
MEMORANDUM FOR:  Frederick C. Douglas, Deputy Assistant Secretary for Single Family
Housing, HU

FROM:  Frank E. Baca, District Inspector General for Audit, 0AGA

SUBJECT: Final report of nationwide audit
Down payment assistance programs
Office of Insured Single Family Housing

This is the final report of our audit of down payment assistance provided by private nonprofit
organizations.  We initiated the audit in response to citizen concerns about HUD-approved innovative
down payment assistance programs.  The purpose of the audit was to determine if: (1) the structure of
the loan transactions involving down payment assistance from a nonprofit complied with HUD
requirements; (2) HUD has the controls in place to approve, monitor, and evaluate the performance of
private nonprofit organizations’ down payment assistance programs; and (3) loans in which nonprofit
organizations provided down payment assistance to buyers increase the risk to the Federal Housing
Administration’s (FHA’s) insurance fund. 

Audit results show that HUD allowed nonprofit organizations to operate down payment assistance
programs that circumvent FHA requirements.  The down payment loan transactions do not meet the
intent of FHA requirements in that the down payment assistance is not a true gift from the nonprofit,
and the nonprofit is being reimbursed for the assistance by the seller.  Audit results indicate that default
rates for buyers receiving down payment assistance from nonprofit organizations are significantly higher
than for other FHA loans.  Also, some sellers have raised the sales prices of properties to cover the
cost of the down payment assistance programs causing buyers to finance higher loan amounts.   The
circumvention of FHA requirements occurred because HUD did not have an established process or
specific criteria to evaluate these programs.

Within 60 days, please furnish this office, for each recommendation in this report, a status on: (1)
corrective action taken; (2) the proposed corrective action and the date to be completed; or (3) why
action is not considered necessary.  Also, please furnish copies of any correspondence or directives
issued related to this audit.

If you have any questions please contact Bill Taylor, Senior Auditor, or myself at 206-220-5360.

  Issue Date
            March 31, 2000
 Audit Case Number
       2000-SE-121-0001
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Executive Summary

In response to citizen concerns about HUD-approved programs where private nonprofit
organizations provide down payment assistance to homebuyers, we initiated an audit to
determine if: (1) the structure of the loan transactions involving down payment assistance
from a nonprofit complied with HUD requirements; (2) HUD has the controls in place to
approve, monitor, and evaluate the performance of the programs; and (3) loans in which
nonprofit organizations provided down payment assistance to buyers increase the risk to the
Federal Housing Administration’s (FHA’s) insurance fund.

Under these down payment assistance programs, nonprofits provide sellers with a pool of
potential buyers of single family housing.  These potential buyers qualify for home ownership
but do not have the necessary down payment to purchase single family houses. The nonprofit
provides down payment funds for the buyer, and then receives from the seller a service fee
and/or contribution that normally exceeds the down payment assistance provided.

Please note that this was an audit of HUD-approved down payment assistance programs, and
NOT an audit of any private, nonprofit organization that provides down payment assistance to
buyers who purchase FHA-insured homes.

HUD allowed nonprofit organizations to operate down payment
assistance programs that circumvent FHA requirements.  We
concluded that the down payment assistance programs do not meet the
intent of FHA requirements because the assistance is not a true gift,
and because the nonprofit is being reimbursed for the down payment
assistance by the seller. Analyses of empirical data found higher default
rates for loans under these programs.  In addition, independent studies
have shown higher default rates for loans where buyers have little or no
equity.   Also, we found evidence that some home sellers increased the
sales price to cover the fee they paid to the nonprofits.  HUD allowed
this situation because it did not have an established process for
evaluating, approving, or monitoring the new down payment assistance
programs.  HUD has issued a proposed rule which we believe will
effectively enforce FHA’s requirements and eliminate or reduce the
adverse impact of the new programs on the FHA insurance fund.

Audit results
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Without thoroughly evaluating the programs, and based on a legal
opinion, HUD allowed nonprofit organizations to operate down
payment assistance programs that do not meet the intent of FHA
requirements.  We concluded that these programs circumvent FHA
requirements because the down payment assistance is not a true gift,
and the nonprofit is reimbursed for the assistance from the seller’s sales
proceeds.  The assistance is not a true gift because the loan
transactions are quid pro quo arrangements, where the buyer can only
use the assistance for houses that are being sold by sellers or builders
who agree to pay a fee to the nonprofit.  Also, the buyer never has
control of the gift funds.

The nonprofit provides the gift funds directly to the closing agent.
However, prior to closing, the seller enters into an agreement with the
nonprofit to pay the nonprofit a service fee and/or contribution1 which
normally exceeds the assistance amount.  Thus, the seller indirectly
provides the down payment assistance to the buyer.  FHA
requirements prohibit an entity with an interest in the sales transaction
from providing down payment gift funds.

Empirical information developed during the review shows higher
default rates for loans involving down payment assistance gifts
provided by nonprofit organizations than for other FHA loans.  Also,
independent studies have shown there is a direct relationship between
the amount of equity a buyer has in the home and the default rates on
FHA-insured mortgages.  The audit also found evidence that some
sellers raised the sales prices of single family properties to cover the
cost of the down payment assistance programs.  Higher sales prices
mean higher loan amounts and even less (possibly negative) equity for
buyers, which further increases the likelihood of default and risk to the
FHA insurance fund.  As of December 1, 1999 nonprofit organizations
have funded over 30,000 loans under down payment assistance
programs.

The circumvention of FHA requirements and the increased risk to the
FHA insurance fund occurred because HUD did not have an
established process to evaluate or approve new programs affecting the
FHA insurance fund.  Instead, based on a legal opinion from its Office
of General Counsel, HUD allowed the programs to operate.  HUD
officials said they never envisioned having to approve a specific down
payment assistance (gift) program provided by a private nonprofit. 

                                                
1  During the audit, we found that nonprofit providers used the terms “service fee” or “contribution.”  In this report
we will use both terms.

HUD allowed down
payment
assistance
programs that
circumvent FHA
requirements

Loans under these
programs pose a
significant risk to
the FHA insurance
fund

HUD did not
have a process to
approve and
monitor these
programs
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Also, they said these programs did not require explicit HUD approval 
because lenders were responsible for ensuring the programs met FHA
requirements.

HUD has proposed a rule that would prohibit nonprofits from
providing assistance to buyers where any of the assistance comes
directly or indirectly from sellers and builders.  For the most part, we
believe the proposed rule will effectively ensure  compliance with FHA
requirements pertaining to down payment gifts and assistance, and
thereby reduce the risk to the FHA insurance fund.

We are recommending HUD: (1) ensure that future down payment
assistance programs are properly evaluated and approved; (2)
implement a system that will identify FHA insured loans and providers
under these programs, and a process to evaluate loan performance and
risk; and (3) implement its proposed rule with minor changes.  Also, as
discussed under Issues Needing Further Study and Consideration, we
believe HUD should consider whether FHA appraisers should be
required to make adjustments for properties, including comparables,
sold under these programs.

We met with HUD officials to discuss the audit results on
October 21, 1999.  On November 24, 1999, we provided an interim
draft report to HUD’s Deputy Assistant Secretary for Single Family
Housing for written comments.  During the comment period, we
completed our audit work regarding default rates and provided a
supplemental draft for comment on
February 9, 2000.  We did not receive written comments from HUD
on either draft report.  The interim draft and supplemental draft reports
were combined into this final report.

We also provided our interim draft report for written comments to two
nonprofit organizations, the Nehemiah Progressive Development
Corporation (Nehemiah), and Housing Action Resource Trust
(HART), whose programs we reviewed during the audit.  In addition,
we provided Nehemiah the supplemental draft for comment since
Nehemiah had submitted empirical information regarding loan
performance.  Both Nehemiah and HART generally disagreed with the
audit results.  We summarized and incorporated their comments into
our final report as appropriate.  Nehemiah’s written comments less
attachments are in Appendix C and HART’s written comments less
attachments are in Appendix D.  The attachments to Nehemiah’s and

HUD’s proposed
rule should
substantially
reduce the risk to
the FHA insurance
fund

What the audit
report
recommends

HUD did not
respond to draft
reports

Nonprofits
generally disagreed
with draft reports



Executive Summary

2000-SE-121-0001 vi

HART’s written comments were too voluminous to include in the
report, but are available upon request.

(This page intentionally left blank.)
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Introduction

A private nonprofit opens a new market of potential
buyers

The Nehemiah Progressive Housing Development Corporation
(Nehemiah) was the first private nonprofit organization to
request and receive written HUD approval for its down
payment assistance program.  Nehemiah’s program opened an
untapped market of potential buyers for lenders who provide
Federal Housing Administration (FHA) insured loans.  These
potential buyers were qualified for home ownership but did not
have the necessary down payment to purchase single family
housing.  According to Nehemiah, its program “...lessens the
burden of government by providing private capital to assist
national home ownership in furtherance of the National
Homeownership Strategy.”

How the down payment assistance program works (see
flowchart at Appendix A)

• The buyer completes an application for down payment
assistance from the nonprofit.  The buyer can only receive
the assistance if they buy a home from a seller or builder
who participates in the nonprofit’s program.  The buyer will
make a down payment of one percent from their own funds,
and the nonprofit will pay the rest (up to three percent) of
the down payment.

 
• The seller or builder enters into an agreement with the

nonprofit to participate in the program and to pay a service
fee (or contribution) to the nonprofit.  The fee or
contribution generally exceeds the amount of down payment
assistance being provided to the buyer, and is contingent on
the sale of the property.

 
• Just before closing, the nonprofit wires the down payment

assistance funds to the closing agent.
 

• During the closing process, the closing agent disburses the
service fee to the nonprofit out of the seller’s net proceeds.

Background
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Chronology of HUD’s approval of Nehemiah’s program.

Nehemiah went through a long process to obtain written HUD
approval for its program, including legal action against HUD for
refusing to approve Nehemiah’s program. Subsequently, the
litigation was settled and HUD sent a letter to Nehemiah stating
that its program complied with FHA requirements.

March 1997

HUD’s Director of Single Family Housing in Sacramento gave
Nehemiah a 60 day interim authorization for temporary use of
its down payment assistance program until HUD Headquarters
could review and analyze the program and its structure.

May 13, 1997

HUD’s Director of Single Family Housing in Sacramento, in a
letter to Nehemiah, states that HUD found the down payment
assistance program to be in compliance with HUD Handbook
4155.1 underwriting requirements and supplemental Mortgagee
Letters 96-18 and 96-52.  HUD gave approval for a 6 month
demonstration program of Nehemiah’s down payment
assistance program with certain conditions.

Starting in July 1997

Nehemiah asked HUD Headquarters and other HUD field
offices for approval of its program in a series of letters.

October 9, 1997   

In a letter to Nehemiah, HUD Headquarters asked Nehemiah
to get program specific approval from the Internal Revenue
Service.

December 1997

Nehemiah started litigation against HUD for HUD’s refusal to
approve the program.  Nehemiah’s president believed that
HUD was treating Nehemiah unfairly by delaying approval of
Nehemiah’s program.  Also, HUD was asking Nehemiah to
meet certain requirements such as specific Internal Revenue
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Service approval of its program, which was not being required
of other nonprofits.  Subsequently, Nehemiah proposed to drop
the lawsuit if HUD would issue a letter that stated it found
Nehemiah’s program to be in compliance with HUD
requirements.

April 3, 1998

HUD’s Deputy Assistant Secretary for Single Family Housing
Programs issued a letter to Nehemiah stating that, based on the
information Nehemiah submitted to the Internal Revenue
Service, Nehemiah’s program complied with HUD’s regulations
and guidance pertaining to the source of funds for the
borrowers’ down payments.  The letter also stated that HUD
reserved the right to change its policies regarding down
payment assistance programs or regarding the source of
borrower down payment funds.  On April 6, 1998, HUD and
Nehemiah entered into a settlement agreement to end the
lawsuit.

April 7, 1998

HUD’s Office of General Counsel (OGC) issued a legal opinion
stating Nehemiah’s program complied with FHA requirements.
 According to the former Director of HUD’s Office of Single
Family Insured Housing, none of Headquarters program staff
supported Nehemiah’s program.  The former Director
requested a legal opinion from OGC, thinking that Nehemiah’s
program would be quickly rejected.  However, OGC
determined the program complied with FHA requirements. 
OGC found that the program was designed in such a way as to
comply with HUD’s existing requirements in that there was not
a direct path of gift money from the seller to buyer.  The OGC
attorney added that HUD’s rules were not strict enough to
prohibit Nehemiah’s program, and if HUD wanted to change its
existing requirements, it had to go through a formal rule making
process.

June 8, 1998

The Deputy Assistant Secretary for Single Family Housing
issued a memorandum to all Single Family Homeownership
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Center Directors and Single Family Directors that Nehemiah’s
program was not in conflict with FHA’s present guidelines for
down payment assistance and complied with all statutes and
regulations.  The memorandum went on to state that other
programs similarly structured would also be in compliance with
HUD requirements, and approval to operate should not be
denied based upon their down payment assistance process.

Subsequently, HUD Headquarters approved two other
nonprofits’ down payment assistance programs based on
documentation submitted to Headquarters.  Those programs
were the Housing Action Resource Trust’s (HART’s) program
and Agape Economic Development Corporation’s program. 
However, after the former Deputy Assistant Secretary for
Single Family Housing left her position in October 1998,
HUD’s policy has been not to give formal written approval of
down payment assistance programs provided by private
nonprofit organizations.

HUD has issued a proposed rule to address down payment
assistance from nonprofits.

HUD issued a proposed rule for comment which would change
the requirements when a gift is provided by a charitable or other
nonprofit organization.  The proposed rule was issued for
comment on September 14, 1999 and the comment period ran
until November 15, 1999.  To date, HUD has not issued a final
rule.

HUD proposed the rule change to prevent a seller from
providing funds to an organization as a quid pro quo for that
organization’s down payment assistance to home buyers.  FHA
has attempted to preclude direct or indirect down payment
funding derived from the seller of the property.  However, some
charitable organizations have been able to circumvent these
restrictions in various ways, including the establishment of a fund
that provides the “gift” to the home buyer.

Nehemiah stated it also believed that HUD needed to improve
its requirements regarding nonprofit down payment assistance
gift programs.  Nehemiah’s recommendations for improving
requirements are included with its written comments in
Appendix C.
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In response to citizen concerns regarding HUD-approved down
payment assistance programs provided by private nonprofit
organizations, we performed an audit to determine if:

• the structure of the loan transactions involving down
payment assistance from a nonprofit complied with
HUD requirements;
 

• HUD has controls in place to approve, monitor, and
evaluate the performance of  private nonprofit
organizations’ down payment assistance programs; and
 

• loans in which private nonprofit organizations provided
down payment assistance to buyers increased the risk
to FHA’s insurance fund.

To accomplish our objectives, we:

• Obtained and reviewed the relevant criteria regarding
private nonprofits providing down payment assistance
to buyers of single family properties.

 
• Reviewed records and interviewed HUD officials to

find out how private nonprofit down payment assistance
programs were approved, including the basis for the
approval and the Office of General Counsel’s role in the
process.

 
• Obtained legal advice from our counsel (OIG Office of

Counsel) regarding the applicable legal standards as to
whether the private nonprofit down payment assistance
programs complied with HUD requirements.

 
• Interviewed HUD officials to determine what

management controls HUD has in place to approve and
monitor private nonprofit down payment assistance
programs.

 
• Reviewed independent studies and reports concerning

risks to the FHA insurance fund relative to the amount
of equity a buyer has in a property .

Audit
Objectives,
Scope, and
Methodology
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• Reviewed records and interviewed personnel from

Nehemiah and HART to determine how the programs
began, operate, and evolved, and to understand how
the buyer, seller, lender, and escrow (closing) agent use
or are involved in the program.

 
• Interviewed officials from seven lenders to understand

how a lender becomes a participant in down payment
assistance programs, and how they view the program.

 
• Reviewed documents for 44 down payment assistance

loans at a lender’s office to confirm our understanding
of the loan structure and to determine if there were
indications that the down payment assistance programs
had any affect on the final sales price.

 
• Interviewed officials from at least two escrow/title

(closing) agents to understand the closing agent’s role in
the nonprofit’s down payment assistance program, how
an escrow/title company becomes a participant, and
what instructions the nonprofit has given to the
escrow/title companies.

 
• Analyzed and tested loan information from HUD,

nonprofit, and lender databases and other information
to obtain default/delinquency and selling price
information.

Our audit covered loans in which down payment assistance was
provided from January 1997 to August 1999.  Our field work
was performed from May 1999 through January 2000.

We conducted our audit in accordance with generally accepted
government auditing standards.
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Down Payment Assistance Programs Pose a Risk
to the FHA Insurance Fund

HUD allowed nonprofit organizations to operate down payment assistance programs
that circumvent Federal Housing Administration (FHA) requirements.  The programs
do not meet the intent of FHA requirements in that the assistance is not a true gift to
the home buyer, and because the nonprofit is reimbursed for the assistance by the
seller or builder.  Analyses of empirical data show these programs increase the risk to
the FHA insurance fund.  Further, statistical data and studies have shown higher
default rates for loans where gifts are involved or where buyers  have little or no
equity.  In addition, some sellers increased the house prices to cover fees paid to the
nonprofit organizations, which results in higher loan amounts and less equity for the
home buyer, and increases the risk to the FHA insurance fund.  The circumvention of
FHA requirements and increased risk to the FHA insurance fund occurred because
HUD did not have an established process for evaluating, approving, or monitoring
these programs, but instead allowed the programs to operate based on a legal opinion.
 HUD has proposed a new rule that, if implemented, should ensure compliance with
FHA requirements for down payment assistance and reduce the risk to the FHA
insurance fund.

NOTE:  Audit staff contacted two nonprofit organizations to gain an understanding of
how nonprofit entities that provide down payment assistance operate, and how HUD
ensures compliance with regulations and requirements.  The two nonprofit organizations
were Nehemiah Progressive Housing Development Corporation (Nehemiah) and Housing
Action Resource Trust (HART).

These two programs were selected because they were approved by HUD, were the only
nonprofits that had operated long enough to become known to lenders, and reported
success in providing housing opportunities.  In addition, Nehemiah operates the nation’s
largest privately funded down payment assistance program.  However, it should be made
clear that this was an audit of HUD-approved down payment assistance programs, not
an audit of Nehemiah or HART.

Section 203 of the National Housing Act, 12 U.S.C. Section
1709, and the related Code of Federal Regulations (24 CFR
203.19) require a buyer using FHA mortgage insurance to
make a three percent (3%) down payment toward the purchase
price.  The statute states:

The law requires
FHA homebuyers
to provide at least
a three percent
down payment
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(b)  To be eligible for insurance under this section a
mortgage shall...

(9)  Be executed by a mortgagor who shall
have paid on account of the property...at
least 3 per centum, or such larger amount
as the Secretary may determine, of the
Secretary’s estimate of the cost of
acquisition ... in cash or its equivalent.

12 U.S.C. Section(b)(9) also sets forth certain exceptions to
the three percent down payment requirement, but only if the
mortgagor is over 60 years of age or the mortgage covers a
single-family home being purchased under a low-income
housing demonstration project.  Under these very limited
conditions, the mortgagor’s payment required by this subsection
may be paid by a corporation or person other than the
mortgagor.

The only other exception allowed by the statute was added by
amendment in 1996, and states that:

“The Secretary shall consider as cash or its equivalents any
amounts borrowed from a family member (as such term is
defined in Section 210), subject only to the requirements
that, in any case in which the repayment of such borrowed
amounts is secured by a lien against the property, such lien
shall be subordinate to the mortgage....”

Other than the above exceptions, the statute does not permit
anyone other than the mortgagor to pay the minimum three 
percent down payment.

The Code of Federal Regulations (24 CFR 203.19) states that:

“...the mortgagor shall have paid in cash or its equivalent,
the following minimum amount:...in all cases...the minimum
investment shall be at least 3 percent.”

Neither the statute nor the regulation contain any language from
which it can be inferred that the Secretary may create other
exceptions to the statutorily-mandated minimum down payment
requirement.
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HUD has expanded on the law and regulations to allow home
buyers to use gifts as a source for down payment funds,
including gifts from charitable organizations.  However, HUD 
guidance also clearly states that gift funds cannot “in any
manner,” directly or indirectly, come from an entity that is a
party to the sales transaction.  In addition, the guidance states it
is inappropriate to have quid pro quo arrangements:

“An outright gift of the cash investment is
acceptable if the donor is a relative of the borrower,
the borrower’s employer or labor union, a
charitable organization, a governmental agency or
public entity that has a program to provide
homeownership assistance to low- and moderate-
income families or first time home buyers, or a close
friend with a clearly defined interest in the
borrower.  A gift from any other source is
considered an inducement to purchase and requires
a reduction to the sales price.  No repayment of the
gift may be expected or implied.  (As a rule, our
concern is not with how the donor obtains the gift
funds provided they are not derived in any manner
from a party to the sales transaction...)”  (Section
2-10(c) of HUD Handbook 4155.1 REV-4
Change 1, captioned “Gift funds”)

HUD expressed additional concern about quid pro quo
arrangements in Mortgagee Letter 96-18:

“Down Payment Assistance Programs.  We are
increasingly concerned with those situations where a
builder or developer either establishes a nonprofit
agency or provides direct or indirect contributions
to a nonprofit or governmental agency for eventual
use by a homebuyer..., we also do not believe it to
be appropriate to approve quid pro quo
arrangements whereby assistance is only available if
the buyer obtains financing with a particular lender
or buys a particular builder’s property.  Similarly, a
nonprofit or other organization that provides bona
fide gifts to eligible participants should not compel

HUD prohibits
quid pro quo
arrangements
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the beneficiary to purchase only properties owned
by the donor of the funds.  Such scenarios cloud the
motivations of the purchaser/borrower as well as
the donor.”

Nehemiah operates  a down payment assistance program that
provides qualified buyers with a gift which can be up to three 
percent of the final sales price of a single family property.  The
buyer must be qualified by an FHA lender and must contribute
a minimum of one percent of the contract sales price to
purchase a single family property or demonstrate the ability to
make such an investment.

The lender completes a grant application for the buyer and
determines the amount of gift funds the buyer will require from
Nehemiah in order to complete the purchase transaction.  The
lender submits the completed, original grant application to the
closing office.  Just prior to closing, Nehemiah wires the closing
agent the gift amount for the buyer which is applied toward the
buyer’s down payment.  The buyer has no obligation to repay
any of the funds; however, the closing agent gives the funds
back to Nehemiah if, for any reason, the sale of that particular
property fails to close.  The buyer also receives a gift letter from
Nehemiah showing the amount gifted.  The buyer must purchase
a home owned by a seller or builder who are participating in
Nehemiah’s program.

The Participating Home Agreement is an agreement wherein the
seller agrees to take the appropriate steps to qualify the home
for participation in the Nehemiah program.  In the agreement,
the seller agrees to pay Nehemiah a service fee2 which is a fixed
percentage of the contract sales price (currently four percent)
within three business days after closing.  Also, the agreement is
contingent upon the closing of the loan and the buyer receiving
up to three percent of the sales price in gift funds from
Nehemiah.

The Affordable Housing Services Agreement is an agreement
signed by home sellers that are builders.  The builder agrees to:
(1) take appropriate steps to qualify homes for participation in

                                                
2 In August 1999 Nehemiah’s President advised us that the term ‘service fee’ was being changed to
‘contribution.’

The Nehemiah
down payment
assistance
program
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the Nehemiah program, and (2) pay Nehemiah a service fee
which is a fixed percentage of the contract price within three
days after closing.  Unlike the Participating Home Agreement
(which is forwarded to the closing agent), the Affordable
Housing Services Agreement must be executed by the builder
and sent directly to Nehemiah.

According to Nehemiah officials, the service fee that the seller
pays to Nehemiah is for disseminating pre-qualification
information to prospective buyers to utilize the Nehemiah
program and to provide home ownership education and down
payment assistance to qualified buyers. Nehemiah’s program
opens up a market of potential buyers that were not available to
sellers if they had not participated in Nehemiah’s program.

The closing agent must be associated with a closing office
approved by Nehemiah.  The closing agent is responsible for
ensuring that the gift funds have been received from Nehemiah
via wire transfer and applied toward the buyer’s home
purchase, and that the service fee has been disbursed to
Nehemiah from the seller’s net proceeds.

HART is also a tax exempt nonprofit based on its Internal
Revenue Service approval, and operates a down payment
assistance program similar to Nehemiah’s program.  Under
HART’s program the buyer must complete an application for
the gift funds, and the builder or seller and lender must also
complete an application form which serves as the agreement
between the builder/seller/lender and HART.  The agreement
between the buyer and HART does not state that the buyer
must purchase a home from a seller who participates in
HART’s program.  However, the agreement between the seller
and HART states that the seller agrees to provide a contribution
to support HART’s mission.  As in Nehemiah’s program,
HART also requires buyers to provide one percent of their own
funds to be deposited in the escrow account.  As with
Nehemiah, the closing agent receives and disburses all the funds
involving HART.

In its written comments to the draft report, HART commented
that its program regulations (which were developed by HART
and approved by HUD) addressed major concerns discussed in

The HART down
payment
assistance
program
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the report.  HART cites one of its program procedures which
states that the Builder/Seller/Lender/Realtor are prohibited from
increasing the sales price on any property in order to provide
contributions to HART.  However, this statement was not in
HART’s program procedures provided to audit staff in June
1999.  Apparently, HART revised its program procedures in
October 1999 to include this statement.

A review of HART files found in most cases the contribution
amount the seller pays to HART is the same amount as the gift
amount that HART provided to the buyer.  Although HART
officials view the seller’s contribution as voluntary, the audit
found that the seller always paid the contribution to HART.  In
addition to the contribution, HART charges a flat fee of $600 if
the sales price of the property is $100,000 or less, or $900 if
the sales price exceeds $100,000.  The fee can be paid in part
or in total by either the buyer, seller, or the lender; however, the
review found that the seller normally paid the flat fee amount. 
This flat fee structure differs from Nehemiah, which charges a
service fee based on a percentage of the sales price. 

One significant exception to this process involved a builder that
donated funds to HART.  According to HART officials, the
builder made 11 donations totaling  $236,472 from September
1998 to March 1999.  HART officials stated that the builder
did not make contributions (as the seller) to HART on a per
loan basis for new construction, but did make a contribution for
resales (In its written comments, HART stated that this
statement was not accurate.  However, HART did not provide
an explanation, and commented only that it received
contributions not only from builders but other sources as well.).

To confirm our understanding of how the loans were structured,
we reviewed documents from 44 loan files (34 involving
Nehemiah and 10 HART) obtained from a lender.

The settlement statements (HUD-1) for the loans involving
down payment assistance from Nehemiah or HART listed the
gift amounts provided to the buyers and the service fee
disbursed to Nehemiah or contribution made to HART.  The
closing agents received the gift amounts via wire transfer just
prior to closing and then disbursed the service fee or
contribution shortly after closing.  The escrow instructions for
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these loans authorized the escrow (closing) officer to either pay
a service fee to Nehemiah or make a contribution to HART
from the seller’s net proceeds.  In the loan files reviewed, the
amount that the seller authorized the escrow officer to disburse
to Nehemiah or HART was always greater than the “gift”
amount provided to the buyer.

Both Nehemiah’s and HART’s programs are available to any
qualified buyer: neither program is restricted to low- or
moderate-income people or first time home buyers.  According
to Nehemiah and HART, as of December, 1999 Nehemiah has
funded over 28,000 loans3 and HART has funded over 4,000
loans under their down payment assistance programs.

Even though HUD allowed the programs to operate, we
concluded that the down payment assistance programs are  not
consistent with FHA requirements because the assistance is not
a true gift, and the nonprofit is being reimbursed for the
assistance by the seller on a quid pro quo basis.  HUD officials
also acknowledged the programs’ inconsistency with FHA
requirements in March 1999 when they said they planned to
issue a proposed rule to do away with down payment
assistance programs that required sellers to contribute.

The circumvention of FHA requirements occurs within the
context of a quid pro quo “triangle,” in which the loan
transaction is contingent upon agreements between the
nonprofit, buyer, and seller:

The nonprofit:

agrees to provide down payment assistance to the
buyer in exchange for the buyer agreeing to purchase
a home from a participating seller.

agrees to provide qualified potential home buyers to a
participating seller in exchange for the seller’s agreeing
to pay a fee or making a contribution.

                                                
3 According to Nehemiah’s website, as of March 6, 2000 Nehemiah had provided gift funds to 38,900
families.

The down payment
assistance
programs
circumvent FHA
requirements
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The buyer:

agrees to purchase a home from a participating seller in
exchange for the nonprofit’s agreeing to provide down
payment assistance, and authorizes the nonprofit to give
the gift funds directly to the closing agent.

The seller:

agrees to pay a fee or contribution to the nonprofit and
meet other conditions to participate in the nonprofit’s
program in exchange for the nonprofit’s providing
qualified potential home buyers.

The down payment assistance goes through the closing agent
without ever actually going through the buyer’s hands. 
Likewise, the seller’s fee or contribution, paid out of the sales
proceeds, goes to the nonprofit from the closing agent without
ever actually going through the seller’s hands.

Quid Pro Quo Triangle

Agreement to provide gift in
exchange for purchase of a

specific participating property.

Agreement to provide a qualified
buyer in exchange for payment of a

fee or contribution.

Agreement to purchase a participating home
under a specific down payment assistance

program.

Gift $
$ Fee or
Contribution

$ Mortgage and Cash
Down payment Net Proceeds $

Non-Profit

Buyer Seller

Closing Agent
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The down payment assistance is not a true gift

The structure of the loan transactions is such that the down
payment assistance (“gift” funds) provided to the buyer does
not meet the definition of a gift which is “a voluntary transfer of
property made gratuitously without consideration.”4  The buyer
does not receive a gift that they may use however they want;
instead, the assistance is contingent upon the buyer purchasing
the property from a participating seller.  The nonprofit does not
provide the gift funds unless the buyer  purchases a house from
a seller who has  agreed to pay the nonprofit a fee or
contribution.  Mortgagee Letter 96-18 states “...we also do not
believe it is appropriate to approve quid pro quo arrangements
whereby assistance is only available if the buyer obtains
financing with a particular lender or buys a particular builder’s
property.”  Also, HUD Handbook 4155.1 REV-4 Change 1
states “No repayment of the gift may be expected or implied.”

Further, since the nonprofit wires the down payment assistance
directly to the closing agents, the buyer never has possession or
control over the funds, nor do the down payment funds actually
flow through the buyer’s hands at any time.  It appears that
technically, this arrangement violates the statutory requirement
that the buyer “shall have paid” the minimum down payment of
three  percent.

In its written comments, HART stated that it does not require a
buyer to purchase a house from a seller selected by HART. 
However, although HART may not select the seller, HART
does provide escrow companies with specific instructions for
disbursing funds to HART from the sales proceeds of sellers
who participate in its program.

The nonprofit is being reimbursed for the assistance by
the seller

The down payment assistance “gifts” that the nonprofit provides
to buyers are repaid directly from the seller’s net proceeds

                                                
4 Black’s Law Dictionary , (5th ed., 1979); 33 Am. Jur. 2d Section 1.
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within a few days after closing.  Further, the execution of all the
agreements connected with the sale of the property5 are
dependent on the closing of the loan.  The down payment
assistance provider gives the gift funds directly to the closing
agent just prior to closing.  The closing agent would return the
gift funds to the nonprofit organizations if the loan failed to
close.  The nonprofit will not provide gift funds to the closing
agent on the buyer’s behalf unless the seller has entered into an
agreement to pay the nonprofit an amount at least equal to the
gift amount from the seller’s net proceeds.

The amount that the seller agrees to pay the nonprofit is paid
directly to the nonprofit by the closing agent, per escrow
instructions signed by the seller before closing.  The seller never
has direct control of those funds and does not pay the nonprofit
directly.  Thus, the seller indirectly provides the down payment
assistance to the buyer through the nonprofit.

This arrangement appears to circumvent and go against the
intent of HUD requirements.  HUD Handbook 4155.1 REV-4
Change 1 states “...a gift from any other source is considered an
inducement to purchase and requires a reduction to the sales
price...As a rule, our concern is not with how the donor obtains
the gift funds provided they are not derived in any manner from
a party to the sales transaction.”  Mortgagee Letter 96-18
states “We are increasingly concerned with those situations
where a builder or developer either establishes a nonprofit
agency or provides direct or indirect contributions to a nonprofit
or governmental agency for eventual use by a homebuyer..."

An example illustrates the quid pro quo relationship

A complaint from a closing agent illustrates the interrelationship
of the agreements and their dependency on closing of the
transaction.  A closing agent wrote a formal complaint to HUD
concerning Nehemiah’s attempt to force the closing agent to
pay Nehemiah its four percent service fee of $3,380 that was to
be paid out of the seller’s net proceeds.  At closing on May 7,
1999 and at disbursement of funds on May 13, 1999, the

                                                
5 The agreements are the Purchase and Sale Agreement between the buyer and seller; the agreement
between the seller and the down payment assistance provider; and the agreement between the buyer and
the down payment assistance provider.
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closing agent had not received any written instructions from the
lender or the Participating Home Agreement that showed the
seller would pay Nehemiah four percent of the sales price.  The
closing agent only paid Nehemiah one percent of the sales price
($845) that had been verbally authorized by the lender.

After the closing agent had disbursed the funds, Nehemiah
faxed a copy of the Participating Home Agreement to the
closing agent and requested payment of the remaining three
percent of its fee ($2,535).  The closing agent refused to pay
the additional amount because there is no indebtedness owed
by the closing agent and the lender’s closing instructions had
been properly followed.  However, Nehemiah has continued to
aggressively pursue collection from the closing agent even
though the funds are actually owed by the seller.

The closing agent’s attorney stated it was clear that Nehemiah is
an “entity with an interest in the sale of the property,” which
violates HUD Handbook 4155.1 REV-4, Paragraph C. 
Further, the attorney questions that “if the so-called ‘gift funds’
from Nehemiah are allegedly not from the sellers, why does
Nehemiah have the sellers sign an agreement to instruct and
authorize the escrow or closing agent to return the gift funds to
Nehemiah without recourse...”

Analyses of empirical data show that FHA loans involving down
payment assistance have higher default rates than FHA loans
without down payment assistance, thereby increasing the risk to
the FHA insurance fund.

Audit methodology

We wanted to determine if there was a historical difference
between default rates for loans with down payment assistance
and default rates for other FHA loans for similar time periods
and locations.  To compare default rates for FHA loans made
under down payment assistance programs with other FHA
loans, we used information provided by Nehemiah’s loan
database.  Nehemiah had a fairly complete database that
contained information on 12,368 loans that originated from

Down payment
assistance loans
have higher default
rates
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January 1, 1997 to May 15, 1999.6  Also, Nehemiah was the
only down payment assistance provider that had been doing
business long enough to have sufficient sales to develop
statistically sound default rates in specific localities.

To narrow the review to a manageable level, we selected four
cities that had the most Nehemiah loans (Stockton [California],
Sacramento, Indianapolis, and Las Vegas).  Also, since
Nehemiah only had nine loans from January through July 1997,
we narrowed the test period from August 1997 to May 1999. 
The four cities had 2,907 loans for the test period, or 23.5
percent of the 12,368 total loans. In addition, because
Nehemiah’s database did not include FHA case numbers, to
test the validity of Nehemiah’s database (i.e., determine if the
loans were actually FHA loans), we matched names and
addresses in Nehemiah’s database against the HUD Single
Family Data Warehouse (HUD Database).  Of the 2,907 loans,
2,102 matched to the HUD Database.  We also manually
matched 162 of the 805 loans that did not match.  The 162
loans had not matched electronically because of formatting
differences between Nehemiah’s and HUD’s Databases, and
other minor reasons.  However, for comparison purposes we
only used the 2,264 matched loans (2,102 + 162) because it
would have been too time consuming to manually review the
remaining 643 loans.  As discussed in Appendix B, the 643
unmatched loans would not significantly alter the review results.

Audit results

A review of information obtained from the HUD Database
showed that, as of October 25, 1999 the default rate for
Nehemiah assisted loans was more than double that of non-
Nehemiah loans for the same cities and time period (see
Appendix B for details by month).

Number of
loans

originated

Number of loans
in default (90

days)
Default rate

Nehemiah 2,264 105 4.64%
Non-Nehemiah 30,063 635 2.11%

                                                
6  HART had an incomplete database that contained information on only about 1,500 loans.
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To confirm that the 105 loans identified as being in default in the
HUD Database were actually Nehemiah assisted loans, we
requested the loan files from HUD.  HUD provided 96 of the
105 loan files requested.7  The loan file review showed all 96
files were Nehemiah assisted.

The analysis also found that default rates sharply increase as the
loans age.  This has significant implications given that over half
of all Nehemiah loans (all locations and time periods) originated
since May 1999.

Past performance shows FHA loans with gifts have
higher default rates

Statistical data shows that FHA loans involving gifts historically
have had higher default rates than other FHA loans.  Down
payment assistance from nonprofit organizations should be
identified as a gift to the buyer in HUD’s Single Family Data

                                                
7  According to HUD staff, the 105 files were in different locations across the country.  To date, HUD had
only provided us with 96 of the 105 files.
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Warehouse.8  HUD officials provided nationwide statistical
information that compared FHA loans with gifts to FHA loans
without gifts from 1992 to 1999.  The comparison shows that
default rates for FHA loans with gifts have been consistently
higher than the default rates for FHA loans without gifts.

Nehemiah assisted loans have higher default rates than
other FHA loans involving gifts

For the four cities reviewed, we compared default rates for
Nehemiah assisted loans, non-Nehemiah gift loans, and other
loans and found that Nehemiah assisted loans had the highest
overall default rate.

Four City Default Comparison - Aug. 1997 to May 1999
Total loans Total

defaults
Default

rate
Nehemiah assisted loans  2,264 105 4.64 %
non-Nehemiah gift loans  5,335 173 3.24 %
All other loans 24,728 462 1.87%

Studies also indicate an increased likelihood of defaults. 

                                                
8  However, the HUD Database did not identify 28 percent of 2,264 Nehemiah assisted loans as receiving a
down payment assistance gift.
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Independent studies indicate a strong relationship between the
amount of equity a buyer has in a home and the default rates on
FHA-insured mortgages.

 
PricewaterhouseCoopers Actuarial Review for Fiscal Year
1998 of the Federal Housing Administration’s Mutual Mortgage
Insurance Fund Final Report states at Appendix A page 6:

“Net equity is understood to be the monetary value of a
borrower’s stake in a property.  It is formally defined as the
market value less the outstanding mortgage obligations. 
Borrower equity has demonstrated itself to be the most
important indicator of loan performance, as the decision to
default will often follow an accumulation of negative
equity...In many cases, negative equity effectively enables a
homeowner to “sell” a house back to the lender for the
remaining mortgage balance by simply walking away from
the property.  If homeowners were to maximize wealth at all
times, they might default on their mortgages whenever the
resale values of their homes fell below their remaining
balances, i.e., whenever they experience negative equity. 
When borrowers experiencing mobility-induced events such
as divorce or job loss which produce significant changes in
household income have little or no equity, they may be
unable to sell their properties for a profit and may have
insufficient income to meet mortgage payments, resulting in
higher claim rates.”

Other Independent studies.  A paper entitled “Mortgage
default and low down payment loans:  The costs of public
subsidy” (1996)9 printed in Regional Science and Urban
Economics applied a model to analyze the costs associated with
a policy proposal to stimulate homeownership by insuring,
through FHA, zero down payment mortgage loans for low
income families.  The study found that:

“Default probabilities are also quite sensitive to the required
down payment as well as household income level. 
Consider ‘lower income home purchases’, i.e. households

                                                
9   Authors Yongheng Deng, Office of Federal Housing Enterprise Oversight, John M. Quigley, University
of California, Berkeley, and Robert Van Order, Freddie Mac.
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with incomes below 60 percent of the MSA median level.10

 The simulations suggest that with zero down payment loans
when house prices appreciate at 10 percent annually and
the unemployment rate is 8 percent, these households
would have cumulative default rates about twice as high as
those whose mortgages require 10 percent down. 
However, when the house price levels are constant with
zero down payment loans, these households would have
cumulative default rates about four times as high as those
whose mortgages require 10 percent down...The costs are
quite large if house prices do not appreciate.”

Another paper entitled “Explicit Tests of Contingent Claims
Models of Mortgage Default” (1995)11, printed in The Journal
of Real Estate Finance and Economics found that there is a
“powerful relationship between homeowner equity and default
probabilities.”  The study’s models found that homeowners with
negative equity were more than 81 times as likely to default on
their loans than homeowners with positive equity.  Also,
homeowners with “...low positive levels of equity are also
associated with increased default probabilities.”

In its comments, HART stated there were other published
articles that refute these findings, and pointed to the article on
mortgage default and low down payment loans (“Mortgage
default and low down payment loans: The costs of public
subsidy,” discussed above).  The article indicated the
importance of trigger events, namely unemployment and divorce
which can affect prepayment and default behavior.  We do not
agree that the article on mortgage default and low down
payment loans refutes the findings presented.  In fact, the article
estimates that the costs of a zero down payment loan program
could be between $74,000 and $87,000 per million dollars of
lending assuming housing prices remain constant.

Down payment assistance programs appear to benefit
sellers in flat or decreasing markets

                                                
10 Note: In its written comments, HART states that the majority of buyers participating in its program are
households with incomes between 80 and 120 percent of the MSA median level.  However, HART did not
provide any documentation to support this statement.
11  Authors John M. Quigley, University of California, Berkeley, and Robert Van Order, Freddie Mac
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According to Nehemiah’s President, in rising markets a down
payment assistance program such as Nehemiah’s does not
work, but in a flat or decreasing housing market there are
benefits.  In a flat market, the seller could get the full asking
price by using a down payment assistance program and paying
the four percent service fee.

Although the down payment assistance programs in a flat or
decreasing housing market may benefit the seller, these markets
increase the risk to the FHA insurance fund, and may be to the
detriment of many buyers.  It follows that the sales prices of
properties purchased with down payment assistance in flat or
decreasing markets will be at the high end of the market or over
market.  Sellers can keep the property’s sales price higher than
market because a buyer is guaranteed by the nonprofit
provider.  Also, the sales prices for these houses are not
allowed to decrease to the actual market price of similar houses
being sold without down payment assistance.

Under the down payment assistance programs reviewed, the
buyer is only required to put up one percent of the sales price of
a single-family property at closing (the one percent can come
from any source, as well).  Therefore, the buyer has very little
invested in the property and little to lose if they should default
on their mortgage.  In our opinion, higher than market prices in
a flat or depressed area could result in higher default rates
because buyers with less cash flow and less cash reserves could
have negative equity in their homes and simply walk away from
the property if their financial conditions change.  In these cases
the FHA insurance fund absorbs the loss, and the buyer ends
up with no house and a bad credit rating.  Note that the
independent study: “Mortgage default and low down payment
loans: The cost of public subsidy,”  discussed above alluded to
the strong effect that housing price levels have on default
probabilities.

Nehemiah provided a study that claims its delinquency
rates are lower than other FHA loans

In its written comments, Nehemiah provided a statistical
comparison developed by a contractor.  Nehemiah stated that
its loans were outperforming the FHA loan pool in general in
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every category of loan performance.  The contractor’s statistical
comparison is included in Appendix C with Nehemiah’s written
comments.

The contractor’s survey used the FHA loan performance
category as provided by the Mortgage Brokers Association
(MBA) from their delinquency report dated June, 1999 and
27,000 of Nehemiah assisted loans.  The results of the survey
showed that in the “past due” categories Nehemiah assisted
loans were at a significantly lower rate than total FHA loans12:

FHA Nehemiah
Total Loans Serviced 4,840,623 27,000
Total loans past due 8.31% 4.1%
Total loans “30 days” past due 5.5% 1.73%
Total loans “60 days” past due 1.38% .137%
Total loans “90 or more” past due .59% .067%

The contractor said they analyzed loan information provided by
Nehemiah against the same criteria used in the MBA
delinquency report using the report as a “benchmark.”  The
contractor also indicated the study included information sent
from Nehemiah on approximately 27,000 down payment
assistance loans ranging in dates from January 1997 to
September 1999.  The study used the Mortgage Bankers
Association report dated June 1999, and assumed that the
report was current through the 2nd quarter of 1999 and included
the entire portfolio of conventional, FHA, and VA loans.

In the transmittal letter to Nehemiah’s President, the contractor
stated that the data was provided for Nehemiah to interpret and
did not make any conclusions based on the data provided.  The
letter also included the following statement:

“Please consult with qualified statisticians to ensure the
statistical validity of the 27,000 record comparative as well

                                                
12  Nehemiah provided the contractor’s study and a memorandum from Nehemiah’s Program Manager to
Nehemiah’s President.  The percentages in the table above are taken from the memorandum and several of
the percentages differ from the percentages in the contractor’s study.  Specifically, the study showed total
Nehemiah past due as 1.73% (instead of 4.1%), 30 days past due as .358% (instead of 1.73%), and FHA 90
days or more as 1.42% (instead of .59%).  The memorandum and study are included with Nehemiah’s written
comments in Appendix C.
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as to formulate further extrapolations based upon the data
provided.”

Contractor study appears to be significantly flawed

A review of the contractor’s statistical comparison raised
serious doubts about its accuracy and reliability, namely:

• The study does not compare loans of similar age and time
periods.  The MBA delinquency report for FHA portfolio
loan performance appears to include loans that were funded
for more than two years.  The contractor’s survey used a
base of 4,840,623 total FHA loans for comparison
purposes.  In contrast, HUD’s Neighborhood Watch
Database shows that from  September 1, 1997 to August
31, 1999, there were only 2,188,487 FHA loan
originations in the country. The Nehemiah data used in the
study would only have a two year history of loan
transactions, with the majority of the loans being in the most
recent months.  As such, the study is not based on loans of
similar age.  Recent loans will have a relatively lower default
rate.

 
• More than half of the 27,000 Nehemiah transactions used in

the contractor’s study were not old enough to appear as
default statistics at the time the study was issued in
November 1999.  Nehemiah did not reach the 27,000 loan
level until September 1999, and over half of these loans
occurred after May 15, 1999 (Nehemiah’s database
showed 12,368 loans as of May 15, 1999).  Given that it
takes a new loan at least 5 months to appear as a default
statistic, a substantial portion of the 27,000 Nehemiah loan
base would not even have been old enough to potentially
appear as defaulted.

 
• The study is inconsistent with the audit results.  To illustrate,

our analysis identified at least 85 loans in default for
Sacramento and Stockton, California.  However, the
contractor’s survey indicates only 2313 defaulted loans for
all of California.

                                                
13   The contractor’s study showed a default rate for California (90 days or more past due) of .67 percent,
and 3,457 Nehemiah loans, which computes to 23 defaulted loans (.67% times 3,457 loans).
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The audit found evidence that some sellers have increased
house prices to cover fees paid to the nonprofit organizations. 
This results in higher loans and less equity for the home buyer,
and further risk to the FHA insurance fund.

The documents for 11 of the 44 loan files reviewed showed that
sellers increased the sales prices for the houses to cover the
cost of the down payment assistance.  Specifically, the
Purchase and Sales agreements and amendments showed that
the seller increased the sales prices for the 11 properties due to
participating in the Nehemiah or HART programs and paying
the related service fee or contribution. For the remaining 33
loans reviewed, we could not determine from the loan
documents whether participation in the down payment
assistance programs had an effect on the sales price.

Examples indicate that the real estate and lending
industries believe increasing sales prices is permissible

OIG staff found examples that indicate real estate and lending
industries believe it is permissible to increase a property’s sales
price to cover the cost of a down payment assistance program:

A memorandum from an Oregon real estate office notified
the sales people as to the correct calculation needed to
determine the gross sales price of any home sold using the
Nehemiah financing program:

“The approximate cost of the program is 6.25% which
can be added on to the purchase price plus all options
must be divided by .9375%.  This will result in the new
adjusted purchase price including the finance charge.

Example:

$87,740 Total Sales Price before financing
divided by .9375 = $93,589 w/financing”

An article published in the Arizona Journal of Real
Estate, written by a branch manager for a mortgage
company, had the following comment about a down
payment assistance program:

Sellers have
increased house
prices to cover fees
paid to the
nonprofits
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“For example, if a house is going to be agreed on at
$80,000, adding an additional $3,200 to the
purchase will ensure that net proceeds are the same
and the buyer receives his down payment
assistance!  It is a great deal for everyone!  The
buyer gets a home with little money out of pocket,
sellers are able to provide an easy way to sell their
home and still get their price. The approved
mortgage companies get more loans and finally the
Real Estate Agents on both sides of the transaction
can make more sales!”

A Mortgage Originator article stated the following in
regard to down payment assistance programs:

“Down Payment Assistance means that property
owners have a potentially bigger market for their
sale. Does it mean they have to sell for less net
proceeds?  Not necessarily.  If the value is there, a
buyer can increase the price offered for the
property to offset the cost of the Service Fee
and/or other credits asked from the seller.  This
creates a way for people to buy now, instead of
waiting years while they save money for their down
payment.  This process also encourages
enhancement of real estate values.  This is
inflationary, but inflation is good if it is in reference
to real estate you own….Now, agents again have a
way to sell homes to buyers without money.   They
may have to “bump the price,”  but if the buyer is
getting it back in cash, why not?  What they are
essentially doing is financing 100 percent of their
purchase.”

An increase in a property’s sales price will result in the
buyer taking on a higher loan amount to purchase a home,
which increases the buyer’s monthly payment.  Also, as the
above article noted, the buyer is really financing the down
payment assistance provided by the nonprofit plus any
related fee.  In effect, the buyer is repaying the “gift” they
received from the nonprofit.  Also, the artificially increased
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price means the buyer has less equity (or even negative
equity) in the property, which increases the likelihood the
buyer will default on their mortgage.  This poses an
increased risk to the FHA insurance fund not only because
there is an increased likelihood of default, but also because
the insurance fund will have to pay a higher amount in case
of default due to the increased loan amount.
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HUD allowed nonprofits to operate down payment assistance
programs because it did not have a process to evaluate or
approve new programs affecting the FHA insurance fund. 
Instead, HUD allowed nonprofits to operate the programs
based on a legal opinion.  Lender officials we interviewed stated
that they would not provide loans under these programs unless
the nonprofit had evidence that HUD approved their program. 
In addition, HUD does not have a system to track or identify
these loans to evaluate their performance.

HUD allowed the programs without adequately
evaluating them

HUD allowed nonprofits to operate these questionable down
payment assistance programs because it did not have an
established process or specific criteria to evaluate the programs.
 A proper evaluation would have examined the programs’
potential impact on the housing market and the FHA insurance
fund, as well as the programs’ legality and desirability.  Further,
apparently no one from HUD Headquarters or the HUD
Homeownership Centers has been on-site at Nehemiah or
HART to evaluate how the programs operate and perform, or
review related loan files.

There is no conformity in the controls that the HUD
Homeownership Centers (HOCs) use to ensure that HUD is
aware of all down payment assistance programs used in
conjunction with FHA-insured loans.  All the HOCs rely on
lender input to ensure that the down payment assistance
programs conform to FHA requirements.  Audit staff contacted
HOCs in Atlanta, Philadelphia, Denver , and Santa Ana to find
out what management controls were in place to evaluate,
approve, and monitor nonprofits’ down payment assistance
programs.  The process for requesting approval on a down
payment assistance program varied at each HOC.  All HOCs
stated that these nonprofits must follow HUD guidelines and
eligibility requirements.  Also, every HOCs stated they depend
on the lenders to provide documentation in endorsement files
sent to HUD that the source of down payment assistance is
from a HUD-approved agency.

HUD did not have
a process to
evaluate the
programs
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HUD officials said they did not establish a process or specific
criteria because they never envisioned having to approve a
specific down payment assistance (gift) program provided by a
private nonprofit.  HUD officials said the Department’s standing
policy was that explicit, written HUD approval was not required
as long as the program met FHA requirements.

HUD allowed the programs based on a legal opinion

HUD allowed nonprofits to operate these programs based on a
legal opinion regarding Nehemiah’s program from HUD’s
Office of General Counsel (OGC).  When Nehemiah asked
Headquarters for specific approval of its program due to
inconsistent treatment from HUD field offices, program officials
did not have a specific process to review and approve or
disapprove Nehemiah’s program.  Therefore, program officials
asked OGC for a legal opinion to determine if Nehemiah’s
program met FHA requirements.

The legal opinion found that, since the seller paid the fee
subsequent to closing (whereas Nehemiah paid the assistance
prior to closing), the source of the assistance funds could not be
directly tied to the seller, so that technically the program did not
violate FHA requirements.  According to OGC officials, this is
a “loophole” in the FHA requirements, and HUD would need to
tighten the requirements through its rulemaking process in order
to close the loophole.

As a result of the legal opinion, and to settle legal action initiated
by Nehemiah, HUD provided Nehemiah with a letter stating the
program complied with FHA requirements.  Due to the
precedent set by Nehemiah, HUD’s former Deputy Assistant
Secretary for Single Family Housing instructed program staff to
approve other programs if those programs were structured
similar to Nehemiah’s program.  HUD Headquarters then
provided similar approval letters to HART and one other
nonprofit (AGAPE).  Subsequently, HUD’s policy has been to
not give formal written approval of down payment assistance
programs provided by private nonprofit organizations, although
HUD has allowed the programs to operate.

HUD’s written approval of Nehemiah’s and HART’s
programs was essential to lenders.
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Officials from all seven lenders contacted during the audit said
that, without HUD’s written approval, they would not have
processed loans involving down payment assistance provided
by Nehemiah or HART.  Although the lenders questioned
whether these programs met FHA requirements, HUD approval
meant that HUD had reviewed the programs and found that
these down payment assistance programs met FHA 
requirements.  Lenders also said that they used Nehemiah’s and
HART’s programs (based on HUD approval) to remain
competitive in the highly competitive lending market.

HUD does not have a system to track or monitor loans
made under down payment assistance programs

HUD’s databases do not specifically identify loans in which
down payment assistance is provided by private nonprofit
organizations such as Nehemiah or HART.  As such, the HOCs
did not have any information on the default rates for FHA loans
with down payment assistance from nonprofits. Without a
system to track and identify these loans, HUD cannot assess the
performance of the loans.  In addition, all HOCs commented
that they have no way to identify down payment assistance
programs that operate in their jurisdiction.

On September 14, 1999, HUD issued a proposed rule for
comment “...to establish specific standards regarding the use of
gifts by charitable or other organizations as a source of the
mortgagor’s investment in the mortgaged property.”  The
comment period ran until November 15, 1999.  HUD has not
yet issued a final rule.

According to the proposed rule:

“Although FHA has attempted to preclude
downpayment funding derived from the seller of the
property, either directly or indirectly, some
charitable organizations have been able to
circumvent these restrictions in various ways,
including the establishment of a fund that provides
the ‘gift’ to the home buyer.  However, the fund is
immediately replenished by the seller  providing a

HUD issued a
proposed rule to
stop quid pro quo
sales transactions
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‘charitable donation’ or paying a ‘service fee’ to the
nonprofit from the sale of the house and does so
only if the homebuyer is using the charitable
organization’s downpayment assistance program. 
This is a clear quid pro quo between the
homebuyer’s purchase of the property and the
seller’s ‘contribution’ or payment to the nonprofit
organization.

FHA has several concerns with these programs.
First, borrowers with limited cash investments into
the sale transactions represent significantly greater
risk to the insurance fund...FHA’s second concern
is that the sales price is often increased so that the
seller’s net proceeds are not diminished.  This
increases FHA’s risk that it will not recover the full
amount owed if forced to acquire and resell a home
purchased by a participating borrower who then
defaults on the loan... 

The proposed rule is intended to prevent a seller
from providing funds to an organization as a quid
pro quo for that organization’s downpayment
assistance for purchases of one or more homes
from the seller.  The proposed rule is not intended
to preclude sellers such as builders from
contributing to charitable and other nonprofit
organizations that provide downpayment assistance
unrelated to properties sold by the seller or that
otherwise further affordable housing.”

In our opinion, except for the last sentence above, the proposed
rule should effectively enforce the intent of FHA requirements
regarding gifts from charitable organizations and reduce the risk
of these programs to the FHA insurance fund.  Regarding the
last sentence we believe HUD should allow sellers to contribute
to nonprofit organizations that provide down payment
assistance as long as the sellers are not in any manner
conducting sales transactions with or in association with
those same nonprofits (to include affiliates of the seller and
nonprofit).  Otherwise, nonprofits and sellers could circumvent
even the proposed rule by, for example, having the seller make
periodic “contributions” to a nonprofit that provides the
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contributing seller with homebuyers under a down payment
assistance program (for example, we previously discussed a
builder who made $236,472 in contributions to HART).  This
could have the same effect as the seller paying a service fee or
contribution on individual sales transactions.

Nehemiah also expressed concerns to FHA and the Office of
Inspector General regarding the absence of adequate standards,
guidelines, and controls to monitor and evaluate performance of
down payment assistance programs.  Nehemiah provided
recommendations to FHA regarding nonprofit down payment
assistance gift fund programs, included in Appendix C of this
report.

The OIG provided HUD officials with the interim and
supplemental draft reports, and requested their written
comments.  However, HUD Headquarters officials did not
respond to the OIG’s request for comments.

Although not the auditees, Nehemiah and HART received for
written comments a copy of the interim draft report.  We
provided the interim draft report to Nehemiah and HART
because the draft report discussed their down payment
assistance programs.  Nehemiah was also provided a
supplemental draft report concerning our review of default
statistics (which is included in this final report) for comments
since Nehemiah had submitted empirical information regarding
loan performance.  Nehemiah’s and HART’s comments are
incorporated into the above sections and discussed below. 
Appendices C and D contain the full text of Nehemiah’s and
HART’s comments, respectively, less attachments.

Nehemiah’s written comments regarding quid pro quo
arrangements

In its comments, Nehemiah stated that FHA’s concerns about
quid pro quo arrangements are unfounded because approved
nonprofit organizations are already authorized to be both the
seller and source of gift funds in the same transaction. 
Nehemiah cites Mortgagee Letters 96-52 and 97-05.

Auditee comments

Nehemiah’s and
HART’s written
comments on OIG
interim and
supplemental draft
reports
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OIG response regarding quid pro quo arrangements

The Mortgagee letters cited by Nehemiah due not pertain to the
issues discussed in this report.  Mortgagee Letter 96-52
includes requirements for nonprofit organizations to obtain
insured financing and become mortgagors under the same
favorable terms as owner occupants.  Further, the nonprofit
must operate a HUD-approved affordable housing program
that serves low- and moderate-income individuals and families.

Mortgagee Letter 97-05 discusses a revised escrow
commitment procedure for section 203 (k) rehabilitation
mortgage insurance program.  The Mortgagee Letter reminds
non-profit mortgagors that they are allowed to provide a gift for
the cash investment in the rehabilitated property to assist a low
or moderate income family or a first-time homebuyer in
obtaining a new FHA-insured mortgage.

The Mortgagee Letters cited by Nehemiah do not pertain to the
issues in this report because: (1) the nonprofits providing down
payment assistance are not the mortgagors (sellers) in these
transactions; and (2) unlike owner occupants, nonprofits can
only sell to low or moderate income families.

Nehemiah’s written comments regarding audit
methodology

In its written comments to the supplemental draft report,
Nehemiah stated that our audit methodology appeared to be
inconsistent with the Quality Standards for Investigations
(September 1997) established by the President’s Council on
Integrity and Efficiency (PCIE) and the Executive Council on
Integrity and Efficiency (ECIE).  Further, the audit did not
appear to be a thorough investigation of nonprofit down
payment assistance.

Nehemiah stated that the decision to not evaluate the entire
universe of instances in which FHA borrowers obtained FHA
loans with little or no money of their own calls into question the
adequacy and completeness of the audit’s documentation.

OIG response regarding audit methodology
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The Quality Standards for Investigations relate to activities
performed, in HUD, by special agents in the OIG Office of
Investigations.  These standards do not pertain to this audit,
which was performed by auditors in the OIG Office of Audit. 
The Office of Audit performed this audit in accordance with
generally accepted government auditing standards.

One of the report’s main points is that HUD does not
specifically identify loans involving down payment assistance
provided by nonprofits.  As such, any effort to evaluate the
entire universe of assisted FHA loans would be time consuming,
costly, and outside the scope of the audit.  However, this report
did address the entire universe of FHA loans in the four cities
used in our comparisons of loan performance.  In our opinion,
the results of this work provided sufficient evidence to arrive at
our conclusions relating to the performance of loans under
down payment assistance programs.

HART’s written comments

In its comments, HART emphasized that its program promotes
the President’s National Homeownership Strategy.  The amount
of assistance that its program provides represents local, state,
and federal dollars that do not have to be expended to promote
home ownership, thus reducing governmental burden (not to
mention increasing property tax revenues).

HART also commented on various aspects of its program such
as requiring the home buyer to provide to the primary lender a
down payment in the amount of at least one percent for FHA
mortgages.  Also, HART’s procedures prohibit builders, sellers,
lenders, and realtors from increasing the sales price on any
property in order to provide contributions to HART.

Further, HART stressed that “...there is no empirical data
sufficient to support the assumption that a lack of funds from the
homebuyer causes defaults re the HART Down Payment
Assistance Program.”

OIG response to HART’s written comments
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HART’s program, as well as Nehemiah’s program, are
consistent with the spirit of the President’s and the Secretary’s
effort to increase home ownership.  However, as discussed in
this report, these down payment assistance programs do not
meet the intent of FHA requirements.  Also, empirical
information obtained and analyzed during this review indicates
higher default rates for FHA loans where nonprofit
organizations provided down payment assistance to borrowers.

Recommendations

We recommend you:

1A.  Ensure that future down payment assistance programs are
properly evaluated and approved, and meet appropriate
statutory and regulatory requirements.

 
       1B.  Develop and implement a system to identify FHA

 insured loans with down payment assistance and the
down payment assistance providers.

 
 1C.  Develop and implement a process to monitor the
 performance of loans involving down payment assistance

to assess loan performance and risk to FHA’s insurance
fund.

 
1D.  Implement the Proposed Rule with the following exception:

prohibit sellers and builders from contributing to nonprofit
organizations who operate down payment assistance
programs if the sellers/builders conduct sales transactions
with or in association with those same nonprofit
organizations including any affiliates of the nonprofit or the
seller/builder.
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Management Controls

In planning and performing our audit, we considered HUD’s management controls relating
specifically to our objectives to determine our auditing procedures and not provide assurance on
management controls.

Management controls over program operations include the policies and procedures that
management has implemented to reasonably ensure that a program meets its objectives.  The
components of internal control are interrelated and include integrity, ethical values, competence,
and the control environment which includes establishing objectives, risk assessment, information
systems, control procedures, communication, managing change, and monitoring.  The entity’s
management is responsible for establishing and maintaining adequate systems of management
controls.

Relevant controls

For the purpose of our review, we determined the management controls relevant to our
objectives were HUD’s policies, procedures, and practices relative to:

• evaluating, approving, and monitoring the performance of nonprofit organizations’
down payment assistance programs.

Scope of work

We evaluated the management control categories listed above by assessing control
design, implementation, and effectiveness.

A significant control weakness exists if the controls do not give reasonable assurance
that resource use is consistent with laws, regulations, and policies; that resources are
safeguarded against waste, loss, and misuse; and that reliable data is obtained,
maintained, and fairly disclosed in reports.

Assessment results

Based on our review, we identified the following significant weaknesses in HUD’s
management controls:

• HUD did not have an established process or specific criteria to evaluate a private
nonprofit’s down payment assistance program when it was approved based on a
legal opinion.
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• HUD did not have a system to identify and monitor the performance of loans made
under down payment assistance programs.

(This page intentionally left blank)
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Issues needing further study and consideration

Concerns that appraisals may be inflated

During the review, audit staff received complaints and heard  concerns from HUD
officials regarding appraisals of houses purchased under down payment assistance
programs.  The primary concern was that appraisers over valued houses sold
under these programs to match sales prices that sellers inflated in order to cover
the costs of the programs.  Another concern was that appraisers are using over
valued houses sold under down payment assistance programs as comparable
sales properties in performing appraisals of other FHA houses (including other
houses sold under down payment assistance programs).  Although appraisal
concerns were outside the scope of this review, we did perform limited work
regarding appraisals.

Results of limited review of appraisals

As discussed in this report, some sellers increased house prices to cover fees paid
to down payment assistance providers.  We reviewed 82 appraisals and purchase
and sales agreements to determine if participation in Nehemiah’s down payment
assistance program affected appraisals of single family properties.  The results of
this limited review showed that appraisers did not make adjustments for sales
under down payment assistance programs.  Also, appraisers used other
properties sold under these programs as comparables during the appraisal
process.  However, the limited review did not provide conclusive information as
to whether or not the down payment assistance program affected home
appraisals.  Nevertheless, the results of the limited review may be useful for your
consideration.

The review results showed that:

• In none of the 82 appraisals did the appraiser make any adjustments for
the subject property’s involvement in the Nehemiah program.

 
• The 82 appraisals used a total of 268 comparable properties in the

appraisal process.  Of the 268 comparables, 48 were properties that
had used the Nehemiah down payment assistance program.

 
• The 48 comparables were used in 30 of the 82 appraisals.

 
• One appraisal used three comparables, and all three of these properties

had used the Nehemiah down payment assistance program.
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• One appraisal used five comparables, three of which had used the
Nehemiah down payment assistance program.

 
• In seven other appraisals, each of which used three comparables, two

of the three comparables had used the Nehemiah down payment
assistance program.

We believe HUD should further evaluate these concerns, and consider whether
FHA appraisers should be required to make adjustments for properties,
including comparables, sold under these programs.
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Tables showing details of default rate analyses

Performance of loans receiving Nehemiah assistance:

Loan
Origination

Date

Number of
loans

originated

Number of loans
at least 90 days

delinquent

Monthly
Default Rate

08/01/1997 6 1 16.67%
09/01/1997 34 6 17.65%
10/01/1997 57 6 10.53%
11/01/1997 83 7 8.43%
12/01/1997 47 6 12.77%
01/01/1998 75 5 6.67%
02/01/1998 64 12 18.75%
03/01/1998 63 2 3.17%
04/01/1998 84 6 7.14%
05/01/1998 72 5 6.94%
06/01/1998 65 5 7.69%
07/01/1998 81 5 6.17%
08/01/1998 86 5 5.81%
09/01/1998 90 2 2.22%
10/01/1998 97 8 8.25%
11/01/1998 110 2 1.82%
12/01/1998 149 5 3.36%
01/01/1999 269 8 2.97%
02/01/1999 135 1 0.74%
03/01/1999 176 2 1.14%
04/01/1999 213 5 2.35%
05/01/1999 208 1 0.48%

Totals 2,264 105 4.64%
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Performance of loans not receiving Nehemiah assistance:

Loan
Origination

Date

Number of
loans

originated14

Number of loans
at least 90 days

delinquent

Monthly
Default Rate

08/01/1997 502 39 7.77%
09/01/1997 480 40 8.33%
10/01/1997 482 34 7.05%
11/01/1997 480 22 4.58%
12/01/1997 450 27 6.00%
01/01/1998 485 27 5.57%
02/01/1998 514 22 4.28%
03/01/1998 565 22 3.89%
04/01/1998 695 18 2.59%
05/01/1998 670 21 3.13%
06/01/1998 656 26 3.96%
07/01/1998 1,598 41 2.57%
08/01/1998 1,618 47 2.90%
09/01/1998 2,194 50 2.28%
10/01/1998 2,159 42 1.95%
11/01/1998 2,643 34 1.29%
12/01/1998 2,549 31 1.22%
01/01/1999 2,514 37 1.47%
02/01/1999 2,036 22 1.08%
03/01/1999 2,082 20 0.96%
04/01/1999 2,332 7 0.30%
05/01/1999 2,359 6 0.25%

Totals 30,063 635 2.11%

Note that the 30,063 non-Nehemiah assisted loans actually include 643
Nehemiah assisted loans not matched to the HUD Database (discussed above). 
Even if none of the 643 unmatched loans were in default, the Nehemiah default
rate would be 3.61 percent (105 defaulted divided by 2,907 total loans). 
However, based on the quantity of transactions observed, it is reasonable to
expect similar rates of default for the 643 unmatched loans, in which case the
above non-Nehemiah assisted default rate would actually be overstated.  Also,
note that the default rates sharply increase as the loans age.

                                                
14  Nehemiah had almost no activity in Las Vegas and Indianapolis prior to July and September, 1998,
respectively, so loan data for the two cities are excluded in the tables for those months with
little or no activity.
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Default Comparison by Month of Origination
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Nemehiah’s Comments
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HART’s Comments
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Distribution

Frederick C. Douglas, Deputy Assistant Secretary for Single Family Housing, HU
Robert Santos/SECREP/SEA/HUD
Paul Johnson/CB/ANC/HUD
Gary Gillespie/CB/BOI/HUD
William E. Dobrzykowski/CFO/HHQ/HUD
David M. Gibbons/CFO/HHQ/HUD
Kathryn Kuhl-Inclan/IG/HHQ/HUD
Michael R. Phelps/IG/HHQ/HUD
Philip A. Kesaris/IG/HHQ/HUD
Noel Tognazzini/IG/SEA/HUD
Stanley J. McLeod/IG/HHQ/HUD
James A. Heist/IG/HHQ/HUD
Benjamin K. Hsiao/IG/HHQ/HUD
Bryan P. Saddler/IG/HHQ/HUD
Tina Brantley/IG/HHQ/HUD
Frances V. Trapp/IG/HHQ/HUD
Clifford Jones/IG/HHQ/HUD
Michael G. Zerega/IG/HHQ/HUD
Senator_Thompson@Thompson.senate.gov
Senator_Lieberman@Lieberman.senate.gov
Cindy.Fogleman@mail.house.gov
EnglandJosephJ.RCED@gao.gov
Frank.Edrington@mail.house.gov
Ricardo H. Perez/SECY/HHQ/HUD

Nehemiah Progressive Housing Development Corporation
1851 Heritage Lane, Suite 201
Sacramento, CA  95815-4923

Housing Action Resource Trust (HART)
9227 Haven Avenue, Suite 250
Rancho Cucamonga, CA  91730
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Saul Ramirez/SECY/HHQ/HUD
Jon J. Cowan/SECY/HHQ/HUD
B. J. Thornberry/SECY/HHQ/HUD
Joseph Smith/ADMIN/HHQ/HUD
Hal C. DeCell/CIR/HHQ/HUD
Ginny Terzano/PA/HHQ/HUD
Barbara J. Duffitt/SECY/HHQ/HUD
Rolf A. Olson/EXSCHED/HHQ/HUD
Robert W. Hickmott/CIR/HHQ/HUD
Rhoda J. Glickman/SECY/HHQ/HUD
Todd R. Howe/SECY/HHQ/HUD
Jacquie M. Lawing/SECY/HHQ/HUD
Alvin Brown/SECY/HHQ/HUD
Patricia Enright/SECY/HUD/GOV
Joseph Hacala/SECY/HHQ/HUD
Marcella E. Belt/SECY/HHQ/HUD
Karen Hinton/PA/HHQ/HUD
Gail W. Laster/OGC/HHQ/HUD
William C. Apgar/HSNG/HHQ/HUD
Cardell Cooper/CPD/HHQ/HUD
Mary E. Madden/SECY/HHQ/HUD
George S. Anderson/GNMA/HHQ/HUD
Eva M. Plaza/FHEO/HHQ/HUD
V. Stephen Carberry/CPO/HHQ/HUD
Harold Lucas/PIH/HHQ/HUD
Gloria R. Parker/CIO/HHQ/HUD
Frank L. Davis/ODOC/HHQ/HUD
Jim Chaplin/CFO/HHQ/HUD
Edward J. Kraus/DEC/HHQ/HUD
Donald J. Lavoy/SECY/HHQ/HUD
Ira G. Peppercorn/HSNG/HHQ/HUD
Xavier Briggs/PDR/HHQ/HUD
kshepard@OFHEO.gov
Sandra L. Hobson/SECY/HHQ/HUD


