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

FROM: Frank E. Baca, Digtrict Inspector Generd for Audit, 0AGA

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

Thisisthefina report of our audit of down payment assstance provided by private nonprofit
organizations. We initiated the audit in response to citizen concerns about HUD-gpproved innovative
down payment assistance programs. The purpose of the audit was to determine if: (1) the structure of
the loan transactions involving down payment ass stance from a nonprofit complied with HUD
requirements, (2) HUD has the controls in place to approve, monitor, and evauate the performance of
private nonprofit organizations down payment assistance programs, and (3) loansin which nonprofit
organizations provided down payment assistance to buyers increase the risk to the Federd Housing
Adminigration’s (FHA’s) insurance fund.

Audit results show that HUD alowed 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 assstance by the sdller. 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 sdllers 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 criteriato 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 a 206-220-5360.
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Executive Summary

Executive Summary

In responseto citizen concer ns about HUD-approved programs wher e private nonpr ofit
organizations provide down payment assistance to homebuyers, we initiated an audit to
determineif: (1) the structure of the loan transactionsinvolving down payment assistance
from a nonprofit complied with HUD requirements; (2) HUD hasthe controlsin placeto
approve, monitor, and evaluate the performance of the programs; and (3) loansin which
nonpr ofit or ganizations provided down payment assistanceto buyersincreasetherisk tothe
Federal Housng Administration’s (FHA’s) insurance fund.

Under these down payment assistance programs, nonpr ofits provide sellerswith a pool of
potential buyers of single family housing. These potential buyers qualify for home owner ship
but do not have the necessary down payment to pur chase single family houses. The nonpr ofit
provides down payment fundsfor 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 assi stance programs, and
NOT an audit of any private, nonprofit organization that provides down payment assistance to
buyers who purchase FHA-insured homes.

HUD dlowed nonprofit organizations to operate down payment
assstance programs that circumvent FHA requirements. We
concluded that the down payment assistance programs do not meet the
intent of FHA requirements because the assstance is not a true gift,
and because the nonprofit is being rembursed for the down payment
assistance by the seller. Analyses of empirica datafound higher default
rates for loans under these programs. In addition, independent studies
have shown higher default rates for |oans where buyers have little or no
equity. Also, we found evidence that some home sdllersincreased the
sdes price to cover the fee they paid to the nonprofits. HUD alowed
this Situation because it did not have an established process for
evauating, approving, or monitoring the new down payment assstance
programs. HUD hasissued a proposed rule which we believe will
effectively enforce FHA’ s requirements and eiminate or reduce the
adverse impact of the new programs on the FHA insurance fund.

Audit results
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Executive Summary

HUD allowed down

payment
assistance
programsthat
circumvent FHA
requirements

Loansunder these
programs pose a
significant risk to
the FHA insurance
fund

HUD did not
have a processto
approve and
monitor these
programs

Without thoroughly evauating the programs, and based on alegd
opinion, HUD dlowed 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 assstance from the sdler’ s sdes
proceeds. The assstanceis not atrue 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 sdllers or builders
who agree to pay afeeto 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 sdler enters into an agreement with the
nonprofit to pay the nonprofit a service fee and/or contribution* which
normally exceeds the assstance amount. Thus, the seller indirectly
provides the down payment ass stance to the buyer. FHA
requirements prohibit an entity with an interest in the sales transaction
from providing down payment gift funds.

Empirica 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 thereis a direct relationship between
the amount of equity abuyer hasin the home and the default rates on
FHA-insured mortgages. The audit dso found evidence that some
sdlersraised the sdles prices of single family propertiesto cover the
cost of the down payment assistance programs. Higher sales prices
mean higher loan amounts and even less (possibly negetive) equity for
buyers, which further increases the likelihood of default and risk to the
FHA insurance fund. Asof 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 evauate or approve new programs affecting the
FHA insurance fund. Instead, based on alegd opinion from its Office
of Generd Counsel, HUD dlowed the programsto operate. HUD
officids sad they never envisoned having to gpprove a pecific down
payment ass stance (gift) program provided by a private nonprofit.

! During the audit, we found that nonprofit providers used the terms “service fee” or “contribution.” In this report
we will use both terms.
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HUD’s proposed
rule should
substantially
reducetherisk to
the FHA insurance
fund

What the audit
report
recommends

HUD did not
respond to draft
reports

Nonpr ofits
generally disagreed
with draft reports

Als, they said these programs did not require explicit HUD approval
because lenders were responsble 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 sdllers and builders. For the most part, we
believe the proposed rule will effectively ensure compliance with FHA
requirements pertaining to down payment gifts and assstance, 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 systemn that will identify FHA insured loans and providers
under these programs, and a process to eva uate |oan 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 officids 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
supplementd 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 thisfind report.

We ds0 provided our interim draft report for written comments to two
nonprofit organizations, the Nehemiah Progressve Devel opment
Corporation (Nehemiah), and Housing Action Resource Trust
(HART), whose programs we reviewed during the audit. In addition,
we provided Nehemiah the supplementa 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
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HART’ s written comments were too voluminous to include in the
report, but are available upon request.
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| ntroduction

Background

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 agpprova for its down
payment ass stance program. Nehemiah's program opened an
untapped market of potentia buyers for lenders who provide
Federa Housng Adminigtration (FHA) insured loans. These
potentia buyers were qudified for home ownership but did not
have the necessary down payment to purchase single family
housing. According to Nehemiah, its program “...lessensthe
burden of government by providing private capitd to assst
nationa home ownership in furtherance of the Nationa
Homeownership Strategy.”

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

The buyer completes an gpplication for down payment
assstance from the nonprofit. The buyer can only receive
the assgtance if they buy a home from a sdller or builder
who participatesin 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 sdler or builder entersinto an agreement with the
nonprofit to participate in the program and to pay a service
fee (or contribution) to the nonprofit. Thefeeor
contribution generdly 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.

1 2000-SE-121-0001
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Chronology of HUD’ s approval of Nehemiah’s program.

Nehemiah went through along process to obtain written HUD
goprovd for its program, including lega action againg HUD for
refusing to gpprove Nehemiah's program. Subsequently, the
litigation was settled and HUD sent aletter 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 andyze the program and its structure.

May 13, 1997

HUD’s Director of Single Family Housing in Sacramento, ina
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 a6 month
demongtration program of Nehemiah's down payment

ass stance program with certain conditions.

Starting in July 1997

Nehemiah asked HUD Headquarters and other HUD field
offices for gpprova of its program in aseries of letters.

October 9, 1997

In aletter to Nehemiah, HUD Headquarters asked Nehemiah
to get program specific gpprova from the Internd Revenue
Service.

December 1997

Nehemiah started litigation against HUD for HUD' srefusd to
approve the program. Nehemiah's president believed that
HUD was tregting Nehemiah unfairly by delaying approva of
Nehemiah's program. Also, HUD was asking Nehemiah to
meset certain requirements such as specific Internal Revenue
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Service approva 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 Assgtant Secretary for Single Family Housing
Programs issued a letter to Nehemiah stating that, based on the
information Nehemiah submitted to the Internd 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 ass stance 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 Generd Counsd (OGC) issued alegd opinion
gating 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 alegal 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 away asto
comply with HUD’ s exigting requirements in that there was not
adirect path of gift money from the sdler 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
exiging requirements; it had to go through aformd rule making
process.

June 8, 1998

The Deputy Assistant Secretary for Single Family Housing
issued a memorandum to dl 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 guideines for
down payment assistance and complied with al statutes and
regulaions. The memorandum went on to Sate that other
programs smilarly structured would aso 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 ass stance programs based on
documentation submitted to Headquarters. Those programs
were the Housing Action Resource Trust’s (HART' ) 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 palicy has been not to give forma written approval of
down payment assistance programs provided by private
nonprofit organizetions.

HUD hasissued 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 wasissued for
comment on September 14, 1999 and the comment period ran
until November 15, 1999. To date, HUD has not issued afina
rule.

HUD proposed the rule change to prevent asdller from
providing funds to an organization as aquid pro quo for that
organization’s down payment ass stance to home buyers. FHA
has attempted to preclude direct or indirect down payment
funding derived from the sdler of the property. However, some
charitable organizations have been able to circumvent these
resrictionsin various ways, including the establishment of afund
that provides the “gift” to the home buyer.

Nehemiah stated it dso believed that HUD needed to improve
its requirements regarding nonprofit down payment assstance
gift programs. Nehemiah's recommendations for improving
requirements are included with its written commentsin
Appendix C.
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In response to citizen concerns regarding HUD-approved down

A”‘_’“ . payment ass stance programs provided by private nonprofit
Objectives, organizations, we performed an audit to determine if:
Scope, and

M ethodology

the Structure of the loan transactions involving down
payment assi stance from a nonprofit complied with
HUD requirements,

HUD has controlsin place to gpprove, monitor, and
evauate the performance of private nonprofit
organizations down payment assstance programs, and

loans in which private nonprofit organizations provided
down payment ass stance to buyers increased the risk
to FHA'’ sinsurance fund.

To accomplish our objectives, we:

Obtained and reviewed the relevant criteriaregarding
private nonprofits providing down payment ass stance
to buyers of sngle family properties.

Reviewed records and interviewed HUD officidsto
find out how private nonprofit down payment assstance
programs were gpproved, including the basis for the
gpproval and the Office of Generd Counsd’srolein the
process.

Obtained legd advice from our counsd (OIG Office of
Counsd) regarding the gpplicable legd andards asto
whether the private nonprofit down payment assstance
programs complied with HUD requirements.

Interviewed HUD officids to determine what
management controls HUD hasin place to approve and
monitor private nonprofit down payment ass stance
programs.

Reviewed independent studies and reports concerning
risks to the FHA insurance fund releive to the amount

of equity abuyer hasin aproperty .
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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, sdler, lender, and escrow (closing) agent use
or are involved in the program.

Interviewed officias from seven lenders to understand
how alender becomes a participant in down payment
assistance programs, and how they view the program.

Reviewed documents for 44 down payment assistance
loans at alender’ s office to confirm our understanding
of the loan structure and to determine if there were
indications that the down payment ass stance programs
had any affect on the find sales price.

Interviewed officids from at least two escrowiftitle
(cdlosing) agents to understand the closing agent’srolein
the nonprofit’s down payment ass stance program, how
an escrow/title company becomes a participant, and
what ingtructions the nonprofit has given to the
escrow/title companies.

Andyzed and tested loan information from HUD,
nonprofit, and lender databases and other information
to obtain default/delinquency and sdlling price
informetion.

Our audit covered loansin 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.



Audit Results

Down Payment Assistance Programs Pose a Risk
tothe FHA Insurance Fund

HUD allowed nonpr ofit organizationsto operate down payment assistance programs
that circumvent Federal Housing Administration (FHA) requirements. The programs
do not meet theintent of FHA requirementsin that the assstanceis not atrue gift to
the home buyer, and because the nonprofit isreimbursed for the assistance by the
seller or builder. Analyses of empirical data show these programsincreasetherisk to
the FHA insurancefund. Further, Satistical data and studies have shown higher
default ratesfor loanswhere giftsare involved or where buyers have little or no
equity. In addition, some sellersincreased the house pricesto cover feespaid to the
nonprofit organizations, which resultsin higher loan amounts and less equity for the
home buyer, and increasestherisk to the FHA insurance fund. The circumvention of
FHA requirementsand increased risk to the FHA insurance fund occurred because
HUD did not have an established processfor evaluating, approving, or monitoring
these programs, but instead allowed the programsto operate based on alegal opinion.
HUD has proposed a new rulethat, if implemented, should ensure compliance with
FHA requirementsfor down payment assistance and reducetherisk tothe FHA
insurance fund.

NOTE: Audit staff contacted two nonprofit organizations to gain an under standing 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 Devel opment Corporation (Nehemiah) and Housing
Action Resource Trust (HART).

These two programs wer e 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 Nationa Housing Act, 12 U.S.C. Section
il EuiiEs 1709, and the related Code of Federal Regulations (24 CFR
FHA hqmebuyers 203.19) require a buyer usng FHA mortgage insurance to
Lo predlest e make a three percent (3%) down payment toward the purchase

athree percent price. The statute States:
down payment
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(b) To bedigiblefor insurance under this section a
mortgage shal...

(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
acquigition ... in cash or its equivaent.

12 U.S.C. Section(b)(9) also setsforth 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 alow-income
housing demondration 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 satute was added by
amendment in 1996, and states that:

“The Secretary shall consder as cash or its equivaents any
amounts borrowed from afamily member (as such termiis
defined in Section 210), subject only to the requirements
that, in any case in which the repayment of such borrowed
amountsis secured by alien againg 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 shdl have paid in cash or its equivaent,
the following minimum amount:...in dl 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 creste other
exceptions to the gatutorily-mandated minimum down payment
requirement.
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HUD prohibits
quid pro quo
arrangements

HUD has expanded on the law and regulations to alow home
buyers to use gifts as a source for down payment funds,
including gifts from charitable organizations. However, HUD
guidance dso dearly Satesthat gift funds cannot “in any
manner,” directly or indirectly, come from an entity that isa
party to the sdlestransaction. In addition, the guidance states it
is ingppropriate to have quid pro quo arrangements:

“An outright gift of the cash investment is
acceptable if the donor is ardative of the borrower,
the borrower’s employer or labor union, a
charitable organization, a governmenta agency or
public entity that has a program to provide
homeownership assstance to low- and moderate-
income families or firgt time home buyers, or aclose
friend with adearly defined interest in the

borrower. A gift from any other sourceis
conddered an inducement to purchase and requires
areduction to the sales price. No repayment of the
gift may be expected or implied. (Asarule, 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 salestransaction...)” (Section
2-10(c) of HUD Handbook 4155.1 REV-4
Change 1, captioned “Gift funds’)

HUD expressed additiona concern about quid pro quo
arrangements in Mortgagee L etter 96-18:

“Down Payment Assstance Programs. We are
increasingly concerned with those Situations where a
builder or developer ether establishes a nonprofit
agency or provides direct or indirect contributions
to a nonprofit or governmenta agency for eventua
use by ahomebuyer..., we also do not believe it to
be appropriate to gpprove quid pro quo
arrangements whereby assstance isonly 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 giftsto digible participants should not compel

9 2000-SE-121-0001
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The Nehemiah
down payment
assistance
program

the beneficiary to purchase only properties owned
by the donor of the funds. Such scenarios cloud the
motivations of the purchaser/borrower aswell as
the donor.”

Nehemiah operates a down payment assstance program that
provides qualified buyers with a gift which can be up to three
percent of the find sales price of asingle family property. The
buyer must be quaified by an FHA lender and must contribute
aminimum of one percent of the contract sdes price to
purchase a sngle family property or demondrate 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, origind grant application to the
closing office. Jugt prior to dlosing, Nehemiah wires the closing
agent the gift amount for the buyer which is gpplied 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 failsto close. The buyer also receives a gift letter from
Nehemiah showing the amount gifted. The buyer must purchase
ahome owned by a sdller or builder who are participating in
Nehemiah's program.

The Participating Home Agreement is an agreement wherein the
sdler agrees to take the appropriate steps to qudify the home
for participation in the Nehemiah program. In the agreement,
the seller agrees to pay Nehemiah a service fee? which is afixed
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
sgned by home sdlersthat are builders. The builder agreesto:
(2) take appropriate stepsto quaify homes for participationin

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

‘contribution.’

2000-SE-121-0001
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The HART down
payment
assistance
proaram

the Nehemiah program, and (2) pay Nehemiah aservice fee
which is afixed percentage of the contract price within three
days after closng. Unlike the Participating Home Agreement
(which isforwarded to the closing agent), the Affordable
Housing Services Agreement must be executed by the builder
and sent directly to Nehemiah.

According to Nehemiah officias, the service fee that the sdller
pays to Nehemiah is for disseminating pre-qudification
information to prospective buyersto utilize the Nehemiah
program and to provide home ownership education and down
payment assstance to qualified buyers. Nehemiah's program
opens up amarket of potentia buyers that were not available to
slersif 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
viawire 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 isaso atax exempt nonprofit based on its Internal
Revenue Service approva, and operates a down payment
assigtance program smilar to Nehemiah's program. Under
HART’s program the buyer must complete an gpplication for
the gift funds, and the builder or sdller and lender must dso
complete an application form which serves as the agreement
between the builder/sdller/lender and HART. The agreement
between the buyer and HART does not State that the buyer
must purchase a home from a sdller who participatesin

HART’ s program. However, the agreement between the sdller
and HART dates that the seller agrees to provide a contribution
to support HART’ smisson. Asin Nehemiah's program,
HART dso requires buyers to provide one percent of their own
funds to be deposited in the escrow account. Aswith
Nehemiah, the closing agent recaives and disburses dl 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 magjor concerns discussed in
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the report. HART cites one of its program procedures which
dates that the Builder/Seller/Lender/Redtor are prohibited from
increasing the sales price on any property in order to provide
contributionsto HART. However, this statement was not in
HART' s program procedures provided to audit staff in June
1999. Apparently, HART revised its program proceduresin
October 1999 to include this statement.

A review of HART files found in most cases the contribution
amount the sdler paysto HART is the same amount as the gift
amount that HART provided to the buyer. Although HART
officiads view the sdller’ s contribution as voluntary, the audit
found that the seller dways paid the contribution to HART. In
addition to the contribution, HART charges aflat 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 ether the buyer, sdller, or the lender; however, the
review found that the sdler normally paid the flat fee amount.
Thisflat fee sructure differs from Nehemiah, which charges a
service fee based on a percentage of the sales price.

One sgnificant exception to this process involved a builder that
donated fundsto HART. According to HART officids, the
builder made 11 donations totaing $236,472 from September
1998 to March 1999. HART officials stated that the builder
did not make contributions (as the seller) to HART on aper
loan basis for new congtruction, but did make a contribution for
resdes (In its written comments, HART dated that this
statement was not accurate. However, HART did not provide
an explanation, and commented only thet 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 alender.

The sttlement statements (HUD-1) for the loansinvolving
down payment assstance from Nehemiah or HART ligted the
gift amounts provided to the buyers and the service fee
dishursed to Nehemiah or contribution made to HART. The
closng agents received the gift amounts viawire trandfer just
prior to closing and then disbursed the service fee or
contribution shortly after closing. The escrow ingructions for
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these loans authorized the escrow (closing) officer to ether pay
asarvice fee to Nehemiah or make a contribution to HART
from the sdler’s net proceeds. In the loan files reviewed, the
amount that the seller authorized the escrow officer to disburse
to Nehemiah or HART was dways grester than the “gift”
amount provided to the buyer.

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

Even though HUD dlowed the programs to operate, we

The down payment concluded that the down payment assistance programs are not

assistance consistent with FHA requirements because the assistance is not
programs atrue gift, and the nonprofit is being rembursed for the
arcumvent FHA assistance by the seller on aquid pro quo basis. HUD officids
requirements

aso 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

ass stance programs that required sdllers to contribute.

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

The nonprofit:

agreesto provide down payment assstance to the
buyer in exchange for the buyer agreeing to purchase
ahome from a participating sdler.

agreesto provide qualified potential home buyersto a
participating seller in exchange for the sdler’s agreeing
to pay afee or making a contribution.

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

agrees to purchase ahome from a participating sdler in
exchange for the nonprofit’s agreeing to provide down
payment assstance, and authorizes the nonprofit to give
the gift funds directly to the dlosing agent.

Thedler:

agrees to pay afee or contribution to the nonprofit and
meet other conditions to participate in the nonprofit’'s
program in exchange for the nonprofit's providing
qudified potentia home buyers.

The down payment ass stlance goes through the closing agent
without ever actualy going through the buyer’s hands.
Likewise, the sdller’ sfee or contribution, paid out of the sales
proceeds, goes to the nonprofit from the closing agent without
ever actudly going through the seller’ s hands.

Quid Pro Quo Triangle

Agreement to provide aqualified

Agreement to providegiftin it S $Fecor buyer in exchange for payment of a
exchange for purchase of a G Contribution fee or contribution.
specific participating property.
Closing Agent
$ Mortgage and Cash

Down payment Net Proceeds$

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

2000-SE-121-0001 14
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The down payment assistanceis not a true gift

The gructure of the loan transactionsis such that the down
payment assstance (“gift” funds) provided to the buyer does
not meet the definition of a gift which is“avoluntary transfer of
property made gratuitously without consideration.”* The buyer
does not receive a gift that they may use however they want;
ingtead, the assstance 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
asdler who has agreed to pay the nonprofit afee or
contribution. Mortgagee L etter 96-18 states “...we aso do not
believeit is appropriate to approve quid pro quo arrangements
whereby assstance is only availableif the buyer obtains
financing with a particular lender or buys a particular builder’'s
property.” Also, HUD Handbook 4155.1 REV-4 Change 1
dates “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 actudly
flow through the buyer’ s hands a any time. It gppearsthat
technicaly, this arrangement violates the satutory requirement
that the buyer “shdl have paid” the minimum down payment of
three percent.

In its written comments, HART dtated that it does not require a
buyer to purchase a house from a sdller sdlected by HART.
However, dthough HART may not sdect the sdler, HART
does provide escrow companies with specific ingructions for
disbursang funds to HART from the sdles proceeds of sdlers
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

* Black’s Law Dictionary, (5" ed., 1979); 33 Am. Jur. 2d Section 1.
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within afew days after closing. Further, the execution of dl the
agreaments connected with the sale of the property” are
dependent on the closing of the loan. The down payment
assistance provider givesthe gift funds directly to the closing
agent just prior to dosing. The dosing agent would return the
gift funds to the nonprofit organizationsiif the loan failed to
close. The nonprafit will not provide gift fundsto the closing
agent on the buyer’ s behdf unless the sdller has entered into an
agreement to pay the nonprofit an amount &t least equal to the
gift amount from the seller’ s net proceeds.

The amount that the sdler agrees to pay the nonprofit is paid
directly to the nonprofit by the closing agent, per escrow
ingructions sgned by the sdller before closing. The sdler never
has direct control of those funds and does not pay the nonprofit
directly. Thus, the sdller indirectly provides the down payment
ass stance to the buyer through the nonprofit.

This arrangement appears to circumvent and go againg the
intent of HUD requirements. HUD Handbook 4155.1 REV-4
Change 1 states “...a gift from any other sourceis consdered an
inducement to purchase and requires a reduction to the sales
price...Asarule, our concern is not with how the donor obtains
the gift funds provided they are not derived in any manner from
aparty to the salestransaction.” Mortgagee L etter 96-18
dates “We are increasingly concerned with those Situations
where a builder or developer aeither establishes a nonprofit
agency or provides direct or indirect contributions to a nonprofit
or governmenta agency for eventua use by a homebuyer..."

An exampleillustrates the quid pro quo relationship

A complaint from adosing agent illudtrates the interrel ationship
of the agreements and their dependency on closing of the
transaction. A closing agent wrote aforma complant to HUD
concerning Nehemiah's attempt to force the closing agent to
pay Nehemiah its four percent service fee of $3,380 that wasto
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.

2000-SE-121-0001
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Down payment
assistance loans
have higher default
rates

clogng agent had not received any written ingtructions from the
lender or the Participating Home Agreement that showed the
sdler would pay Nehemiah four percent of the sdlesprice. The
closing agent only paid Nehemiah one percent of the sdes price
($845) that had been verbaly authorized by the lender.

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

The closng agent’ s attorney stated it was clear that Nehemiahiis
an “entity with an interest in the sde 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 dlegedly not from the sdlers, why does
Nehemiah have the sdllers sign an agreement to indtruct and
authorize the escrow or closing agent to return the gift funds to
Nehemiah without recourse...”

Anayses of empirica data show that FHA loansinvolving down
payment ass stance 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 historicd difference
between default rates for loans with down payment assistance
and default rates for other FHA loans for amilar 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'sloan
database. Nehemiah had afairly complete database that
contained information on 12,368 |oans that originated from
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January 1, 1997 to May 15, 1999.° Also, Nehemiah wasthe
only down payment assistance provider that had been doing
business long enough to have sufficient salesto develop
datigticaly sound default rates in specific localities.

To narrow the review to a manageable level, we sdlected four
cities that had the most Nehemiah loans (Stockton [Cdifornia,
Sacramento, Indianapalis, 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 totd loans. In addition, because
Nehemiah's database did not include FHA case numbers, to
test the vadidity of Nehemiah's database (i.e., determine if the
loans were actualy FHA loans), we matched names and
addressesin Nehemiah's database againgt the HUD Single
Family Data Warehouse (HUD Database). Of the 2,907 loans,
2,102 matched to the HUD Database. We aso manually
matched 162 of the 805 loans that did not match. The 162
loans had not matched dectronically 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 manualy review the
remaining 643 loans. Asdiscussed in Appendix B, the 643
unmeatched loans would not sgnificantly ater 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 asssted 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 Number of loans
loans in default (90 Default rate
originated days)
Nehemiah 2,264 105 4.64%
Non-Nehemiah 30,063 635 2.11%

6 HART had an incompl ete database that contained information on only about 1,500 loans.
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To confirm that the 105 loansidentified as being in default in the
HUD Database were actualy Nehemiah assisted loans, we
requested the loan files from HUD. HUD provided 96 of the
105 loan files requested.” The loan file review showed dl 96
files were Nehemiah asssted.

The anadysis dso found that default rates sharply increase asthe
loansage. This has Sgnificant implications given that over half
of al Nehemiah loans (dl locations and time periods) originated
since May 1999.
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Past performance shows FHA loans with gifts have
higher default rates

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

! 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.® HUD officids provided nationwide statistical
information that compared FHA loans with giftsto FHA loans
without gifts from 1992 to 1999. The comparison shows that
default rates for FHA loans with gifts have been consigtently
higher than the default rates for FHA loans without gifts.

Default Rate

Comparison of Loans With and Without Gifts
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O Default rate without gifts
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Nehemiah assisted loans have higher default rates than
other FHA loansinvolving gifts

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

Four City Default Comparison - Aug. 1997 to May 1999
Total loans Total Default
defaults 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 abuyer hasin ahome and the default rates on
FHA-insured mortgages.

PricewaterhouseCoopers Actuarial Review for Fiscal Year
1998 of the Federd Housing Adminigtration’s Mutua 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 aproperty. Itisformaly defined asthe
market vaue |l ess 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 enablesa
homeowner to “sdll” ahouse back to the lender for the
remaining mortgege balance by smply waking awvay from
the property. If homeowners were to maximize wedth at al
times, they might default on their mortgages whenever the
resale vaues of their homesfdl below their remaining
balances, i.e., whenever they experience negative equity.
When borrowers experiencing mobility-induced events such
asdivorce or job loss which produce significant changesin
household income have little or no equity, they may be
unable to sl 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)° printed in Regiona Science and Urban
Economics applied amodd to anadyze the costs associated with
apolicy proposd to stimulate homeownership by insuring,
through FHA, zero down payment mortgage loans for low
income families. The study found that:

“Default probahilities are dso quite sengtive to the required
down payment as well as household income level.
Condder ‘lower income home purchases , i.e. households

° Authors Y ongheng 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.™
The amulations suggest that with zero down payment loans
when house prices appreciate a 10 percent annualy 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 asthose
whose mortgages require 10 percent down...The costs are
quite large if house prices do not gppreciate.”

Another paper entitled “Explicit Tests of Contingent Clams
Models of Mortgage Default” (1995)*, printed in The Journdl
of Redl Edtate Finance and Economics found that thereisa
“powerful relationship between homeowner equity and default
probabilities” The study’s models found that homeowners with
negetive equity were more than 81 times aslikely to default on
their loans than homeowners with postive equity. Also,
homeownerswith “...low postive levels of equity are dso
associated with increased default probabilities.”

Inits 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 codts of public
subsidy,” discussed above). The article indicated the
importance of trigger events, namey unemployment and divorce
which can affect prepayment and default behavior. We do not
agree tha 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 congant.

Down payment assistance programs appear to benefit
sellersin flat or decreasing markets

0 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.

1 Authors John M. Quigley, University of California, Berkeley, and Robert VVan Order, Freddie Mac
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According to Nehemiah's Presdent, in risng markets a down
payment assistance program such as Nehemiah's does not
work, but in aflat or decreasng housing market there are
benefits. In aflat market, the sdller could get the full asking
price by usng a down payment ass stance program and paying
the four percent service fee.

Although the down payment assstance programsin aflat or
decreasing housing market may benefit the sdller, these markets
increase the risk to the FHA insurance fund, and may be to the
detriment of many buyers. It follows that the saes prices of
properties purchased with down payment assstance in flat or
decreasing markets will be a 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
alowed to decrease to the actual market price of Smilar houses
being sold without down payment ass stance.

Under the down payment assistance programs reviewed, the
buyer isonly required to put up one percent of the sales price of
asngle-family property at closng (the one percent can come
from any source, aswell). 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 pricesin
aflat 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 smply 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 abad credit rating. Note that the
independent sudy: “Mortgage default and low down payment
loans: The cost of public subsidy,” discussed above dluded to
the strong effect that housing price levels have on default
probabilities.

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

In its written comments, Nehemiah provided a datistica

comparison developed by a contractor. Nehemiah stated that
its loans were outperforming the FHA loan pool in generd in
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every category of loan performance. The contractor’s Satistical
comparison isincluded in Appendix C with Nehemiah'swritten
comments.

The contractor’s survey used the FHA loan performance
category as provided by the Mortgage Brokers Association
(MBA) from their ddinquency 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 asignificantly lower rate than total FHA loans':

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

The contractor said they andyzed |oan information provided by
Nehemiah againg the same criteria used in the MBA
delinquency report using the report as a*“benchmark.” The
contractor aso indicated the study included informetion sent
from Nehemiah on approximately 27,000 down payment
assstance 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 2™ quarter of 1999 and included
the entire portfolio of conventiond, FHA, and VA loans.

In the tranamittd letter to Nehemiah's President, the contractor
dtated that the data was provided for Nehemiah to interpret and
did not make any conclusions based on the data provided. The
letter ds0 included the following statement:

“Please conault with qudified datisticians to ensure the
datigtica vdidity 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 percentagesin 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
commentsin 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 Satistical comparison raised
serious doubts about its accuracy and rdiability, namely:

The study does not compare loans of amilar 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 tota 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 atwo year history of loan
transactions, with the mgority of the loans being in the most
recent months. As such, the study is not based on loans of
amilar age. Recent loans will have areatively lower default
rate.

More than haf of the 27,000 Nehemiah transactions used in
the contractor’ s study were not old enough to appear as
default gatistics at the time the study wasissued in
November 1999. Nehemiah did not reach the 27,000 loan
level until September 1999, and over hdf of these loans
occurred after May 15, 1999 (Nehemiah's database
showed 12,368 loans as of May 15, 1999). Given that it
takes anew loan at least 5 months to appear as a default
datistic, a substantia portion of the 27,000 Nehemiah loan
base would not even have been old enough to potentidly
appear as defaulted.

The sudy isincongstent with the audit results. To illudtrate,
our analyssidentified at least 85 loansin default for
Sacramento and Stockton, Cdifornia. However, the
contractor’s survey indicates only 23" defaulted loans for
al of Cdifornia

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 |oans).
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The audit found evidence that some sdllers have increased

Sel LB house prices to cover fees paid to the nonprofit organizations.
increased house . . )

cest ¢ Thisresultsin higher loans and less equity for the home buyer,
Pricesto cover Tees and further risk to the FHA insurance fund,
paid to the
nonpr ofits

The documents for 11 of the 44 loan files reviewed showed that
sdlersincreased the sdles prices for the houses to cover the
cost of the down payment assstance. Specificdly, the
Purchase and Sales agreements and amendments showed that
the sdller 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 pricesis permissible

OIG gaff found examples that indicate redl estate and lending
indudtries believe it is permissible to increase a property’ s sdes
price to cover the cost of a down payment assistance program:

A memorandum from an Oregon red estate office notified
the sales people as to the correct caculation needed to
determine the gross sdes 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 dl options

must be divided by .9375%. Thiswill result in the new
adjusted purchase price including the finance charge.

Example:

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

An article published in the Arizona Journd of Redl
Edtate, written by a branch manager for amortgage
company, had the following comment about a down
payment ass stance program:

2000-SE-121-0001 2%
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“For example, if ahouseisgoing to be agreed on a
$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
assigtance! Itisagreat deal for everyone! The
buyer gets a home with little money out of pocket,
sdlers are able to provide an easy way to sl thelr
home and till get their price. The approved
mortgage companies get more loans and findly the
Red Estate Agents on both sdes of the transaction
can make more sales!”

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

“Down Payment Ass stance means that property
owners have a potentialy bigger market for their
sde. Does it mean they have to sdll for less net
proceeds? Not necessarily. If thevaueisthere, 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 away for people to buy now, instead of
waiting years while they save money for their down
payment. This process aso encourages
enhancement of redl estate values. Thisis
inflationary, but inflation is good if it isin reference
to red estate you own....Now, agents again have a
way to sdl 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
essentidly doing isfinancing 100 percent of their
purchase.”

Anincreasein aproperty’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, asthe
above article noted, the buyer is redly financing the down
payment assstance provided by the nonprofit plus any
related fee. In effect, the buyer isrepaying the “gift” they
received from the nonprofit. Also, the artificialy 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 mortgege. This poses an
increased risk to the FHA insurance fund not only because
thereis an increased likelihood of default, but aso because
the insurance fund will have to pay ahigher amount in case
of default due to the increased loan amount.
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HUD did not have
aprocessto
evaluatethe
programs

HUD dlowed nonprofits to operate down payment assistance
programs because it did not have a process to evauate or
approve new programs affecting the FHA insurance fund.
Instead, HUD dlowed nonprofits to operate the programs
based on alega opinion. Lender officids 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 evauate their performance.

HUD allowed the programs without adequately
evaluating them

HUD dlowed nonprofits to operate these questionable down
payment ass stance programs because it did not have an
established process or specific criteriato eva uate the programs.
A proper evauation would have examined the programs
potentia impact on the housing market and the FHA insurance
fund, aswell asthe programs’ legdity and desirability. Further,
agpparently no one from HUD Headquarters or the HUD
Homeownership Centers has been on-site at Nehemiah or
HART to evauate how the programs operate and perform, or
review related loan files.

Thereis no conformity in the controls that the HUD
Homeownership Centers (HOCs) use to ensure that HUD is
aware of al down payment assistance programs used in
conjunction with FHA-insured loans. All the HOCsrely 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 Anato find
out what management controls were in place to evauate,
approve, and monitor nonprofits down payment assistance
programs. The process for requesting gpproval on adown
payment assistance program varied at each HOC. All HOCs
stated that these nonprofits mugt follow HUD guiddines and
igibility 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.
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HUD officids said they did not establish a process or specific
criteria because they never envisoned having to approve a
specific down payment assistance (gift) program provided by a
private nonprofit. HUD officids said the Department’ s standing
policy was that explicit, written HUD approva was not required
as long as the program met FHA requirements.

HUD allowed the programs based on a legal opinion

HUD alowed nonprofits to operate these programs based on a
legdl opinion regarding Nehemiah's program from HUD’ s
Office of General Counsd (OGC). When Nehemiah asked
Headquarters for specific approva of its program due to
inconsstent trestment from HUD fidd offices, program officids
did not have a specific process to review and approve or
disapprove Nehemiah's program. Therefore, program officids
asked OGC for alega opinion to determine if Nehemiah's
program met FHA requirements.

The legd opinion found that, since the sdler paid the fee
subsequent to closing (whereas Nehemiah paid the assstance
prior to closing), the source of the ass stance funds could not be
directly tied to the sdller, so that technically the program did not
violate FHA reguirements. According to OGC officids, thisis
a“loophale’ in the FHA requirements, and HUD would need to
tighten the requirements through its rulemaking process in order
to close the loophole.

Asareallt of the legd opinion, and to seitle lega action initiated
by Nehemiah, HUD provided Nehemiah with aletter stating the
program complied with FHA requirements. Dueto the
precedent set by Nehemiah, HUD’ s former Deputy Assistant
Secretary for Single Family Housing ingtructed program staff to
approve other programs if those programs were structured
gmilar to Nehemiah's program. HUD Headquarters then
provided smilar gpprova lettersto HART and one other
nonprofit (AGAPE). Subsequently, HUD’ s policy has been to
not give forma written approva of down payment assistance
programs provided by private nonprofit organizations, athough
HUD has dlowed the programs to operate.

HUD’ swritten approval of Nehemiah’sand HART's
programs was essential to lenders.
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HUD issued a
proposed ruleto
sop quid pro quo
salestransactions

Officids from dl seven lenders contacted during the audit said
that, without HUD’ s written gpprovd, they would not have
processed |oans involving down payment assstance provided
by Nehemiah or HART. Although the lenders questioned
whether these programs met FHA requirements, HUD approva
meant that HUD had reviewed the programs and found that
these down payment assstance programs met FHA
requirements. Lenders aso said that they used Nehemiah's and
HART’ s programs (based on HUD approva) 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 specificaly identify loans in which
down payment assstance is provided by private nonprofit
organizations such as Nehemiah or HART. Assuch, 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 theloans. In addition, al HOCs commented
that they have no way to identify down payment assstance
programs that operate in their jurisdiction.

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

According to the proposed rule:

“Although FHA has atempted to preclude
downpayment funding derived from the sdler of the
property, either directly or indirectly, some
charitable organizations have been able to
circumvent these regtrictions in various ways,
including the establishment of afund that provides
the‘gift’ to the home buyer. However, thefund is
immediatdy replenished by the sdler providing a
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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 ass stance program.
Thisisaclear quid pro quo between the
homebuyer’ s purchase of the property and the
sler’s“contribution’ or payment to the nonprofit
organizetion.

FHA has severa concerns with these programs.
Firgt, borrowers with limited cash invesmentsinto
the sale transactions represent significantly greater
risk to the insurance fund...FHA’ s second concern
isthat the sdles price is often increased o that the
sdler’ 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 resdl ahome
purchased by a participating borrower who then
defaults on the loan...

The proposed ruleisintended to prevent asdller
from providing funds to an organization asa quid
pro quo for that organization’s downpayment
assistance for purchases of one or more homes
from the sdler. The proposed rule is not intended
to preclude sdllers such as builders from
contributing to charitable and other nonprofit
organizations that provide downpayment assistance
unrelated to properties sold by the sdller 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 dlow sdllersto contribute
to nonprofit organizations that provide down payment
assstance aslong 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 sdlers could circumvent
even the proposed rule by, for example, having the sdler make
periodic “contributions’ to a nonprofit that providesthe
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Auditee comments

Nehemiah’sand
HART swritten
commentson OIG
interim and
supplemental draft
reports

contributing seller with homebuyers under a down payment
assistance program (for example, we previoudy discussed a
builder who made $236,472 in contributionsto HART). This
could have the same effect as the sdller paying aservicefee or
contribution on individua saes transactions.

Nehemiah a so expressed concerns to FHA and the Office of
Inspector General regarding the absence of adequate standards,
guidelines, and controls to monitor and evauate 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 officids with the interim and
supplementd draft reports, and requested their written
comments. However, HUD Headquarters officids 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 dso provided a
supplementd draft report concerning our review of default
datigics (whichisincluded in thisfina report) for comments
since Nehemiah had submitted empirica informeation 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’swritten 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 aready authorized to be both the
sdler and source of gift fundsin the same transaction.
Nehemiah cites Mortgagee L etters 96-52 and 97-05.
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OI G response regarding quid pro quo arrangements

The Mortgagee letters cited by Nehemiah due not pertain to the
issues discussed in thisreport. 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 individuas and families.

Mortgagee L etter 97-05 discusses arevised escrow
commitment procedure for section 203 (k) rehabilitation
mortgage insurance program. The Mortgagee L etter reminds
non-profit mortgagors that they are alowed to provide a gift for
the cash investment in the rehabilitated property to assist alow
or moderate income family or afirgt-time homebuyer in
obtaining anew FHA-insured mortgage.

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

Nehemiah’swritten comments regarding audit
methodology

In its written comments to the supplementa draft report,
Nehemiah stated that our audit methodology appeared to be
inconggtent with the Qudity Standards for Invetigations
(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 athorough investigation of nonprofit down
payment assistance.

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

OI G response regarding audit methodol ogy
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The Qudity Standards for Investigations relate to activities
performed, in HUD, by specid agentsin the OIG Office of
Investigations. These standards do not pertain to this audit,
which was performed by auditorsin the OIG Office of Audit.
The Office of Audit performed this audit in accordance with
generdly accepted government auditing sSandards.

One of the report’s main pointsis that HUD does not
specificdly identify loans involving down payment assstance
provided by nonprofits. As such, any effort to evaluate the
entire universe of asssted FHA loans would be time consuming,
costly, and outside the scope of the audit. However, this report
did address the entire universe of FHA loansin the four cities
used in our comparisons of loan performance. In our opinion,
the results of thiswork provided sufficient evidence to arrive a
our conclusions relating to the performance of |oans under
down payment ass stance programs.

HART’ swritten comments

In its comments, HART emphasized that its program promotes
the President’ s National Homeownership Strategy. The amount
of assstance that its program provides represents locd, Sate,
and federa dollarsthat do not have to be expended to promote
home ownership, thus reducing governmenta burden (not to
mention increasing property tax revenues).

HART aso 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, sdllers,
lenders, and redtors from increasing the sales price on any
property in order to provide contributionsto HART.

Further, HART stressed that “...there isno empirical data
sufficient to support the assumption that alack of funds from the
homebuyer causes defaults re the HART Down Payment
Assstance Program.”

Ol G response to HART' s written comments
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HART’ s program, as well as Nehemiah's program, are
consgtent 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 ass stance programs do not
mest theintent 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

2000-SE-121-0001

We recommend you:

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

1B. Develop and implement asystem to identify FHA
insured loans with down payment assstance and the
down payment assstance providers.

1C. Deveop and implement a process to monitor the
performance of loans involving down payment assistance
to assess |oan performance and risk to FHA'’ sinsurance
fund.

1D. Implement the Proposed Rule with the following exception:
prohibit sallers 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
ler/builder.
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Management Controls

In planning and performing our audit, we considered HUD’ s management controls relating
specificaly 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 interna control are interrdated and include integrity, ethica vaues, 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 responsble for establishing and maintaining adequate systems of management
controls.

Rdevant controls

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

evauating, gpproving, and monitoring the performance of nonprofit organizations
down payment ass stance programs.

Scope of work

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

A dgnificant control weakness exigtsif the controls do not give reasonable assurance
that resource use is consstent 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

Basad on our review, we identified the following sgnificant wesknessesin HUD' s
management controls.

HUD did not have an established process or specific criteriato evauate a private
nonprofit’s down payment assistance program when it was gpproved based on a

legd opinion.
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HUD did not have a system to identify and monitor the performance of 1oans made
under down payment assistance programs.

(This page intentiondly left blank)
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| ssues needing further study and consideration
Concernsthat appraisals may be inflated

During the review, audit staff received complaints and heard concerns from HUD
officids regarding appraisas 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 sellersinflated in order to cover
the costs of the programs. Another concern was that appraisers are using over
vaued houses sold under down payment assistance programs as comparable
sdes propertiesin performing appraisas of other FHA houses (including other
houses sold under down payment assstance programs). Although appraisa
concerns were outsde the scope of this review, we did perform limited work
regarding gppraisas.

Results of limited review of appraisals

As discussed in this report, some sdllers increased house prices to cover fees paid
to down payment assstance providers. We reviewed 82 appraisas and purchase
and sales agreements to determine if participation in Nehemiah's down payment
assistance program affected appraisals of sngle family properties. The results of
thislimited review showed that appraisers did not make adjustments for sdes
under down payment ass stance programs. Also, appraisers used other
properties sold under these programs as comparables during the appraisal
process. However, the limited review did not provide conclusive informéation as
to whether or not the down payment ass stance program affected home
appraisals. Neverthdess, the results of the limited review may be ussful for your
congderation.

The review results showed that:

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

The 82 gppraisas used atota of 268 comparable propertiesin the
appraisal process. Of the 268 comparables, 48 were properties that
had used the Nehemiah down payment ass stance program.

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

One gppraisa used three comparables, and al three of these properties
had used the Nehemiah down payment ass stance program.
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One gppraisal used five comparables, three of which had used the
Nehemiah down payment assistance program.

In saven other gppraisals, each of which used three comparables, two
of the three comparables had used the Nehemiah down payment
assgance program.

We bdlieve HUD should further evauate these concerns, and consider whether

FHA appraisers should be required to make adjustments for properties,
induding comparables, sold under these programs.
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FLOWCHART OF LOAN PROCESS

T

Lender qualifies a buyer to
purchase home

Seller agrees to sell his home &
signs agreement to sell property
with down payment assistance

_~"Buyer agrees to purchase & signs
Agreement, conditional on obtaining
gift funds from nonprofit

Purchase & Sales
Agreement signed by
Buyer & Seller
Buyer agrees to Seller signs Participating |
participate in Agreement with nonprofit
nonprofit's program for this property
N Documents go to \/\
lender for review and
Agreement f ng
goes to
nonprofit Agreement
goes to
‘ . nonprofit
Nonprofit provides "gift”
funds & gift letter plus
demand for payment to
closing agent just prior to Documents go to
closing closing agent for
/\ closing loan ™
- transaction
Seller signs escrow instructions
authorizing payment to
nonprofit
A
Closing agent closes
loan - Buyer & Seller -
sign closing documents Service fee or
contribution disbursed
Closing agent forwards to nonprofit from
documents to be seller's net proceeds
recorded
\_//_\
Closing agent
disburses funds
Funds disbursed to
seller less service fee
to nonprofit and any -
other related costs
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Tables showing details of default rate analyses

Performance of loans receiving Nehemiah assistance:

Loan Number of Number of loans Monthly
Origination loans at least 90days  Default Rate
Date originated delinquent
08/01/1997 6 1 16.67%
09/01/1997 A 6 17.65%
10/01/1997 57 6 10.53%
11/01/1997 83 7 843%
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 2 317%
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 0 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 8 297%
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 loansnot receiving Nehemiah assistance:

Loan Number of Number of loans Monthly
Origination loans at least 90 days Default Rate
Date originated™ delinquent
08/01/1997 502 39 7.771%
09/01/1997 480 40 8.33%
10/01/1997 482 A 7.05%
11/01/1997 480 22 4.58%
12/01/1997 450 27 6.00%
01/01/1998 485 27 557%
02/01/1998 514 22 4.28%
03/01/1998 565 22 3.8%%
04/01/1998 695 18 25%%
05/01/1998 670 21 3.13%
06/01/1998 656 26 3.96%
07/01/1998 1,598 41 257%
08/01/1998 1,618 47 2.90%
09/01/1998 21 50 2.28%
10/01/1998 2,159 42 1.95%
11/01/1998 2,643 A 1.29%
12/01/1998 2,549 31 1.22%
01/01/1999 2514 37 147%
02/01/1999 2,036 22 1.08%
03/01/1999 2,082 20 0.96%
04/01/1999 2332 7 0.30%
05/01/1999 2359 6 0.25%
Totals 30,063 635 211%

Note that the 30,063 non-Nehemiah asssted |oans 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 tota loans).
However, based on the quantity of transactions observed, it is reasonable to
expect amilar 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 | ndianapolis prior to July and September, 1998,

respectively, so loan datafor the two cities are excluded in the tables for those months with
little or no activity.
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Default Rate

Default Comparison by Month of Origination
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EHENIAH PROGRESSIVE

HOUSING DEVELOPMENT CORPORA
December 31, 1999

- Frank E-Baca

'District Inspector General for Audit =

_ U.S. Department of Housing and Urban Development
Office of the Inspector General for Audit
909 First Avenue, Sutie 125
Seattle, WA 98104-1000

Dear Mr. Baca:

Thank you for the oppertunity to provide written comments to your draft interim audit report
(“Draft Report”) based on your review of our down payment assistance program, The
Nehemiah Program (the “Program.”) We recognize the extraordinary opportunity that you
have given us to comnient on the draft report, especially since, according to your
communications to us on May 4, 1999, November 24, 1999 and December 7, 1999 “we were
not the auditee.” A

According to the Draft Report’s Executive Summary, you conducted this audit to determine
if (1) the structure of the loan transactions involving down payment assistance from a
nonprofit complied with HUD’s requirements, (2) HUD has controls in place to approve,
monitor, and evaluate the performance of the programs, and (3) loans in which the nonprofit
organizations provided down payment assistance to buyers increase the risk to the FHA’s
insurance fund.

1. . The Nehemiah Program complies with FHA guidelines.

We respectfully understand that the Inspector General (“I1G”") may disagree with the analysis
of the Secretary’s office regarding the regulatory compliance of the Program. However,
according to the National Housing Act, it is the Secretary, and not the IG, who is authorized
to promulgate and interpret implementing regulations. The fact that the Secretary’s office
has determined that a substantive rule change adopted in accordance with the Federal
Administrative Procedures Act is necessary in order to cause the Program to be non-
compliant only reifies the present compliance of the Program.

2. Nehemiah has expressed concerns to FHA and the 1G regarding the absence of
adequate standards, guidelines and.contiols to monitor and evaluate the performance
of down payment assistance programs.

~

1851 Heritage Lane, Suite 201, Sacramento, CA 95815
Corporate Office: (916) 231-1999 Facsimile: (916) 923-2460
The Nehemiah Program: (916) 231-0350 Facsimile: (916) 923-2532
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We hereby incorporate by reference the unabridged Official Response of Nehemiah

. Progressive Housing Development Corporation to F.R.-4469-P-01 (“Response.”)
(Attachment A) The Response chronicles our attempts to propose guidelines to better
regulate down payment assistance programs in a fair and equitable manner. The Response
demonstrates that FHA has consistently failed to entertain our recommendations to better -
regulate down payment assistance programs. We are troubled by the fact that the Draft
Report fails to incorporate any of this history, notwithstanding our having shared this
information with IG field representatives on May 3, 1999, and with Mr. Bill Taylor at the IG
Seattle office on August 4, 1999. We also shared our concern that no other nonprofit
organization mimicking The Nehemiah Program was required to complete the rigorous
approval process imposed on Nehemiah. We provided evidence that demonstrated that other
organizations had not been required to obtain program-specific approval from the IRS before
being given-HUD’s approval to administer down payment programs in conjunction with
FHA-msured mortgages. None of this information is contained in your Draft Report.

3. The Nehemiah Program does not increase risk to the FHA insurance fund.

As you are well aware, there are thousands of nonprofit and government-sponsored down
payment assistance programs that operate in conjunction with FHA-issued mortgages. To
accurately ascertain whether these programs pose additional risk to the FHA insurance fund
the scope and extent of your Draft Report would have to be expanded exponentially. Your
Draft Report fails to provide any empirical data that demonstrates that loans in which
nonprofit organizations provided down payment assistance to buyers increase the risk to the
FHA'’s insurance fund. Further, it fails to provide any empirical data that demonstrates that
the principal object of your investigation, The Nehemiah Program, poses additional risk to
the FHA insurance fund. To the contrary, our Official Response contains data that
demonstrates that Nehemiah-assisted FHA borrowers are outperforming the FHA loan pool
in general in every category of loan performance. Since every program is different, data
pertaining to The Nehemiah Program cannot be accurately applied generally to other
programs, especially since FHA has not required these programs to contain the same
standards or guidelines that exist under The Nehemiah Program.

4. The Draft Report raises more questions than it answers. Among these are the
following: 3

A. Why in the Draft Report does the IG make recommendations based on incomplete
information? You have identified the Draft Report as a draft interim report and you have
stated that you are continuing audit work to obtain additional information. Why are
recommendations being made in a “interim” report when the report itself states that

“audit testing” is on-going and that it w111 be “completed and reported in detail when the
draft final report is issued?”

B. If the Draft Report is concerned about increased risk to FHA’s insurance fund based on.
“studies that show higher default rates for loans where buyers have little or no equity”
why is the report so narrowly focused on down payment assistance provided by nonprofit
organizations, and almost exclusively on The Nehemiah Program? The overwhelming -
majority of FHA borrowers that have little or no equity obtain down payment assistance
from family members or government-sponsored down payment assistance programs.
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Accordmg to FHA Comrmssmner Apgar, F.R. 4469-P-01 (the “Proposed Rule”) was
initiated based on mfomanon provided by the IG. (See Apgar comments in Real Estate
Finance Today, October 25, 1999: Attachment B). Audit information was apparently
provided to Mr. Apgar prior to-our rcceipf of the Draft Report and opportunity to
comment. What information, if any, was provided to FHA Commissioner Apgar priorto
the release of the Proposéd Rule? -

. Why did the IG fail to interview other known nonprofit down payment assistance

providers, including SAHARA, AGAPE, AmeriDream Charities, NHS Inland Empire,
and Responslblc Homes, Inc.?

When did FHA first become aware of the IG’s intent to review FHA's oversight of down
payment assistance programs? Before or after the Proposed Rule? Was FHA in the -
process of preparing the Proposed Rule prior to becoming aware of the IG audit?

. When did FHA inform the IG of s intent to adopt the Proposed Rule?

Why did the IG fail to include Nehemlah’s recommendations for regulation and concerns
about inconsistent approval processes m the Draft Report?

Did IG receive complaints ﬁ'om other n“onproﬁt organizations regarding The Nehemiah
Program, or HUD’s handling of The Nehemiah Program? If so, who were those
organizations and what was the nature of the complamts? ‘

The IG has stated two dis;tinct rationales for focusing almost exclusively on The

- Nehemiah Program: (1) The Program is the largest of its kind that has been approved by

HUD; and (2) the IG has received complaints about the Program. Which is it? Why
doesn’t the report contain a discussion about the disparate approval processes applied to
The Nehemiah Program versus the HART Program?

FHA'’s handling of thlS issue has becomc a'matter of broad congressional interest. See
Attachment C. We intend to express our concerns to these Members of Congress. Nehemiah has
‘no desire to be caught in the highly publicized, ongoing crossfire between the Inspector General
and the Sécretary. Unfortunately it appears that such may be the case. The Draft Report as
‘written appears to have no legitimate basis other than to continue IG attacks against the
Secretary. In response, FHA’s Proposed Rule appears to have no legitimate basis other than to
attempt to nullify the impact of the anticipated report and to appease a faction within FHA for

>~ whom The Nehemiah Program’s demise is the goal of a personal vendetta We intend to initiate
an independent investigation regarding our concerns.

Thanks again for this opportunity to. comment.

Don

2000-SE-121-0001
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President and Executive Director
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BOARD OF DIRECTORS

Don F. Harrls
President

Walter J. Edwards

Secretary

Bridgette Wiliarms
Treasurer

Mae E. Callohan

Dana Holmes

James Holmes

Timothy M. Taylor’

Paulette Williams

1851 Heritage Lane

Sulte 201

Sacramento, California
958185-4923

(916) 231-1999
Facsimile:

(916) 923-2460

NEHEMIAH PROGRESSIVE HOUSING DEVELOPMENT CORPORATION

March 10,2000

RECEIVED
Mr. Frank Baca : e
District Inspector General for Audit MAR 13 2000
U.S. Department of Housing and Urban Development
Office of the Inspector General for Audlt SR ”é‘é’,{%fé;“dﬂ

909 First Avenue, Suite 125
Seattle, WA 98104-1000

. Dear Mr. Baca:

We appreciate the opportunity to comment on your Supplement to the Interim Draft
Report dated November 24, 1999 Nationwide Audit of Down Payment Assistance
Programs (Supplement). Since Nehemiah is not the auditee, we believe it is

‘nappropriate for us to respond on behalf of the auditee, FHA, with respect to your
.premise “that loans in which nonprofit organizations provided down payment

assistance to buyers increase the risk to FHA's insurance fund.” However, we have
noted that the scope of your analysis appears to be inconsistent with adopted standards
for Inispector General audits and is inconsistent with information we have obtained
from Experian, one of the nation’s largest credit reporting agencws

The scope of the Audit and Supplement Audit Methodology appear to be
inconsistent with IG Investigation Standards.

. Your audit methodoloéy appears 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).
Among other concerns, your audit does not appear to be a thorough investigation of -

: nonprofit down payment a351stance programs.

As Table I demonstrates, The Nehemiah Program was the only nonprofit down .
payment assistance program reviewed by your-audit. Further, since your thesis is that
“FHA loans involving gifts have historically had higher default rates than other FHA
loans” your 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 your documentation.

Your analysis is inconsistent with the findings of Experian®, one of the largest
credit reporting agencies in America, .

Your statistical conclusions are inconsistent with data we obtained from Experian®,
one of the largest credit information sources in the country. We have attached the

49 2000-SE-121-0001
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answers to the questions that you posed to Expenan rcgardmg their analysxs of ‘
Nehemlah-asmsted FHA Ioans : '

Nehemiah commends FHA for imposing new. mechanism for tracking
performance ~

Nohermah recommended that FHA develop a mechamsm by which FHA could
monitor loans made in cunjuncnon with nonprofit down payment.assistance programs
on a source-specific basis. On March 3, 2000 FHA issued. Mortgagce Letter-00-8,

* which imposes such & monitoring mechanism.- We commend FHA for this actlon,
‘which we believe to be a fair and impartial mechamsm by which to cvaluate the full
spcctrum esf nonproﬁt down paymem assmtance prowd@rs

- Thanks again for this opportumty to commcnt.

Sinccrciﬁi, i

" DonF. Harris | ‘ o
Presxdmt and Execunve Director

DFH ldh -
Attach.mcnts Table I ‘
- Response from Experian -

\
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3

TABLEI

HUD IG’s Review of qun fhyment Assistance'Sourées for Period (1/1/97-5/15/99)

Specific '

Total FHA loans

[ NotR eviewed

General Specific Programs # of Loans Authorization
Downpayment Downpayment B ' ‘ made with Source | reviewed by
Source Source - During Test Period | IG :
) (1/1/97 ~5/15/99)
Gift from Relative of N/A N/A Unknown 0 HUD Handbook 4155.1,
borrower . 2-10.C.
GIft from Borrower's - - | WA N/A Unknown ) "HUD Handbook 4135.1,
Employer : : o 2-10.C.

[~ Giift from Borrower's WA Unknown - HUD Handbook 4155.1,
Labot Unions : 2-10.C..

. [ Gift from Charitable |

Organization

dboo

A i D Ll
2-10.C.

4155.1,

| Not Euvww'd ‘

' Uxﬁmown

3,368

| 210 C.

HUD Handbook 4155.1,

HUD Handbool

4155.1, 2-10 .C.

. w0y s
"Approximately 1500 0 HUD Handbook 4135.1, |
! R . 2-10.C. ’
Agape Program T Not Reviewed 0 HUD Handbook 4135.1,
| - 2-10.C. )
Inland Empire Not Reviewed 0 HUD Handbook 4155.1,
e . B 2-10.C.
" Responstble Homes, Inc. || Mot Reviewsd: 10 HUD Handbook 4153.1,
P - R 2-10.C.
§-AmeriDréam Charities, Not Reviewed 0 'HUD Handbook 4135.1, -
| Inc. L 2-10.C. . ‘
Gift from Government ; WA Unknown 0 HUD Handbook 4155.1,
agencies 1 : o 2-10.C.
ift from Public entities | N/A- NA "Unknown 0 BUD Handbook 4155.1,
“with homeownership' ’ 2-10.C.
programs ‘ .
Gift from Close friend N/A N/A Unknown 0 HUD Handbook 4155.1,
with special interest in ’ o 2-10.C.
borrower
Loans from relatives N/A N/A Unknown . 0 National Housing Act
1 (12 US.C. Section
1709(5)(9))
Toans from Federal ! i
Agencies :
HOME Fund ot Reviewsd 0 Hani
113
HOPE S Not Reviewed 0 HUD Handbook 4135.1
1-13
TDBG Not Reviewed 0 HUD Handbook 4155.1
5 ) 1-13 : .
Loans From State
Agencies
ax-gxempt nknown
C . 1-13
| Fees, assessments, or ‘ Unknown 0 HUD Handbook 4155.1
o taxes . 1-13
"Loans from Local ' !
Agencies
Unknown {UD |
i . . . 1-13
Foes, assessments, or ‘Unknown 0 HUD Handbook 4155.1
taxes : : 1-13
Loans from Nonprofit Any combination of all Unknown 0 HUD Handbook 4155.1
Agencies of the above : 1-13 .

51
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/
experian

Rod Tan: . ‘ _ 955 American Lane, 4th floor

Schaumburg, IL 60173

Please review the answers to the OIG questions: 1800831 5614 Toll Frae

WWw.experian.com

1) Whet is the time span covered-by the 27,000 Nehemiah transactiona?

Amwor- Nehamiah sent to Experian approximetely 27K duwn-paymant assistance loans ranging
in dates from January of 1897 to Beptember of 1566.

2) What is the basis of the 4,840,823 FHA loan universe? Is there @ mrt and sbp loan origination date or
is this the whole portfolio?

Answar- The FHA loan univarse s based on the MBA National Delinquency Survey sent by v
Nehemigh to be used as 8 benchmark comparieon againat the Nehamiah portfolio, The MBA, Delinquency
" Survey does not idantify e [oan stop or start date so | assumae it includes the anﬂro portfolio inclusive of
conventional, FHA and VA loans

3) What is the source of the dmmt data? Dits of the most current default data included In the report?

~Answaer- -The default or “benchmari” data was compliad by the MBA and the report was dated
June of 1999, The data does not spechfy the. sxnct time periods covered, however, it is assumned to be
current through 2nd quarter 1996.

4) How did you identify Nehemish loans In the FHA universs?

: Answaer- All names submitted by Nehemiah were said to be FHA loans. We did our analysh on
these records based upon namuladdress matches to the oredit file.

8) Please describe the pmcul omployed to match Nehemiah loanc with MBA's FHA loans?

‘Answer- Experian never "matched” Nehemiah names to the MBA 's FHA universe par 8s. The
methodology was simply analyzing Nehemiah loans egeinst the same criteria used in the MBA
delinquency report using said report as a "benchmark.” For instance, Nehemiah FHA loans from New
England that were 30 daya or more past due were expressed as a peroentage of the whole pool and then
contrasted against the "benchmark” statistics from loans in the same region that were 30 dpd on the MBA
delinquenocy report.

Please roview the mformatlon provided above at your oonvenlenco and oontact either Michae! Reaves or
myseif for further exp!nnnﬂon E

Thanks,

Alan Eley
Michae! Reeves

2000-SE-121-0001 52



Appendix C

Nehemiah Home Ownership 2000’s Récommendations to U.S.
Department of Housing and Urban Development Regarding Nonprofit
Down Payment Assistance Gift Fund Programs

Five Gifts per Year or an Acceptable Affgrgable Hougmg Prggram

HUD Handbook 4155.1 REV-4 CHGI, Sectlon 3, Paragraph 2-10.C (Tab 2) provides
that:

“An outright gift of the [borrower’s] 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-to-moderate income families or first time homebuyers,
or a close friend with a clearly defined interest in the borrower.”

Currently, this provision does not define “charitable organization.” The provision also
does not distinguish between organizations that may intermittently provide down
payment assistance gifts (such as churches) and organizations that have developed
comprehensive programs to provide down payment assistance such as The Nehemiah
Program. First, we believe that the phrase “charitable organization” should specifically
mean an organization that exempt under Section 501 (c) 3 of the Internal Revenue Code.
Second, if any organization provides more than 5 gift funds per calendar year, we believe
that it should be automatically deemed to be operating a “program” which must qualify as
an “Affordable Housing Program ” under Mortgagee Letter 96-52 (Tab 3). We believe
that the following components should be required for any organization operating a down
payment assistance gift program as an acceptable “Affordable Housing Program’:

1. The nonprofit must be tax exempt under Section 501(c)(3) of the Internal
Revenue Code, and must be able to provide a “Letter of Determination” (Tab 4)
as verification of its tax exempt status. In addition to the foregoing, the
nonprofit must have received its tax exemption based on an “Application for
Exemption (Form 1023) (Tab 5) whlch included relief of nowgg, lessening the
burdens of government, or community beautification e as its
stated purpose. In addition, the administration of a down payment assistance
program should be specifically mentioned in the 1023 application.

COMMENT: There are several dxfferent types of exempt organizations under Section
501 (c)(3) of the Internal Revenue Code. Exempt organizations that provide less than 5
down payment assistance gifts per year should be treated generally under 4155.1.
However, exempt organizations that provide more than 5 down payment assistance gifts
per year should be considered as operating an Affordable Housing Program. Given this,
these organizations should be able to demonstrate that the provision of down payment .
assistance falls within their tax-exempt function. The criteria underlined above (relief of
overty, lessening the burdens of government, or community beautification and
maintenance) are those generally used by nonprofit organizations involved in other HUD
affordable housing programs, such as the HUD 203(k) program and HUD 202 program.

- 1-
Rev. 10/14/1999
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By using the above cntena, HUD can significantly reduce the partlmpatlon of sham
nonprofit orgamzatxons in down payment assistance glﬁ progtams .

2. The nonprofit must have a full two years expenenca as.a housmg provnder

COMMENT: The issue here is capacity, commitméﬂff"‘afnﬂ?a'r&crd of accomplishment of
community service. HUD has used the two-year requiremént in ether programs, such as
the 203(k) program. We believe that this requiremerit will discourage formation of
nonprofit organizations solely for structurmg questlonable down payment gift pracnces

3. The nonprof' it should be required to provnde free (3-hour mmlmum) approved
homeownership counseling courses as a component of its down payment

.assistance gift program. \

Y

Q_Q_MMEHI ‘Mortgagee Letter 96-52 already suggests this component, but it is not
currently required. We believe that it should be required to decrease default rates. FHA .
should provide a list of approved courses. These courses could be the same courses for
which a reductxon in the mortgage insurance premmm is allowed

4. None of the pooled down payment funds should come from fees or contnbutlons
from mortgagees or real estate agents v

COMMENT: This suggestion may seem too broad. For example, we have heard of
programs that require lender and agent participation in the pool as a basis for
participating in the program. In fact, this was once a requirement of the Nehemiah
Program. While it seems reasonable that such contributions should be permissible if the
‘pool “has several donors contributing separately to a fund with the prospective
homebuyer not compelled to use only the services of any particuldr donor” (Mortgagee
Letter 96-18, Tab 6), the reality of the matter is that real estate agents and lenders will
only participate in such a “pool” if they have some clear advantage over other lenders or
real estate agents. We believe that any pooled program that is only available to select
real estate agents or select lenders violates RESPA if a contribution to the pool is the
basis for the selection. (See Memorandum dated April 8, 1999 regarding mortgage
industry self-regulation, Tab 7.) Given the foregoing, we recommend that none of the
pooled funds come from mortgagees, real estate agents, or brokers. .- v

5. The nonprofit must be able to demonstrate that a builder, developer, real estate
broker or agent, or mortgagee has not established it. This may be accomplished
by the nonprofit providing evidence (such as its 990 returns to the IRS) that its
operating capital for its first two years of operations was not derived primarily
from a single source which is also a builder, developer, real estate broker or
agent, or mortgagee.

QQ_LM\_/I_EM: We have heard of a situation‘ where a lender attempted to form a nonprofit

organization that would provide gift funds to buyers that used that particular lender. We
believe that such situations, in the words of Mortgagee Letter 96-18 “cloud the

-2
Rev. 10/14/1999

2000-SE-121-0001 A



Appendix C

motivations of the purchaser/borrower as well as the donor.” From an Internal Revenue
Code perspectlve an organization that receives most of its support from a single source,
for-profit entity in exchange for an exclusive arrangement that primarily benefits the for-
profit organization will not qualify as a charitable organization, especially under an
exempt application that states an exempt purpose of “relief of poverty, lessening the
burdens of government, or commumty beautification and maintenance.” (See Item #1
above.) Given this, HUD should require that a nonprofit organization demonstrate that
its operating capital for its first two years of operations was not derived primarily froma
single source which is also a builder, developer, real estate broker or agent, or mortgagee.
NOTE: This comment is not meant to affect multiple-source contributions for which
there is no ongoing quid pro quo or exclusivity. Many organizations, such as Habitat for
Humanity, operate by receiving multiple-source contributions from builders, developers,
real estate agents and lenders.

6. The buyer receiving gift funds from the nonprofit must be able to use any FHA-
approved lender and be represented by any licensed real estate agent or broker
and should not be obligated to purchase the home of any particular contributor
to a pooled fund.

COMMENT: Based on our interpretation of existing regulations and guidelines, this is
not new. We believe that any program that restricts the buyers’ rights to use any FHA-
approved lender or licensed real estate agent probably is based on a structure that violates
RESPA by providmg an unfair advantage to a select group of real estate professional who
could use the prov:sxon of gift funds as a basis for providing other services to the buyer
that are not competitive relative to other services provided in the marketplace

7. In the case that the nonprofit derives its funds from fees lmposed on sellers (such
as The Nehemiah Program), the nonprofit must be able to clearly demonstrate
that funds provided to the buyer are not specifically derived from the seller in
the same transaction. In short, gift funds (and not merely a verification of the
availability of funds) should actually be received by the nonprofit from a pre-
existing source of funds that are clearly the funds of the nonprofit prior to the

_close of the sales transaction. Any fees for service paid to a nonprofit by the
seller must be received after gift funds have been disbursed to the buyer. Also,
the buyer must be able to purchase any home that is offered by any participating

seller.

COMMENT: The Nehemiah Program is based on the fact that sellers benefit from
nonprofit activities that increase the number of eligible, qualified buyers, and dre willing
to pay for the nonprofit’s efforts to identify, educate, and qualify buyers who may qualify
to purchase the sellers’ homes. If, for example, there was an endless supply of taxpayer
funds for down payment assistance, sellers would always offer their houses for full price,
knowing that buyers could obtain gifts funds. In this instance, although taxpayer funds
would create homeownership, it would also create higher net gains to sellers. Under The
Nehemiah Program, sellers voluntarily forego what would otherwise be higher than
normal gains to assist in creating homeownership opportunities for low to moderate-

-3-—
Rev. 10/14/1999
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income individuals through the program. From an Internal Revenue Code perspective,
nonprofit organizations may collect fees for service as long as those services are
substantially related to the nonprofit’s charitable purpose. In Nehemiah’s case, its stated
charitable purposes include (1) relief of poverty, (2) lessening the burdens of government,
and (3) community beautification and maintenance. The Nehemiah Program obtains fees
from sellers for helping sellers sell their homes to low-to-moderate income homebuyers
(i.e., affordable housmg and homeownership). Affordable housing and homeownership
are Nehemlah’s primary functions, and therefore fees derived for this activity are -
substantially related to its charitable purpose. Since the fees are always paid aftét the
close of escrow, there is never an instance where the buyer of a property obtains fees that
were derived from the seller in the same transaction.

2000-SE-121-0001 6
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m' :
Memo

" To: Don Harris, Executive Director
From: Roderick Tan, Program Manager Z Z-
Date: November 12, 1999
Re: Nehemizah Delinquency Report .

Executive Summary

Experian has completed our review of the 27,000 Nehemiah mortgage loan-gifting participants. The
objective of the review was to survey the overall mortgage payment performance of the portfolio and
compare the results against “benchmark” statistics provided by the Mortgage Bankers Association
delinquency report dated June, 1999.

The statistical comparison used the FHA loan performance category as provided by the MBA from their
delinquency report dated June, 1999. The information below is representative of “total” past dues and
foreclosure of both Nehemiah and FHA as per MBA. These numbers are USA statistics only.

" Total Loans Serviced:

FHA Nehemiah ,
4,840,623 27,000
Total loans past due: ‘ ;
FHA ' Nehemiah
8.31% 4.10%
Total loans “30 days™
FHA Nehemiah
5.50% 1.73%
Total loans “60 days”:
FHA Nehemiah
1.38% .137%

Total loans “90 or more”:

® Page 1
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FHA Nehemiah .
0.59% ; ' 0.067%
Total foréblosures:
FHA end of quarter FHA beginning of quarter | Nehemiah
2.19% 0.54% ‘ 0.0085

2000-SE-121-0001
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FROM :- EXPERIAN TSR / NRC . PHONE NO. : 847 995 8454 Nov. 12 1939 @5:44PM P1
:) ) November 10, 1999 \ exparlan
955 American Lune
Schaumburg, IL 60173
Don Harris
Roderick Tan
Nehemish Progressive Housing Development
1851 Heritage Lane
Suite 201
Sacramento, CA 95815

RE: Analyzation of Nehemiah Loan Portfolio:

Dear Gentlemen:

Experian has completed our review of the 27,000 Nehemiah mortgage loan-gifting
participants. The abjective of the review was to survey the overall mortgage payment
performance of the portfolio and compare the results against “benchmark” statistics of
“FHA Loans” compiled and provided by The Mortgage Banker’s Association (MBA).

‘ Specifically, Nehemiah program participants were evaluated against the following
mortgage trade credit criteria:

# of 30 days past due within the past 36 months

# of 60 days past due Within the past 36 months

# of 90+ days past due within the past 36 months
# of Foreclosures ever ‘

# of Bankruptcies ever
FICO score distribution

VVVV¥YVYY

The documents that follow graphically lllustrate how the Nehemiah loans trend in tzrms
of:

» Nehemiah loans vs. “FHA Loans” statistics provided by MBA Delinquency Report
dated June 30 1999.

> Nehemiah loans FICO distribution vs. FICO national performance charts for N
mortgage industry trades

Also provided for “at a glance” cvaluation is a recreation of the MBA “benchmark”

..... matrix on “FHA. Loans” with Nehemiah loan information inserted for easy comparison.

This information can be used in conjunction with the raw data found on the CD-ROM
currently in your possession.

Nehemiah Comparison
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FROM ! EXPERIAN TSR / NRC PHONE NO. : 847 995 B454 Nov. 12 1993 @5:4dPM P2

) Novmberio1s® . experlan

Experian has provided this data for your organmﬂon to interpret and does not xake any
conclusions based upon the data provided. Please consult with qualified statiacicians to
ensure the statistical validity of the 27,000 record compmw as well as to formulate

- further emapolatim based upon the data provided

Please feel fm to contact us-at your earliest convenience shauld you have any questions
or concerns. ;

Account ExeGutive  Account Brooutive  Tochnical Support Represenmtive
847 240 6078 847. 240 6071 847 330.3950

. Capyright 1995 Experian

Al Rights Resarved. Any unuu\horl:ed reproduction of this dooument is prohiblted

Confidentist information Netice: This decumant and tha information and knowshow it containa constitute a trade secret of
Expsrian and may not be reproducad or disciosed to others withaut the prior written permission of Experian, Permitted
uproducﬂone in whole or In pm, shall bear this notice and !hc Emm copyright riotica,

Nehemish Comparison
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1

experian
855 American Lane
» |8ohaumburg, 1l 80173
FHA LOA
L PERCENT OF LOANS WITH UE
‘NEHEMIAH NEHEMIAK ~
#OF . #OF 1 toraL
‘LOANS |. LOANS |- TOTAL PAST 80 DAYS
STATE SERVICED | : SERV. | PASTDUE] ~ DUE 130 DAYS | 30DAYS [6DDAYS [80DAYS |ORMORE |OR MORE
CT 41845 B 8.99 00 1 440 000 | 147 | 0.0 1.43 0,00
ME agse I 8 | 704 .00 4.58 0.00 1.23 0,00 1.24 0.00 -
MA 35049 88 | 781 00 5.40 .09 142 0.00 1.08 0.00
NH 22688 3 7.87 .00 4,60 0.00 1.03 0.00 1.93 0.00
R o 12243 - 73 | . 858 517 447 1,08 0.00 147 1.39
VT Sl 10040 [ 5.08 n/a 3.08 n/a’ 0.95- nia 1.07 n/a
Newlingland | 136081 | 183 . | 722 1412 . 4.68 834 1.19 0.00 1.35 218
. 5 L -
NJ 124020 179 .94 " 1.8 6.39 56 1,86 .00 1.89 142
NY 195302 |- 153 942 85 8.25 65 1.87 0.00 1.50 0.00
PA —|.-147895 179 9.25 224 5.98 142 71 186 88 1.70 58
[Mid Atiantic 487226 | Cosit 9.50 152 8.0 178 1.3 .188 1.67 .56
iL 168627, | 745 4011 2.68 . 8.58 161 1.72 54 181 13
N 85428 ‘3865 8.78 ars 5.36 2.48 147 B 143 .36
M 09888 | - 100 | 1031 7.0 7.00 3.0 1.82 4.0 449 - 0.00
OH 130006 | 1384 8.57 282 5.87 247 148 - .58 1.45 .07
w 21428 27 2 00 . 5.03 0.00 1.37 0.00 1.38 0.00
EN. Contral, 503072 8121 9.42 324 8.24 1,85 1.61 1.28 157 12
1A 22032 17 . 5.87 .00 4.18 9.00 0.8 .00 0.70 0.00
Ks 35853 3 862 00 452 0.00 0.09 0.00 1.01 0.00
MN - 136823 18 523 .00 3.66 0.00 1.10 0.00 0.70 0.00
MO 87934 K3 773 1.05 5,09 0.00 | 086 1.05 1.30 0.00
NE 31102 0 6.25 . 417 nia 115 ofa 0.82 na
ND- 19508 2 5,55 .00 3.50 0.00 0.88 .00 147 0.00 _
SD 18118 0 7.02° na 3.98 nia 1.00 nia 2,04 n/a
W.N. Centrat 352068 . 357 624 21 4,19 0,00 1,05 21 1.00 0.00
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~FHA LOARS
: ~__PERCENT OF LOANS WITH INSTALLMENTS PAST DUE
NEHEMIAH NEHEMIAH

#OF #OF TOTAL

LOANS. | 'LOANS TOTAL PAST . 90 DAYS {80 DAYS
STATE SERVICED | SERV., [ PASTDUE| DUE [30DAYS [30DAYS |60DAYS [60DAYS |ORMORE |OR MORE
DE 15878 10 8,18 00 5,31 0.00 ~ 1.48 0,00 1.41 0,00
Dc 11984 78 - 10.67 238 8.27 0.00 | 173 0.00 2.24 2.56
FL 378583 2131 9.47 4.79 8.30 343 1.80 1.03 1.57 33
GA 179850 2075 | 10.28 333 6.62 227 1,70 A8 1,93 58
MD 205968 1740 $.10 2.92 5,59 172 1,54 .80 1.97 40
NC 91620 | ..1794 8.26 3.79 5.59 2,93 1,25 39 143 A5
sC 38719 258 9.92 381 8.90 2,34 1.51 .78 1.51 D
VA 207187 1356 | 7.30 an 4,89 2.19 1.9 39 1.22 .19
fwv - 8578 .13 AT 00 543 0.00 1,05 0,00 0.54 0.00
8. Atlantic 1135185 9655 9.03 263 5.91 165 1,50 43 1.62 58
AL 49345 283 10.07 278 6.50 2.78 1.63 0.00 1.94 0.02
KY: 42812 332 6.42 3.01 4,42 2.41 142 .80 0.78 0.00
mMS 35028 . [Tl 10.50 .00 6.68 0.00 1.74 0.00 2.08 0.00
TN 167042 719 8.82 376 5.76 1.87 1,38 58 1.87 153
|€.8. Contral 205095 1382 8.89 239 5.82 ‘172 1.43 .29 1.64 ET
AR 58008 20 7.43 00 4.83 0.00 1.23 0.00 1.26 0.00
LA 81752 48 10,01 4.34 6.78 217 1.67 247 1.56 .00
OK 972259 72 7.18 1,39 4,96 1.39 1,16 0,00 1.08 0.00
X 46847368 1168 8,98 201 6,21 214 1.44 51 1.31 26
W.8. Central 677758 1308 8.77 2.16 6.04 142 142 67 1.31 085
AZ 149860 199 6.97 1.51 4.85 1.01 1.3 0.00 0.08 50
CcO 127475 509 4,62 187 3.28 1.77 0.73 .00 0.60 20
D 41858 185 7.84 - 1.82 4,83 1.08 1,36 54 1.85 0.00
MT 16498 [ 4,96 00 3.48 0,00 0.81 0.00 0.69 0.00
NV 67823 1448 7.24 2.97 4.73 214 1.26 83 1.25 0.00
NM 34057 115 7.75 87 5,02 87 1.14 0.00 1.59 0.00
ur 36882 815’ 7.83 141 4.42 49 1,20 37 .21 25
wy 8117 12 4,50 00 3.3 " 0.00 0.74 0.00 0.44 0.00
|Mountain 482670 3289 6.40 1.26 4.32 92 1.05 21 1,02 .119

62
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: v . PERCENT OF LOANS WITH INSTALLMENTS PAST DUE
NEHEMIAH NEHEMIAH ' k o 1
#OF #OF TOTAL ‘

' LOANS | LOANS | TOTAL |  PAST ‘ : 90 DAYS |80 DAYS
STATE SERVICED| SERV. |PASTOUE| DUE |30 DAYS |30DAYS - [B0DAYS |60.DAYS = |ORMORE |OR MORE
AK 24607 72 | 818 2.78 3.99 278 | 140 . 0.00 1.08 0.00
CA 832088 57 | 788 (42 | . 513 2.86 1.34 8 148" 87
HI 11921 3| s 00 3.08 000 [ o8 0.00 1.20 0.00
OR 29785 908 | 8520 00 ~ 348 000 0.0 0.00 0.82. 0.00
WA~ 74850 882 887 1.89 415 1.02 093 | - M 0.89 23
[ 773851 4812 7.54 173 | 490 120 127 25 1.36 18
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HART’s Comments
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December 17, 1999

Mr. Frank E. Baca

District Inspector General o

U.S. Department of Housing and Urban Development i .
Office of the Inspector General for Auit :

909 First Avenue, Suite 125 ’

Seattle, WA 98140-1000

Dear Mr. Baca

Thank you for the opportunity to comment regarding facts not previously
- known to the auditors which may influence the manner in which matters will
be reported.

'We recognize“the fact that this is not an audit of our organizatidn however, 1
would reSpectﬁxlly request that these comments be part of the record and
included in the final audit :

HUD's Interim draft report of nationwide audit down payment assistance
programs expresses concerns about down payment assistance programs
nationwide:

1. A substantial amount of complaints about schemes leading to inflated
-prices and appraisal fraud and so many complaints that HUD's inspector:
general has launched a major investigation. In one case, the house was listed
for two prices,” one w1thout assistance a hagher one with assistance.

2. Participants in down payment assistance programs are easﬂy “lured into
trouble” because they don't have any of their own money on the table. HUD
believes that they will default quickly.

3. Quid Pro Quo—something for something issue

: We strongly suggest that the title used on page 7 "Down Pa'yment Assistance

Programs Pose a Risk to the FHA Insurance Fund" not be used. This implies
that all Down Payment Assistance Programs pose a risk to the FHA Insurance
Fund. We suggest that the title be "Some Down Payment Assistance
Programs May Pose a Risk to the FHA Insurance Fund."
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On page 4 of the Interim draft, add footnote identifying Housing Action
Resource Trust (HART). The footnote would read "Housing Action Resource
Trust (HART) is a 501(c)(3) affordable housing and community development
corporation that has program specific approval from the Internal Revenue
Service for its Down Payment Assistance Program and is a California
nonprofit public benefit corporation. The organization was formed for
operating an affordable housing program as ‘it expands statewide and
‘pationwide which includes HART's Down Payment Assistance Program.

HART also has approvals from HUD (National and Regional offices) which -

states that HART is in compliance with FHA's requirements. The Veterans
Administration and several State Housing Agencies have also approved the
- Down Payment Assistance Program
HART's charitable purposes are (1) to lessen the burdens of government
~agencies by increasing the affordability of housing; (2) combat community
deterioration; and (3) to expand and maintain the supply of safe, decent and
affordable housing for low and moderate income persons.

The Federal Government has clearly recognized homeownership and the
provision of down payment assistance as a government burden by initiating
President Clinton's National Homeownership Strategy. Specifically the
National Homeownership Strategy states that: v

"Because homebuilding and homeownership contribute to national prosperity,
the expansion of homeownership in this Nation has been supported for many
years by public-pnvate partnerships. From the Homestead Act of 1862 to the
GI Bill of Rights in 194, key Federal Government innovations such as the
Federal Housing Administration (FHA), Department of Veterans Affairs (VA)
home loan guarantee program, Department of Agriculture's Rural Housing
and Community Development Service, Federal Home Loan Bank System,
Fannie Mae, Ginnie Mae, Freddie Mac, and others have mobilized private
capltal to enable the average working family to buy a m_lt_Lht_tlg_g_r_n_
down payment." [Underhmng added for emphasis.]

Background:

HART works with over 200 builders, 1463 lenders and hundreds of realtors in .

partnership promoting home ownership. HART requires that every recipient
of its down payment assistance gift money complete an approved home
ownership-counseling course where a combination of the HUD & Fannie Mae
curriculum is followed.
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Since July of 1998, the HART Down Payment Assistance Program has
provided approximately $20 Million in down payment assistance, facilitating
more than $1 Billion in first mortgages assisting over 4000 low to moderate-
income families achieve home ownership. This amount of support represents
local, state and federal dollars that did not have to be expended to promote
home ownershxp, thus reducing governmental burden (not to mention
increasing property tax revenues).

The Department of Housing and Urban Development (HUD), the Veterans
Administration (VA), the California Housing Finance Authority (CHFA), and
others have approved the HART Down Payment Assistance Program.

HART has also provided two hundred and fifty eight affordable rental units to
very-low and low income residents, purchased, rehabilitated and disposed of
17 HUD repos, established a home ownership center to provide a resource for
pre- and post-purchase counseling which is an essential educational training
workshop for prospective home buyers.

({ ) .
HART's Down Payment Assistance Program Regulations approved by HUD
address these major concerns among others (copy of HART's Regulations
attached as Exhibit 1). ‘

1. Section 4, Procedure for the HART Down Payment Assistance Program
states that the Builder/Seller/Lender/Realtor are prohibited from increasing the
sales price on any property in order to provide contributions to HART. In
addition, HART reserves the right to perform a review appraisal on any and
all transactions that utilizes the HART Down Payment Assistance Program.

2. The HART Progfam réguires the homebuyer to provide to the primary
lender a down payment in the amount of at least 1-% for FHA mortgages.

On Page 3. D.4. HART's Regulations state, “The applicant shall demonstrate .
that he/ she/they has (have) sufficient assets to provide to the pnmary lender a
down payment in the amount of at least 1% of the purchase price of the home
(FHA mortgages only)

There is no empmcal data sufficient to support the aSsumptlon that a lack of
funds from the homebuyer causes defaults re the HART Down Payment
Assistance Program

3. HART's regulations and procedures clearly state that participating
builders/seller/lenders clearly understands the funds in the HART Down
Payment Assistance Program is a “pool” of funds which are secured by
charitable contributions from builders, sellers, lenders and other businesses. In
Accordance with the Federal Housing Administration mortgage lending
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guidelines, the funds in the pool" may not be specified for distribution to a
spemﬁc partlclpant OF eSCrow.

4. HART requlres partlc1pants to complete a home ownership education-
counseling workshop. The borrower acknowledge that, as a condition to
receiving down payment assistance from HART, the Borrower(s) is/are
required to attend four hours of home ownership education-counseling. The
homeownership education-counseling Workshop must be completed prior to
closnng .

<

Other Comments:

On page 12 in the second paragraph it is stated that "HART officials told us
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."

This statement is not accurate. HART received contributions not only from
builders, but from other sources as well (i.e. Chase Manhattan Bank, Foothill
Independent Bank, PFF Bank & Trust, etc.)

Starting on page 14 and continuing on page 15, "The nonprofit does not
provide the gxﬂ funds unless the buyer agrees to purchase a house from a
seller, who in turn agrees to pay the nonprofit a few or contribution." HART
DOES NOT REQUIRE A'BUYER TO PURCHASE A HOUSE FROM A
SELLER SELECTED BY HART. HART requires a buyer to qualify for a
first mortgage with any HART approved lender and may purchase any home
they choose, new or resale.

On page 15, "Further, since the nonproﬁt wires the down payment assistance
directly to the closing agents, the buyer never has 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 3
percent." HUD does permit the buyer's 3% down payment to come froma
relative, government or nonprofit. HART therefore wires the gift money to
the escrow account to assure that the funds are used for the purchase of the
home (gift money may be used for down payment and/or the closing costs
and/or to pay a debt off (the buyers has control of how the funds will be
used).. It should also be noted that HART requires the buyer to provide 1%
of their own funds to be deposited in the escrow account.

On page 18 "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 with incomes below 60 percent of the MSA
median level. It should be noted that the majority of buyers participating
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in thé HART Down Payment Assistance Program served are households
with incomes between 80 and 120 percent of the MSA median level.

It is interesting to note that in a 1997 GAO study that analyzed FHA
foreclosure data in 20 U.S. cities found that defaulted FHA loans were
concentrated in specific neighborhoods. In fact, in 18 of the 20 cities, more
than 50% of each cities defaults occurred in High Default Census Tracts.1

On page 18 "Another paper entitled "Explicit Test of Contingent Claims
Models of Mortgage Default" (1995), printed in the Journal of Real Estate
Finance and Economics found that there is a "powerful relationship between
homeowner equity and default probabilities." The empirical analysis in this
article was based upon two bodies of micro data: one indicating the default
and loss experience of all mortgages purchased by the Federal Home Mortgage
Corporation (Freddie Mac), and a large sample of all repeat sales of single
family houses whose mortgages were purchased by Freddie Mac since 1976,
and should not be used as a reference as there are other published articles that
refute the findings in this article, ie. "Mortgage default and low downpayment
loans: The costs of subsidy" (1996)2 that was published in the Regional
Science and Urban Economics magazine which indicate the importance of
trigger events, namely unemployment and divorce, in affecting prepayment and
default behavior.; "Bias in Estimates of Discrimination and Default in
Mortgage Lending: The Effects of Simultaneity and Self-Selection (1994)3
that was published in The Journal of Real Estate Finance and Economics. This
article focused on the common practices of estimating single-equation models
of mortgage rejection to test for discrimination in mortgage markets or smgle-
equation ex ante mortgage default equations to validate underwriting criteria
produce biased and inconsistent parameter estimates. This is due to problems
of simultaneous equations bias which arise because, in a world of imperfect
information, mortgage terms are not exogenous to the rejection or default
decision. In addition, mortgage default estimates are also subject to selection
bias and there are many other papers and studies; therefore, it probably is
inappropriate to single out this one article. ’

Over the last ten years single-family mortgage lenders have become more
aware of the financial benefits of finding alternatives to foreclosure for
borrowers who default on their mortgage obligations as reported in The Journal
of Real Estate Finance and Economics, Volume 13, Issue 2, Article 2 published
in 1996, Cost-Benefit Analysis of Single-Family Foreclosure Alternatives.
Secretary Cuomo's announcement of the new consumer protection measure, -

1 A High Default Census Tract is defined by HUD as a tract with a high and therefore
problematic default rate (i.e. 1.5 times the MSA of field office default rate.

2 Volume 26, Issue 3-4, 01-June-1996, Authors Yongheng Deng, John M. Quigley, Robert -
Van Order, Freddie Mac

3 Authors: Anthony M.J. Yezer, Robert F. Phillips, and Robert P. Trost
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Credlt Watch, to reduce the number of fanuhes who defwlt on FHA mortgages

should certaml‘y help

sbhthe foreclosu'm mte

I‘here is o empincai data sufﬁcxeﬁt to ‘sup ﬂxg assumptmn that a. lack 0f
funds from the homebuyer causes defaults re ,the HART Down Payment
Ass:s‘tame ngram T Py

HART beheves that many - ofthe homeowners who have glready benaﬁted

romutmg the. Pres1dent'

HART’s Do?wn Paymeat Asslstan ‘fprogratm i
Natmnal Homeownerslup Stratcgy T e

Please feel free'to call me should you have quqsnons or need clanﬁcatxon of "
any matenal submrxted pi C

Respectfuny wbnutted,

LI

Frank lelmms G SR
Founder/ChaxrmmlPrmdent F
e x

Exhlbxt 1 HART Dawn Payment Assxstance Program Regulat:ons
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Distribution

Frederick C. Douglas, Deputy Assstant 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- Inclar/lG/HHQ/HUD
Michad R. PhepgIG/HHQ/HUD
Philip A. Kesaris/I GHHQ/HUD
Nod Tognazzini/IGISEA/HUD
Stanley J. McLeod/| G/HHQ/HUD
James A. Heist/IG/HHQ/HUD
Benjamin K. Hs a0/l GIHHQ/HUD
Bryan P. Saddler/IG/THHQ/HUD
TinaBrantley/| GHHQ/HUD
Frances V. Trapp/l G/HHQ/HUD
Clifford Jones/| GHHQ/HUD
Michee G. Zeregal/l G/ 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. Cowar/SECY/HHQ/HUD

B. J. Thornberry/SECY/HHQ/HUD
Joseph Smith ADMIN/HHQ/HUD
Ha C. DeCdl/CIR/IHHQ/HUD
Ginny Terzano/PA/HHQ/HUD
Barbara J. Duffitt/SECY/HHQ/HUD
Ralf 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 HacdaSECY /HHQ/HUD
MarcdlaE. Bet/SECY/HHQ/HUD
Karen Hintor/PA/HHQ/HUD
Gall W. Laster/OGC/HHQ/HUD
William C. Apgar/HSNG/HHQ/HUD
Carddll Cooper/CPD/HHQ/HUD
Mary E. Madden/SECY/HHQ/HUD
George S. Anderso/fGNMA/HHQ/HUD
EvaM. PlazalFHEO/HHQ/HUD
V. Stephen Carberry/CPO/HHQ/HUD
Harold Lucas/PIH/HHQ/HUD
GloriaR. Parker/CIO/HHQ/HUD
Frank L. DaviSODOC/HHQ/HUD
Jm Chaplin/lCFO/HHQ/HUD
Edward J. Kraus DEC/HHQ/HUD
Dondd J. Lavoy/SECY/HHQ/HUD
Ira G. PeppercornfHSNG/HHQ/HUD
Xavier BrigggPDR/HHQ/HUD
kshepard@OFHEO.gov

Sandra L. Hobson/SECY/HHQ/HUD
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