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Subject:  Applicability of Public Housing Program requirements to transactions between Public Housing Agencies and affiliated entities [in carrying out development of public housing, mixed-finance, and non-public housing units].  

I. INTRODUCTION

A. Purpose.  This Notice is in response to the Office of Inspector General (OIG) report No. 2004-AT-0001.  OIG has cited violation of Annual Contribution Contract (ACC) agreements and regulations regarding development activities and Public Housing Authority (PHA) relationships with affiliated housing development corporations and non-profit organizations.  This Notice intends to clarify and remind PHAs of the requirements of Public and Indian Housing Programs including the United States Housing Act of 1937 ( the “Act”) and regulations thereunder.   The Department of Housing and Urban Development (Department) has encouraged the formation of new and innovative public and private partnerships to ensure long-term sustainability of public housing developments and the leveraging of public and private resources to transform communities.  PHAs continue to formulate and increase their relationships with private partners, including partnerships with organizations affiliated with the PHA.  
This Notice will identify which affiliated entities of a PHA are categorized as Instrumentalities and which are Related Entities for purposes of the public housing [development] program and the rules governing the funding, activities, and staffing of such organizations.  This Notice will also assist PHAs in avoiding violations of existing requirements in [development] transactions with their partners.  [In that context], the Department intends to use this Notice to clarify requirements applicable to the procurement of affiliated entities; conflict of interest; the disposition and encumbrance of public housing property; and appropriate allocation of the costs of shared resources.  Additionally, this Notice will guide the Department’s Field Offices in the monitoring and compliance reviews of PHAs performance with respect to the abovementioned topics. 
[Specifically address whether interpreting 943 or excluding 943 from coverage.]
B. Applicability.  The Notice applies to all PHAs and their affiliated entities in their development of public housing units [and their administration and operation of Public Housing Programs].  The Department is issuing this guidance to clarify that certain Public Housing requirements apply to transactions and activities of PHAs using their affiliated entities to implement, operate or assist a PHA’s public housing [development] programs.  This Notice does not apply where affiliated entities do not use Public Housing Funds.  [exclude 943 if necessary.]
C. HUD Policy.  PHAs may use affiliated entities to assist in the development of public housing and to administer and manage PHA programs, including social service programs, so long as such activities are consistent with the applicable Public Housing Requirements.

D. Definitions.
1. “Instrumentality” shall mean a non-profit or for profit entity formed in accordance with applicable law that uses Public Housing Funds and whose operations and management are legally and effectively controlled by the PHA.  A determination of whether an entity is legally and effectively controlled by the PHA must be made in light of the entirety of the entity’s operations.  For purposes of this guidance, to qualify as an instrumentality, the organization must have organizational documents providing: (i) for legal control by the PHA, such as appointing the majority of the board members or serving as the majority of members of a non-profit and (ii) upon dissolution, the distribution of all public housing assets (A) for affordable housing purposes to the PHA or an Instrumentality designated by the PHA, or (B) in the case of public housing derived assets that are formally certified as Program Income and eligible for use for “affordable housing purposes”, to a nonprofit entity that has provision of low-income housing as one of its eligible activities.  The following indicia of control, among others, may provide additional guidance in determining whether an entity is legally and effectively controlled by the PHA, but are not required:

a) the entity and the PHA are subject to common leadership and direction and key positions are filled by shared employees; 
b) the entity and the PHA share a significant amount of facilities, equipment, and resources; or
c) the entity operates as an agent of the PHA.
The use of the term “Instrumentality” in this Notice is for definitional purposes only and is not intended to equate to any such definition under state statutes.

2. “Public Housing Funds” shall mean funds appropriated under the Act, other than those appropriated under Section 8 of the Act. 
3. “Public Housing Requirements” shall mean all requirements applicable to public housing, including without limitation, the United States Housing Act of 1937 and the Department’s implementing regulations thereunder.

4. “Related Entity” shall mean a non-profit or for-profit entity that uses Public Housing Funds and is formed for the purpose of carrying out [development and other] functions of the PHA, but is not legally and effectively controlled by the PHA.  Related Entities are not dominated, managed, or otherwise controlled by the PHA.  Related Entities generally are treated in the same manner as wholly unrelated third parties, in accordance with this Notice.   Related Entities do not include organizations whose only nexus with a PHA is participation is service by one or two PHA staff or board members in community organiziations such as homeless coalitions, family resource boards, or non-profits.
II. FORMATION AND OPERATION OF RELATED ENTITIES AND INSTRUMENTALITIES

A. Formation.  PHAs may form any entity, including a Related Entity or Instrumentality, without HUD approval.  Because these entities are created under State laws, their basic powers and functions are governed by State and local law and further defined in the organizational documents, rather than being defined by Federal statues and regulations.  

B. Funding Sources for  Formation

1. Public Housing Funds may be used to pay for staff time utilized and for expenses incurred in forming an entity created in full or part to provide management, administrative, operational, and social services for the PHA’s public housing programs. [delete if not covering 943.]  
2. Public Housing Funds may be used to pay for staff time utilized and for expenses incurred in forming an entity created for the purpose of developing a project containing public housing units.
3. Public Housing Funds may not be used to pay the cost of forming an entity created solely for the purpose of developing developments that do not include public housing units.  These costs must be paid with non-Public Housing Funds. 

4. Public Housing Funds to establish an entity that is intended to develop multiple projects, provided the first project includes at least some public housing units.  
5. The PHA may borrow such formation funds from a lending institution, but is not allowed to grant a security interest in public housing assets for this loan without written approval from HUD under Section 30 of the Act.

C. {Funding Sources for Predevelopment.

1. Public Housing Funds may be used for pre-development activities (see 24 CFR 941 and the Cost Controls and Safe Harbors for Rental Mixed Finance-Development), including the cost for the preparation and submission of tax credit or other applications, provided that such costs are in part in support of public housing and public housing units are included in the proposed development.   

2. Public Housing Funds may not be used to pay any application fees for tax credits or other financing to be used in a development that does not contain public housing.  These costs must be paid with non-Public Housing Funds.}
3. The PHA, Instrumentality or Related Entity may borrow pre-development funds from a lending institution, but is not allowed to grant a security interest in public housing assets for this loan without written approval from HUD under Section 30 of the Act.

D. Operation of Related Entities.  The operations of the Related Entity, when operating public housing programs, must be carried out in accordance with the Public Housing Requirements applicable to the function being performed in the same manner as they would apply to any procured third party.   For example, the regulatory requirements of the public housing program would apply to operations performed by a Related Party just as they would apply to operations conducted by a private developer.  In addition, performance standards as well as financial recordkeeping and any reporting by the Related Party to the PHA and to HUD must conform to the regulatory requirements as they would apply to any procured third party. (i.e., Sect. 9 – Public Housing Capitol and Operating Funds, 24 CFR part  941 – Public Housing Development).  
E.  Operation of Instrumentalities. The operations of the Instrumentality, when operating public housing programs, must be carried out in accordance with the Public Housing Requirements applicable to the function being performed, as if the PHA was performing the function.  For example, an Instrumentality developer that creates a ownership entity for the sale of tax credits and controls a general partnership interest in that entity must follow Public Housing Requirements as if the PHA itself were the general partner of the ownership entity.  (i.e., Sect. 9 – Public Housing Capital and Operating Funds,  24 CFR part  941 – Public Housing Development).

F. Operation of Related Entities and Instrumentalities.

1. Any agreements for Related Entities and Instrumentalities to undertake tasks for the PHA should be memorialized in a written contract.  Financial arrangements must be documented and must adhere to any applicable cost control standards reflecting a cost to the PHA of no more than the local market standard for the service provided. 

2. Contracts entered into between affiliated entities and third parties must be equitable to both parties and describe the work/services, facilities, development projects and budgets to be performed or provided and the corresponding financial arrangement for such activities.  
III. CONSIDERATIONS FOR INSTRUMENTALITIES AND RELATED ENTITIES.
A. Considerations for Instrumentalities

1. Books and Records.   The PHA and the Instrumentality must make documentation available to HUD, upon request, in order to support the monitoring efforts of the Department and ensure that the Instrumentality is properly implementing applicable provisions of the program, including reasonable protections against private inurement.  

2. Purpose. The primary purpose of an Instrumentality may include providing development[, management or other services] for the benefit of the PHA in its implementation of public housing programs, it may also provide services outside of the public housing program.  The PHA may create an Instrumentality in order to protect the assets, access other sources of funding, or for administrative ease in the implementation of public housing programs.

3. Development.  The PHA may grant or loan Public Housing Funds to the Instrumentality for the development of public or mixed-finance housing in accordance with the applicable provisions of 24 CFR Part 941.  

4. Procurement.  Since an Instrumentality, by definition, is controlled by the PHA and is used to carry out functions of the PHA, PHAs are not required to procure Instrumentalities in accordance with 24 CFR 85.36.  Nevertheless, the procurement by the Instrumentality of others is subject to part 85 as detailed below.

5. Conflicts of Interest.  The PHA must take reasonable efforts to monitor and prevent the appearance or occurrence of personal financial conflicts of interests by engaging their Instrumentalities only in contracts that are economically reasonable and do not result in private inurement (excluding payment of salaries) to the PHA or Instrumentality employees or directors. 
6. Conforming Entities Existing at Issuance of this Notice.   The Department understands that prior to issuance of this Notice, many PHAs have created and utilized affiliated entities with the purpose of operating them as instrumentalities under 24 CFR part 941.  The Department further recognizes that the definition of Instrumentality contained in this Notice is a new and clearer articulation of a general understanding of what types of entities constitute an Instrumentality.  Therefore, PHAs have sixty (60) calendar days from issuance of this Notice to amend organizational documents of existing entities in order to meet the definition of Instrumentality under this Notice.  
7. Transformation of Instrumentalities:  It is possible that the interests, goals, and operations of an Instrumentality may evolve and change such that it is no longer controlled by the PHA and the entity is therefore no longer an Instrumentality of the PHA.  When this occurs, either through concrete steps such as organizational document revisions or gradual operational and directional changes, the guidance in this Notice regarding Related Entities shall apply. In such cases, care should be taken to transfer public housing assets in accordance with the requirements at Section I(D)(2)(ii) of this Notice.  

B. Considerations for Related Entities.
1. Books and Records.   The PHA and the Related Entity must make documentation available to HUD, upon request, in order to support the monitoring efforts of the Department and ensure that the Related Entity is properly implementing applicable provisions of the program, including reasonable protections against private inurement.  

2. Purpose. The primary purpose of a Related Entity is not material, though a PHA may create a Related Entity in order to protect its assets, access other sources of funding, or for administrative ease in the implementation of public housing programs.

3. Development.  The PHA may grant or loan Public Housing Funds to the Related Entity (once procured) for the development of public and mixed-finance housing in accordance with the applicable provisions of 24 CFR Part 941.  

4. Procurement.  See Section VIII(B) of this Notice for requirements relating to procurement of and procurement by Related Entities.  

5. Conflicts of Interest.  The PHA must comply with the Conflict of Interest requirements identified in Article VII of this Notice.  

IV. DISPOSITION and ENCUMBRANCE OF PUBLIC HOUSING PROPERTY

{
A. Introduction.  [Development t]ransactions between PHAs and other parties, including affiliated entities, frequently involve the disposition and/or the encumbrance of public housing property.  The following provisions are reiterated to emphasize important restrictions and remind PHAs of their obligations tied to the receipt of Public Housing Funds, which frequently still apply even where affiliated entities are involved, and to specifically discuss the special applicability of these provisions to affiliated entities.

B. Consolidated Annual Contributions Contract   Part A  (ACC)  Form HUD-53012A (7/95).  The following are selected provisions of the ACC with particular application to transactions funded by Public Housing Funds {between PHAs and their affiliated entities}:

1. Section 7 – Covenant Against Disposition and Encumbrances.  This section states: “The HA shall not demolish or dispose of any project, or portion thereof, other than in accordance with the terms of this ACC and applicable HUD requirements … the HA shall not in any way encumber such project, or portion thereof, without the prior approval of HUD. In addition, the HA shall not pledge as collateral for a loan the assets of any project covered under this ACC.”

2. Section 8 – Declaration of Trust.  This section states:  “Promptly upon acquisition of the site of any property, the HA shall execute and deliver an instrument (which may be in the form of a declaration of trust, a trust indenture, or such other document as may be approved by HUD) confirming and further evidencing, among other things, the covenant of the HA not to convey or encumber the project except as expressly authorized in this ACC…”

3. Section 9 – Depository Agreement and General Fund.  This section states:  “(B) All monies and investment securities received by or held for the account of the PHA in connection with the development, operation and improvement of projects in accordance with an ACC with HUD shall constitute the “General Fund”…(C) “The PHA shall maintain records that identify the source and application of funds in such a manner as to allow HUD to determine that all funds are and have been expended in accordance with each specific program regulation and requirement.  The PHA may withdraw funds from the General Fund only for:  (1) the payment of the costs of development and operation of the projects under the ACC with HUD;  (2) the purchase of investment securities as approved by HUD; and (3) such other purposes as may be specifically approved by HUD.  Program funds are not fungible; withdrawals shall not be made for a specific program in excess of the funds available on deposit for that program.”…“These covenants apply to all public housing assets as defined in … , including not only real estate, but also money, investment assets, future receipts from rents, operating subsidy and other sources, and any other type of tangible or intangible personal property that is a part of a public housing project” (ACC, Sec. 2, "Definitions" “Project”).}
C.  
Disposition to Instrumentality.  Disposition by deed or ground lease of public housing property to an Instrumentality or a tax credit owner entity formed by an Instrumentality for the purpose of developing public housing does not require written approval from HUD (other than approval required pursuant to Part 941) so long as the property will either: (1) continue to be subject to the  existing Declaration of Trust or (2) upon conveyance, will be subject to a new, HUD approved Declaration of Trust or Declaration of Restrictive Covenants.  
D.       Example.  The following is a nonexclusive list of examples of general types of encumbrances that are prohibited by the ACC covenant without the express approval of HUD:

1. a mortgage or other lien on project real estate;

2. pledge or other encumbrance of project funds, as to money on hand or future revenues;

3. use of project equipment, vehicles, or other tangible assets as collateral;

4. creation of a contingent claim against project assets, under a guaranty or indemnity agreement; and

5. grant of a leasehold interest greater than one year, other than leases incident to public housing operations.

E. Guaranty/ Recourse language.  The following is an example of the type of language that is generally acceptable to HUD and that may be used in a partnership or loan agreement to protect the assets of the PHA, in accordance with the requirements of the ACC.  The language must be modified to meet the specific requirements of the transaction and is to be submitted to HUD for review and approval as part of the 24 CFR part 941 approval process.

Guaranty Obligations and Indemnifications.   
 (A) Except as specifically approved in writing by HUD or as provided in subparagraph (B) of this paragraph, the [Guarantied Party] acknowledges and agrees that the [Instrumentality/Related Entity] (the “Guarantor”), or any entity with a controlling interest in the Guarantor, has no authority to provide [Guarantied Party] with guarantees or indemnifications involving the assets of the Project (as the term “Project” is defined in paragraph __  herein, and as further defined in the ACC) or the assets of the Authority.  Accordingly, the [Guarantied Party] acknowledges that it has no legal right of recourse under this Agreement against:

(i) any public housing project of the Authority, including the Project that is the subject of this Agreement;

(ii) any operating receipts of the Authority (as the term “operating receipts” is defined in the ACC); or

(iii) any public housing operating reserve of the Authority reflected in the Authority’s annual operating budget and required under the ACC.
(B) The restrictions in subparagraph (A) herein do not apply to any assets of the Authority arising under any program not administered by HUD under the United States Housing Act of 1937.

V. ALLOCATION and SOURCE of FUNDS for the COST OF SHARED RESOURCES.

A. Prohibition on the use of Public Housing Funds. No Public Housing Funds shall be utilized for the development[, administration or management] of a development that does not contain any public housing units, other than costs authorized by a specific grant program, such as HOPE VI.  The costs to carry out the [administrative, management, or] development functions for a development containing no public housing units shall be paid for with funds other than Public Housing Funds, unless such costs are authorized by a specific grant program such as HOPE VI.  

B. Basic cost allocation requirements.

1. A PHA may use Public Housing Funds to pay for [the administrative, management and ]development functions performed {by an Instrumentality or Related Entity} in connection with the development of a project containing some or all public housing. The administrative fees or costs incurred must be within the applicable administrative fee limits, if any, and other specific requirements of the applicable programs (i.e., HOPE VI, Capital Funds, and/or RHF programs).  {The PHA may directly carry out the various functions or implement them through a contractual or other relationship with an Instrumentality or Related Party or other third party.}
2. Where staff, facilities, equipment, or other resources paid for by Public Housing Funds are shared between a PHA and an Instrumentality or Related Party, the costs funded by Public Housing Funds must be equitably allocated to each entity, and each entity must furthermore allocate such costs to each program (i.e., HOPE VI, Capital Funds, and/or RHF programs).  This is the basic cost‑allocation principle that is the norm for both public and private business practice[, and it applies to the development, administration, and operation of public housing].

3. The basic regulatory authority for cost allocation under the Public Housing Program includes 24 CFR 85.20(b)(5), which cross-references Office of Management and Budget (OMB) cost principles.  Although these instructions are couched in terms of proration between public housing operations and other programs that are also administered by the PHA itself, the rationale is also applicable to proration between a PHA and an affiliated entity.  OMB Circular A‑87, Cost Principles for State and Local Governments, contains several provisions on this subject, including the following:

a) Attachment A, Sec. C.2a. "Allocable costs.  A cost is allocable to a particular cost objective to the extent of benefits received by such objective. (program or activity)" 

b) Attachment A, Sec. D.1. "Total cost.  The total cost of a federal award is comprised of the allowable direct cost of the program plus its allocable portion of allowable indirect costs, less applicable credits."

c) Attachment B. Sec. B‑11.h(4), (5) and (6). "Support of salary and wages. These standards regarding time distribution are in addition to the standards for payroll documentation. (4) Where employees work on multiple activities or cost objectives, a distribution of their salaries and wages will be supported by personnel activity reports or equivalent documentation which meets the standards in subsection (5) unless a statistical sampling system (see subsection (6)) or other substitute system has been approved by the cognizant Federal agency. 

C. Substitute Allocation System for Public Housing and Mixed-Finance Developments.  In accordance with the provisions of OMB Circular A‑87, Cost Principles for State and Local Governments, Attachment B. Sec. B- 11 h(6), the Department is creating the following substitute system for the funding and allocation of costs of staff salaries and wages in connection with the  administrative, management and development functions of public housing and mixed-finance developments:  PHAs using Instrumentalities for the mixed-finance development of public housing units may pay for all administrative expenses of the Instrumentality that relate to that activity without documented allocation of costs between the Authority and its Instrumentality so long as it meets the following conditions: 
1. Pro-rata portion test. The ratio of total development costs (excluding PHA administrative, relocation, demolition, extraordinary site costs and other costs traditionally described as Part B costs in a mixed-finance F-1 budget) paid from Public Housing Funds to other funds may not exceed the ratio of public housing units to non public housing units.  The Department does not require a pro rata allocation by individual expense, but will apply the test to the total development costs of the project; and 

2. Cost Control. The total administrative expenses paid from Public Housing Funds must be within the Department’s Cost Control and Safe Harbor Standards for the mixed finance development of public housing units or otherwise approved by HUD.  Additionally, if the Instrumentality is to receive a developer fee for a mixed income development, the owner must pay the fee from non-Public Housing Funds. 

D. Examples:  Generally, the following are examples of the application of the cost allocation guidance set out in OMB Circular A-87.

1. Allocations between entities

a) Noncompliance with the cost allocation requirements most often occurs with regard to employee compensation.  As a very simple example of the basic principle, if an employee divides his time equally between the PHA and a Related Entity or Instrumentality, then each organization should pay half of the employee's total compensation, assuming comparable work at comparable pay scales. 

b) Organizations frequently share office and maintenance space, including all of the associated equipment, supplies and services, as well as motor vehicles, and travel and training costs.  Equitable allocation of expenses is required where organizations share the use of assets. 
c) A PHA might contract to provide development accounting [, management or maintenance] services to an affiliated entity using PHA [maintenance] staff, equipment and supplies.  In that situation, the agreement should provide for reimbursement of direct costs, and spell out a method for allocation of indirect costs for personnel, equipment, and material.

d)   A PHA electing to use the Substitute Allocation System described in Section D.1. above does not need to allocate costs between the PHA and the Instrumentality.
2. Allocations between programs:  The following are examples of the application of the cost allocation principles as they apply to the source of funds and cost allocations when {a PHA, or its } an affiliated entity, through a contract with the PHA, is carrying out [administrative and] development functions:

a) When utilizing funds from only one program, the {PHA and } affiliated entity must allocate costs to the public housing program paying for the costs.
b) For the development of a mixed-finance development containing public housing units, and utilizing multiple sources of Public Housing Funds, the {PHA and } affiliated entity may allocate costs in any percentage between the public housing programs, as long as the costs are an eligible expense for the program.

c) For the development of a two different developments, where development “A” contains no public housing units, and development “B” contains all public housing units, all of the development costs of development “A” are to be paid with non-Public Housing Funds (unless such costs are authorized by a specific grant program, such as HOPE VI.).  The {PHA and} affiliated entity may pay all of the costs of development “B” with Public Housing Funds, allocated to the appropriate funding program or programs (e.g., RHF, Capital Funds, HOPE VI).  For an employee of the {PHA or its }Instrumentality that spends 50% of his/her time on development “A” and 50% on development “B,” then 50% of the costs must be allocated to each development, and therefore Public Housing Funds can only be used to pay 50% of the salary representing the costs from development “B.” 

d)   A PHA may pay for 100% of the Instrumentality’s and PHA’s administrative expenses for time spent on a development containing both public housing and non public housing units. However, total development costs must not exceed limitations.

E. Accounting and Reporting Requirements.  PHAs, Instrumentalities and Related Entities should comply with GAAP reporting requirements in allocating costs and prepaid financial reports (see PHA GAAP Flyer, Vol. 1, Issue 3, July 1999).

VI. REIMBURSEMENT of COSTS PERTAINING TO  FORMATION and DEVELOPMENT and SOURCE of FUNDING

A. Reimbursement.  This Notice also outlines the reimbursement provisions for PHAs that, before the issuance of this Notice, (1) used Public Housing Funds for expenses associated with the creation of Instrumentalities, Related Entities or other entities in contradiction to the guidance provided in this Notice, and/or (2) used, mortgaged or granted a security interest in Public Housing Funds [for development purposes] {in a transaction involving an affiliated entity} without the approval of HUD.  {This Section VI applies equally whether the private third parties or affiliated entities are involved in the transaction with the PHA.}
1. Development of non-public housing units.  PHAs that have used Public Housing Funds through {a private partner or }an affiliated entity to develop a project that contained no public housing units must reimburse or cause the reimbursement from {the private partner or }its Instrumentality or Related Entity, as appropriate, in accordance with the following provisions:
a) Any affiliated entity costs, or allocated staff salaries, paid with Public Housing Funds must be returned or reimbursed. Additionally, any cost paid for by Public Housing Funds of any staff utilization for the formation of an entity, if not formed as contemplated by Section II of this Notice, must be reimbursed.  
b) Any development costs paid through an affiliated entity with Public Housing Funds for the improvement of the non-public housing units or for the improvement of a public housing site developed solely with non-public housing units must be reimbursed if the public housing site was not disposed of through an approved disposition plan or otherwise authorized by a specific grant program, such as HOPE VI.

2. Development of Communities That Include Public Housing Units.  PHAs that have used Public Housing Funds through an affiliated entity {or a private partner }in a mixed finance development that includes some public housing units without HUD approval in accordance with 24 CFR 941 must reimburse or cause the reimbursement from its {private partner or its } Instrumentality or Related Entity, as appropriate, in accordance with the following provisions:
a) A PHA may spend Public Housing Funds through its affiliated entity for staff time utilized for the formation of the Instrumentality or Related Entity in accordance with this Notice.  Such costs which do not comply with the provisions of this Notice, however, must be reimbursed. 

b) All costs paid through an affiliated entity with Public Housing Funds attributable to the improvement of the non-public housing units (both hard and soft costs) or for the improvement of the site must be reimbursed.  In order to determine if Public Housing Funds were attributable to non-public housing units, the PHA may use the pro rata share test to ensure that Public Housing Funds were not expended in a greater ratio than the amount of public housing units in the development.  Expenditures of Public Housing Funds need not be reimbursed so long as they are within HUD published limits for Total Development Costs, unless HUD elects to impose, retroactively for good reason outlined in writing, the stricter Substitute Allocation System first outlined earlier in this Notice.     
3. The PHA must submit to the Field Office having jurisdiction over the PHA a schedule of any such reimbursement. 

4. {Section 30 Transactions.  Any financial guarantees, loan agreements, indemnifications or secured transactions entered into by {the PHA,} an affiliated entity {or private partner} that mortgages or otherwise grants a security interest in any public housing project or other PHA property and tt hat have not been previously approved by HUD must be terminated or restructured in accordance with direction provided by the Department based on an individualized review of facts and circumstances.}
VII. CONFLICTS of INTEREST  

Conflict of interest questions often arise in transactions between PHAs and Related Entities.  The following excerpts from the ACC and other HUD regulations give an overview of HUD’s concerns.  Traditionally, financial conflicts of interest have been the source of greatest concern.

A. Consolidated Annual Contributions Contract (ACC) – Section 19.     Transactions between PHAs and Related Entities are not exempt from the conflict-of-interest prohibition that applies to public housing in general.  This prohibition is generally stated in paragraphs quoted from Section 19 Part A of the ACC, of Form HUD‑53012A (7/95)). “(1) In addition to any other applicable conflict of interest requirements, neither the PHA nor any of its contractors or their subcontractors may enter into any contract, subcontract, or arrangement in connection with a project under this ACC in which any of the following classes of people has a financial  interest, direct or indirect, during his or her tenure or for one year thereafter.”

1. “(A)(1)(i) Any present or former member or officer of the governing body of the HA, or any member of the officer’s immediate family.  There shall be excepted from this prohibition any person or former tenant commissioner who does not serve on the governing body of a resident corporation, and who otherwise does not occupy a policymaking position with the resident corporation, the HA or a business entity.”

2. “(A)(1)(ii) Any employee of the HA who formulates policy or who influences decisions with respect to the project(s), or any member of the employee’s immediate family, or the employee’s partner.”

3. “(A)(1)(iii) Any public official, member of the local governing body, or State or local legislator, or any member of such individuals’ immediate family, who exercises functions or responsibilities with respect to the project(s) or the HA.”

This provision is not applicable in the case of a PHA dealing with its Instrumentality in which any person with an identity of interest does not have a personal financial interest. 

B. 24 CFR Part 85 
1. The HUD regulations that apply to PHA procurement contain a similar prohibition against real or apparent conflict of interest that are of a financial nature (see 24 CFR Part 85).  
C.
What Constitutes an Interest?  For the purpose of PHA relations with Instrumentalities and Related Entities under this Notice, HUD defines the “interest” covered by the ACC and Part 85 to include any personal financial benefit that may be derived by a PHA Commissioner or staff member directly because of his or her service on the Instrumentality or Related Party.  It includes, for example, any personal right to receive profits or distributions of the Instrumentality or Related Party and any bonus received because of service to the affiliated entity.  It does not include allocation of a percentage of that person’s salary to the affiliated entity.

D.
Application to Related Entities.  Contracts with Related Entities must comply with the Conflict of Interest requirements in the ACC and Part 85.  
C.
Application to Instrumentalities.   By definition, Instrumentalities are controlled by the PHA and provide the PHA or the PHA’s designee all public housing assets upon dissolution.  Therefore, the conflict of interest rules above do not apply.  However, should an Instrumentality cease to be an Instrumentality, then the conflict of interest rules do apply.  Conflict of interest issues related to Instrumentalities are covered in Section III(B)(3) of this Notice. 
C. Conflict of Interest Concerns in Instrumentality and Related Entity Formation 

1. PHAs, Related Entities, and Instrumentalities shall avoid any appearance or actual occurrence of self-dealing for individual PHA Board Members or staff members in the organization and operation of the Related Entity or Instrumentality.

2. Agreements between a PHA and its Instrumentality, or a Related Entity, must be economically reasonable to both parties.  The agreements must base the rates for services on those available in the open market.  Applicable cost controls and guidelines for the program implemented apply.

VIII. PHA PROCUREMENT of INSTRUMENTALITIES and RELATED ENTITIES

The following procurement requirements apply where the activities of the affiliated entity and/or its contractors involve the expenditure of Public Housing Funds [in the context of public housing development].  
A. Instrumentality.  
1. Selecting the Instrumentality.  A PHA’s procurement of an Instrumentality is not subject to 24 CFR Part 85.  The Instrumentality is acting effectively on behalf of the PHA and is controlled by the PHA.  Therefore, it may be selected outside of the federal procurement method.  
2. Selections by the Intrumentality.  An Instrumentality of the PHA that is created or selected to complete a public housing [development] activity and is not procured under 24 CFR Part 85 is subject to additional requirements in selection of  its partners.  An Instrumentality must procure the other members of its operational or development team, i.e., architect, consultants, contractor, attorneys, etc. (see 24 CFR part 85 and 24 CFR Part 941), as the Instrumentality is subject to the same procurement rules as the PHA.

B. Related Entity.  

1. Selecting the Related Entity.  A PHA’s procurement of a Related Entity is subject to the applicable provisions of 24 CFR part 85, and 24 CFR part 941, including but not limited to the conflict of interest principles outlined above.  

2. Selections by the Related Entity.  A Related Entity may need to enter into contractual agreements with the PHA or with a third party, whereby the PHA or third party is to provide materials or administrative, development or consulting services to the Related Entity.  A Related Entity that has been procured by the PHA in accordance with part 85 is not subject to part 85 when the Related Entity procures items or services, including services of the other members of its operational or development team, i.e., architect, consultants, contractor, attorneys, etc.  
C. Selection by the Owner Entity. 

1. Pursuant to 24 CFR part 941, an Owner Entity that has been procured by the PHA or the Instrumentality is not subject to the provisions of 24 CFR part 85 if the PHA or its Instrumentality is not a managing general partner or managing member of the Owner Entity partnership, or otherwise exercises “significant functions” within the Owner Entity with respect to the management of the development. 

2. Pursuant to 24 CFR Part 941, if the PHA or its Instrumentality is a managing general partner or managing member of the Owner Entity or otherwise exercises “significant functions” within the Owner Entity as to the management of the development, then selections by the Owner Entity are subject to the provisions of part 24 CFR part 85.

IX. {SECTION 30, PUBLIC HOUSING DEVELOPMENT and CAPITAL FUND.  

The following is a summary of the key program requirements affecting PHAs and affiliated entities participating in the development of public housing, low-income housing, affordable housing and market rate housing.

A. Section 30 of the 1937 Act: Public Housing Mortgages and Security Interests.  Private development firms, PHAs and affiliated entities providing administrative, management and development functions for public housing development and/or mixed-finance housing development projects must conform to the requirements of Section 30 (42 U.S.C.1437z-2).  In general, entities may not mortgage or otherwise grant a security interest in any public housing project, asset or other property of the PHA without the approval of the Assistant Secretary for Public and Indian Housing. 
B. Public Housing Development.  Private development firms and/or Related Entities must be procured by the PHA using the procedures set out in Part 85 to provide administrative, management, and development services for public housing development projects.   The PHA may form an Instrumentality and select that entity to provide the services following the protocol set out in this notice.  If the PHA selects its Instrumentality to conduct the development activities, the Instrumentality must select its team members and contractors in accordance with Part 85. 
1. Private development firms and/or affiliated entities selected to conduct development activities under 24 CFR part 941, subparts A, B, C, D and E must conform to the requirements of the appropriate subpart.  The PHA must ensure in its contractual arrangements that the partners will comply with all applicable public housing requirements.  The Department’s Field Offices will provide technical assistance, with respect to approvals, monitoring and reviews.  The Field Offices must approve the transaction before the obligation of any Public Housing Funds.

2. Private development firms and/or affiliated entities selected to undertake Mixed Finance development of public housing units must conform to applicable public housing requirements.  Specifically, the partner must follow requirements of 24 CFR part 941, subpart F – Public/Private Partnerships for Mixed-Finance Development of Public Housing Units, and the applicable guidance and procedures established by the Office of Public Housing Investment (OPHI).  The Office of Public Housing Investments must approve the obligation of any Public Housing Funds or assets prior to the initiation of construction activities.
C. Capital Fund Financing Program. PHAs may take advantage of the financing element of the Capital Fund.  Under the Capital Fund Financing Program (CFFP), a PHA may borrow private capital to make improvements and pledge, subject to the availability of appropriations, a portion of its future year annual Capital Funds to make debt service payments for either a bond or conventional bank loan transaction.  The loans or bonds are obligations of the PHA.  HUD does not guarantee or ensure these loans or bonds. The PHA obligation is subject to the availability of appropriations by Congress and compliance with statutory and regulatory requirements.  A PHA must obtain written HUD approval prior to executing any document that would encumber or pledge as collateral any public housing assets. This includes both physical assets and future public housing funding, such as Operating Funds or Capital Funds. In order to receive HUD approval, a PHA must submit a financing proposal that includes a term sheet, financial documents, and a justification for the use of Capital Funds for financing.}
X. HUD MONITORING AND REPORTING IN PHA PLAN.

A. General monitoring approach.  PHA compliance with the requirements of Public Housing Programs in connection with transactions involving affiliated entities is an integral part of HUD's regular program monitoring and compliance activities.  Because the pertinent requirements are not peculiar to transactions involving affiliated entities, the general approach is to include those transactions in the normal monitoring and review process.  However, where a PHA has one or more affiliated entities, special attention should be given to their interaction, not only in identifying and remedying violations, but also to providing technical assistance on how to avoid violations in the future. 

B. Financial reviews.  Compliance with the requirements discussed in this Notice is a matter for HUD staff examination in connection with financial management reviews, including reviews of PHA budget submissions, financial statements, and audit reports.  See instructions in OMB Circular A-87 (Revised 05-10-04), the Financial Assessment Sub-system FASS-PHA 24CFR902, and the Compliance Supplements for CFDA 14.872 Capital Funds, and CFDA 14.866 HOPE VI.  The existence of the affiliated entity a transactions must be disclosed in the PHA's financial statements where required by GAAP.  In addition, the PHA's independent audits and the PHA Plan must cover transactions between the PHA and any Instrumentalities.

C. Management reviews.  PHA relationships with affiliated entities should be included in the regularly scheduled HUD management reviews of public housing operations.  See Handbook 7460.7 REV‑1, Field Office Monitoring of Public Housing Agencies.  If justified by indications of noncompliance, the Regional Office or Field Office should conduct a special review, or refer the matter to the appropriate Regional Inspector General (Audit or Investigation).

D. Cross‑program checks.  Regional Offices and Field Offices should establish intra-office procedures for staffs in different program areas to exchange information about PHA transactions with affiliated entities that may affect public housing and other Federal housing programs.

E. affiliated entity reviews.  The Regional Offices and Field Offices are to review the following specific areas and activities.  The scope of the review of developments approved by HUD is to assure that operations comply with the documents governing the relationships of the parties in transaction.  The review does not include re-drafting or re-negotiating the documents.

1. The scope of  affiliated entities’ involvement with development utilizing public housing assets.

2. The agreements between PHAs and affiliated entities  and whether they comply with HUD requirements.  Special attention will be given to compliance with conflict of interest requirements as applicable.

3. The propriety of cost allocations.

4. Project syndications, limited liability company, and/or partnership agreements and the propriety of the contractual relationships and transactions and associated accounting between PHAs, affiliated entities, and other entities such as limited partnerships and limited liability corporations involved with developments utilizing Public Housing Funds and/or assets, as they relate to the provisions of this Notice.

5. Disclosure of affiliated entities’ activities in audited financial statements, where required by GAAP.

6. Review of all loans, partnership agreements, and bond financing agreements between the affiliated entities, the PHA, and other entities to ensure that neither the PHA nor its affiliated entities pledged public housing assets or guarantee repayment of such financing by the PHA without prior HUD approval.

F. Development Activity Reporting - PHA Plan 

1. In accordance with HUD 50075 (OMB No. 2577-0226), the PHA is required to report any development transactions to be entered into in the PHA Plan.  The PHA submits the Annual Statement, Component 7, for HOPE VI, Mixed-Finance and Capital Fund Program in Part III.  The PHA Plan and Implementation Schedules for each active grant, details the eligible activities to be funded and the budget of estimated sources and uses.  The PHA Plan is to be reviewed and approved by the HUD Field Office in the region in which the PHA is located.

2. HUD must approve all development transactions using Public Housing Funds (See 24 CFR Part 941, subparts A-F sections 941.302, 941.501, 941.612, & 941.614), and as implemented by Form HUD-53012A – Terms and Conditions – Constituting Part A of a Consolidated Annual Contribution Contract (ACC) between the PHA and the United States of America  (See Section 7 and Section 9 and the applicable ACCs.)

3.    The PHA Plan is to be reviewed and approved by the HUD Field Office in the region in which the PHA is located.  The PHA plan should disclose any development transactions with affiliated entities and private entities in accordance with the provisions of this Notice.

G. Checklist.  The attached checklist (Appendix 1) should be used by Regional Offices and Field Offices in connection with their monitoring and review activities, and as guidance for assessing compliance with the requirements discussed in this Notice.
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