Guidance for Healthy Neighborhoods loan borrowers

Reservoir Hill Improvement Council

Preparing a scope of work

If you are planning a gut rehab, want to move walls, build an addition, raise the roof, dig out the basement, etc., you will need hire an architect to draw plans and write specifications.  Healthy Neighborhoods does not provide this level of service.  Major renovations will likely require plans in order for the contractor to get building permits.  Even if they are not required for permits, you should be very clear for your own protection about what the scope of construction will be to avoid eventual disputes or problems.  You may want a draftsman to draw up the proposed plan.

Most renovations will not fall into this major category, but may still be substantial and therefore should be fairly clearly defined with details about work to be accomplished.  If drawings are required, your contractor may be able to provide a scaled drawing.  Or, for instance, if a kitchen is being redone, one of the hardware centers, such as Home Depot or Lowe’s, can provide a CAD (computer assisted drawing) plan for the room, showing the placement of all cabinets and fixtures.  

You should try to do a write-up of the work you want done, detailing it room by room.  This write-up will then be used to solicit bids.  The alternative is for you go to a contractor and rely upon him to do the write-up.  This may be sufficient in some cases; in others, it might result in a written scope of work that is not very detailed, which could lead to disputes down the road over what each party believed was intended.  Avoidance of these kinds of problems is a very worthwhile goal.

Early Consultation with the HNI Architect:  If you are unable to fully define what you want done, you may request a consultation with the Healthy Neighborhoods architect through RHIC before finalizing the scope of work and seeking bids.  This early consultation is optional, not required.  The architect retained by Healthy Neighborhoods will be advised that his services have been requested, and the architect will schedule an appointment to meet you and walk through the property.  At this time, they will discuss with you things that should be fixed, and those other items you may desire to do within the property and how that fits within your budget.  Before an architectural consultation is requested, however, you will have completed with RHIC a preliminary pre-qualification that will indicate how much you can borrow for property improvements.  The architect will need to know this in order to be able to adequately advise you.  

It is possible the HNI architect could tell you that the property needs too much work to be accomplished within that rehab loan limit, or that you will not be able to do some of the things you had hoped to do.  The services of the HNI architect are for consultation.  He will not be acting as a project architect and will not do detailed plans and specifications for you.  You will have to be prepared to do this work, either with your own architect or contractor.  

You may need to do some shopping to be able to specify materials or fixtures you have selected.  This is strongly recommended.  Your bid will be better if you are able to tell the contractors from whom you seek bids exactly what you are expecting to be installed, rather than to have the contractor put an “allowance” in the contract.  An allowance is a “place holder” in the contract put there by the contractor.  It assumes a certain quality of material will be selected such as the amount per square foot for carpet or other flooring, or the amount per lighting fixture, or even the quality of paint.  If the contractor has assumed a lesser allowance than the material you actually select, you will have to pay the difference out of pocket. For instance, if the contractor has left an allowance for builder-grade kitchen cabinets and you actually end up selecting something of higher quality, such as semi-custom cabinetry, you will have to pay a very big up-charge.  Doing some legwork up front can avoid later surprises.  

Obtaining a bid

Once you have an idea of the scope of work, and preferably have written it up, you should solicit bids from a contractor or contractors.  It is not required that competitive bids be obtained; that is up to you.  You need to obtain a bid from a licensed and insured contractor.  You should also check the references provided by the contractor.

Typically, a contractor will submit a construction proposal on his own contract form. Work may be categorized by room, or by category, such as electrical, plumbing, etc., or both, most likely.  Oftentimes, the written scope of work will be vague.  It is entirely appropriate for you to ask that the written scope of work you have prepared be attached to the contractor’s proposal and referenced as part of the contract. 

The contractor must assign a cost for each item or category of work. Many contractors will resist doing so, preferring instead to just give you the bottom line number.  Bradford Bank will not accept a proposal that is not costed as to line items.  The reason for this is that in the event of a change order, everyone needs to understand how much money to add or subtract from the contract.  If no cost is assigned, then you (and the bank) are at the contractor’s mercy in terms of assigning the value of the work being eliminated or changed.

When you have obtained a contractor’s proposal you find acceptable, you may enter into the contract.  However, the contract should be made contingent upon your obtaining approval for the financing you are seeking.  Suggested wording:  “This contract is contingent upon customer’s approval for construction financing through the Healthy Neighborhoods Loan Program at Bradford Bank by (date).”  The date should be 30 to 45 days from the date the contract is signed.  You should advise the contractor that the bid and the scope of work are going to be reviewed by a consulting architect before the loan goes to the bank, and if any changes are required, or if there are any questions, you will get back to him for revisions.

The contractor proposal and client documents will then be submitted to Healthy Neighborhoods.  Healthy Neighborhoods will refer the case to the consulting architectural firm.  It is likely the architect will, if he has not been involved with this project prior to this, make an appointment with you to visit the property and to review the condition of the property and the scope of work proposed.  He will review the proposal for completeness and accuracy and will make a judgment as to whether the amount bid for the work seems to be reasonable.  This review by the architectural firm and a certification from the architect regarding his review is required. The better and more detailed the proposal, the better able the architect will be to make these determinations.  It would be helpful, although not required, to have the contractor accompany you and the architect when the bid and property are reviewed. If the architect has any questions, he will contact you directly. 

The bank process

Assuming everything is in order, the architect will certify that he has reviewed the bid and contract and found them acceptable.  You will then make an appointment with Bradford Bank for the formal loan application.

A loan officer will confirm all information submitted to date and run a credit check.  The Bank will assign an appraiser to evaluate the property and will provide that appraiser with a copy of the contract of sale as well as the construction proposal. 

Once all information has been verified and all reports received (approximately a 30-day period, assuming there are no problems with credit, value, or title), the loan will go to the Bank’s loan committee and the Bank will schedule closing.  This will be approximately 45 days out, assuming everything is in good order. At closing, funds will be remitted to pay the seller for the purchase price of the property; the remainder of the loan for construction will be placed in escrow.  If the contractor has required an up front deposit, you will have to front that money yourself.  The Bank will not provide up front deposits but only release money as they confirm actual work is completed.  

Construction may begin immediately after settlement.  The contractor must obtain required building permits and will have had to provide the Bank evidence of his home improvement license and insurance, and the permit. Once construction begins, the contractor will submit draw requests according to the agreed-upon draw schedule between the client and the contractor, and upon verification by the Bank’s appraiser that work has been completed satisfactorily. There is no construction retainage on draws; draw requests will be funded in full. The client and the contractor will have had to work out the draw schedule as part of the contract.  You should try to keep draws to no more than four or five because you will have to pay for the Bank’s inspections and will probably want to keep that cost to a minimum.

The Bank will allow a construction contingency, up to 10%, to be placed in the construction contract as long as the loan to value limit on the property is not exceeded.  It would be advisable to have a contingency to cover any unforeseen things that might occur during construction or for costs that were not anticipated, or for changes you may desire once construction gets underway.  If the contingency is not used, the remaining funds will be disbursed back to you at completion.  You may then use the funds to pay down the principal balance of the loan.

Note:  If you are currently under contract to settle within 60 days,  you probably cannot get through the HNI loan process in that period of time. Getting a rehab spec written and obtaining bids and negotiating a construction contract takes time if there is any complexity at all.  You may need to obtain a contract extension or obtain a conventional mortgage to complete the purchase, and then refinance that loan with a Healthy Neighborhoods loan to pay for the purchase and the anticipated renovations.  If you go this refinance route, you should seek the cheapest mortgage loan possible in terms of points and fees, even if the interest rate is high, because you are not going to keep that mortgage. Therefore, the interest rate on the initial purchase is really not material.
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