit y.  The appropriate HOC can provide informat ion 
when the three-year wait ing period will elapse or if the social security num ber in 
CAI VRS is erroneous.  The HOC will also provide inst ruct ions to lenders regarding 
processing requirements for other HUD-related defaults and claim s (e.g., Tit le I  
loans) . 



 

 

 
We cannot  alter or delete CAI VRS inform at ion reported from  other Federal agencies, 
such as the Departm ent  of Educat ion, Veterans Affairs, etc.  The borrower and/ or the 
lender m ust  contact  those agencies to correct  or remove erroneous or outdated 
inform at ion.  We do not  require a "clear"  CAI VRS authorizat ion num ber as a 
condit ion for mortgage endorsement , but  the lender must  document  and just ify its 
approval based on the except ions described above. 
 

SECTI ON 2 : EFFECTI VE I NCOME 

 
The ant icipated amount  of income, and the likelihood of it s cont inuance, must  be 
established to determ ine a borrower's capacity to repay m ortgage debt .  I ncom e 
may not  be used in calculat ing the borrower's income rat ios if it  comes from any 
source that  cannot  be verified, is not  stable, or will not  cont inue.  This sect ion 
describes acceptable types of income, procedures for calculat ing effect ive income, 
and requirements for establishing income stabilit y. 
 
2 - 6  STABI LI TY OF I NCOME.   < TOP>   We do not  impose a m inimum length of 
t ime a borrower must  have held a posit ion of employment  to be eligible.  However, 
the lender must  verify the borrower's employm ent  for the m ost  recent  two full years.  
I f a borrower indicates he or she was in school or in the m ilitary during any of this 
t ime, the borrower must  provide evidence support ing this claim , such as college 
t ranscripts or discharge papers.  The borrower also m ust  explain any gaps in 
em ploym ent  spanning one m onth or m ore.  Allowances for seasonal em ploym ent , 
such as is typical in the building t rades, etc., may be m ade if docum ented by the 
lender. 
 
To analyze and document  the probabilit y of cont inued employm ent , lenders m ust  
exam ine the borrower’s past  employment  record, qualificat ions for the posit ion, 
previous t raining and educat ion, and the em ployer 's confirm at ion of cont inued 
em ploym ent .  A borrower who changes jobs frequent ly within the same line of work, 
but  cont inues to advance in incom e or benefits, should be considered favorably.  I n 
this analysis, income stabilit y takes precedence over job stabilit y. 
 
I n som e cases, a borrower m ay have recent ly returned to the work force after an 
extended absence.  I n these circumstances, the borrower's incom e may be 
considered effect ive and stable provided the following condit ions apply:  
 
The borrower has been employed in the current  job for six months or more, and 
 
B. The borrower can document  a two-year work history prior to the absence 
from the work force.  Acceptable documentat ion includes t radit ional employment  
verificat ions, copies of W-2's or paystubs. 
 
An example of an acceptable employment  situat ion includes a person that  took 
several years off of work to raise children and then returned to the workforce.  
Situat ions not  meet ing the cr iter ia listed above may be considered as com pensat ing 
factors only. 
 
2 - 7  SALARI ES, W AGES, AND OTHER FORMS OF EFFECTI VE I NCOME.  
< TOP>    The incom e of each borrower to be obligated for the m ortgage debt  must  
be analyzed to determ ine whether it  can reasonably be expected to cont inue through 
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at  least  the first  three years of the m ortgage loan.  I f the borrower intends to ret ire 
during this period, the effect ive incom e m ust  be the am ount  of documented 
ret irem ent  benefits, social security paym ents, or other payments expected to be 
received in ret irem ent .  No inquiry may be made regarding possible future m aternity 
leave. 
 
I n m ost  cases, the borrower’s incom e will be lim ited to salar ies or wages.  I ncome 
from  other sources can be included as effect ive incom e with proper verificat ion by 
the lender.  Procedures for analyzing other acceptable income sources besides 
salar ies and wages are described below:  
 
A. Overt ime and Bonus I ncome.  Both overt im e and bonus incom e m ay be used 
to qualify if the borrower has received such income for the past  two years and it  is 
likely to cont inue.  The lender must  develop an average of bonus or overt ime income 
for the past  two years, and the employm ent  verificat ion must  not  state that  such 
income is unlikely to cont inue.  Periods of less than two years m ay be acceptable 
provided the lender just ifies and documents in writ ing the reason for using the 
income for qualify ing purposes. 
 
An earnings t rend also m ust  be established and documented for overt ime and bonus 
incom e.  I f either type shows a cont inual decline, the lender must  provide a sound 
rat ionalizat ion in writ ing for including the income for borrower qualify ing.  I f bonus 
income varies significant ly from  year to year, a period of more than two years must  
be used in calculat ing the average income. 
 
Part -Time I ncome.  Part - t ime/ second job income, including employment  in seasonal 
work, may be used in qualify ing if the lender docum ents that  the borrower has 
worked the part - t ime job uninterrupted for the past  two years and will cont inue to do 
so.  Seasonal em ploym ent  (e.g., umpir ing baseball games in sum m er, working at  a 
departm ent  store during the holiday shopping season)  is considered uninterrupted 
and may be used in qualify ing if the lender documents that  the borrower has worked 
the same type of job for the past  two years and expects to be rehired during the 
next  season.  I ncom e from  a part - t ime posit ion that  has been received for less than 
two years may be included as effect ive income, provided the lender just ifies and 
docum ents that  the incom e's cont inuance is likely.  I ncom e from part - t im e posit ions 
not  meet ing these requirements may be considered as a compensat ing factor only.  
 
For qualificat ion purposes, part - t ime income refers to jobs taken to supplement  the 
borrower's income from regular employment  ( i.e., a second job – not  m eaning 
primary jobs of less than 40 hours per week.)   I f a borrower's regular employment  
involves less than a typical 40-hour workweek, the stabilit y of that  income should be 
evaluated as any other regular, on-going primary employment .  For example, a 
registered nurse m ay have worked 24 hours per week for the last  year.  Although 
this job requires less than 40 hours of work per week, it  is the borrower's primary 
employment  and is to be considered effect ive income. 
 
We recognize that  many low-  and moderate- income fam ilies rely on part - t ime and 
seasonal incom e for day- to-day needs.  Lenders m ust  not  rest r ict  the considerat ion 
of such incom e sources in qualifying these borrowers. 
 
C. Military I ncom e.  I n addit ion to base pay, m ilitary personnel m ay be ent it led 
to addit ional form s of pay.  I ncom e from  variable housing allowances, clothing 
allowances, flight  or hazard pay, rat ions, and proficiency pay is acceptable, provided 



 

 

it s probabilit y of cont inuance is verified in writ ing.  An addit ional considerat ion may 
be the tax-exem pt  nature of som e of these payments (see paragraph Q for addit ional 
informat ion.)  
 
D. Commission I ncome.  Commission incom e m ust  be averaged over the 
previous two years.  The borrower must  provide copies of signed tax returns for the 
last  two years, along with the m ost  recent  pay stub.  (Unreim bursed business 
expenses must  be subt racted from  gross incom e.)  I ndividuals whose commission 
incom e shows a decrease from  one year to the next  require significant  com pensat ing 
factors to allow for loan approval.  Borrowers with com m ission income received for 
m ore than one but  less than two years m ay be considered favorably provided the 
underwriter is able to make a sound rat ionalizat ion for acceptance and can docum ent  
the likelihood of cont inuance. 
 
Commissions earned for less than one year are not  considered effect ive incom e.  
Except ions m ay be m ade for situat ions in which the borrower's com pensat ion was 
changed from a salary to commission within a sim ilar posit ion with the same 
employer.  A borrower also may qualify when the port ion of earnings not  at t r ibuted 
to com m issions would be sufficient  to qualify the borrower for the mortgage. 
 
E. Ret irem ent  and Social Security I ncom e.  Ret irem ent  and social security 
incom e require verificat ion from  the source ( former employer, Social Security 
Adm inist rat ion)  or federal tax returns.  I f any benefits expire within the first  full 
three years, the incom e source m ay be considered only as a com pensat ing factor. 
 
F. Alim ony, Child Support , or Maintenance I ncome.  I ncome in this category may 
be considered as effect ive if such payments are likely to be consistent ly received for 
the first  three years of the m ortgage.  The borrower must  provide a copy of the final 
divorce decree, legal separat ion agreement , or voluntary payment  agreement , as 
well as evidence that  payments have been received during the last  twelve m onths.  
Acceptable evidence of paym ent  regularity includes cancelled checks, deposit  slips, 
tax returns, and court  records.  Periods less than twelve m onths m ay be acceptable, 
provided the payer’s abilit y and willingness to make t imely payments is adequately 
docum ented by the lender. 
 
G. Notes Receivable.  A copy of the note must  be presented to establish the 
am ount  and length of paym ent .  The borrower also must  provide evidence that  these 
payments have been received consistent ly for the last  twelve months, which may 
include deposit  slips, cancelled checks, or tax returns.  I f the borrower is not  the 
original payee on the note, the lender must also establish that  the borrower is now a 
holder in due course and able to enforce the note. 
 
H. I nterest  and Dividends.  I nterest  and dividend income m ay be used, provided 
that  documentat ion ( tax returns or account  statem ents)  supports a two-year history 
of receipt .  This income must  be averaged over the two years.  Any funds derived 
from  these sources and required for the cash investment  must  be subt racted before 
the projected interest  or dividend income is calculated. 
 
I .  Mortgage Credit  Cert ificates.  I f a governm ent  ent ity subsidizes the m ortgage 
payments, either through direct  paym ents or through tax rebates, these paym ents 
can be considered as acceptable incom e if ver ified in writ ing.  Either type of subsidy 
m ay be added to gross incom e or m ay be used to direct ly offset  the m ortgage 
paym ent  before calculat ing the qualifying rat ios. 
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J. Em ployer Different ial Paym ents.  I f the employer subsidizes the mortgage 
payments through direct  payments, the amount  of the paym ents is considered gross 
incom e;  it  m ay not  be used to offset  the mortgage payment  direct ly, even if the 
employer pays the servicing lender direct ly. 
 
K. VA Benefits.  Direct  compensat ion, such as for a service- related disabilit y, is 
acceptable, subject  to docum entat ion from the VA.  Educat ion benefits, used to 
offset  educat ion expenses, are not  acceptable. 
 
L. Government  Assistance Program s.  I ncom e received from  governm ent  
assistance program s is acceptable, subject  to docum entat ion from  the paying 
agency, provided the income is expected to cont inue at  least  three years.  I f the 
incom e is not  expected to be received for at  least  three years, such income may be 
considered as a com pensat ing factor.  (Unemployment  income must  be documented 
for two years.  Reasonable assurance of it s cont inuance is also required.  This 
requirement  may apply to individuals employed on a seasonal basis, such as farm  
workers, resort  em ployees, etc.)  
 
M. Rental I ncom e.  Rent  received for propert ies owned by the borrower is 
acceptable if the lender can document  that  the rental income is stable.  Examples of 
stabilit y may include a current  lease, an agreement  to lease, or a rental history over 
the previous 24 m onths that  is free of unexplained gaps greater than three months.  
(Student , seasonal, or m ilitary renters, or property rehabilitat ion would provide such 
an explanat ion) .  A separate schedule of real estate is not  required for rental 
propert ies, provided all propert ies are shown on the URLA. 
 
I f the borrower resides in one or more units of a mult iple-unit  property and charges 
rent  to tenants of other units, that  rent  m ay be used for qualifying purposes.  
However, projected rent  of addit ional units only and not  the owner-occupied unit (s)  
m ay be considered gross incom e only after deduct ing the HOC’s vacancy and 
m aintenance factor.  They m ay not  be used as a direct  offset  to the m ortgage 
payments.   
 
I ncome from roommates in a single- fam ily property to be occupied as the borrower's 
primary residence is not  acceptable.  Rental income from boarders is acceptable if 
the boarders are related by blood, marr iage, or law.  The rental incom e m ay be 
considered effect ive income if shown on the borrower's tax returns.  Otherwise, the 
income only may be considered a compensat ing factor and m ust  be docum ented 
adequately by the lender. 
 
The following is required to verify all rental income:  
 
1. Schedule E of I RS Form 1040.  Depreciat ion m ay be added back to the net  
incom e or loss shown on Schedule E.  Posit ive rental income is considered gross 
incom e for qualifying purposes;  negat ive rental incom e m ust  be t reated as a 
recurr ing liabilit y.  The lender must  be certain that  the borrower st ill owns each 
property listed, by comparing the Schedule E with the real estate owned sect ion of 
the resident ial loan applicat ion.  ( I f the borrower in the same general area owns six 
or m ore units, a m ap disclosing the locat ions must  be subm it ted evidencing 
compliance with FHA's seven-unit  lim itat ion.  See paragraph 4-8 for addit ional 
informat ion.)  
 



 

 

2. Current  Leases.  I f a property was acquired since the last  income tax filing 
and is not  shown on Schedule E, a current  signed lease or other rental agreem ent  
m ust  be provided.  The gross rental amount  must  be reduced for vacancies and 
m aintenance by 25 percent  (or the percentage developed by the jur isdict ional HOC) , 
before subt ract ing PI TI  and any hom eowners' associat ion dues, etc., and applying 
the remainder to income (or recurr ing debts, if negat ive) . 
 
N. Eligible I nvestment  Propert ies.  I f the property to be insured is an eligible 
investm ent  property or sold through FHA's REO program, the following calculat ions 
of qualifying rat ios apply:  
 
Subt ract  the m onthly paym ent  (PITI )  from  the m onthly net  rental incom e of the 
subject  property (gross rents, m inus the 25 percent  reduct ion or HOC’s percentage 
reduct ion for vacancies and repairs) .  I f this calculat ion yields a posit ive number, add 
the number to the borrower's monthly gross incom e.  I f the calculat ion results in a 
negat ive num ber, consider it  a recurr ing m onthly obligat ion;  then 
Calculate the mortgage payment- to- income rat io ( top or front -end rat io)  by dividing 
the borrower's current  housing expense (pr incipal residence)  by the monthly gross 
income.  (The monthly gross income will include any posit ive cash flow from the 
subject  investment  property.) ;  and  
3. Calculate the total fixed paym ent- to- income rat io (bot tom  or back-end rat io)  
by dividing the borrower's total monthly obligat ions, including any net  loss from the 
subject  investm ent  property, by the borrower's total monthly gross incom e. 
 
O. Autom obile Allowances and Expense Account  Paym ents.  Only the amount  by 
which the borrower's autom obile allowance or expense account  payments exceed 
actual expenditures m ay be considered income.  The borrower must  provide I RS 
Form  2106, Employee Business Expenses, for the previous two years to establish the 
am ount  of incom e that  m ay be added to gross income.  The borrower also m ust  
provide verificat ion from  the employer that  these payments will cont inue.  ( I f these 
calculat ions show a loss, that  amount  must be t reated as a recurr ing debt .  I f the 
borrower uses the standard per-m ile rate in calculat ing automobile expenses, as 
opposed to the actual cost  m ethod, the port ion that  the I RS considers depreciat ion 
m ay be added back to incom e.)   Addit ionally, the borrower's m onthly car paym ent  
m ust  be t reated as a recurr ing debt ;  it  may not  be offset  by the car allowance. 
 
P. Trust  I ncome.  I ncome from  t rusts m ay be used if guaranteed, constant  
paym ents will cont inue for at  least  the first  three years of the m ortgage term .  
Documentat ion is required and includes a copy of the Trust  Agreement , or other 
t rustee's statem ent , confirm ing am ount , frequency of dist r ibut ion, and durat ion of 
paym ents.  Funds from  the t rust  account  also may be used for the required cash 
investm ent  with adequate docum entat ion. 
 
Q. Non-Taxable I ncom e.  I f a part icular source of regular incom e is not  subject  
to federal taxes (e.g., certain types of disabilit y and public assistance payments, 
m ilitary allowances) , the amount  of cont inuing tax savings at t r ibutable to the non-
taxable income source may be added to the borrower's gross incom e.  The 
percentage of income that  may be added may not  exceed the appropriate tax rate 
for that  incom e am ount , and no addit ional allowances for dependents are acceptable.  
The lender must  document  and support  the adjustments ( the am ount  the incom e is 
"grossed up")  m ade for any non- taxable income source.  Child support  incom e 
cannot  be grossed up.  The lender should use the tax rate used to calculate last  
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year's incom e tax for the borrower.  I f the borrower is not  required to file a federal 
incom e tax return, the tax rate to use is 25 percent .   
 
R. Projected I ncome.  Projected or hypothet ical income is not  acceptable for 
qualify ing purposes.  However, except ions are perm it ted to this rule for income from 
cost -of- liv ing adjustm ents, perform ance raises, bonuses, etc., which are both 
verified by the em ployer in writ ing and scheduled to begin within 60 days of loan 
closing. 
 
I f a borrower is about  to start  a new job and has a guaranteed, non- revocable 
cont ract  for employment  that  will begin within 60 days of loan closing, the income is 
acceptable for qualifying purposes.  The lender also m ust  verify that  the borrower 
will have sufficient  incom e or cash reserves to support  the m ortgage paym ents and 
any other obligat ions during the interim  between loan closing and the start  of 
em ploym ent .  (This condit ion may be appropriate for situat ions such as teachers 
whose cont racts will begin with the new school year, or physicians who will begin 
residency after the loan is scheduled to close.)   However, if the loan will close more 
than 60 days before the borrower’s employment  begins, the loan is not  eligible for 
endorsement  unt il the lender provides a pay stub or other acceptable evidence that  
the borrower has begun the new job. 
 
2 - 8  EMPLOYMENT BY FAMI LY- OW NED BUSI NESSES.  < TOP>   Borrowers 
em ployed at  businesses owned by their fam ily member(s)  are required to provide 
addit ional income docum entat ion.  These borrowers must  provide the normal 
verificat ion of employm ent , pay stubs, and evidence that  they are not  an owner of 
the business.  This evidence may include copies of the borrower's signed personal 
tax returns or a signed copy of the corporate tax return showing ownership 
percentages. 
 
2 - 9  SELF- EMPLOYED BORROW ERS.  < TOP>   A borrower with a 25 percent  or 
greater ownership interest  in a business is considered self-employed for FHA 
m ortgage loan underwrit ing purposes. 
 
The following condit ions apply to underwrit ing self-employed borrowers:  
 
A. Minim um  Length of Self-Em ploym ent .  I ncom e from  self-em ploym ent  is 
considered stable and effect ive if the borrower has been self-employed for two or 
m ore years.  The high probabilit y of failure during the first  few years of a business 
makes the following requirements necessary for individuals who have been self-
em ployed less than two years:  
 
1. Between One and Two Years.  An individual self-em ployed between one and 
two years m ust  have at  least  two years of docum ented previous successful 
employment  (or a combinat ion of one year of employment  and formal educat ion or 
t raining)  in the line of work in which the borrower is self-employed or in a related 
occupat ion to be eligible. 
 
2. Less than One Year.  The incom e from a borrower self-employed less than 
one year may not  be considered effect ive income. 
 
B. Docum entat ion Requirements.  The following documents are required from 
self-employed borrowers:  
 



 

 

1. Signed and dated individual tax returns, plus all applicable schedules, for the 
m ost  recent  two years. 
 
2. Signed copies of federal business income tax returns for the last  two years, 
with all applicable schedules, if the business is a corporat ion, an "S" corporat ion, or a 
partnership. 
 
3. A year- to-date profit -and- loss (P&L)  statem ent  and balance sheet . 
 
4. A business credit  report  on corporat ions and "S" corporat ions. 
 
C. Analyzing I ncome.  The lender must  establish the borrower's earnings t rend 
over the previous two years but  may average the income over three years, if all 
three years' tax returns are provided.  I f the borrower provides quarter ly tax returns, 
the analysis can include income through the period covered by the tax filings.  I f the 
borrower is not  subject  to quarterly tax filings or does not  file quarterly returns 
(Form  I RS 1040 ES) , the income shown on the P&L statement  m ay be included in the 
analysis, provided the income st ream based on the P&L statem ent  is consistent  with 
the previous years' earnings.  I f the P&L statements subm it ted for the current  year 
show an incom e st ream  considerably greater than what  is supported by the previous 
years' tax returns, the analysis of income must  be predicated solely on the income 
verified through the tax returns. 
 
To determ ine if the business can be expected to cont inue to generate sufficient  
income for the borrower's needs, lenders m ust  analyze carefully the business's 
financial st rength, the source of it s income, and the general econom ic out look for 
sim ilar businesses in the area.  Annual earnings that  are stable or increasing are 
acceptable.  Conversely, a borrower whose business shows a significant  decline in 
income over the period analyzed is not  acceptable, even if current  incom e and debt  
rat ios meet  our guidelines. 
 
There are four basic types of business st ructures:  sole proprietorships, corporat ions;  
lim ited liabilit y ( "S" corporat ions) ;  and partnerships.  Each type requires slight ly 
different  forms of analysis. 
 
The following provides addit ional informat ion on analyzing tax returns:  
 
1. I ndividual Tax Returns ( I RS Form  1040) .  The amount  shown on the I RS Form  
1040 as "adjusted gross incom e" either m ust  be increased or decreased, based on 
the lender's analysis of the individual tax returns and any related tax schedules.  
Part icular at tent ion must  be paid to the following:  
 
a. Wages, Salar ies, and Tips.  An amount  shown under this heading m ay 
indicate that  the individual is a salaried employee of a corporat ion or has other 
sources of income.  I t  also may indicate that  the spouse is employed, in which case 
the incom e m ust  be subt racted from the adjusted gross income in the analysis. 
 
b. Business I ncome or Loss ( from  Schedule C) .  The sole proprietorship income 
calculated on Schedule C is business income.  Depreciat ion or deplet ion may be 
added back to adjusted gross income. 
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c. Rents, Royalt ies, Partnerships, Etc. ( from  Schedule E) .  Any income received 
from  rental propert ies or royalt ies m ay be used as income after adding back any 
depreciat ion shown on Schedule E. 
 
d. Capital Gain or Loss ( from Schedule D) .  This t ransact ion generally occurs 
only one t ime, and it  should not  be considered in determ ining effect ive income.  
However, if the business has a constant  turnover of assets result ing in gains or 
losses, the capital gain or loss may be considered in determ ining the income, 
provided the borrower has at  least  three years' tax returns evidencing capital gains.  
An example includes an individual who purchases old houses, rem odels them, and 
sells them for a profit .  
 
e. I nterest  and Dividend I ncome ( from Schedule B) .  This income, which is 
taxable and tax-exempt , may be added back to the adjusted gross income only if it  
has been received for the past  two years and is expected to cont inue.  ( I f the 
interest -bearing asset  will be liquidated as a source of the cash investm ent , the 
lender m ust  adjust  accordingly.)  
 
f. Farm  I ncome or Loss ( from  Schedule F) .  Any depreciat ion shown on 
Schedule F m ay be added back to the adjusted gross incom e. 
 
g. I RA Dist r ibut ions, Pensions, Annuit ies, and Social Security Benefits.  The non-
taxable port ion of these items may be added back to the adjusted gross incom e, if 
the income is expected to cont inue for the first  three years of the m ortgage. 
 
h. Adjustm ents to I ncom e.  Certain adjustm ents to incom e shown on the I RS 
Form  1040 m ay be added back to the adjusted gross incom e.  Am ong these 
adjustm ents are I RA and Keogh ret irem ent  deduct ions, penalt ies on early withdrawal 
of savings, health insurance deduct ions, and alim ony paym ents. 
 
i.  Employee Business Expenses.  These expenses are actual cash expenses that  
m ust  be deducted from the borrower's adjusted gross incom e. 
 
2. Corporate Tax Returns ( I RS Form  1120) .  Corporat ions are state-chartered 
businesses owned by their stockholders.  Com pensat ion to its officers, generally in 
proport ion to the percentage of ownership, is shown on the corporate tax returns 
and will appear on individual tax returns.  I f the borrower's percentage of ownership 
is not  shown, it  must  be obtained separately from  the corporat ion's accountant , with 
evidence that  the borrower has the r ight  to those funds.  Once the adjusted business 
income is determ ined, it  should be mult iplied by the borrower's percentage of 
ownership in the business. 
 
I n analyzing the corporate tax returns, lenders m ust  adjust  for the following:  
 
a. Depreciat ion and Deplet ion.  The corporat ion's depreciat ion and deplet ion 
m ust  be added back to after- tax incom e. 
 
b. Taxable I ncome.  Taxable income is the corporat ion's net  incom e before 
federal taxes.  I t  m ust  be reduced by the tax liabilit y. 
 
c. Fiscal Year vs. Calendar Year.  I f the corporat ion operates on a fiscal year that  
is different  from  the calendar year, an adjustment  m ust  be m ade by the lender to 
relate corporate income to the individual tax return.  



 

 

 
d. Cash Withdrawals.  The borrower's withdrawal of cash from the corporat ion 
m ay have a severe negat ive impact  on the corporat ion's abilit y to cont inue 
operat ing. 
 
3. "S"  Corporat ion Tax Returns.  An "S" corporat ion is generally a small,  start -up 
business, with gains and losses passed on to stockholders in proport ion to each 
stockholder 's percentage of business ownership.  The incom e for the owners comes 
from  W-2 wages and is taxed at  the individual rate. 
 
The "compensat ion of officers"  line on the I RS Form  1120S is t ransferred to the 
borrower's I RS Form  1040.  Both depreciat ion and deplet ion may be added back to 
incom e in proport ion to the borrower's share of incom e.  However, incom e also m ust  
be deducted proport ionately by the total obligat ions payable by the corporat ion in 
less than one year.  The borrower's withdrawal of cash from the corporat ion m ay 
have a severe negat ive impact  on the corporat ion's abilit y to cont inue operat ing and 
m ust  be considered in the analysis. 
 
4. Partnership Tax Returns.  A partnership is form ed when two or m ore 
individuals form  a business and share in profits, losses, and responsibilit y for running 
the com pany.  Each partner pays taxes on his or her proport ionate share of the 
partnership’s net  incom e. 
 
Both general and lim ited partnerships report  income on the I RS Form  1065;  this 
form  m ust  be reviewed by the lender to assess the viabilit y of the business.  The 
partner 's share of income is carr ied over to Schedule E of I RS Form  1040.  Both 
depreciat ion and deplet ion m ay be added back to incom e in proport ion to the 
borrower's share of incom e.  However, incom e also m ust  be deducted 
proport ionately by the total obligat ions payable by the partnership in less than one 
year.  The borrower's withdrawal of cash from  the partnership m ay have a severe 
negat ive impact  on the partnership's abilit y to cont inue operat ing and m ust  be 
considered in the analysis. 
 

SECTI ON 3 : BORROW ER'S CASH I NVESTMENT I N THE 

PROPERTY 
 
2 - 1 0  FUNDS TO CLOSE.   < TOP>   The cash investment  in the property must  equal 
the difference between the amount  of the insured m ortgage, excluding any upfront  
MI P, and the total cost  to acquire the property including prepaid expenses and 
closing costs as described in paragraph 1-9. 
 
All funds for the borrower's investm ent  in the property must  be verified and 
docum ented.  Acceptable sources of these funds include the following:  
 
A. Earnest  Money Deposit .  I f the amount  of the earnest  money deposit  exceeds 
2 percent  of the sales price or appears excessive based on the borrower's history of 
accumulat ing savings, the lender must  verify with docum entat ion the deposit  am ount  
and the source of funds.  Sat isfactory documentat ion includes a copy of the 
borrower's cancelled check.  A cert if icat ion from  the deposit -holder acknowledging 
receipt  of funds and separate evidence of the source of funds is also acceptable.  
Evidence of source of funds includes a verificat ion of deposit  or bank statem ent  



4155.1 REV-5 
 

October 2003 II-47 

showing that  at  the t im e the deposit  was m ade the average balance was sufficient  to 
cover the amount  of the earnest  money deposit . 
 
Savings and Checking Accounts.  A verificat ion of deposit  (VOD) , along with the m ost  
recent  bank statement , may be used to verify savings and checking accounts.  I f 
there is a large increase in an account , or the account  was opened recent ly, the 
lender must  obtain a credible explanat ion of the source of those funds.  
 
C. Gift  Funds.  An out r ight  gift  of the cash investm ent  is acceptable if the donor 
is the borrower’s relat ive, the borrower's employer or labor union, a charitable 
organizat ion, a governm ental agency or public ent ity that  has a program  to provide 
hom eownership assistance to low-  and m oderate- incom e fam ilies or first - t im e 
homebuyers, or a close fr iend with a clearly defined and docum ented interest  in the 
borrower.  The gift  donor may not  be a person or ent ity with an interest  in the sale 
of the property, such as the seller,  real estate agent  or broker, builder, or any ent ity 
associated with them .  Gifts from  these sources are considered inducem ents to 
purchase and m ust  be subt racted from  the sales price.  No repaym ent  of the gift  
m ay be expected or im plied.  (As a rule, we are not  concerned with how the donor 
obtains the gift  funds provided they are not  derived in any manner from a party to 
the sales t ransact ion.  Donors may borrow gift  funds from any other acceptable 
source provided the mortgage borrowers are not  obligors to any note to secure 
money borrowed to give the gift .)   This rule also applies to propert ies of which the 
seller is a government  agency selling foreclosed propert ies, such as the Veterans 
Adm inist rat ion or Rural Housing Services.  Only fam ily members may provide equity 
credit  as a gift  on a property being sold to other fam ily m em bers.  These rest r ict ions 
on gifts and equity credit  m ay be waived by the jur isdict ional HOC provided that  the 
seller is cont r ibut ing to or operat ing an acceptable affordable housing program . 
  
 FHA deem s the paym ent  of consumer debt  by third part ies to be an 
inducement  to purchase.  While FHA perm its sellers and other part ies to m ake 
cont r ibut ions of up to six percent  of the sales price of a property toward a buyer's 
actual closing costs and financing concessions, this policy applies exclusively to the 
provision of m ortgage financing.  Other expenses paid on behalf of the borrower 
must  result  in a dollar- for-dollar reduct ion to the sales price.  The dollar- for-dollar 
reduct ion to the sales price also applies to gift  funds not  meet ing the requirem ent  
that  the gift  be for downpayment  assistance and is provided by an acceptable 
source.  When someone other than a fam ily m em ber has paid off debts, the funds 
used to pay off the debt  m ust  be t reated as an inducem ent  to purchase and the sales 
price must  be reduced by a dollar- for-dollar amount  in calculat ing the maximum 
insurable mortgage.   
 
Docum entat ion Requirem ents.  The lender m ust  docum ent  the gift  funds by 
obtaining a gift  let ter, signed by the donor and borrower, that  specifies the dollar 
am ount  of the gift , states that  no repaym ent  is required, shows the donor’s name, 
address, telephone num ber and states the nature of the donor’s relat ionship to the 
borrower.  I n addit ion, the lender m ust  docum ent  the t ransfer of funds from  the 
donor to the borrower, as follows:  
 
1. I f the gift  funds are in the homebuyer's bank account , the lender must  
document  the t ransfer of the funds from  the donor to the homebuyer by obtaining a 
copy of the canceled check or other withdrawal docum ent  showing that  the 
withdrawal is from  the donor's account .  The homebuyer's deposit  slip and bank 
statem ent  that  shows the deposit  is also required. 



 

 

 
2. I f the gift  funds are to be provided at  closing:  
 
a. I f the t ransfer of the gift  funds is by cert ified check m ade on the donor's 
account , the lender m ust  obtain a bank statement  showing the withdrawal from  the 
donor's account , as well as a copy of the cert if ied check. 
 
b. I f the donor purchased a cashier 's check, m oney order, official check, or any 
other type of bank check as a m eans of t ransferr ing the gift  funds, the donor m ust  
provide a withdrawal document  or canceled check for the amount  of the gift ,  showing 
that  the funds cam e from the donor's personal account .  I f the donor borrowed the 
gift  funds and cannot  provide docum entat ion from  the bank or other savings 
account , the donor m ust  provide writ ten evidence that  those funds were borrowed 
from  an acceptable source, i.e., not  from a party to the t ransact ion, including the 
lender.  "Cash on hand" is not  an acceptable source of the donor's gift  funds. 
 
Regardless of when the gift  funds are made available to the homebuyer, the lender 
m ust  be able to determ ine that  the gift  funds ult im ately were not  provided from  an 
unacceptable source and were indeed the donor's own funds.  When the t ransfer 
occurs at  closing, the lender remains responsible for obtaining verificat ion that  the 
closing agent  received funds from  the donor for the am ount  of the purported gift  and 
that  those funds came from  an acceptable source. 
 
NOTE:   FHA does not  “approve”  down paym ent  assistance program s in the form  of 
gifts adm inistered by charitable organizat ions ( i.e., nonprofits) .  Mortgage lenders 
are responsible for assuring that  the gift  to the hom ebuyer from  the charitable 
organizat ion m eets the appropriate FHA requirements and the t ransfer of funds is 
properly documented.  I n addit ion, FHA does not  allow nonprofit  ent it ies to provide 
gifts to homebuyers for the purpose of paying off installment  loans, credit  cards, 
collect ions, judgm ents, and sim ilar debts.   
 
D. Collateralized Loans.  Funds can be borrowed for the total required 
investment  as long as sat isfactory evidence is provided that  the funds are fully 
secured by investm ent  accounts or real property.  Such assets may include stocks, 
bonds, real estate (other than the property being purchased) , etc. 
 
I n addit ion, certain types of loans secured against  deposited funds, such as signature 
loans, the cash value of life insurance policies, loans secured by 401(k)s, etc., in 
which repayment  m ay be obtained through ext inguishing the asset ;  do not  require 
considerat ion of a repayment  for qualify ing purposes.  However, in such 
circum stances, the asset  securing the loan m ay not  be included as assets to close or 
otherwise considered as available to the borrower. 
 
An independent  third party m ust  provide the borrowed funds.  The seller, real estate 
agent  or broker, lender, or other interested third party may not  provide such funds.  
Unacceptable borrowed funds include signature loans, cash advances on credit  cards, 
borrowing against  household goods and furniture and other sim ilar unsecured 
financing. 
 
E. Sales Proceeds.  The net  proceeds from an arm s- length sale of a current ly 
owned property m ay be used for the cash investm ent  on a new house.  A fully 
executed HUD-1 Set t lem ent  Statement  must  be provided as sat isfactory evidence of 
the cash sales proceeds accruing to the borrower.  I f the property has not  sold by 
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the t ime of underwrit ing, loan approval must  be condit ioned upon verifying the 
actual proceeds received by the borrower.  The lender m ust  docum ent  both the 
actual sale and the sufficiency of the net  proceeds required for set t lem ent . 
 
F. Trade Equity.  The borrower m ay agree to t rade his or her real property to the 
seller as part  of the cash investm ent .  The amount  of the borrower's equity 
cont r ibut ion is determ ined by subt ract ing all liens against  the property being t raded 
(along with any real estate com m ission)  from the lesser of that  property's appraised 
value or sales/ t rade price. 
 
Value must  be determ ined by a resident ial appraisal no m ore than six m onths old.  
Evidence of ownership also is required.  Addit ionally, if the property being t raded has 
an FHA- insured m ortgage, assumpt ion processing requirements and rest r ict ions 
apply (see Chapter 4 for addit ional informat ion) . 
 
G. Sale of Personal Property.  I f the borrower intends to sell personal property 
items (cars, recreat ional vehicles, stam ps, coins, baseball card collect ions, etc.)  to 
obtain funds required for closing, the borrower m ust  provide a sat isfactory est im ate 
of their worth, in addit ion to conclusive evidence the items have been sold.  The 
est imated worth of the items being sold may be in the form  of published value 
est im ates, such as those issued by automobile dealers, philatelic or num ismat ic 
associat ions, or a separate writ ten appraisal by a qualified appraiser with no financial 
interest  in the loan t ransact ion.  Only the lesser of this est imate of value or the 
actual sales price is considered as assets to close. 
 
H. Employer 's Guarantee Plans.  I f the borrower’s employer guarantees to 
purchase the borrower's previous residence as the result  of relocat ion, the borrower 
m ust  subm it  evidence of the agreement  and the net  proceeds must  be guaranteed. 
 
I .  Em ployer Assistance Plans.  I f the em ployer, to at t ract  or retain valuable 
employees, pays the employee's closing costs, m ortgage insurance prem ium , or any 
port ion of the cash investment , this payment  is considered employee compensat ion 
and no adjustment  to the maximum mortgage amount  is required.  I f the employer 
provides this benefit  after loan set t lem ent , the borrower m ust  provide evidence of 
sufficient  cash for closing.  A salary advance, however, cannot  be considered as 
assets to close since it  represents an unsecured loan. 
 
J. Savings Bonds, Etc.  Governm ent  issued bonds are counted at  or iginal 
purchase price, unless eligibilit y for redempt ion and redempt ion value are confirmed.  
Actual receipt  of funds at  redem pt ion m ust  be verified. 
 
K. I RAs, Thrift  Savings Plans, 401(k)s & Keogh Accounts.  Assets such as I RAs, 
thr ift  savings plans, and 401(k)s, etc., may be included in the underwrit ing analysis 
up to only 60 percent  of value unless the borrower provides conclusive evidence that  
a higher percentage m ay be withdrawn after subt ract ing any federal income tax and 
any withdrawal penalt ies.  Evidence of redempt ion is required.   
 
L. Stocks and Bonds.  The m onthly or quarter ly statement  provided by the 
stockbroker or financial inst itut ion managing the port folio may be used to verify the 
value of these securit ies.  Actual receipt  of funds m ust  be verified and docum ented. 
 
M. Cash Saved At  Home.  Borrowers who have saved cash at  home and are able 
to dem onst rate adequately the abilit y to do so are perm it ted to have this m oney 



 

 

included as an acceptable source of funds to close the mortgage.  To include such 
funds in assessing the hom ebuyer's cash assets for closing, the m oney m ust  be 
verified–whether deposited in a financial inst itut ion or held by the escrow/ t it le 
company–and the borrower must  provide sat isfactory evidence of the abilit y to 
accum ulate such savings. 
 
The asset  verificat ion process requires the borrower to explain in writ ing how such 
funds were accum ulated and the am ount  of t im e taken to do so.  The lender m ust  
determ ine the reasonableness of the accumulat ion of the funds based on the 
borrower's incom e st ream , the t im e period during which the funds were saved, the 
borrower’s spending habits, documented expenses and the borrower’s history of 
using financial inst itut ions.  (All other factors being equal, individuals with checking 
and/ or savings accounts are less likely to save m oney at  hom e than an individual 
with no history of such accounts.)  
 
N. Rent  Credit .  The cumulat ive am ount  of the rental payments that  exceed the 
appraiser 's est im ate of fair  m arket  rent m ay be considered accum ulat ion of the 
borrower's cash investm ent .  Both the rent -with-opt ion- to-purchase agreem ent  and 
the appraiser 's est im ate of m arket  rent  must  be included in the endorsement  
package. 
 
Conversely, if the sales agreement  reveals that  the renter has been liv ing in the 
property (or one owned by the seller)  rent - free, or that  an agreement  was made 
allowing the renter to occupy at  a rental am ount  considerably below fair  m arket  
value in ant icipat ion of eventual purchase of the property, this situat ion m ust  be 
t reated as an inducem ent  to purchase with an appropriate reduct ion to the 
m ortgage.  Except ions m ay be granted in situat ions, such as when a builder fails to 
deliver a property at  an agreed- to t ime and then perm its the borrower to occupy that  
or another unit  for less- than-m arket  rent  tem porarily unt il const ruct ion is com plete. 
 
O. Sweat  Equity.  Labor perform ed or m aterials furnished by the borrower before 
closing, on the property being purchased, m ay be considered as the equivalent  of a 
cash investment , to the extent  of the est imated cost  of the work or materials.  
(Sweat  equity m ay be "gifted" subject  to the gift  requirem ents and addit ional 
requirements shown below.)   Addit ionally, the following apply to sweat  equity:  
 
1. On exist ing const ruct ion, only the repairs or im provem ents listed on the 
appraisal are eligible for sweat  equity.  Any work completed or materials provided 
before the appraisal is made are not  eligible.  On proposed const ruct ion, the sales 
cont ract  must  indicate the tasks to be performed by the homebuyer during 
const ruct ion. 
 
2. The borrower's labor may be considered as the equivalent  of cash, if the 
borrower can demonst rate his or her ability to com plete the work in a sat isfactory 
m anner.  The lender m ust  docum ent  the cont ributory value of the labor through 
either the appraiser 's est im ate or a cost  est im at ing service. 
 
3. Delayed work (on-site escrow) , clean up, debris removal, and other general 
m aintenance cannot  be included as sweat  equity. 
 
4. There can be no cash back to the borrower in these t ransact ions. 
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5. Sweat  equity on a property other than the property being purchased is not  
acceptable.  Compensat ion for work performed on other propert ies m ust  be in cash 
and be properly docum ented. 
 
6. Evidence of the source of funds used to purchase and the m arket  value of the 
materials must  be provided if the borrower furnishes these. 
 
P. Com m ission from  Sale.  I f the borrower is a licensed real estate agent  ent it led 
to a real estate com m ission from  the sale of the property being purchased, that  
am ount  m ay be used for the cash investm ent  with no adjustment  to the m aximum  
m ortgage required.  A fam ily m em ber ent it led to the com m ission also m ay provide 
gift  funds to the hom ebuyer. 
 
Q. Disaster Relief Grants and Loans.  Grants or loans from  state and federal 
agencies [ e.g., Federal Em ergency Management  Agency (FEMA) ]  that  provide 
im m ediate housing assistance to individuals displaced due to natural disaster may be 
used for the borrower's cash investm ent .  Secured or unsecured disaster relief loans 
adm inistered by the Small Business Adm inist rat ion (SBA)  also m ay be used.  
However, if the SBA loan will be secured against  the property being purchased, it  
must  be clearly subordinate to the FHA- insured mortgage.  Any monthly payment  
arising from such a loan must  be included in the qualify ing rat ios. 
 
R. Cash Accum ulated with Private Savings Clubs.  Some borrowers m ay choose 
to use non- t radit ional m ethods of saving m oney by m aking deposits into pr ivate 
savings club.  Often, these private savings clubs pool resources for use among the 
m em bership. 
 
I f a hom ebuyer claim s that  the cash to close an FHA- insured m ortgage is from  
savings held with a pr ivate savings club, the borrower m ust  be able to adequately 
document  the accumulat ion of those assets with the club.  While such clubs are not  
supervised banking inst itut ions, the clubs m ust  –at  a m inim um – have account  
ledgers, receipts from  the club, verificat ion from the club t reasurer, and ident ificat ion 
of the club so that  the lender can reverify the informat ion provided.  The underwriter 
m ust  be able to determ ine that  it  was reasonable for the borrower to have saved the 
money claimed and that  there is no evidence these funds were borrowed with an 
expectat ion of repaym ent . 
 

SECTI ON 4 : LI ABI LI TI ES 
 
2 - 1 1  TYPES OF LI ABI LI TI ES.  < TOP>   The following are types of liabilit ies that  
must  be considered in qualify ing borrowers:  
 
A. Recurr ing Obligat ions.  The borrower's liabilit ies include all installment  loans, 
revolving charge accounts, real estate loans, alimony, child support , and all other 
cont inuing obligat ions.  I n comput ing the debt - to- income rat ios, the lender must  
include the m onthly housing expense and all other addit ional recurr ing charges 
extending ten months or more, including payments on installment  accounts, child 
support  or separate m aintenance paym ents, revolving accounts and alim ony, etc.  
Debts last ing less than ten m onths m ust  be counted if the am ount  of the debt  affects 
the borrower's abilit y to make the mortgage payment  during the months 
im m ediately after loan closing;  this is especially t rue if the borrower will have lim ited 
or no cash assets after loan closing.  
 



 

 

The following addit ional informat ion deals with revolving accounts and alimony 
paym ents:  
 
1. Revolving Accounts.  I f the account  shown on the credit  report  has an 
outstanding balance, monthly payments for qualifying purposes m ust  be calculated 
at  the greater of 5 percent  of the balance or $10 (unless the account  shows a 
specific m inimum monthly payment ) . 
 
2. Alim ony.  Because of the tax consequences of alimony payments, the lender 
m ay choose to t reat  the m onthly alim ony obligat ion as a reduct ion from the 
borrower's gross income in calculat ing qualify ing rat ios, rather than as a monthly 
obligat ion.  
 
B. Cont ingent  Liabilit ies.  A cont ingent  liabilit y exists when an individual will be 
held responsible for paym ent  of a debt , should another party, joint ly or severally 
obligated, default  on that  payment .  Unless the borrower can provide conclusive 
evidence from the debt  holder that  there is no possibilit y the debt  holder will pursue 
debt  collect ion against  him  or her should the other party default ,  the following rules 
apply to cont ingent  liabilit ies:  
 
1. Mortgage Assum pt ions.  When a borrower rem ains obligated on an 
outstanding FHA- insured, VA-guaranteed, or convent ional mortgage secured by a 
property that  has been sold or t raded within the last  twelve months without  a release 
of liabilit y, or is to be sold on assumpt ion without  a release of liabilit y being 
obtained, cont ingent  liabilit y must  be considered unless:  
 
The originat ing lender of the mortgage being underwrit ten obtains from the servicer 
of the assumed loan a payment  history showing that  m ortgage has been current  
during the previous 12 m onths;  or 
 
b. An appraisal or closing statement  from  the sale of the property supports a 
value that  results in a 75 percent  LTV rat io [ i.e., the outstanding balance on the 
mortgage loan (m inus any UFMI P, if applicable)  cannot  exceed 75 percent  of the 
appraised value or sales price] . 
 
2. Co-Signed Obligat ions.  I f the individual applying for an FHA- insured 
mortgage is a co-signer–or is otherwise co-obligated on a car loan, student  loan, 
mortgage, or any other obligat ion – cont ingent  liabilit y applies unless the lender 
obtains docum ented proof that  the primary obligor has been m aking paym ents 
during the previous 12 m onths on a regular basis and does not  have a history of 
delinquent  paym ents on the loan. 
 
C. Projected Obligat ions.  I f a debt  payment , such as a student  loan, is 
scheduled to begin within twelve m onths of the mortgage loan closing, the lender 
must  include the ant icipated monthly obligat ion in the underwrit ing analysis, unless 
the borrower provides writ ten  evidence that  the debt  will be deferred to a period 
outside this t im efram e.  Sim ilar ly, balloon notes that  come due within one year of 
loan closing must  be considered in the underwrit ing analysis. 
 
D. Obligat ions Not  Considered Debt .  Obligat ions not  to be considered debt  (or 
subt racted from  gross income)  include federal, state, and local taxes;  FI CA or other 
ret irement  cont r ibut ions such as 401(k)  accounts ( including repaym ent  of debt  
secured by these funds) ;  commut ing costs;  union dues;  open accounts with zero 
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balances;  autom at ic deduct ions to savings accounts;  child care;  and voluntary 
deduct ions. 
 

SECTI ON 5 : BORROW ER QUALI FYI NG 
 
The paragraphs below discuss debt - to- incom e rat ios and the com pensat ing factors 
that  m ay be used to exceed the qualify ing rat ios.  As evidenced by the descript ion of 
compensat ing factors, rat ios can be exceeded when significant  com pensat ing factors 
exist .  We also do not  set  an arbit rary percentage that  rat ios may never exceed;  
however, the underwriter should judge the overall merits of the loan applicat ion and 
determ ine what  compensat ing factors apply and the extent  to which rat ios m ay be 
exceeded. 
 
Underwrit ing requires careful analysis of the many aspects of the mortgage.  Each 
loan is a separate and unique t ransact ion, and there may be other factors that  
demonst rate the borrowers' abilit y and willingness to make t imely mortgage 
payments.  There is a danger of " layering flexibilit ies"  in assessing m ortgage 
insurance r isk, and simply establishing that  a loan t ransact ion meets m inimal 
standards does not  necessarily const itute prudent  underwrit ing.  The lender is 
responsible for adequately analyzing the probabilit y that  the borrower will be able to 
repay the mortgage obligat ion in accordance with the term s of the loan. 
 
2 - 1 2  DEBT- TO- I NCOME RATI OS.   < TOP>    Rat ios are used to determ ine whether 
the borrower can reasonably be expected to meet  the expenses involved in 
hom eownership, and otherwise provide for the fam ily.  The lender must  compute two 
rat ios:  
 
A. Mortgage Paym ent  Expense to Effect ive I ncome.  I f the total m ortgage 
paym ent  (pr incipal and interest ;  escrow deposits for real estate taxes, hazard 
insurance, the mortgage insurance prem ium , hom eowners' associat ion dues, ground 
rent , special assessm ents, and paym ents for any acceptable secondary financing)  
does not  exceed 29 percent  of the gross effect ive incom e, the relat ionship of the 
m ortgage paym ent  to incom e is considered acceptable.  A rat io exceeding 29 percent  
may be acceptable only if significant  compensat ing factors as discussed in paragraph 
2-13 are documented and are recorded on the m ortgage credit  analysis worksheet .  
Typically, for borrowers with lim ited recurr ing expense, greater lat itude is 
perm issible on this rat io than on the total fixed payment  rat io described below. 
 
B. Total Fixed Payment  to Effect ive I ncom e.  I f the total of the m ortgage 
paym ent  and all recurr ing charges does not  exceed 41 percent  of the gross effect ive 
income, the relat ionship of total obligat ions to income is considered acceptable.  A 
rat io exceeding 41 percent  may be acceptable only if significant  compensat ing 
factors as discussed in paragraph 2-13 are documented and are recorded on the 
m ortgage credit  analysis worksheet .  
 
2 - 1 3  COMPENSATI NG FACTORS.   < TOP>    Com pensat ing factors that  m ay be 
used to just ify approval of m ortgage loans with rat ios exceeding our benchm ark 
guidelines are those listed below.  Underwriters m ust  record on the "rem arks" 
sect ion of the HUD 92900-WS/ HUD 92900-PUR the compensat ing factor(s)  used to 
support  loan approval.  Any com pensat ing factor used to just ify mortgage approval 
must  be supported by documentat ion. 
 



 

 

A. The borrower has successfully demonst rated the abilit y to pay housing 
expenses equal to or greater than the proposed m onthly housing expense for the 
new m ortgage over the past  12-24 m onths. 
 
B. The borrower makes a large downpayment  ( ten percent  or m ore)  toward the 
purchase of the property. 
 
C. The borrower has demonst rated an abilit y to accumulate savings and a 
conservat ive at t itude toward the use of credit .  
 
D. Previous credit  history shows that  the borrower has the abilit y to devote a 
greater port ion of incom e to housing expenses. 
 
E. The borrower receives documented compensat ion or incom e not  reflected in 
effect ive income, but  direct ly affect ing the abilit y to pay the mortgage, including food 
stamps and sim ilar public benefits. 
 
F. There is only a m inimal increase in the borrower's housing expense. 
 
The borrower has substant ial documented cash reserves (at  least  three m onths’ 
worth)  after closing.  I n determ ining if an asset  can be included as cash reserves or 
cash to close, the lender m ust  judge whether or not  the asset  is liquid or readily 
convert ible to cash and can be done so absent  ret irem ent  or job term inat ion.  Also 
see paragraph 2-10K. 
 
 Funds borrowed against  these accounts m ay be used for loan closing, but  are 
not  to be considered as cash reserves.  “Assets”  such as equity in other propert ies 
and the proceeds from  a cash-out  refinance are not  to be considered as cash 
reserves.  Sim ilar ly, funds from  gifts from  any source are not  to be included as cash 
reserves.   
 
H. The borrower has substant ial non- taxable income ( if no adjustment  was made 
previously in the rat io computat ions) . 
 
I .  The borrower has a potent ial for increased earnings, as indicated by job 
t raining or educat ion in the borrower's profession. 
 
J. The home is being purchased as a result  of relocat ion of the primary wage-
earner, and the secondary wage-earner has an established history of employment , is 
expected to return to work, and reasonable prospects exist  for securing employment  
in a sim ilar occupat ion in the new area.  The underwriter must  document  the 
availabilit y of such possible employment . 
 
MORTGAGE CREDI T ANALYSI S 
 

SECTI ON 6 : SPECI AL UNDERW RI TI NG I NSTRUCTI ONS 
 
2 - 1 4   Tem porary I nterest  Rate Buydow ns.   < TOP>    I nterest  rate buydowns are 
designed to reduce the borrower’s m onthly paym ent  during the early years of the 
m ortgage and are perm it ted only on purchase t ransact ions.  Buydowns m ay only be 
used on fixed- rate m ortgages. 
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Buydown funds m ay com e from  the seller, lender, borrower or other party.  Funds 
from the seller or any other interested third party are considered seller cont r ibut ions 
and must  be included in the six percent  lim it  on seller cont r ibut ions (see paragraph 
1-7A) .  Lenders must  ensure that  the funds described in the escrow agreement  have 
been placed in escrow before or at  closing and that  the agreem ent  m eets the 
requirements described below. 
 
Buydowns on eligible loans not  meet ing all the criter ia described in paragraph A, 
below, may be considered only as compensat ing factors.  However, all buydowns 
m ust  com ply with the escrow agreem ent  requirements in paragraph B, below. 
 
Underwrit ing Requirem ents for Qualifying Borrowers at  the Buydown I nterest  Rate. 
 
The mortgage must  be a fixed rate loan on an owner occupied principal residence.   
 
The buydown m ust  not  result  in a reduct ion of more than two percentage points 
below the interest  rate on the note. 
 
The buydown m ust  not  result  in m ore than a one-percentage point  annual decrease 
in the interest  rate.  The borrower’s paym ent  m ay change only once a year. 
 
B. Addit ional I nterest  Rate Buydown I nst ruct ions. 
 
1. Lender- funded buydowns on fixed- rate purchase m oney mortgages through 
prem ium pricing are acceptable provided that  the funds generated do not  result  in a 
reduct ion of m ore than 2 percentage points below the note rate. 
 
2. The lender must  establish that  the eventual increase in m ortgage paym ents 
will not  affect  the borrower adversely and likely lead to default .  The underwriter 
must  document  that  the borrower meets one of the following cr iter ia:  
 
a. The borrower has a potent ial for increased income that  would offset  the 
scheduled paym ent  increases, as indicated by job t raining or educat ion in the 
borrower's profession or by a history of advancement  in the borrower's career with 
at tendant  increases in earnings. 
 
b. The borrower has a demonst rated abilit y to manage financial obligat ions in 
such a way that  a greater port ion of incom e may be devoted to housing expenses.  
This cr iter ion also may include borrowers whose long- term  debt , if any, will not  
extend beyond the term  of the buydown agreement . 
 
c. The borrower has substant ial assets available to cushion the effect  of the 
increased paym ents. 
 
d. The cash investment  made by the borrower substant ially exceeds the 
m inimum required. 
 
3. Escrow Agreement  Requirements.  A copy of the escrow agreement , signed 
by the borrower and the provider of funds, must  accompany the loan applicat ion.  
(The underwriter m ay condit ion the loan approval for an executed buydown 
agreement  at  closing.)  
 
The following are requirements for the escrow agreement :  



 

 

 
a. The agreement  must  provide that  any escrow funds not  dist r ibuted at  the 
t im e the mortgage loan is prepaid be applied to the outstanding balance due on the 
m ortgage.  However, in the event  of foreclosure, the claim  for m ortgage insurance 
benefits m ust  be reduced by the amount  remaining in the buydown escrow account . 
 
b. The agreement  must  not  perm it  reversion of undist r ibuted escrow funds to 
the provider if the property is sold or the mortgage is prepaid in full.   The agreement  
m ay provide that  assistance paym ents cont inue to buyers who assum e the 
mortgage.  Unless the borrower establishes the escrow account , unexpended escrow 
funds may not  be provided to the borrower in cash.  
 
c. The escrow funds must  be held in an escrow account  by a financial inst itut ion 
supervised by a federal or state agency.  Payments m ust  be m ade by the escrow 
agent  to the lender or its servicing agent .  However, if the escrow payments are not  
received for any reason, it  is the borrower's responsibilit y to m ake the total paym ent  
set  forth in the m ortgage note.  FHA has no object ion to the lender holding and 
adm inister ing the escrow funds for up to 60 days when there is an outstanding 
forward com m itm ent  to sell the m ortgage. 
 
2 - 1 5  ADJUSTABLE RATE MORTGAGES ( ARMs) .   < TOP>    Borrowers must  
qualify for one-year ARMs using the m ortgage paym ents based upon the cont ract  or 
init ial interest  rate plus 1 percentage point  ( i.e., the ant icipated maximum second-
year interest  rate)  if the loan- to-value rat io is 95 percent  or greater.   
 
2 - 1 6  CONDOMI NI UM UNI TS– UTI LI TY EXPENSES.  < TOP>   With proper 
docum entat ion, such as that  which is available from  the ut ilit y com pany, the port ion 
of a condom inium fee that  is clear ly at t r ibutable to ut ilit ies may be subt racted from 
the Hom eowners Associat ion (HOA)  dues before com put ing rat ios.  
 
2 - 1 7  CONSTRUCTI ON– PERMANENT MORTGAGE PROGRAM .  < TOP>   A 
const ruct ion-perm anent  m ortgage com bines the features of a const ruct ion loan, a 
short - term  inter im  loan for financing the cost  of const ruct ion, and the t radit ional 
long- term  permanent  resident ial mortgage.  For m ortgage insurance and LTV 
purposes, we consider it  to be a purchase t ransact ion.  The mortgage lender makes 
the loan direct ly to an approved borrower/ homebuyer.  There is one closing that  
occurs pr ior to the start  of const ruct ion.  At  closing, funds are disbursed to cover 
purchase of the land, with the balance of the m ortgage proceeds placed in an escrow 
account  to be disbursed as const ruct ion progresses.  The loan is insured after 
const ruct ion is com plete. 
 
Program I nformat ion. 
 
Disbursem ent  of Funds.  I t  is the lender 's responsibilit y to obtain writ ten approval 
from  the borrower before each draw payment  is provided to the builder. 
 
Const ruct ion Period Fees.  Unless a separate agreement  has been made specifying 
responsibilit y, const ruct ion loan interest , commitment  fees, inspect ion fees, t it le 
update charges, real estate taxes, hazard insurance, and other financing charges 
incurred during the const ruct ion period are to be paid by the builder. 
 
I nterest  Rate.  The permanent  mortgage loan interest  is established at  closing.  
However, a lender m ay offer a "ceiling/ floor,"  whereby the borrower may " float "  the 
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interest  rate during const ruct ion.  The agreement  must  provide that , at  the point  of 
interest  rate lock- in, the permanent  mortgage will not  exceed a specific maximum 
interest  rate based on market  fluctuat ions, as well as perm it  the borrower to lock- in 
at  a lower rate depending on the market .  The borrower must  qualify for the 
mortgage at  the maximum rate at  which the perm anent  m ortgage m ay be set . 
 
Disclosure. The lender must  provide a disclosure to the borrower explaining that  the 
loan is not  eligible for FHA mortgage insurance unt il after either a final inspect ion or 
issuance of a cert ificate of occupancy by the local governmental jur isdict ion 
(whichever is later) , and that  FHA has no obligat ion unt il the mortgage is endorsed 
for insurance. 
 
Am ort izat ion.  Am ort izat ion m ust  begin no later than the first  of the month following 
60 days from the date of either the final inspect ion or issuance of cert if icate of 
occupancy, whichever is later. 
 
Endorsement .  The lender must  subm it  a request  for endorsement  after final 
inspect ion or issuance of cert if icate of occupancy (but  within 60 days of the date the 
lat ter of these events occur) .  During const ruct ion, the loan is not  FHA- insured. 
 
Rem it t ing UFMI P.  FHA m ust  receive the UFMI P within 15 days of closing or other 
t im e period as m ay be prescribed by FHA. 
 
Maximum Mortgage Amount .  The maximum mortgage amount  is determ ined by 
applying LTV lim its to the lesser of the appraised value or the acquisit ion cost .  The 
acquisit ion cost  includes the cont ractor 's price to build, cost  of the land, and 
allowable closing costs.  ( I f the land has been owned m ore than six m onths or was 
received as an acceptable gift ,  the value of the land may be used instead of it s cost .)  
 
Equity in the Land.  Equity in the land m ay be used for the borrower's cash 
investm ent .  However, if the advancem ent  of the permanent  loan results in the 
borrower receiving cash out  in excess of $250, the maximum LTV is lim ited to 85 
percent .  I f the cont ractor of the improvements is also the seller of the land, the total 
acquisit ion cost  for maximum mortgage purposes is the purchase price to the 
borrower. 
 
Other Underwrit ing Considerat ions.  The following criter ia must  be met  for a loan to 
be considered a const ruct ion/ permanent  loan and to be eligible for FHA mortgage 
insurance:  
 
The borrower m ust  own or be purchasing the lot  (or, if owned by the cont ractor, the 
lot  must  be included in the total cont ract  price) . 
 
(1)  The borrower must  have secured or will secure the loan in his or her own 
nam e. 
 
(2)  The borrower has cont racted with a builder to const ruct  the improvem ent .  
(This program is not  available to a borrower act ing as his or her own general 
cont ractor, unless the borrower is a licensed builder by profession.  I n this case, the 
acquisit ion cost  must  be determ ined by the actual docum ented cost  to const ruct  the 
improvements.)  
 



 

 

(3)  The balance on the loan, when it  is fully drawn, must  be verified.  The 
const ruct ion escrow account , if one was established, m ust  be fully ext inguished;  any 
remaining funds must  be applied to the outstanding balance of the perm anent  loan. 
 
(4)  I f the borrower purchased the lot  within the past  6 m onths, he or she m ust  
provide a copy of the HUD-1 or other set t lement  statement  showing the acquisit ion 
cost .  I f the borrower owns the lot  free-and-clear, the borrower must  provide a copy 
of the Warranty Deed showing no vendor's lien, a copy of the release of lien, or a 
copy of the HUD-1 or other set t lement  statem ent  showing ownership. 
 
(5)  I f the init ial draw on the loan was for the purpose of paying off the lot , a 
statem ent  verifying the amount  must  be provided. 
 
The borrower must  provide a copy of the fully executed sales agreem ent , which 
includes the cont ractor 's price to build.  (A Mechanic's and Material man’s lien is not  
sufficient .)  
 
I f the borrower is including ext ras over and above the cont ract  specificat ion and/ or is 
paying out -of-pocket  costs over and above the inter im  loan, the borrower m ust  
provide a breakdown of the ext ras and the cost  of each and canceled checks and 
paid receipts for all out -of-pocket  const ruct ion costs. 
 
Documentat ion Requirements.  The loan is to be closed using standard FHA 
docum entat ion, with the addit ion of a Const ruct ion Rider to the Note and a 
Const ruct ion Loan Agreem ent .  These const ruct ion docum ents m ay be in any form  
acceptable to the lender, but  they m ust  provide that  all special const ruct ion terms 
end when the const ruct ion loan converts to a perm anent  loan.  After conversion, only 
the perm anent  loan terms (using standard docum ents)  cont inue to be effect ive, thus 
making the permanent  loan eligible for FHA mortgage insurance. 
 
Prior to endorsement , the DE underwriter must  be provided with the following:  
 
Cert ificat ion, signed by the borrower after conversion to the perm anent  loan, that  
the mortgaged property is free-and-clear of all liens other than the mortgage.  
 
Verificat ion that  the const ruct ion loan has been fully drawn down.  
 
Copies of canceled checks and paid receipts for all the borrower's out -of-pocket  
const ruct ion costs. 
 
2 - 1 8  MORTGAGE I NSURANCE FOR DI SASTER VI CTI MS [ Sect ion 2 0 3 ( h) ] .   
< TOP>   FHA provides mortgage insurance to assist  vict ims of President ially-declared 
disasters.  Under this program, individuals or fam ilies whose residences were 
dest royed or dam aged to such an extent  that  reconst ruct ion or repair is necessary 
are eligible for 100 percent  financing for the purchase of a home.  The Federal 
Em ergency Managem ent  Agency (FEMA)  provides list ings of the specific affected 
count ies and cit ies and corresponding declarat ion dates.  This informat ion can be 
found on the I nternet  at  ht tp: / / www.fem a.gov/ disasters. 
 
The procedures described are in effect  whenever a disaster is declared by the 
President  and rem ain in effect  for one year from  the date of the President 's 
declarat ion.   
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A. Program and Underwrit ing Requirements. 
 
The borrower's previous residence must  have been in the disaster area and must  
have been dest royed or dam aged to such an extent  that  reconst ruct ion or 
replacem ent  is necessary.  The borrower m ust provide conclusive evidence of this 
fact .  Docum entat ion showing a perm anent  residence in the affected area before the 
disaster includes a valid driver 's license, a voter regist rat ion card, ut ilit y bills, etc.  
Docum entat ion regarding dest ruct ion of the residence includes an insurance report , 
an inspect ion report  by an independent  fee inspector or government  agency, or 
conclusive photographic evidence showing the dest ruct ion or dam age.  The borrower 
m ay have been the owner of the property or a renter of the property affected. 
 
The borrower is eligible for 100 percent  financing of the sales price and no down 
payment  is required.  (However, closing costs and prepaid expenses not  paid by the 
seller must  be paid by the borrower in cash or paid through prem ium pricing.)    
Maximum mortgage amounts are the same as for Sect ion 203(b) / 203(h) .  A list  can 
be accessed from  the lender Web page on HUD’s Website at  www.hud.gov or on FHA 
Connect ion at  ht tps: / / entp.hud.gov/ clas/ . 
 
The program is lim ited to one-unit  detached hom es or units in an approved 
condominium project .  "Spot  units"  in condom iniums are eligible also.  Two- , three- , 
and four-unit  propert ies m ay not  be purchased under the Sect ion 203(h)  program . 
 
The borrower's mortgage loan applicat ion must  be subm it ted to the lender within one 
year of the President 's declarat ion of the disaster. 
 
ARMS m ay be used with the Sect ion 203(h)  program. 
 
B. Using Sect ion 203(k)  with 203(h)  for Rehabilitat ion Mortgages.  The 
requirement  for a dwelling to be completed more than one year preceding the date 
of the applicat ion for mortgage insurance under Sect ion 203(k)  does not  apply to 
propert ies in the disaster area.  Dam aged residences are eligible for Sect ion 203(k)  
mortgage insurance regardless of the age of the property.  The residence needs only 
to have been com pleted and ready for occupancy for eligibilit y under Sect ion 203(k) .  
The percentage of financing is determ ined by the type of mortgage being m ade ( i.e., 
normal LTV rat ios apply to Sect ion 203(k)  mortgages made in these areas) . 
 
Homes that  have been demolished, or will be razed as part  of the rehabilitat ion work, 
are eligible provided the exist ing foundat ion system  is not  affected and st ill will be 
used.  The com plete foundat ion system  m ust  rem ain in place. 
 
2 - 1 9  ENERGY- EFFI CI ENT HOMES ( EEH) .  < TOP>   The benchm ark qualifying 
rat ios m ay both be exceeded by up to 2 percentage points when the borrower is 
purchasing or refinancing an EEH.  These higher housing expense-  and obligat ions-
to- income rat ios are just ified due to the ant icipated energy costs savings and 
become 31 percent  and 43 percent , respect ively.  The appropriate HOC determ ines if 
a property qualifies for EEH designat ion.  The original documentat ion at test ing to 
energy efficiency is required on resales. 
 
All propert ies meet ing the Council of American Building Officials (CABO)  1992 Model 
Energy Code (MEC)  are considered energy efficient  and eligible for the two 
percentage points increase in the qualify ing rat ios. 
 



 

 

2 - 2 0  ENERGY EFFI CI ENT MORTGAGE ( EEM)  PROGRAM .  < TOP>   The FHA EEM 
Program is for exist ing propert ies.  An EEM recognizes the energy savings of a hom e 
that  has "cost  effect ive" energy saving improvements, which increase the energy 
efficiency of a hom e.  Because the hom e is energy efficient , the occupant (s)  will save 
on ut ilit y costs and, thus, be able to devote more incom e to the m onthly m ortgage 
paym ent .  Energy efficiency im provem ents can include energy saving equipm ent  and 
act ive and passive solar technologies. 
 
Under the FHA EEM Program, a borrower can finance into the m ortgage 100 percent  
of the cost  of eligible energy efficient  improvem ents, subject  to certain dollar 
lim itat ions, without  an appraisal of the energy efficient  improvements.  To be eligible 
for inclusion into the mortgage, the energy efficient  improvements must  be "cost  
effect ive"  ( i.e., the total cost  of the improvements, including maintenance costs, 
m ust  be less than the total present  value of the energy saved over the useful life of 
the improvements) .  The mortgage includes the cost  of the energy efficient  
improvements, in addit ion to the usual m ortgage am ount  normally perm it ted. 
 
A. Basic Program Requirements. 
 
1. Exist ing one-  and two-unit  propert ies are eligible.  Three-  and four-  unit  
exist ing propert ies are not  eligible. 
 
2. The cost  of any improvement  to the property that  will increase the property 's 
energy efficiency and that  is determ ined to be "cost  effect ive"  is eligible for financing 
into the m ortgage.  I ts cost  m ay be added to the m ortgage am ount  up to the greater 
of:  
 
a. 5 percent  of the property's value (not  to exceed $8,000) ;  or  
b. $4,000. 
 
"Cost  effect ive"  means that  the total cost  of the improvements, including any 
m aintenance costs, is less than the total present  value of the energy saved over the 
useful life of the energy improvement .  The FHA maximum loan lim it  for the area 
may be exceeded by the cost  of the energy efficient  improvements. 
 
3. The cost  of the energy improvements, including m aintenance costs, and the 
est imate of the energy savings m ust  be determ ined based upon a physical inspect ion 
of the property by a home energy rat ings system (HERS)  representat ive or energy 
consultant . 
 
The HERS representat ive or energy consultant  m ust  be an independent  ent ity;  it  
cannot  be related, direct ly or indirect ly, to the seller of the property or the 
prospect ive borrower.  The cont ractor selected by the borrower to install the energy 
efficient  im provem ents m ay not  be related, direct ly or indirect ly, to the HERS 
representat ive or energy consultant . The HERS representat ive or energy consultant  
may be a ut ilit y company;  a local, state, or federal governm ent  agent ;  an ent ity 
approved by a local, state, or federal government  agency specifically for the purpose 
of providing hom e energy rat ings on resident ial propert ies;  or a nonprofit  
organizat ion experienced in conduct ing hom e energy rat ings of resident ial propert ies. 
 
4. The hom e energy rat ing report  prepared by the HERS representat ive or 
energy consultant  must  be in writ ing and provided to the prospect ive borrower and 
lender.  The report  m ust  contain the following inform at ion:  
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a. Address of the property. 
b. Name of the current  owner(s)  of the property. 
c. Date of the property inspect ion. 
d. Descript ion of the energy features current ly in the property.  This descript ion 
must  include, at  a m inimum, a descript ion of the insulat ion R values in ceilings, walls 
and floors;  infilt rat ion levels and barr iers (caulking, weatherst r ipping and sealing) ;  a 
descript ion of the windows (storm  windows, double pane, t r iple pane etc.)  and 
doors;  and a descript ion of the heat ing ( including water heat ing)  and cooling 
system s. 
e. Descript ion of the modificat ions recommended to improve the energy 
efficiency of the property. 
f. Est im ated costs of the energy improvem ents, their useful life, and the costs 
of any maintenance over the useful life. 
g. Present  est imated annual ut ilit y costs before installat ion of the energy 
efficient  im provements. 
h. Est imated annual ut ilit y costs after installat ion of the energy efficient  
improvements. 
i.  Est imated annual savings in ut ilit y costs after installat ion of the energy 
efficient  im provements. 
j .  Pr inted name(s)  and signature(s)  of the person(s)  that  inspected the property 
and prepared the report , as well as the date of preparat ion of the report . 
k. The following cert if icat ion statement , signed by the person(s)  who inspected 
the property and prepared the report , must  accompany the report :  
 
" I  cert ify, that  to the best  of m y knowledge and belief, the inform at ion contained in 
this report  is t rue and accurate and I  understand that  the informat ion in this report  
m ay be used in connect ion with an applicat ion for an energy efficient  mortgage to be 
insured by the Federal Housing Adm inist rat ion of the United States Department  of 
Housing and Urban Developm ent ."  
 
For st ream line refinance t ransact ions, the borrower's monthly payment  for pr incipal 
and interest  for the refinance mortgage (which will include the cost  for the energy 
efficient  im provem ents)  m ust  be lower than the m onthly pr incipal and interest  on the 
current  m ortgage. 
 
B. Escrow Account  Specificat ions.  An escrow account  m ay be established for no 
more than three months after loan closing to allow for installat ion of the energy 
efficient  im provements.  The lender, a ut ilit y company, a nonprofit  organizat ion, or a 
governm ent  agency m ay adm inister the escrow account .  The escrow account  must  
be insured and be established at  a financial inst itut ion supervised by a federal 
agency. 
 
C. Processing and Underwrit ing Requirements. 
 
1. The lender will process the mortgage loan applicat ion and qualify the 
borrower using our standard underwrit ing requirements and qualify ing rat ios.  I f the 
borrower elects to have an EEM and add the cost  of the energy efficient  
improvem ents to the m ortgage, the lender m ust  take the following addit ional steps:  
 
a. Obtain a report  prepared by a HERS representat ive or energy consultant  
showing the est im ated costs of installing the energy efficient  im provem ents, 



 

 

including any maintenance costs, and the est imated annual savings in ut ilit y costs 
that  will result  from  the installat ion of the energy efficient  improvements. 
 
b. Using the HERS or energy consultant 's report , the lender m ust  determ ine that  
the energy efficient  im provements are "cost  effect ive" by calculat ing the present  cost  
of the energy improvements, including m aintenance costs ( if any)  over the useful life 
of the improvements and the present  value of the energy savings over the useful life 
of the energy improvements.  I f the energy efficient  improvem ents m eet  the "cost  
effect ive"  test  ( i.e., present  cost  of improvements is less than the present  value of 
the energy savings) , the lender may add 100 percent  of the cost  of the energy 
efficient  im provements (subject  to the dollar lim its described above in B. 4.)  to the 
otherwise allowable maximum mortgage amount .  No appraisal of the energy 
efficient  im provements is necessary, and the borrower need not  meet  any further 
credit  standards.  I f the energy efficient  improvements meet  the "cost  effect ive" test , 
the full cost  of the improvements can be added to the borrower's base loan am ount , 
without  a determ inat ion of value and without  further credit  qualificat ion. 
 
c. The lender calculates the UFMIP on the full mortgage amount , which will 
include the cost  of the energy im provem ents.   
 
D. Escrow Account .  We will insure the m ortgage before the energy efficient  
improvements are installed provided the lender establishes an escrow account  and 
deposits into it  the funds to pay for the energy efficient  improvements.  The escrow 
account  shall be for a period of no m ore than 90 days.  I f the improvements are not  
installed within 90 days, the lender must  apply the funds held in escrow to a 
prepayment  of the principal balance of the mortgage.  The escrow account  m ay be 
established by the lender and adm inistered by the lender, a ut ilit y company, a 
nonprofit  organizat ion, or a governm ent  agency.  However, the lender is responsible 
for assuring FHA that  the escrow has been cleared.  Lenders shall execute Form  HUD 
92300 Mortgagee Assurance of Complet ion to indicate that  the escrow for the energy 
efficient  im provements has been established.  Subsequent ly, the lender is 
responsible for not ifying FHA that  the improvem ents have been m ade and that  the 
escrow has been cleared.  The installat ion of the improvements may be inspected by 
the lender, the HERS, or an FHA fee inspector.  The borrower m ay be charged an 
inspect ion fee in accordance with the appropriate HOC fee schedule. 
 
Home Energy Rat ing Report .  The lender must  include a copy of the home energy 
rat ing report , perform ed by the HERS representat ive or energy consultant , in the 
closing package, when request ing insurance endorsement . 
 
2 - 2 1  Advance Mortgage Paym ents Prohibited.   < TOP>   We do not  perm it , as a 

condit ion for making a FHA insured mortgage, a lender to collect  from  the 
borrower advance payment (s)  of the mortgage.  Borrowers are not  to be 
required to write post -dated checks, give cash, or otherwise make mortgage 
payments to the lender in advance of the borrowers m ortgage paym ent  
requirements under the security inst rum ents. 

 

CHAPTER 3  DOCUMENTATI ON AND OTHER PROCESSI NG 

REQUI REMENTS 
 
This chapter describes the documentat ion requirements for each loan subm it ted for 
m ortgage insurance and the specific requirements lenders must  observe in 
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processing and underwrit ing FHA- insured m ortgages.  The lender is responsible for 
asking sufficient  quest ions to elicit  a complete picture of the borrower's financial 
situat ion, source of funds for the t ransact ion, and the intended use of the property.  
All inform at ion m ust  be verified and docuem tned.  The lender m ust  also verify and 
document  the ident ity of the loan applicant (s) . 
 

SECTI ON 1 : UNDERW RI TI NG DOCUMENTATI ON 
 
3 - 1  APPLI CATI ON PACKAGE.   < TOP>    The applicat ion package must  contain 
all documentat ion support ing the lender's decision to approve the m ortgage loan.  
When standard docum entat ion does not  provide enough informat ion to support  this 
decision, the lender must  provide addit ional explanatory statem ents, consistent  with 
other informat ion in the applicat ion, to clarify or to supplement  the documentat ion 
subm it ted by the borrower. 
 
All docum ents m ay be up to 120 days old at  the t ime the loan closes (180 days for 
new const ruct ion)  unless this or other applicable HUD inst ruct ions specify a different  
t im efram e, or the nature of the docum ent  is such that  it s validity for underwrit ing 
purposes is not  affected by being older than the number of prescribed days (e.g., 
divorce decrees, tax returns) .  Updated, writ ten verificat ions must  be obtained when 
the age of the documents exceed these lim its.  Verificat ion forms or documents used 
as an alternate to these verificat ions must  pass direct ly between the lender and the 
provider without  being handled or t ransm it ted by any third party or using any third 
party’s equipm ent .  No docum ent  used in the processing or underwrit ing of a loan 
m ay be handled or t ransm it ted by or through an interested third party to the 
t ransact ion. 
 
The Verificat ion of Deposit  (VOD)  and Verificat ion of Employm ent  (VOE)  m ay be 
faxed docum ents or printed pages from  the I nternet  if they clearly ident ify their  
sources (e.g., contain the nam es of the borrower’s employer or 
depository/ investm ent  firm ) .  The lender is accountable for ascertaining the 
authent icity of the document  by exam ining informat ion included in a document ’s 
headers and footers.  The lender should verify the authent icity of pr inted Web pages 
by exam ining the pages for sim ilar informat ion.  A pr inted Web page also m ust  show 
its uniform  resource locator (URL)  address, as well as the date and t im e the 
docum ent  was printed. 
 
Lenders m ay not  accept  or use docum ents relat ing to the credit , em ploym ent  or 
incom e of borrowers that  are handled by or t ransm it ted from  or through interested 
third part ies (e.g., real estate agents, builders, sellers)  or by using their equipment . 
The following documents are generally required for mortgage credit  analysis in all 
t ransact ions except  for certain st ream line refinances:  
 
A. Loan Applicat ion.  Uniform  Resident ial Loan Applicat ion (URLA) , signed and 
dated by all borrowers and the lender, and the Addendum to the URLA ( form  HUD-
92900-A) . 
 
B. Mortgage Credit  Analysis Worksheet .  Form  HUD 92900-WS or HUD-92900-
PUR, as appropriate. 
 
C. Social Security Number Evidence.  For all borrowers, including US cit izens, the 
lender is required to document  a valid SSN for each borrower, co-borrower, and co-
signer on the mortgage.  All individuals eligible for legal employment  in the US must  



 

 

have a SSN.  Each borrower m ust  provide the lender with evidence of his or her own 
valid SSN as issued by the Social Security Administ rat ion (SSA) .  This applies to 
purchase money loans and all refinances, including st ream line refinances.  While the 
actual social security card is not  required, the lender is required to validate the SSN.  
Lenders may use various means for validat ing the SSN including exam ining the 
borrower’s pay stubs, passport , valid tax returns, and m ay use service providers 
including those with direct  access to the SSA.  The lender is also required to resolve 
any inconsistencies or mult iple SSNs for individual borrowers that  are revealed 
during loan processing and underwrit ing.  (Also see paragraph 2-2 B) . 
 
D. Credit  Report .  The lender must  obtain a credit  report  on all borrowers who 
will be obligated on the mortgage note (except  for st ream line refinance 
t ransact ions) . 
 
E. Verificat ion of Employment  (VOE) .  VOE and the borrower’s m ost  recent  pay 
stub are to be provided.  “Most  recent ”  means at  the t ime the init ial loan applicat ion 
is m ade.   I f the document  is not  more than 120 days old when the loan closes (180 
days old on new const ruct ion) , it  does not  have to be updated. 
 
Alternat ive Documentat ion.  As an alternat ive to obtaining a VOE, the lender may 
obtain the borrower’s original pay stub(s)  covering the most  recent  30-day period, 
along with original I RS W-2 Forms from the previous two years.  The pay stub(s)  
m ust  show the borrower's nam e, social security num ber, and year- to-  date earnings.  
Any copies of the W-2 Form  not  subm it ted with the borrower's income tax returns 
are considered "original"  W-2’s.  (These original documents may be photocopied and 
returned to the borrower.)   The lender also must  verify by telephone all current  
employers.  The loan file must  include a cert if icat ion from the lender that  original 
documents were exam ined and the name, t it le, and telephone number of the person 
with whom employment  was verified.  For all loans processed in this manner, the 
lender also m ust  obtain a signed copy of Form  I RS 4506 Request  for Copy of Tax 
Form , Form  I RS 8821, or a document  that  is appropriate for obtaining tax returns 
direct ly from  the I RS.  The lender also may use an elect ronic ret r ieval service for 
obtaining W-2 and tax return informat ion. 
 
I f the employer will not  give telephone confirmat ion of employment  or if the W-2 
indicates inconsistencies (e.g., FI CA payments not  reflect ing earnings) , standard 
em ploym ent  documentat ion must  be used. 
 
F. VOD.  VOD and m ost  recent  bank statem ents are to be provided.  “Most  
recent ”  means at  the t ime the init ial loan applicat ion is made.  Provided the 
document  is not  more than 120 days old when the loan closes (180 days old on new 
const ruct ion) , it  does not  have to be updated. 
 
Alternat ive Documentat ion.  As an alternat ive to obtaining a VOD, the lender may 
obtain from  the borrower original bank statement (s)  covering the most  recent  three-
m onth period.  Provided the bank statem ent  shows the previous m onth's balance, 
this requirement  is met  by obtaining the two most  recent , consecut ive statements. 
 
G. Federal I ncome Tax Returns.  Federal income tax returns (both individual 
returns and business returns)  for the past  two years, including all applicable 
schedules, for self-em ployed borrowers, are required.  Commissioned individuals 
must  provide individual federal incom e tax returns for the past  two years.  The 
lender m ust  obtain signed Forms I RS 4506, I RS 8821, or whatever form  or elect ronic 
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ret r ieval service is appropriate for obtaining tax returns direct ly from  the I RS for any 
loan for which the borrower's tax returns are required. 
 
H. Sales Cont ract .  The sales cont ract  and any amendments or other agreements 
and cert if icat ions are to be included in the case binder.  Either an original or a 
cert ified t rue copy of the sales cont ract  received by the lender is required. 
 
I .  Real Estate Cert ificat ion.  Real estate cert if icat ion, signed by the buyer, seller, 
and selling real estate agent  or broker ( if not  contained within the purchase 
agreement )  are required.  Also see paragraph 3-3, below. 
 
Verificat ion of Rent  or Paym ent  History of Present / Previous Mortgages.  This 
document  must  be in the form  of a direct  verificat ion from  the landlord or m ortgage 
servicer or through inform at ion shown on the credit  report .  
 
Uniform  Resident ial Appraisal Report  (URAR) .  The URAR and Valuat ion package 
must  be included in the endorsem ent  binder except  for st ream line refinances m ade 
without  appraisals. 
L. Explanatory Statements.  Explanatory statements or addit ional 
docum entat ion necessary to m ake a sound underwrit ing decision are to be included 
in the case binder. 
 
3 - 2  DOCUMENTATI ON STANDARDS.  < TOP>   
 
A. Applicat ion Forms.  Applicat ion forms must  be signed and dated by all 
borrowers applying for the mortgage and assum ing responsibilit y for the m ortgage 
debt . 
 
B. Verificat ions.  Rather than requir ing borrowers to sign mult iple ver ificat ion 
form s, the lender may ask the borrower to sign a general authorizat ion form  that  
gives the lender blanket  authority to verify inform at ion needed to process the 
m ortgage loan applicat ion, such as past  and present  em ploym ent  records, bank 
accounts, stock holdings, etc.  I f the lender uses such an authorizat ion, he or she 
m ust  at tach a copy of the authorizat ion to each verificat ion sent .  Addit ionally, 
lenders may use self-adhesive signature labels for laser pr inted verificat ions.  Each 
label must  completely and clearly indicate its use and must  contain the Privacy Act  
not ificat ion. 
 
C. Docum ents Signed in Blank.  Lenders m ay not  have borrowers sign 
docum ents in blank, or on blank sheets of paper.  
 
3 - 3  REAL ESTATE CERTI FI CATI ON .   < TOP>   The borrower, seller, and the 
selling real estate agent  or broker involved in the sales t ransact ion must  cert ify that  
the term s and condit ions of the sales cont ract  are t rue to the best  of their knowledge 
and belief and that  any other agreement  entered into by any of the part ies in 
connect ion with the real estate t ransact ion is part  of, or at tached to, the sales 
agreement . 
 
I f the sales cont ract  contains a provision that  there are no other agreem ents 
between part ies and that  the term s of the sales cont ract  const itute the ent ire 
agreement  between the part ies, the cert if icat ion specified in the above paragraph is 
not  needed if all part ies are signatories to the sales cont ract  submit ted at  the t im e of 
underwrit ing. 



 

 

 
3 - 4  AMENDATORY CLAUSE.  < TOP>   An am endatory clause must  be included in 
the sales cont ract  when the borrower has not  been informed of the appraised value 
by receiving a copy of Form  HUD-92800.5B, Condit ional Commitm ent / DE Statement  
of Appraised Value or VA-CRV before signing the sales cont ract .  The am endatory 
clause m ust  contain the following language:  
 
" I t  is expressly agreed that  notwithstanding any other provisions of this cont ract , the 
purchaser shall not  be obligated to com plete the purchase of the property described 
herein or to incur any penalty by forfeiture of earnest  money deposits or otherwise 
unless the purchaser has been given in accordance with HUD/ FHA or VA 
requirements a writ ten statement  by the Federal Housing Commissioner, Department  
of Veterans Affairs, or a Direct  Endorsement  lender set t ing forth the appraised value 
of the property of not  less than $_________.  The purchaser shall have the privilege 
and opt ion of proceeding with consum m at ion of the cont ract  without  regard to the 
amount  of the appraised valuat ion.  The appraised valuat ion is arr ived at  to 
determ ine the maximum mortgage the Departm ent  of Housing and Urban 
Development  will insure. HUD does not  warrant  the value or the condit ion of the 
property. The purchaser should sat isfy him self/ herself that  the price and condit ion of 
the property are acceptable."  
 
The actual dollar amount  to be inserted in the amendatory clause is the sales price 
stated in the cont ract .  I f the borrower and seller agree to adjust  the sales price in 
response to an appraised value that  is less than the sales price, a new am endatory 
clause is not  required.  However, the loan applicat ion package must  include the 
original sales cont ract  with the same price as shown on the amendatory clause, 
along with the revised or amended sales cont ract .  The Amendatory Clause is not  
required on HUD REO sales, sales where the seller is Fannie Mae, Freddie Mac, the 
Departm ent  of Veterans Affairs, Rural Housing Services, other Federal, State and 
local government  agencies, mortgagees disposing of REO assets, or sellers at  
foreclosure sales and those sales where the borrower will not  be an owner-occupant  
(e.g., sales to nonprofit  agencies) . 
 
SECTI ON 2 : PROCESSI NG REQUI REMENTS 

 
3 - 5  POW ER OF ATTORNEY.   < TOP>   Power of at torney m ay be used for closing 
docum ents, including page four of the Addendum  to the URLA and the final URLA if it  
is signed at  closing.  Any power of at torney, whether specific or general, must  
comply with state law and allow for the mortgage note to be enforced legally in that  
jur isdict ion.  I t  is the lender's responsibilit y to assure that  clear t it le can be conveyed 
in the event  of foreclosure. 
 
Except  for the condit ions described below, the init ial loan applicat ion may not  be 
executed by using a power of at torney ( i.e., it  must  be signed by all borrowers) .  
Either the init ial loan applicat ion or the final, if one is used, must  contain the 
signatures of all borrowers. 
 
A. Military Personnel.  Power of at torney may be used for m ilitary personnel on 
overseas duty or on an unaccom panied tour.  The lender should obtain the service 
person's signature on the applicat ion by mail or fax machine. 
 
B. I ncapacitated Borrowers.  Power of at torney m ay be used for incapacitated 
borrowers who are unable to sign the mortgage applicat ion.  The lender m ust  
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provide evidence that  the signer has authority to purchase the property and to 
obligate the borrower.  Acceptable evidence includes a durable power of at torney 
specifically designed to survive incapacity and avoid the need for court  proceedings.  
The incapacitated individual must  occupy the property to be insured (except  on 
eligible investment  property) . 
 
3 - 6  LOAN APPLI CATI ON DOCUMENT PROCESSI NG.   < TOP>   Due to various 
disclosure requirements and our long-standing belief that  borrowers are best  served 
when cert if icat ions they must  make are divulged as early as possible in the loan 
applicat ion process, the applicat ion for mortgage insurance must  be signed and 
dated by the borrower(s)  before the loan is underwrit ten.  However, we also 
recognize the burden on lenders and borrowers of having various docum ents re-
signed by the borrower after the loan applicat ion has been taken. 
 
To alleviate this burden, lenders are perm it ted to process and to underwrite the loan 
after the borrower completes an init ial URLA and init ial Addendum.  I f the lender 
asks the borrower to complete an init ial Addendum, based on the prelim inary 
informat ion obtained at  loan applicat ion, it  is not  necessary to have a final loan 
applicat ion or final Addendum signed before underwrit ing.  The underwriter must  
condit ion the loan approval for the final URLA and final Addendum  to be signed and 
dated by the borrower(s)  anyt ime before or at  closing. 
 
Page one of the init ial Addendum must  be signed by the interviewer;  page one of the 
final Addendum  m ay be signed by anyone authorized to bind the company in its 
business dealing with HUD.  Page four of the Addendum m ust  be signed by the 
borrower at  closing. 
 
The underwriter must  have the final Addendum and URLA before underwrit ing the 
loan applicat ion, whether or not  the borrower signs it .   I f the lending inst itut ion uses 
only one loan applicat ion that  serves as both the init ial and final, the inst itut ion st ill 
must  obtain a completed final Addendum before underwrit ing the loan.  A copy of 
any init ial and final applicat ion must  be subm it ted as part  of the endorsement  
package.  A sat isfactory let ter of explanat ion from  the borrower addressing any 
significant  variances between the init ial applicat ion and final applicat ion is also 
required. 
 
I f the lender chooses not  to complete an init ial Addendum ( i.e., the lender asks the 
borrower to sign a completed Addendum before the loan is underwrit ten) , 
simultaneous appraisal and mortgage credit  review is perm issible, if the lender 
discloses to the borrower that  the lender’s DE underwriter may adjust  the appraised 
value.  The disclosure statement  below becomes part  of the official file subm it ted to 
FHA for endorsement  and must  be signed by the borrower(s) . 
 
" I  (we)  understand that  my (our)  applicat ion for an FHA- insured m ortgage is being 
processed under the Direct  Endorsement  (DE)  program. The lender has advised me 
(us)  that  the appraiser has assigned a value of $_________ to the property being 
purchased. I  am  (we are)  aware that  the official determ inat ion will be made by the 
DE underwriter when he/ she reviews the report . I t  is understood that  I  (we)  m ay 
elect  to cancel the applicat ion or renegot iate with the seller if the DE underwriter 
reduces the value below the amount  set  forth in the sales cont ract  or requires 
addit ional repairs for which the seller will not  be responsible."  
 



 

 

3 - 7  SEVEN- UNI T LI MI TATI ON .   < TOP>   Qualified investor ent it ies are lim ited 
to a financial interest  ( i.e., any type of ownership, regardless of type of financing)  in 
seven rental dwelling units, when the subject  property is part  of, adjacent  to or 
cont iguous to a property, subdivision or group of propert ies owned by the investor.  
Each dwelling unit  in two- , three- , and four- fam ily propert ies counts toward the 
seven-unit  lim itat ion.  The rental units in an owner-occupied two- , three- , or four-
unit  property also count  toward this lim itat ion.  The lender is responsible for assuring 
compliance with this regulat ion (see 24 CFR 203.42 for addit ional informat ion) .  
Waivers to the seven-unit  lim itat ion can only be init iated by the jur isdict ional HOC 
for good cause. 
 
3 - 8  HOTEL AND TRANSI ENT USE.  < TOP>   The lender must  obtain a hotel and 
t ransient  use cert ificat ion (Form  HUD-92561) , signed by the borrower, for every 
applicat ion on a two- , three- , or four- fam ily dwelling.  This cert if icat ion also is 
required for a single- fam ily dwelling that  is one of a group of five or more dwellings 
held by the same borrower.  Fulfilling this requirem ent  assures FHA that  the property 
will not  be used for hotel or t ransient  purposes, or otherwise rented for periods less 
than 30 days. 
 
3 - 9  SALES CONTRACTS AND LOAN CLOSI NG.  < TOP>    Except  for houses sold 
by FHA under its Real Estate Owned (REO)  program , we are not  a party to the sales 
agreem ent .  When a sales cont ract  contains condit ions that , if performed, would 
violate our requirements, the lender m ust  obtain an addendum  or m odificat ion to the 
sales agreement  that  would allow for conformance to those requirements.  
Nevertheless, failure to perform  a condit ion of the cont ract  will not  be grounds for 
denying loan endorsement , provided the loan closes in compliance with all 
regulat ions and policies.  For example, the sales cont ract  may require the seller to 
pay an amount  in excess of our present  lim its.  Provided the lender closes the loan in 
accordance with our requirements, endorsement  will not  be withheld.  The sales 
cont ract  need not  refer to FHA financing to be valid. 
 
3 - 1 0  LENDER RESPONSI BI LI TY AT CLOSI NG.   < TOP>   The lender is required 
to resolve all problem s regarding t it le to the real estate and to review all docum ents 
to assure compliance with all condit ions of the commitment , close the loan before 
the expirat ion of the FHA- issued cert if icate of commitm ent  or DE approval and 
expirat ion of the credit  documents, and to subm it  the loan documents for insurance 
within 60 days of loan closing or disbursement , whichever is later. 
 
The following are required at  closing:  
 
A. Signatures.  Signatures of all indiv iduals appearing on the loan applicat ion 
m ust  appear on the m ortgage note.  All owners of the property to be vested in t it le 
m ust  sign the security inst rum ents ( i.e., m ortgage, deed of t rust , or security deed) .  
I n order to create a valid first  lien, to pass clear t it le, or to waive inchoate r ights, any 
individual whose signature is required by state law must  sign the security 
inst ruments and/ or note.  All applicants must  sign and date all closing documents 
where appropriate. 
 
B. Closing in Com pliance with Loan Approval.  The loan must  close in the same 
manner in which it  was underwrit ten and approved.  Except  for the condit ions 
described in paragraph 2-2 D, addit ional signatures on the security inst rum ents 
and/ or mortgage note of individuals not  reviewed during mortgage credit  analysis 
m ay be grounds for withholding endorsement . 
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SECTI ON 3:  FAI R HOUSI NG AND OTHER FEDERAL REQUI REMENTS 
 
3 - 1 1  FEDERAL STATUTES AND REGULATI ONS.   < TOP>   Federal statutes and 
regulat ions concerning fair  housing and equal credit  opportunit ies apply to FHA's 
single- fam ily m ortgage insurance program s.  Lenders and FHA m ust  abide by these 
statutes and regulat ions for new originat ions and assum pt ion t ransact ions.  These 
regulat ions include:  
 
A. Fair Housing Act  (42 USC 3605) .  This act  prohibits discr im inat ion against  
individuals based on their race, color, religion, sex, handicap, fam ilial status, or 
nat ional origin for the availabilit y of resident ial real estate related t ransact ions, i.e., 
m aking or purchasing loans or providing other financial assistance:  1)  for 
purchasing, const ruct ing, improving, repair ing, or maintaining a dwelling, or 2)  
secured by resident ial real estate.  HUD is responsible for enforcing the Fair Housing 
Act .  I nform at ion regarding this act  m ay be obtained from  the HUD Office of Fair 
Housing and Equal Opportunity, 451 Seventh St reet , S.W., Washington, DC 20410-
2000. 
 
The Fair Housing Act  prohibits the following:  
 
1. Discrim inat ion in Making Loans and Providing Other Financial Assistance.  
Prohibited pract ices include, but  are not  lim ited to, failing or refusing to provide 
inform at ion regarding the availabilit y of loans or other financial assistance;  
applicat ion requirements, procedures or standards for the review and approval of 
loans or financial assistance;  or providing informat ion that  is inaccurate or different  
from  that  provided to others because of race, color, religion, sex, handicap, fam ilial 
status, or nat ional or igin. 
 
2. Discrim inat ion in the Terms and Condit ions for Making Available Loans or 
Other Financial Assistance.  Unlawful conduct  includes:  a)  using different  policies, 
pract ices or procedures in evaluat ing or in determ ining creditworthiness of any 
person in connect ion with the provision of any loan or other financial assistance 
secured by resident ial real estate, or b)  determ ining the type of loan or other 
financial assistance to be provided, or fix ing the amount , interest  rate, durat ion or 
other terms for a loan or other financial assistance, because of race, color, religion, 
sex, handicap, fam ilial status, or nat ional or igin. 
 
B. Equal Credit  Opportunity Act  (ECOA)  (15 USC 1601 et  seq.) .  ECOA prohibits 
discrim inat ion in the extension of credit  on the basis of race, color, religion, nat ional 
or igin, sex, marital status, or age;  because all or part  of the borrower's income 
derives from  public assistance;  or because the borrower has in good faith exercised 
any r ight  under the Consumer Credit  Protect ion Act .  The act  and Regulat ion B of the 
Board of Governors of the Federal Reserve System (12 CFR Part  202)  out line rules to 
be observed in evaluat ing the creditworthiness of borrowers.  Under no 
circum stances can the source of confident ial credit  informat ion be disclosed to third 
part ies, except  as required by law. 
 
ECOA prohibits the lender from the following:  
 
1. Making any oral or writ ten statement , in advert ising or otherwise, to 
borrowers or prospect ive borrowers that  would discourage on a prohibited basis a 
reasonable person from m aking or pursuing an applicat ion. 



 

 

 
2. I nquir ing whether income stated in an applicat ion is derived from alimony, 
child support , or separate m aintenance payments, unless the creditor discloses to 
the borrower that  such income need not  be revealed if the borrower does not  want  
the lender to consider it  in determ ining the borrower's creditworthiness. 
 
3. I nquir ing about  the sex, race, color, religion, or nat ional origin of an applicant  
(except  as provided in 12 CFR 202.13 regarding informat ion for monitoring 
purposes) . 
 
4. I nquir ing about  bir th cont rol pract ices, or intent ions concerning the bearing 
and rearing of children, or capability to bear them. 
 
Not ice of Act ion Taken on Applicat ion.  Regulat ion B requires that  a borrower be 
not ified of act ion taken by the creditor within 30 days after receiving the completed 
applicat ion.  All applicat ions subm it ted for underwrit ing are considered completed 
applicat ions for the purpose of complying with the not ificat ion requirements of 
Regulat ion B.  Act ions that  are to be taken by HUD or the DE lender include:   
 
I ssuing a Firm  Commitment  or DE approval;  
Reject ing the borrower for mortgage credit  reasons;  and 
3. Not ifying the borrower of the lender's inabilit y to process the applicat ion 
because certain items are incomplete or were not  subm it ted. 
 
The maximum t ime lim it  for not ificat ion is 30 days after the date the DE underwriter 
receives the applicat ion.  Under no circumstances is the processing of an applicat ion 
to be delayed in such manner that  the required not ificat ion to the borrower cannot  
be provided by the lender within this lim it .   The not ificat ion to the borrower must  be 
provided within 30 days after a loan applicat ion is resubm it ted or a reconsiderat ion 
request  is received by the DE lender (or the appropriate HOC for FHA-processed 
cases) .  For the purposes of com plying with the not ificat ion requirem ents of 
Regulat ion B, resubm issions and reconsiderat ions are considered new applicat ions. 
 
Reject ion/ Denial of Loan.  I f a loan is rejected, the lender must  complete a reject ion 
not ice consistent  with the requirem ents of Regulat ion B.  (On FHA-processed loans, 
FHA issues a reject ion not ice direct ly to the lender.)   At  least  one credit  aspect  m ust  
be rejected before an overall reject ion can be issued.  The reject ion not ice m ust  
provide specific reasons for the reject ion.  (Delinquent  credit  accounts need not  be 
listed.)   The lender m ust  retain case binders on rejected loans for 26 months from 
the date the applicat ion is received by the DE underwriter or rejected by the 
appropriate HOC.  The reject ion not ice must  contain all the reasons for 
denial/ ineligibilit y and any counter proposals to effectuate loan approval, such as 
reduced m ortgage am ount , etc. 
 
C. Fair Credit  Report ing Act  (FCRA) .  This legislat ion is intended to cont rol 
collect ion and dissem inat ion of inform at ion about  grant ing credit  to the borrower.  I t  
is designed primarily to ensure that  consumer report ing agencies exercise fairness, 
confident ialit y, and accuracy in preparing and disclosing credit  informat ion. 
 
The following condit ions apply:  
 
1. When adverse act ion is taken based, in whole or in part , on a credit  report , 
the lender must  disclose to the borrower the name, address, and, if available, the 
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telephone number of the credit  report ing agency issuing the report .  The not ice m ust  
indicate that  the borrower is ent it led to request  from  the credit  report ing agency 
informat ion reported to the lender that  was used as a reason for reject ion. 
 
2. The not ice of adverse act ion m ust  be given at  the t im e of not ice of mortgage 
reject ion, or within a reasonable t ime thereafter.  Any such not ice should be retained 
in the applicat ion file. 
 
D. Execut ive Order 11063.  Execut ive Order 11063, as amended by Execut ive 
Order 12259, prohibits discrim inat ion in lending pract ices involving housing and 
related facilit ies financed, insured, or guaranteed by the federal governm ent . 
 
E. Sect ion 527 of the Nat ional Housing Act .  Sect ion 527 prohibits denial of a 
federally related m ortgage loans on of the basis of sex. 
 
F. Minimum Principal Loan Amount .  Sect ion 535 of the Nat ional Housing Act  
prohibits lenders from  requir ing, as a condit ion of providing a loan to be insured by 
FHA, that  the loan amount  equal or exceed a m inim um  am ount  established by the 
lender.  I n addit ion, Sect ion 330(a)  of the 1990 Nat ional Affordable Housing Act  
prohibits a variat ion in mortgage charge rates ( " t iered pricing")  that  exceed 2 
percent  for FHA- insured mortgages made by a lender on dwellings located within an 
area.  (See 24 CFR Part  202.20 for addit ional informat ion.)  
 
G. Hom e Mortgage Disclosure Act  (HMDA) .  HMDA and Regulat ion C of the 
Federal Reserve Board require lenders to collect  and to report  informat ion pertaining 
to applicat ions for mortgage loans, in addit ion to data regarding originat ions and 
purchases of such loans. 
 
1. All inst itut ions making FHA- insured mortgages must  report  informat ion 
pertaining to those m ortgages or applicat ions for m ortgages.  I nst itut ions exem pt  
from  the report ing requirem ents discussed below must  report  their FHA mortgage 
applicat ion act ivity to HUD. 
 
2. All depository inst itut ions having assets of at  least  $10 m illion, including 
assets of a parent  company and located in a Met ropolitan Stat ist ical Area (MSA) , are 
required to report  all t ypes of loan applicat ions ( i.e., convent ional, HUD, VA, and 
RECD) to its regulator.  Reports from  a subsidiary must  be sent  to the regulator 
designated for its parent  company.  Depository inst itut ions need not  send an 
addit ional report  to HUD covering only its HUD mortgage insurance act ivity. 
 
3. All non-depository inst itut ions having assets of at  least  $10 m illion, including 
assets of a parent  company and located in an MSA, must  report  all t ypes of loan 
applicat ions ( i.e., convent ional, FHA, VA, or RHS)  to HUD, who is the designated 
regulator for non-depository inst itut ions. 
 
4. Loan correspondents and their sponsors both m ust  report  their loan act ivity.  
The correspondent  must  report  all loans closed in its name as loan originat ions, even 
if the loans are simultaneously t ransferred to a sponsor at  the loan closing.  The 
sponsor reports such loans as loan purchases.  For applicat ions that  are denied, 
however, the informat ion required by HMDA must  be reported by the ent ity that  
made the underwrit ing decision to deny the loan. 
 



 

 

3 - 1 2  FHA- I NSURED MORTGAGES FOR HUD EMPLOYEES.  < TOP>   The 
jur isdict ional HOC must  process applicat ions m ade by HUD em ployees, except  for 
st ream line refinance applicat ions.  The lender is to process and underwrite the 
mortgage and subm it  to the HOC for final signoff and approval.  Such cases are to be 
sent  to the at tent ion of the Processing and Underwrit ing Division Director 
 

CHAPTER 4  ASSUMPTI ONS 
 
4 - 1  GENERAL.  < TOP>   All FHA insured mortgages are assumable.  However, 
FHA has placed certain restr ict ions on the assumability of FHA- insured m ortgages 
originated since 1986.  Depending on the date of loan originat ion, a creditworthiness 
review of the assumptor by the lender may be required.  Mortgages originated before 
Decem ber 1, 1986 generally contain no rest r ict ions on assumability.  To determ ine 
what  rest r ict ions to assum ability have been placed on the m ortgage, the lender m ust  
review the legal documents of the mortgage.  Addit ional details regarding 
assumabilit y are contained in HUD Handbook 4330.1 REV-5, "Adm inist rat ion of 
I nsured Hom e Mortgages."   Lenders should note that  some m ortgages executed in 
years 1986 through 1989 contain language that  is not  enforced due to later 
Congressional act ion.  Mortgages from  that  period are now freely assumable, despite 
any rest r ict ions stated in the m ortgage. 
 
4 - 2  RESTRI CTI ONS OF THE HUD REFORM ACT OF 1 9 8 9 .  < TOP>   Mortgages 
closed on or after Decem ber 15, 1989 require credit  qualificat ion of those borrowers 
wishing to assume the mortgage.  This policy applies to borrowers who take t it le to 
propert ies subject  to the mortgage, without  assum ing personal liabilit y for the debt .  
I t  also applies to borrowers who assum e and agree to pay the mortgage.  The 
creditworthiness review requirement  spans the life of the mortgage.  Assum pt ions 
without  credit  approval are grounds for accelerat ion of the mortgage, if perm it ted by 
applicable state law and subject  to HUD approval, unless the seller retains an 
ownership interest  in the property or the t ransfer is by devise or descent . 
 
I n addit ion, pr ivate investors are prohibited from  assum ing insured mortgages that  
are subject  to the rest r ict ions of the 1989 Act .  This rest r ict ion applies whether or 
not  there is a release of liabilit y by the lender of the selling mortgagor. 
 
4 - 3  RELEASE FROM LI ABI LI TY.   < TOP>   The lender completes a form  HUD-
92210, Request  for Credit  Approval of Subst itute Mortgagor, or other sim ilar form  
used by the lender.  Execut ion of this form  does not  form ally release the borrower 
from  personal liability on the mortgage note. 
 
The execut ion of form  HUD-92210.1, Approval of Purchaser and Release of Seller, or 
other sim ilar form  used by the lender, const itutes a formal release of liabilit y.  Only 
the lender can execute the release of liability.  The lender is required to release all 
part ies from liabilit y when the assum ing borrower is found creditworthy. 
 
The following requirements apply:  
 
A. Mortgages Subject  to the 1989 Act .  Mortgages subject  to the 1989 Act  
require that  the lender autom at ically prepare the release from  liability, thereby 
releasing the original owner when he or she sells by assumpt ion to a creditworthy 
assum ptor who executes an agreement  to assume and to pay the m ortgage debt , 
thus becom ing the subst itute borrower. 
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The due-on-sale clause generally is t r iggered when any owner is deleted from  t it le, 
except  when that  party's interest  is t ransferred by devise, descent , or in other 
circum stances in which the t ransfer cannot  legally lead to exercise of the due-on-
sale, such as a divorce in which the party remaining on t it le retains occupancy. 
 
B. Mortgages Not  Subject  to the 1989 Act .  Mortgages executed before 
December 15, 1989 require that  the lender honor all former owners' writ ten requests 
to process a form al release from  liabilit y.  Lenders must  grant  a release from  liability 
if the assumptor is creditworthy and agrees to execute a statement  agreeing to 
assum e and to pay the m ortgage debt . 
 
4 - 4  CREDI TW ORTHI NESS REVI EW  PROCESSI NG.   < TOP>   Creditworthiness 
of the assumptor is determ ined in accordance with standard mortgage credit  analysis 
requirements by the lender that  is the holder or servicer of the mortgage.  The DE 
lender may also use an approved authorized agent  to process assum pt ions.  
Assumpt ion creditworthiness review processing m ust  be completed within 45 days 
from  the date the lender receives all necessary documents.  Allowable fees for 
assumpt ion processing are described in HUD Handbook 4330.1 REV-5, Chapter 4. 
 
There are a number of servicing lenders that  neither or iginate mortgages nor are 
approved under the DE program.  I n these situat ions, if the servicer is either a 
supervised or non-supervised financial inst itut ion, it  may cont ract  with a DE-
approved lender to underwrite its credit  qualify ing assumpt ions.  The DE underwriter 
m ust  indicate his or her CHUMS ident ificat ion num ber on the m ortgage credit  
analysis worksheet .  The fee is to be negot iated between servicer and DE lender.  I n 
addit ion, supervised lenders with a HUD-approved authorized agent  relat ionship may 
have the agent  underwrite its credit  qualifying assumpt ions. 
 
The following requirements apply:  
 
A. Credit  Review.  The lender reviews the assumptor 's credit  if the m ortgage 
being assumed is held or serviced by a DE-approved lender. 
 
B. Documentat ion Requirements.  Same as those described in Chapter 3 of this 
Handbook.  
C. Secondary Financing.  Secondary financing or other borrowed funds m ay be 
used by the assum ing borrowers, provided the repaym ent  term s are clearly defined 
and included in the underwrit ing analysis. 
 
D. Seller Cont ribut ions.  Cash cont r ibut ions from  the seller in order to facilitate 
an assumpt ion are not  acceptable.  The exist ing mortgage balance must  be reduced 
by the am ount  of the cont r ibut ion.  However, the seller m ay pay the assum ptor 's 
norm al closing costs (processing fee and credit  report )  with no reduct ion to the 
m ortgage. 
 
E. Assum pt ions by Other Legal Ent it ies.  An assum pt ion solely in the nam e of a 
corporat ion, partnership, sole proprietorship, t rust , etc., is not  acceptable if a 
creditworthiness review is required. 
 
4 - 5  LTV REDUCTI ON REQUI REMENTS.  < TOP>    Certain mortgages, depending 
on when originated, may require a reduct ion to the outstanding principal balance, 
when assumed by investors or as secondary residences. 
 



 

 

A. I nvestors.  When assum ing mortgages not  subject  to the 1989 Act , or iginated 
by an owner-occupant  pursuant  to a VA Cert ificat ions of Reasonable Value (CRV)  
issued, or for which a DE underwriter signed an appraisal report  on or after February 
5, 1988, investors must  pay down the outstanding mortgage balance to a 75 percent  
LTV rat io, if the owner-occupant  requests a release of liabilit y.  Either the original or 
the current  appraised value of the property may be used to determ ine com pliance 
with the 75 percent  LTV lim itat ion.  This requirement  cont inues throughout  the life of 
the m ortgage. 
 
B. Owner-Occupants.  When assum ing a property as a secondary residence, for 
which a VA CRV was issued, or for which a DE underwriter signed an appraisal report  
on or after February 5, 1988 (but  before January 27, 1991) , owner-occupants must  
pay down the outstanding mortgage balance to an 85 percent  LTV rat io.  Either the 
original appraised value or the current  appraised value of the property may be used 
to determ ine compliance with the 85 percent  LTV lim itat ion. 
 
Mortgages pursuant  to a VA CRV, or a DE lender appraisal report  or master appraisal 
report  issued or signed on or after January 27, 1991, m ay not  be assumed as 
secondary residences, except  under the hardship provisions described in paragraph 
1-3.  (This does not  apply to mortgages exempt  from  the investor prohibit ions.)  
 

APPENDI X I   < TOP>  
 
SI NGLE FAMI LY HOC JURI SDI CTIONS 
 
 
Philadelphia  (800)  440-8647  At lanta (888)  696-4687 
Connect icut   Alabama 
Delaware  Flor ida 
Dist r ict  of Columbia  Georgia 
Maine  I llinois 
Maryland  I ndiana 
Massachuset ts  Kentucky 
Michigan  Mississippi 
New Ham pshire  North Carolina 
New Jersey  Puerto Rico 
New York  South Carolina 
Ohio  Tennessee 
Pennsylvania  Virgin I slands 
Rhode I sland   
Verm ont    
Virginia   
West  Virginia   
   
   
Denver (800)  543-9378  Santa Ana (888)  827-5605 
Arkansas  Alaska 
Colorado  Arizona 
I owa  California 
Kansas  Guam  
Louisiana  Hawaii 
Minnesota  I daho 
Missouri  Nevada 
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Montana  Oregon 
Nebraska  Washington 
New Mexico   
North Dakota   
Oklahoma   
South Dakota   
Texas   
Utah    
Wisconsin   
Wyom ing   
 

APPENDI X I I   < TOP>  
 
STATES WITH AVERAGE CLOSI NG COSTS AT or BELOW 2.10 PERCENT and ABOVE 
2.10 PERCENT 
 

Average At  or 
Below 2.10 Percent  

 Average Above 2.10 Percent  

STATE  STATE  STATE 
Arizona  Alabama  Mississippi 
California  Alaska  Montana 
Colorado  Arkansas  North Carolina 
Guam  Connect icut   North Dakota 
I daho  Dist r ict  of Columbia  Nebraska 
I llinois  Delaware  New Hampshire 
I ndiana  Flor ida  New Jersey 
New Mexico  Georgia  New York 
Nevada  Hawaii  Ohio 
Oregon  I owa  Oklahoma 
Utah  Kansas  Pennsylvania 
Virgin I slands  Kentucky  Puerto Rico 
Washington  Louisiana  Rhode I sland 
Wisconsin  Massachuset ts  South Carolina 
Wyom ing  Maryland  South Dakota 
  Maine  Tennessee 
  Michigan  Texas 
  Missouri  Vermont  
  Minnesota  Virginia 
    West  Virginia 
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