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SUBJECT: Final report of nationwide audit
Use and disposition of residual receipts
Office of Multifamily Housing Programs

This final report contains the results of our recent audit of the use and disposition of
residual receipts. We initiated the audit based on information obtained during the financial audit
for Fiscal Year 2000. The purpose of the audit was to determine if HUD: (1) considers using
residual receipts as a source of funds when housing assistance payments (HAP) contracts expire
and are renewed, (2) has adequate controls in place to ensure that funds in residual receipts
accounts are properly returned to HUD when property owners opt out of the Section 8 program,
and (3) was aware of the amount of residual receipts being generated by uninsured assisted
properties.

The report contains four findings that indicate HUD should utilize and improve controls
over residual receipts. Currently, HUD does not consider or use residual receipts as a source of
funds when renewing expiring Section 8 HAP contracts for insured multifamily properties. In
addition, the review disclosed one case where, due to inadequate HUD controls, a former
property owner prepaid an insured property’s mortgage and withdrew $64,369 in residual
receipts. Also, unlike other major Section 8 contracts for multifamily properties, current
regulations for properties in the Loan Management Set-Aside (LMSA) program do not allow
HUD to recover residual receipts at contract termination. Finally, HUD does not receive
financial information about uninsured Section 8 assisted properties managed by State Housing
Agencies that generate significant residual receipts.

Within 60 days, please give us a status report for each recommendation in the report on:
(1) the corrective action taken; (2) the proposed corrective action and the date to be completed;
or (3) why action is considered unnecessary. Also, please furnish us copies of any
correspondence or directives issued because of the review.

If you have any questions, please call me or Bill Taylor, Senior Auditor at (206) 220-
5360.
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Executive Summary

Based on information obtained during the financial audit for Fiscal Year 2000, weinitiated an
audit of the use and digposition of multifamily properties residual receipts. We wanted to
determineif HUD: (1) considersusing residual receipts as a sour ce of funds when housing
assistance payments (HAP) contracts expire and are renewed, (2) has adequate controlsin
placeto ensure fundsin residual receipts accounts are properly returned to HUD when
property ownersopt out of the Section 8 program, and (3) was awar e of the amount of residual
receipts being generated by uninsured assisted properties.

For limited digtribution properties and properties owned by nonpr ofit organizations, HUD
requiresthe property owner to deposit any excess ear nings into a separ ate bank account with
the lender (mortgagee). These excessfundsaretermed “residual receipts’ and are subject to
HUD’scontrol. For properties subject to therevised Section 8 rules, the use and disposition
of theresidual receipts are controlled by the HAP contracts and must bereturned to HUD
upon termination of the HAP contracts. For propertiesunder the old Section 8 rules, the
Regulatory Agreement gives HUD direct control over the use of residual receipts. However,
when the mortgageis paid off, theresidual receipts go to the property owner.

_ HUD should consider residual receipts as a source of
Audit results funds when renewing expiring Section 8 contracts
HUD does not use resdua receipts as a source of funds when
renewing expiring Section 8 Housing Assstance Payments
contracts for insured multifamily properties. This occurred
because HUD guidance does not require HUD gaff to consider
using resdud receipts as a possible funding source when
renewing expiring Section 8 contracts. Asaresult, HUD is
committing additiona funds for Section 8 HAP to properties
that have millions of dollarsin resdua receipts accounts under
HUD’sdirect control. Using resdud receiptsasa
supplemental source of funding gives HUD additiond fundsto
assist more customers.

We recommend that you require HUD saff and those
responsible for contract renewals to consider using residua
receipts as a source of funds when renewing expiring Section 8
HAP contracts.

iii 2000-SE-119-0003
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HUD does not have adequate controls to ensure residual
receipts are properly safeguarded

The review disclosed one case where, due to inadequate HUD
controls, aformer property owner prepaid an insured

property’ s mortgage and withdrew $64,369 in resdud receipts.
The funds should have stayed with the property and been
remitted to HUD upon termination of the HAP contract. Inthe
absence of adequate controls, there may be other instances
where asmilar stuation occurred or will occur. HUD does not
have adequate controlsin that: (1) HUD does not have specific
requirements for lenders (mortgagees) to maintain a property’s
resdud receipts account after the mortgage is paid off; (2)
HUD guidance on the disposition of resdud receiptsis
incomplete; and (3) there is uncertainty and confusion among
HUD project managers regarding when residua receipts should
be remitted to HUD.

We recommend that you recover the $64,369, determine

if there have been any other mortgage prepayments where
resdua receipts should have stayed with the property, and take
appropriate action to recover those funds. We dso
recommend you strengthen controls and issue guidance to
safeguard residua receipts.

The Loan Management Set-Aside Program should be
subject to the same residual receiptsrules as other
Section 8 programs

Unlike other mgjor Section 8 contracts for multifamily
properties, current regulations for propertiesin the Loan
Management Set-Aside (LM SA) program do not alow HUD
to recover resdual receipts a contract termination. Asaresult,
property owners may redlize windfal profits when the mortgage
ispaid off. HUD could use recovered residua receiptsto assst
other properties. According to property financid information in
the Real Estate Assessment Center’s (REAC) database, there
are 645 LM SA assigted properties that have baancesin ther
residua receipts accounts totaling over $81 miillion. It gppears
HUD did not revise Section 8 rules for LM SA properties
because these were financialy troubled properties and HUD
did not expect these properties to accumulate resdua receipts.
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HUD generdly agreed
with draft report

We recommend that you revise the Section 8 regulations for
LM SA asssted properties that would affect new contracts to
require a property’ sresidua receipts be returned to HUD upon
termination of the HAP contract.

HUD does not monitor residual receipts for uninsured,
assisted properties administered by State Housing
Agencies

HUD does not receive financid information about uninsured
Section 8 properties managed by State Housing Agencies that
generate resdud receipts. Asaresult, HUD management is not
aware of or monitoring millions of dollars accumulating in
uninsured properties’ resdud receipts accounts that will be
remitted to HUD when Section 8 HAP contracts terminate.
This occurred because HUD does not require State Housing
Agenciesto provide financid information, specificaly on
resdua receipts, for uninsured, assisted properties.

We recommend that you require State Housing Agenciesto
provide HUD with financid information on resdua receipts
ba ances for uninsured assisted multifamily properties. Also,
determine if HUD has authority to use the resdua receipts
accumulating in uninsured, assisted property accounts prior to
termination of the HAP contracts.

We met with the Deputy Assstant Secretary for Multifamily
Housing Programs to discuss the audit results on August 11,
2000. On August 18, 2000, we provided our draft report to
the Deputy Assstant Secretary and other designated HUD
officids for written comments. We received written comments
from HUD by facamile on September 27, 2000 and
incorporated the comments as we deemed appropriate. The
Deputy Assstant Secretary generdly agreed with the draft audit
report. HUD’s comments arein Appendix A of this report.

v 2000-SE-119-0003
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| ntroduction

Background

Residual receipts and multifamily properties with HUD-
insured mortgages (insured properties)

HUD insures mortgages for certain housing complexes
(multifamily properties) under various sections of the Nationd
Housing Act. When providing mortgage insurance, HUD enters
into a Regulatory Agreement with the property owner, whereby
the owner agrees to rent some or al of the gpartments to
families or individuas needing assstance, such aslow or
moderate income families, the ederly, and the disabled. Under
some mortgage insurance Regulatory Agreements, HUD
restricts the amount of earnings owners may withdraw from the
property accounts. Arrangements of thistype are referred to as
“limited digtribution” properties. For limited distribution
properties and properties owned by nonprofit organizations,
HUD requires the property owner to deposit any excess
earnings into a separate bank account with the lender
(mortgagee). These excess earnings are termed “residual
receipts’ and are subject to HUD’ s control.

Regulatory Agreements for insured multifamily properties define
resdua receipts as funds generated by the property that remain
after making the mortgage payment, paying dl liabilities and
operating expenses of the property, any authorized distribution,
and setting aside funds for long-term maintenance items.

Specificdly, the Regulatory Agreement states that residua
receipts are:

“...fundsthat remain after provison for: (a) the
payment of al amounts due or required to be paid
under the terms of any mortgage insured or held
by the Commissioner (of the FHA- Federal
Housing Administration); (b) dl amounts due to
the Reserve for Replacements Fund; (c) funds for
the payment of al operating and maintenance
expenses, security deposits held, taxes,
assessments, fixed charges due or accrued,
insurance; and (d) liabilities currently due and

1 2000-SE-119-0003
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arigng as aresult of necessary expenditures
incident to the norma operations of the
project....”

The Regulatory Agreement for insured properties also states
that the residua receipts are controlled by HUD (FHA
Commissioner); however, it does not state what the disposition
of the resdua receipts will be a the termination of the
Regulatory Agreement.

Residual receipts and multifamily properties that receive
HUD rental assistance (assisted properties)

In addition to insuring the mortgage on multifamily properties,
HUD will usudly enter into contracts with owners of these
insured properties to provide rental assistance to the families
and individuds renting gpartments. HUD will provide rental
assistance or subsidies by means of a Housng Assstance
Payments contract under the Section 8 program. Under a
Section 8 HAP contract, HUD will pay the owner part (usualy
the rent less 30 percent of the tenant’ s adjusted monthly
income) of the tenant’s monthly rent, and the tenant will pay the
remaining portion of the rent. Many insured properties
governed by a Regulatory Agreement are dso assisted
properties governed by aHAP contract. Depending on what
HUD and the owner agree upon, the HAP contract may cover
al housing unitsin the property (100 percent Section 8) or
some lesser percentage of the housing units.

Prior to a 1980 regulatory revision, the Section 8 HAP
contracts did not have any provisons regarding residua
receipts, as such, HUD’s control over a property’sresidua
recei pts account was the Regulatory Agreement. However,
neither the Regulatory Agreement nor the Section 8 HAP
contract contained any provisions regarding dispostion of the
resdud receipts account at the termination of Regulatory
Agreement. Asaresult, fundsin the resdua receipts account
would go to the owner when the Regulatory Agreement ended
(when the mortgage was paid) whether or not a HAP contract
was dill in effect.
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The 1980 regulatory changes (per 24 CFR Parts 880 and 881)
required that resdud receipts be paid to HUD when the HAP
contract was terminated (regardless of whether or not a
Regulatory Agreement was dill in effect). The gpplicable
Section 8 regulation applies even if the HAP contract does not
specificdly contain the repayment provison but selection to
receive ass stance was made after 1980 and incorporates by
reference the gpplicable regulations.

The 1980 changes applied to Section 8 new congtruction and
substantia rehabilitation HAP contracts for asssted properties
that are limited digtribution or owned by nonprofits. The
revison only appliesto 100 percent Section 8 properties. Also,
the revison does not include HAP contracts for assisted
properties under the Loan Management Set-Aside program (24
CFR Part 886). Therefore, resdua receipts generated by less
than 100 percent Section 8 properties or properties under the
LMSA program are paid to the owner upon termination of the
HAP contract.

Residual receipts and uninsured housing complexes that
receive Section 8 assistance

HUD will often provide Section 8 rentd assistance to housing
complexes that do not have their mortgages insured by HUD.
These asssted uninsured properties have HAP contracts Smilar
to insured properties, but do not have Regulatory Agreements
with HUD. State Housing Agencies administer Section 8 HAP
contracts for uninsured properties (24 CFR 883). The 1980
regulatory revisions apply to these HAP contracts in the same
way asthey apply to insured properties. The HAP contracts
for these uninsured properties are long-term (most of them 30-
year) contracts, and the mgority of them will not begin to expire
for another 10 years. Neverthdess, any resdud receipts
generated by these properties will be remitted to HUD.

Over 14,000 HAP contracts for insured properties will
expirein the next six years

When HAP contracts expire, property owners have the option
of renewing the HAP contract or opting out of the Section 8
program. If an owner does opt out, it isHUD’ s respongbility

3 2000-SE-119-0003
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to make sure that the lender remits any residud receipts due to
HUD. According to HUD database records', in the next Sx
years starting in the year 2000, over 14,000 HAP contracts for
insured multifamily propertieswill expire. Further, per HUD
guidance on renewals of expiring Section 8 contracts, HAP
contracts renewed in FY 1999 were renewed for only one
year; and HAP contracts renewed in FY 2000 can be renewed
for fiveyearsor less. Inthe next five years, these HAP
contracts will expire, and will either be renewed again subject to
gppropriations or the owner will opt out and HUD will need to
recover any resdua receipts due.

It is aso important to note that HUD s in the process of
contracting out the adminigtration of al Section 8 HAP
contracts, primarily to public housing authorities and state
agencies (as previoudy discussed, state agencies aready
administer HAP contracts relating to uninsured properties).
HUD will need to be aware of what contractors are doing
regarding the use and recovery of residua receipts that belong
to HUD.

Over half a billion dollarsarein insured properties
residual receipts accounts

Asof February 6, 2000, the REAC? database showed that
4,215 properties had residua recei pts account balances
exceeding $1,000. Thetotal amount in the 4,215 residua
receipts accounts exceeded haf a billion dollars and 1,706
properties had balances over $50,000. In addition, over 2,000
properties had revenues that exceeded obligations (“ surplus
cagh”) totding over $100 million, the mgority of which (about
$76 million) should be deposited into resdud receipts accounts
during the first 60 days after the end of the fiscal year.

! Information was obtained from HUD’ s Section 8 expiring contracts database.

2 REAC’ s database only contains information for those insured multifamily properties that submitted annual audited financial
statements; as such, the information may not include all insured multifamily properties. Financial information contained in
REAC’ s database was used for background or informational purposes only, and was not verified except for the sample properties
cited in thereport. AIsREAC’s database does not include financial information for uninsured properties.

2000-SE-119-0003 4



Introduction

Objectives. We wanted to determine if HUD:
Audit Objectives, Scope,
and Methodology . considers using residua receipts as a source of funds when
HAP contracts expire and are renewed,

has adequate controls in place to ensure that fundsin
resdud receipts accounts are properly returned to HUD
when property owners opt out of the Section 8 program,
and

was aware of the amount of resdud receipts being
generated by uninsured assisted properties.

Scope: The audit indludes multifamily properties that:
are limited distribution or nonprofit properties,

are subject to the regulations at 24 CFR Parts 880, 881,
883, 885, or 886 related to receiving Section 8 assstance
under the HAP contract with HUD, and

generate residud receipts.
Methodology: To accomplish these objectives, we:

reviewed laws, regulations, and other criteriardating to
resdud receipts.

obtained financia information from REAC for insured,
Section 8 asssted multifamily properties that maintained
resdua receipts accounts to select properties for review.

determined what management controls HUD hasin place to
ensure that residua receipts are returned to the Department
when appropriate.

judgmentally sdlected 25 insured multifamily properties with
ether sgnificant resdud receiptsliged in the REAC
database or that had residual receipts and had opted out of
the Section 8 program to understand the opt out process,
and for further review.

5 2000-SE-119-0003
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reviewed an additional random sample of 40 insured
multifamily properties from a universe of 1,062 properties
identified in the REAC database as having over $1,000 in
resdua receipts that should be subject to the revised
Section 8 rules.

obtained the Regulatory Agreement, HAP contract, HAP
renewal contracts (if appropriate), and the most recent
financid satement information on file for the 65 judgmenta
and random sample properties from the appropriate HUD
field offices to ensure property information in REAC's
database was reasonable and accurate, and to identify any
ggnificant differences between the database and field office
records.

reviewed the sample properties to determine if and how
HUD had used residua receipts, and if resdud receipts had
been recovered when appropriate.

reviewed four properties under the LMSA program.
Obtained from the Seettle multifamily office each property’s
Regulatory Agreement, HAP contract, and the most recent
annual audited financial Statements. Interviewed the
mortgage lenders for each of the properties to determine
dispogition of residua recei pts when the owners opted out
of the LMSA program.

interviewed HUD project managers from a least ten field
offices for sample properties to gain an understanding of
what project managers know about residual receiptsin
regard to the contract renewa process and prepayment or
opt out process. Interviewed project managers where a
sgnificant issue was identified during the review of specific
project information.

contacted three State Housing Agencies (Oregon, Idaho,
and Massachusetts) who administer Section 8 assistance for
uninsured multifamily properties to determine how many
properties generate and maintain residua receipts accounts,
and what the balances in those accounts were.
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performed an ongite review a Oregon Housing Agency to
determine what information the agency provided to HUD
regarding resdud receipts.

Our audit covered insured multifamily properties administered
by HUD offices nationwide and uninsured, asssted multifamily
properties subject to revised Section 8 rules administered by
selected state housing agencies. Our fidd work was performed
from March to August 2000.

We conducted our audit in accordance with generally accepted
government auditing standards.

7 2000-SE-119-0003
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Finding 1

HUD Should Consider Residual Receipts as a Sour ce
of Funds When Renewing Expiring Section 8

Contracts

HUD does not useresidual receipts as a sour ce of funds when renewing expiring Section 8

Housing Assistance Payments (HAP) contractsfor insured multifamily properties. This

occurred because HUD guidance does not require HUD staff to consider using residual
receipts as a possible funding sour ce when renewing expiring Section 8 contracts. Asaresult,
HUD is committing additional fundsfor Section 8 HAP to propertiesthat have millions of
dollarsin residual receipts accounts under HUD’sdirect control. Using residual receiptsasa
supplemental sour ce of funding gives HUD additional fundsto assist more of its customers.

Regulatory Agreements give
HUD control over residua
recaints

“Project owners shal establish and maintain, in
addition to the reserve fund for replacements, a
resdua receipts fund by depositing thereto, with the
mortgagee, within Sixty days after the close of any
fiscal year, any resdud receipts, asthat itemis
defined herein. Resdud receipts shdl be under the
control of the Commissioner, and shal be disbursed
only on the direction of the Commissoner, who
shall have the power and authority to direct that
such fund, or any part thereof, be used for such
purpose as he may determine.” (paragraph 2(c))

Regulatory Agreements for elderly/handicapped insured
properties under Section 202 state that:

“The mortgagor additiondly shal depost into the
reserve fund for replacements within 60 days after
the end of each fiscal year, any resdua receipts
redlized from the operation of the mortgaged

property.” (paragraph 5)

The Regulatory Agreement for insured multifamily properties
gives HUD control over the use of resdud receipts. Regulatory
Agreements for limited didtribution and nonprofit multifamily
properties include specific language about resdud receipts.

Regulatory Agreements for low-moderate income insured
properties under Section 221(d)(3), Section 221(d)(4), and
Section 236 of the Nationd Housing Act State that:

S 2000-SE-119-0003



Finding 1

HUD’s Office of Generd Counsel has determined that
even though residud receipts may be deposited into the
reserve for replacement account, those funds retain their
character asresidua receipts under HUD control.

Prior to a 1980 regulatory revison, the Section 8 Housing

Revise;l SECtion's _ Assigtance Payments contracts were silent on the subject of
regu_l alions state resdudl resdud receipts. The Regulatory Agreement was HUD' s only
receiptsgo to HUD at

control over an insured property’ s residua receipts account. In
1980, HUD amended the regulations to state that “...upon
termination of the Contract, any excess [residua receipts] funds
must be remitted to HUD.” (24 C.F.R. § 880.205(€) and §
881.205(e)) The amended regulations apply only to properties
selected for Section 8 assistance after November 5, 1979
(New Construction 24 CFR 880.104(a)) or February 20, 1980
(Subgtantia Rehabilitation 24 CFR 881.104(a)). Paragraph
25-11 of HUD Handbook 4350.1, REV-1 contains similar
language. Note that HUD does not consider a HAP contract to
be “terminated” if the contract expires but isrenewed. A HAP
contract termination occurs only when the contract expires and
is not renewed (for example, if the owner eects to opt out of
the contract), or if HUD terminates the contract for other
reasons, such as contract violations.

contract termination

Congress appropriates additiona funds to ensure that rental

HUD did not consider subsidies are maintained when Section 8 HAP contracts expire
resiludl receipts as a source and need to be renewed. Each HUD muiltifamily office has

of funds when renewing project managers’, who are responsible for renewing expiring
expiring HAP contracts Section 8 contracts. Audit staff interviewed 25 HUD project

managers from 19 multifamily offices. All 25 project managers
dated that they did not consder using residud receiptsasa
source of funds when renewing expiring Section 8 HAP
contracts. Of 61 insured multifamily properties with residua
recel pts balances reviewed, 11 of the properties had expiring
HAP contracts that HUD renewed in Fiscd Y ears 1999 or
2000". According to their financial statements, these 11
properties had residud recelpts balances totaling over

$30 million:

% Project managers include HUD staff who reserve funding and are identified as funding specialists in some offices.
4The HAP contract for a #2property (Southpoint Villa; project no. 143-35040) was in the process of being renewed at the time
of our review.Southpoint Villa had $826,043 in residual receipts as of 12/31/97.

2000-SE-119-0003 10



Finding 1

Residual Residual

Property Number Section of Date of Receipts Receipts

Property Name Number of Units Act Renewal Balance as of Balance
Eastview Towers 031-35155 205 221(d)(3) 11/27/99 12/31/98 $14,325,290
L utheran Manor 034-38009 196 231 4/1/00 9/30/99 $4,933,454
St. Joseph 033-EHO007 204 202 4/1/00 9/30/99 $4,595,791

Apartments

Wilikina Apartments 140-35071 119 221(d)(3) 3/29/00 6/30/99 $4,289,256
Jack HallWaipahu 140-35081 144 221(d)(3) 3/21/00 12/31/98 $1,619,934
ML King Apts. 127-35004 120 221(d)(3) 10/1/99 7/31/99 $389,990
Eastern Parkway 012-57049 64 221(d)(4) 5/2/00 12/31/98 $144,880
The Highlander 171-35029 102 221(d)(3) 10/1/99 12/31/98 $143,369
Canterbury Court 171-44028 124 236 10/1/99 9/30/99 $128,121
Fir Tree Park 127-35201 60 221(d)(3) 9/1/99 9/30/99 $95,223
Harborview 042-EH001 100 202 3/12/00 3/31/98 $18,637
Total Residual Receipts $30,683,945

HUD could have used

resdual receiptsto

significantly reduce a$6.8
million fineancid commitment

At the time of contract renewd, sSix of the eleven properties had

resdua recelpts baances that exceeded the amount of HUD's

financia commitment ($5,004,000) under the HAP renewal

contracts. If considered as a source of funds, the residual
receipts could have been used in part or in total to offset

HUD’ sfinancid commitment under the HAP renewa contracts.
In addition, the remaining five properties had available resdud

receipts totalling $792,099, which could have offset a portion of
HUD'sfinancid commitment.

Residual
Amount of Amount of Receiptsin
Date of Renewal Expiration of Residual Commitment Excess of
Property Name Contract Renewal Contract® Receipts for HAP Commitment
Eastview Towers November 27, 1999 [ November 26, 2000 $14,325,290 $1,751,000 $12,574,290
L utheran Manor April 1, 2000 March 31, 2001 $4,933,454 $850,000 $4,083,454
St. Joseph Apartments April 1, 2000 March 31, 2001 $4,595,791 $478,000 $4,117,791
Wilikina Apartments March 29, 2000 March 28, 2001 $4,289,256 $694,000 $3,595,256
Jack Hall Waipahu March 21, 2000 September 20,2000 $1,619,934 $1,140,000 $479,934
Canterbury Court October 1, 1999 September 30, 2000 $128,121 $91,000 $37,121
Total commitment for six
properties $5,004,000

ML King Apts. October 1, 1999 September 30, 2000 $389,990 $560,000 ($170,010)
Eastern Parkway May 2, 2000 May 1, 2001 $144,880 $688,000 ($543,120)
The Highlander October 1, 1999 September 30, 2000 $143,369 $230,000 ($86,631)
Fir Tree Park September 1, 1999 August 31, 2000 $95,223 $124,500 ($28,777)
Harborview March 12, 2000 March 31, 2001 $18,637 $248,400 ($229,763)

Residual receipts

available for five $792,099

properties
Total Amount of $6,854,900
Commitment for HAP

5 The contracts for 10 of the projects were renewed for one year. The contract for Jat¥ailahu was renewed for only six
months, but will be extended an additional six monthsto provide OMHAR time to finish processing the renewal .
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Finding 1

Although not used for
renewas, HUD sometimes
usesresdud receiptsto
reduce assstance to

properties

Use of residud receipts
depends on the adequacy of
aproperty’sreserve for
replacement account and
future financid needs

2000-SE-119-0003

Although residud receipts have not been used to reduce HUD’s
financia commitment under Section 8 HAP renewa contracts,
project managers have used residua receiptsto reduce HUD's
financid commitment or investment in insured properties. For
example:

The project manager for Wilikina Apartments gpproved
release of the property’ sresidua receipts to payoff the
property’ s mortgage balance of $2,142,707 in May 2000.
Asareault, HUD' s Office of Multifamily Housing
Assglance Regtructuring (OMHAR) will determine the
property’ s rents without including debt service. Thiswill
reduce the amount of assstance HUD will provide to the
property in the future. In the agreement with HUD to
prepay the mortgage, the owner agreed to renew its Section
8 contract whenever it expires until the year 2018. Even
after paying off the mortgage, the property till maintains
over $2 million in itsresidua receipts account.

In September 1999, the project manager for ML King
Apartments authorized the property owner to useits
resdud receiptsto pay down aflexible subsidy loan, which
was accumulating interest each year. This money comes
back to HUD and will be available to other properties for
other such loans.

The Sesitle office instructed the owner of Henry M.
Jackson Apartments (#127-EH018), a Section 202
property, to use resdua receipts, in lieu of arent increase,
to cover a budget shortfal of $32,307 for Fiscd Year
ending September 30, 1995.

The rdatively short length of Section 8 HAP renewa contracts
and the scarcity of funding for HAP increase pressure on HUD
to consder other possible sources of funding without
jeopardizing properties’ financid or physica condition.
Properties with accumulated residual receipts offer such a
source. However, dl property needs and funding, such asthe
property’ s reserve for replacement fund, must be considered.

The property’ s Regulatory Agreement provides for regular
monthly depodts into areserve for replacement fund. Owners
use reserve for replacement funds primarily for capita
improvements. HUD guidance states that al owners should

12



Finding 1

grive to reach some minimum threshold for the reserve fund for
replacements. HUD strongly recommends that owners target a
minimum amount to be held in the reserve fund that would equa
or exceed the greater of (1) theinitidly established monthly
deposit times 144 (12 years), or (2) at least $1,000 per unit
(paragraph 11 in Chapter 4, Reserve Fund for Replacements
of HUD Handbook 4350.1 REV-1). The 11 properties
included in our analysis had reserve for replacement balancesin
excess of $1,000 per unit, prior to renewing their expiring HAP
contracts:

Balancein
Number of Fiscal Year End Reserve for Reserve
Property Name Units Dates Replacement Amount per
S Unit
Eastview Towers 205 12/31/98 $1,119,352 $5,460
L utheran Manor 196 9/30/99 $520,313 $2,655
St. Joseph Apartments 204 9/30/99 $620,294 $3,040
Wilikina Apartments 119 6/30/99 $684,089 $5,749
Jack HallWai pahu 144 12/31/98 $544,642 $3,782
ML King Apts. 120 7/31/99 $317,826 $2,649
Eastern Parkway 64 12/31/98 $120,975 $1,890
The Highlander 102 12/31/98 $200,212 $1,963
Canterbury Court 124 9/30/99 $285,615 $2,303
Fir Tree Park 60 9/30/99 $82,426 $1,374
Harborview 100 3/31/99 $839,751 $8,398
The balances in the properties’ reserve for replacement
accounts appear to be sufficient for any mgjor repair or
unforeseen emergency given: (1) al properties were ingpected
prior to renewd of the expiring HAP contract and received
passing scores and (2) the HAP contracts were renewed only
for aperiod of from six monthsto one year. For these
properties, residual receipts could provide additiona fundsto
reduce HUD' s financid commitment when renewing expiring
HAP contracts. Aswith the reserve for replacement account,
HUD may consder maintaining aminimum baancein a
property’s resdua receipts account, such as $500 per unit
as statutorily mandated for Section 202 properties.
o . i Paragraph 25-9 of HUD Handbook 4350.1 REV-1,
HUD' s written guidance did Multifamily Asset Management and Project Servicing, specifies
not require staff to consider for what residual receipts may be used. For properties subject
using residud receipisasa to the revised Section 8 regulations (“post-1980” provisions),
possible funding source the Handbook states that project managers may use residual
vanhn?rr:ile"" ng HAP receipts to reduce operating deficits when legjtimate cash flow

deficits exist and to make mortgage payments for an actua or
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HUD has authority to use
resdua receipts to reduce
housing ass tance payments
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imminent default (paragraph 25-10). However, the Handbook
does not mention using residud receipts as a means of reducing
funds needed for the renewa of Section 8 HAP contracts.

Likewise, HUD’s guidance, in NoticesH 98-34 and H 99-36
concerning insured multifamily Section 8 contracts expiring in
Fiscal Years 1999 and 2000, does not require project
managers to consider residua receipts to reduce a property’s
HAP when expiring HAP contracts are renewed. The Notices
only address HUD recovery of resdud receipts fundsif the
owner opts out or chooses to terminate the HAP contract. The
Director of the Office of Business Productsin Headquarters
Office of Multifamily Housing agreed that resdud receipts
should be consdered as a source of funds for renewing expiring
Section 8 contracts since residual receipts have been used in
lieu of rent increasesin the past. He said the absence of such
guidance in Notice 99-36 must have been an oversight.

The 25 project managers interviewed stated that they follow
HUD guidance in the appropriate Notices and do not consider
residua receipts as a source of funds when renewing expiring
contracts. However, HUD management did comment that a
property’s resdual receipts provided an additiona source of
funds to be used as alowed in paragraph 25-9 of Handbook
4350.1 REV-1.

For properties sdlected to receive assistance after the regulatory
revison in 1980, federd regulations give HUD the authority to
“...reduce housing ass stance payments or for other project
purposes. Upon termination of the contract, any excess funds
must be remitted to HUD.” (24 CFR 880.205(e) and
881.205(e)) For example, the Seattle Office's Chief of Loan
Management issued a memorandum to Loan Specidists dated
January 2, 1992, requiring them to consider the use of residua
receipts as an dternative to approving rent increases for Section
202 Direct Loan properties. The memorandum wasin
response to an Office of Ingpector General audit report issued
in September 1991, to prevent payment of unnecessary
subsidies or property expenses.

The federd regulations are slent regarding the use and
disposition of a property’ s residua receipts prior to the 1980
regulatory revison. However, the Regulatory Agreements do
give HUD the power and authority to direct resdua receiptsto
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Concluson

HUD's comments

be used for such purpose as HUD may determine. In addition,
since residud receipts condst of excess assistance payments
after al required financid obligations have been met, including
any agreed to owner digtribution, HUD should use these funds
rather than let them accumulate indefinitely.

For the many expiring Section 8 HAP contracts for properties
subject to the 1980 revison, HUD could reduce the amount of
additional funding needed for contract renewas. Based ona
review of only 11 properties, HUD could have used as much as
$5 million of resdua receipts to offset funds needed to renew
the expiring Section 8 contracts. For properties not subject to
the 1980 revision, it is aso important that HUD use residud
receipts funds whenever possible because resdud receipts
revert to the property owner once the mortgage is paid off.

Under the terms of the Regulatory Agreement and the Section 8
HAP contacts, HUD has the power and authority to direct that
property residud receipts be used for such purpose asHUD
may determine. According to financid information in HUD'’s
REAC database, the balances in property residua receipts
accounts exceed haf abillion dollars for over 4,000 insured and
assisted properties. If considered as a source of funds, residual
recei pts could be used in part to offset HUD' sfinancid
commitment under HAP renewa contracts. Using existing
resdua receipts as a supplementa source of funding gives

HUD the opportunity to provide assistance to more customers.

Multifamily Housing provided commentsto thisfinding's
recommendations. HUD cited Paragraph 25-9, Chapter 25,
HUD Handbook 4350.1, Multifamily Asset Management and
Project Servicing, which states how residua receipts may be
used. HUD will consider issuing additiona guidance on the use
of resdud receipts as a source of funds. The guidance will
consder the mogt efficient way to gpproach the
recommendation as monthly draws (for Housing Assistance
Payments) would be a workload management issue.

HUD ds0 agreed to issue guidance establishing a minimum
resdud receipts balance equd to the amount determined in a
Capital Needs Assessment (CNA) or ingruct field officesto
make a determination on the physical needs based on the latest
REAC ingpection report.
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We agree HUD should issue additiond guidance on the

use of residua receipts as a source of funds. However, the
guidance should require use of resdud receipts as a source of
fundsif aproject isin good physicd and financia condition.
Workload is a consideration, but HUD could authorize a
mortgagee to rel ease the appropriate amount of residua
receipts monthly for the term of the HAP renewa contract
rather than having to do so each month.

OIG response

We do not agree that the residua recel pts balance should be
equal to the amount of capital needs or the property’ s physica
needs since reserve for replacement funds are specificaly set
aside to address capital improvements. Also, per Paragraph
25-10 in HUD Handbook 4350.1, projects subject to
1979/1980 revised Section 8 regulations can only use resdua
receipts for reducing operating deficits and making mortgage
payments when a mortgage default is actua or imminent.

Recommendations:
We recommend that you:
1A.  Provide specific guidance to property managersto perform an andysis of
each insured multifamily property’ s financia and physica needs, including consideration
of aproperty’sresdua receipts as a source of funds when renewing expiring Section 8

HAP contracts.

1B.  Egablish aminimum residud receipts baance to be maintained by properties.
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Finding 2

HUD Does Not Have Adeguate Controlsto Ensure
Residual Receipts are Properly Safeguar ded

Thereview disclosed one case wher e, due to inadequate HUD controls, a former property
owner prepaid an insured property’s mortgage and withdrew $64,369 in residual receipts. The
funds should have stayed with the property and been remitted to HUD upon termination of the
Housing Assistance Payments (HAP) contract. I1n the absence of adequate controls, there
may be other instanceswherea similar situation occurred or will occur, resulting in significant
amounts of residual receiptsfunds not being properly safeguarded. HUD does not have
adequate controlsin that: (1) HUD does not have specific requirementsfor lenders
(mortgagees) to maintain a property’sresidual receipts account after the mortgageis paid off;
(2) HUD guidance on the disposition of residual receiptsisincomplete; and (3) thereis
uncertainty and confusion among HUD project manager s regar ding when residual receipts
should be remitted to HUD.

Prior to 21980 Section 8 program regulatory revison, the only

Prior to the 1980 regulatory HUD control over the residual receipts account was contained
revision, residud receipts in the Regulatory Agreement between HUD and the property
wext to OWnexrs Lpon owner. The Section 8 HAP contracts did not have any
mortgage payoft provisions regarding residual receipts. The Regulatory

Agreement dlowed HUD to use residud recelpts for whatever
purposes HUD determined. However, the Regulatory
Agreaments were dlent regarding find dispodtion of resdua
receipts. Therefore, prior to the 1980 revison, when the
property owner paid off the mortgage, the lender remitted to the
owner any fundsin the residua receipts account.

In 1980, HUD amended the regulations for certain Section 8
The 1980 regulatory assisted insured multifamily properties®, and assisted, uninsured

revision siated thet resdual properties. The revision added language regarding resdud
EEERE W_OU'P' ST L receipts. Included in the new provision was arequirement that
upon termination of the

“Upon termination of the contract, any excess [residud
HAP contract receipts] funds must be remitted to HUD.” (24 C.F.R.
880.205(e), 881.205(¢e), and 883.306(€)) The amended
regulations gpplied only to properties sdected to receive
Section 8 assistance after November 5, 1979 for new
congtruction and February 20, 1980 for substantial
rehabilitation.

5 The revision applies to two major insured multifamily Section 8 programs: new construction and substantial rehabilitation.
The only major insured multifamily Section 8 program that the revision does not cover isthe LM SA program (see Finding 3).
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One property owner paid
off the mortgage and
withdrew $64,369 in
resdud receipts
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HUD Handbook 4350.1 REV-1, Multifamily Asset
Management and Project Servicing, states that “When a
project’s Section 8 contract expires, isterminated, or any
extensons are terminated, HUD will request the project owner
to return to HUD the unused baance of funds remaining in the
resdua rece pts account at the time of the contract’s
termination.” (Section 25-11)

Notices H 98-34 and H 99-36 for HAP contracts expiring in
Fisca Years 1999 and 2000, respectively, also address
resdua receiptsif the property owner chooses to opt out of the
Section 8 program. Notice H 98-34 reminds the owner that for
1980 and later contracts, HUD has the contractud right to
require the lender to return to HUD the unused balance of funds
remaining in the residud receipts account a the time of the HAP
contract’ s termination. Notice H 99-36 states that the HUD
multifamily office or Program Center Director must notify the
Section 8 Financia Management Center and the Fort Worth
Accounting Center once an owner’s decision to opt out isfina
or HUD terminates any Section 8 HAP contract. Any
remaining subsidy, aswell asfundsin an applicable resdua
recei pts account, must be returned to HUD.

A review of 40 randomly selected multifamily properties subject
to the revised Section 8 rules, disclosed a Situation that
illustrated HUD’ s need to strengthen controls over the
disposition of resdud receipts. The former owner of one
property prepaid the mortgage and was paid the balance in the
resdua rece pts account even though the HAP contract
remained in effect under the new owner. Thisviolated HUD’s
revised regulaions which require that fina digpostion of resdud
receipts (1) occur only upon termination of the HAP contract
and (2) be paid to HUD.

Horizon Towers

Horizon Towers (FHA #074-35165) was the only property in
our random sample of 40 properties whose mortgage was
prepaid. The former owner prepaid the property’ s mortgage in
1999. According to the project manager, HUD Headquarters
handled the prepayment.

18
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Horizon Towers, with aHAP contract that took effect on

May 1, 1981, fdls under HUD’ s revised Section 8 rules that
require any resdua receipts to be paid to HUD when the
contract terminates. The HAP contract will expire on April 30,
2001, and the project manager stated that the current property
owner hasindicated he will not renew the HAP contract when it
expires.

The former owner prepaid the mortgage, and on December 1,
1999, HUD and the former owner entered into aHAP
Contract Assgnment and Consent Agreement. Under the
Agreement, HUD consented to transfer ownership of the HAP
contract (HAP contract 1 A05-0040-003) from the former
owner to the new owner.

The former owner improperly received $64,369 in residual
receipts

Also on December 1, 1999, the former owner wrote to the
lender dtating that the sale of Horizon Towers had closed and
instructed the lender to close various property accounts,
including the residual receipts account. On December 2, 1999,
the lender issued a check for $82,298.81 to the former owner,
which included the baance in the residua recel pts account of
$64,368.84. The former owner confirmed he received the
resduad receipts, and that the funds were not returned to the
property. The project manager stated that as of June 29, 2000,
the property did not have any residua receipts even though the
HAP contract remains in effect.

The HAP Contract Assgnment and Consent Agreement for
Horizon Towers does not include any reference to the

property’ sresidua receipts. However, the Contract
Assgnment and Consent Agreement had the following caveet
which may alow HUD to recover resdud receipts disbursed to
the former owner:

“Nothing herein contained shdl act asareease or
waiver of any dam which may arise in connection
with the Assignor’ sfallure to have faithfully
discharged dl its duties and responghilities under
the Contract.”
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HUD does not have
adequate controls to ensure
resdua receipts are
properly safeguarded
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Even 50, unless the former owner voluntarily returns the residua
recei pts funds, HUD may need to pursue litigation to recover
the resdud receipts that should have rightfully stayed with the

property.

HUD does not have adequate controlsin that: (1) HUD does
not have specific requirements for lenders (mortgagees) to
maintain a property’sresidua receipts account after the
mortgage is paid off; (2) HUD guidance on the disposition of
resdud receiptsisincomplete; and (3) there is uncertainty and
confusion among HUD project managers regarding when
resdua receipts should be paid to HUD.

No specific requirements for lenders to maintain the
property sresidual receipts account after the mortgage is
paid off

The payoff of Horizon Towers mortgage illustrates a control
weakness over residud receipts when a property’ s mortgage is
paid off and the HAP contract remainsin effect. HUD needsto
include a gtipulation in its prepayment process, which ensures
that resdud receipts stay with properties that will continue to
receive assi stance under HAP contracts subject to the revised
rules. Also, assgnment of an existing HAP contract to a new
owner should include asmilar stipulation concerning exising
resdud receipts staying with the property.

The lender’ s (mortgagee' s) payoff specidist sated that the
Regulatory Agreement was the only document she was aware
of that gave HUD control over the property’ s residud receipts
account. The payoff specialist was not aware of any
requirement that specific HUD approva was needed for the
former owner to close the resdua recel pts account, once the
mortgage was paid off and the Regulatory Agreement was no
longer in effect. Consequently, the lender disbursed the funds
to the former owner at the former owner’ s request.

Audit staff provided the payoff specidist with the relevant part
of the property’s Section 8 HAP contract, which states that
upon termination, any excess funds (residud receipts) must be
remitted to HUD. The payoff specidist said that the lender was
not party to the HAP contract and therefore, was not bound by
it. Inaddition, HUD’ s project manager believed that the
Regulatory Agreement controlled the disposition of a property’s
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resdud receipts. It was her understanding that if the Regulatory
Agreement was Slent, the residua receipts would go to the

property owner.

HUD guidance on the disposition of residual receiptsis
incomplete

Although HUD’ s revised regulations, Handbook provisions,
and Notices Sate that resdua receipts must be remitted to
HUD, the guidance is not sufficient to ensure HUD collects and
properly accounts for resdua receipts funds upon termination
of Section 8 contracts.

Notice 99-36 dates that if an owner prepays the mortgage
prior to termination of a 100 percent subsidized HAP contract
under the new regulations, any baance in the resdud receipts
acocount at the time of the insurance termination must continue to
be held in trust by a depository and under the control of HUD.
However, the guidance does not state how to ensure the
resdud receipts account will remain in trust, given that the
Regulatory Agreement isno longer in effect and the account is
an owner account, which would not be subject to FHA
regulatory requirements after payoff.

Notice H 99-36 aso states that the HUD Multifamily Hub or
Program Center Director mugt notify the Fort Worth
Accounting Center once an owner’ s decision to opt out isfind
or HUD terminates any Section 8 HAP contract. However,
HUD accounting staff in Fort Worth told us they do not know
anything about residud receipts. Any returned funds are
classfied by HAP contract number and are not specificaly
identified as to the type of funds.

A Headquarters officid commented that HUD has been “loose”
on collection of resdua receipts, but has been tightening up the
collection process. In the pagt, the officid did not believe there
were many residud receipts funds due to HUD.

HUD'’ s project managers are uncertain about when
residual receipts should be remitted to HUD

During the review, audit staff contacted 25 project managers
from 19 different HUD field offices. The amount of experience
for project managers ranged from 1.5 monthsto 17 years, and
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12 of the 25 project managers have three years or less
experience as project managers. The project managers
expressed uncertainty and confusion about residual receipts and
related controls:

Fourteen project managers stated they did not know when
resdua receipts should be returned to HUD,

Five gtated that the residua receipts would come back
when the mortgage was paid off,

Four stated that the residua receipts would come back to
HUD when the HAP contract terminated,

One stated that residual receipts did not come back to
HUD, and

One project manager was a funding specidist who did not
perform other project manager duties and was not familiar
with residud receipts.

In addition, of the 25 project managers. (1) nine believed the
Regulatory Agreement controlled disposition of residud
receipts; (2) eight project managers believed the HAP contract
controlled disposition of residua receipts; (3) two Stated that
both the HAP contract and Regulatory Agreement control the
dispogition of resdua receipts; (4) five project managers did
not know; and (5) one was not familiar with resdua receipts.

The responses from the project managers indicate that even
experienced staff do not understand the rules that control the
disposition of residua receipts. With HUD moving toward
contracting out the administration of Section 8 contracts, the
new adminigtrators staff will need to understand what residud
rece pts represent and the specific, interrelated contracts and
rules that control dispostion of these funds.

HUD agreed to make efforts to recover the $64,369, plus
interest from the former owner of Horizon Towers and look at
projects that have prepaid and have filed dectronic financid
gatements with HUD through the REAC FASS system.

HUD will send an email reminder and forma guidanceto dl
multifamily Hub and program centers regarding oversight and
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collection of residud receipts as related to prepayments. Also,
Multifamily Housing will congder issuing guidance to the field
offices that requires, as a condition of prepayment, setting up an
account for resdua receipts that would remain under HUD
control until HAP termination.

In addition, HUD will issue a Notice with the gppropriate
ingructionsin regard to handling residua receipts for properties
subject to the revised Section 8 rules. HUD hasissued Section
8 contract renewa guidance and will provide additiond
guidance on this matter.

Findly, Multifamily Housing will coordinate with the Fort Worth
Accounting Center to develop an efficient and effective way of
verifying depost of resdud receipts.

We agree with HUD’ s comments, except that HUD must do
more than consider issuing guidance to safeguard residud
receipts during prepayment. As dated in the finding, HUD must
require ownersto transfer any resdua receiptsto a designated
property account under HUD control as a condition of
prepayment for insured properties with HAP contracts subject
to the revised Section 8 rules to safeguard those funds.

OIG response

Recommendations:
We recommend that you:

2A.  Recover the $64,369 plus any related interest from the former owner of Horizon
Towers by whatever means are gppropriate and put the funds into a property account
under HUD control for the duration of the HAP contract.

2B.  Deermineif there have been any other mortgage prepayments in which project owners
have received resdua receipts that should have stayed with the project and been
remitted to HUD &t contract termination and if so, take gppropriate action to recover
those funds.
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2C.

2D.

2E.

2F.
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Require ownersto transfer any resdua receipts to a designated property account under
HUD control as a condition of prepayment for insured multifamily propertieswith HAP
contracts subject to the revised Section 8 rules.

Ensure that property owners and lenders understand owner responsibilities, contract
provisions, and related requirements regarding residual receipts subject to the revised
Section 8 rules.

Ensure that project managers and contract administrators understand residua receipts
dispostion requirementsincluding: identifying the documents, regulations, and related
requirements that control dispogtion of residud receipts;, how to identify insured
projects subject to the revised Section 8 rules and requirements; and the specific actions
to safeguard resdud receiptsin any given Stuation.

Require project managers/contract administrators to confirm that any residual receipts
due to HUD are received by the Fort Worth Accounting Center.
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Finding 3

The Loan Management Set-Aside Program Should be
Subject to the Same Residual Receipts Rules as
Other Section 8 Programs

Unlike other major Section 8 contractsfor multifamily properties, current regulations for
propertiesin the LM SA program do not allow HUD to recover residual receiptsat contract
termination. Asaresult, property owners may realize windfall profits when property
mortgages are paid off. HUD could userecovered residual receiptsto assist other properties.
According to property financial information in the REAC database, thereare 645 LM SA
assisted propertiesthat have balancesin their residual receipts accountstotaling over $81
million. It appears HUD did not revise Section 8 rulesfor LM SA properties because these
wer e financially troubled propertiesand HUD did not expect themto generate residual
receipts.

The primary god of the specid dlocations program (the LM SA
program), one of HUD’s Section 8 Housng Assistance
Payments programs, isto reduce clams on HUD’ sinsurance

A regulatory provison to
recover resdud receipts

was not gpplied to the fund by aiding those FHA-insured or Secretary-held properties
LMSA program with immediately or potentialy serious finendid difficulties
(24 CFR 886.101(h)).

The regulations for the Section 8 LM SA program do not say
anything about resduad receipts. As such, resdud recepts for
the LMSA program are governed by provisions of the
Regulatory Agreement, which dlow HUD to use resdud
receipts while the Agreement isin effect (i.e, whilethe
mortgage is being paid). However, once the mortgage is paid
off, the lender will remit fundsin the resdua receipts account to
the owner.

A 1980 regulatory revison for three other mgor Section 8
programs for insured and uninsured multifamily properties
alowed HUD to recover funds from residua receipts accounts,
when the Section 8 HAP contracts terminate. Under limitation
on digributions, the Section 8 regulations for new congruction,
substantia rehabilitation, and State Housing Agencies date:

“Upon termination of the Contract, any excess
funds must be remitted to HUD.” (24 CFR
880.205(e), 881.205(€), and 883.306(€))
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Resdud receptstotaing
$166,086 went to three
owners who opted out of
the LMSA program

To determineif resdua receipts funds were going to property
owners when mortgages were prepaid and properties opted
out of the Section 8 program, we obtained the opt out and
prepay report for Section 8 multifamily projects for the
Northwest/Alaska multifamily office. From this report, audit
gaff judgmentaly sdected four multifamily properties under the
LMSA program that had resdud receipts at the time the owner
prepaid the mortgage and opted out of the Section 8 program.
Each property’ s Regulatory Agreement, HAP contract, and
most recent annud audited financid statements on file a the
Sesttle HUD office were obtained and reviewed. Lenders
(mortgagees) for three of the properties said they remitted

the residua receipts to the property owners at the time of
prepayment and opt out. For one property (Atwood
Apatments), the lender assigned the mortgage to HUD.

HUD paid off the mortgage and, as part of the assgnment
process, the Atwood Apartments residua receipts accounts
were disbursed to HUD.

The lendersfor the three properties (excluding Atwood
Apartments) provided information about the amounts paid for
each property’ s resdua receipts at the time of prepayment and

opt out.

Residual

Termination & Receipts

Property Name FHA Number Prepayment Date Date of Checks Balance
International Apts. 127-35078 October 31, 1997 May 21, 1997 $107,618
Assembly Apts. 127-35151 September 12, 1997 | September 23, 1997 $55,288
Capitol House 127-35215 May 7, 1998 May 28, 1997 $3,180
Total $166,086

LMSA regulations were not
revised because HUD did
not expect these properties

Under current regulations, HUD was unable to collect the
$166,086 in residua receipts that the lenders remitted to
property owners at the time of prepayment and opt ouit.

Unlike Section 8 regulations for new congtruction and
subgtantid rehabilitation properties, the regulations for LMSA
properties do not dlow HUD to recover resdua receipts when
HAP contracts terminate.

to generate residual receipts

2000-SE-119-0003

It is unclear why HUD did not include the same regulatory
provisions for LMSA properties asit did for other mgjor
Section 8 multifamily programs. According to the reguletions,
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HUD's comments

the LMSA program’s primary god is to reduce claims on the
Department’ sinsurance fund by aiding those FHA-insured or
Secretary-hdld properties with immediate or potentialy serious
financid difficulties. 1t may be that HUD did not believe these
problem properties would ever generate residua receipts.
However, the financid information in the REAC' s database
showed 645 LM SA propertieswith at least $20,000 in their
respective resdud receipts accounts. Thisindicates that
HUD’ s assstance more than adequately addressed any
potentialy serious financid difficulties for those properties.

For 100 percent assisted properties, the resdua receipts funds
are derived from HUD assgtance. Therefore, the limited
distribution owner has aready received the negotiated 6 or 10
percent return on equity (no return on equity for non-profits).
Any residua receipts that the owner received would be a
windfal profit. The property owner does not need fundsin
excess of those provided by HUD to support the property,
avoid financid difficulties, and redlize the agreed to return on
equity. Aswith any assisted property, HAP contracts for
LMSA properties may continue indefinitely and resdud

recei pts funds may continue to accumulate. However,
according to an experienced HUD officid, there have not been
any new LM SA assisted contracts for anumber of years.

We undergtand that HUD cannot change the rules for exigting
LMSA HAP contracts. However, in our opinion, HUD should
change LM SA regulations that would affect any new LMSA
contracts. This change would alow HUD to recover any
residua receipts under HAP contracts subject to the revised
regulations at contract termination, asis currently required for
new congtruction and subgtantia rehabilitation properties
subject to the revised rules.

HUD commented thet it will ascertain the resdud receipts
balances for the LMSA projects. Therisk of losing affordable
housing to owners who, rather than agree to return their resdua
receipts to the Department, would choose to opt out of the
Section 8 program, may not be worth the amount of residua
receipts recovered. Based upon andysis, Multifamily Housing
will work with the Office of Genera Counsd to amend
goplicable regulations, if appropriate. Multifamily Housing will
aso consder issuing guidance as specified in its response to
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OIG response

Recommendations:

We recommend that you:

recommendation 1A and will evauate whether this change in
contract terms will conflict with efforts to retain project based
units.

Thisfinding's primary focus is to change regulations
prospectively for new properties that would receive assistance
under the LM SA program to be consstent with the new
congruction and substantia rehabilitation regulations. We do
not agree that changing the LM SA regulations for new
properties would pose any risk of losing affordable housing
snce we are not recommending any change that would affect
properties currently receiving assistance under exising LMSA
contracts. As stated in the finding, properties provided Section
8 assistance under the LM SA program have accumulated
ggnificant resdud receipts even though the intent of the LMSA
program was to reduce claims on HUD’ s insurance fund by
ading propertieswith immediate or potentialy serious financiad
difficulties

3A. Revisethe Section 8 regulations for properties new to the LMSA Section 8 Program to
require a property’s resdua receipts be returned to HUD upon termination of the HAP

contract.

3B.  Require contract administrators to consider a LM SA property’ sresidua receiptsasa
source of funds when the property’ s expiring HAP contract is renewed.

2000-SE-119-0003
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Finding 4

HUD Does Not Monitor Residual Receiptsfor
Uninsured, Assisted Properties Administered by
State Housing Agencies

HUD does not receive financial information about uninsured Section 8 properties managed by
State Housing Agencies that generateresidual receipts. Thisoccurred because HUD does
not require State Housing Agenciesto provide financial information on residual receiptsfor
uninsured, assisted properties. Asaresult, HUD management is not aware of or monitoring
millions of dollars accumulating in uninsured properties resdual recepts accountsthat will be
remitted to HUD when Section 8 Housing Assistance Payments (HAP) contracts terminate.

Good internal control
includes monitoring and
safeguarding of assets

Uninsured, asssted
properties are subject to the
1980 regulatory revisons

The Standards for Internal Control in the Federal
Government, issued by the Genera Accounting Office (GAO),
cite monitoring and physical control over vulnerable assets as
good internd control measures. Monitoring hel ps federa
agencies assess the qudity of performance over time. Also, the
Government Performance and Results Act of 1993 gtates that
“Federa managers are serioudy disadvantaged in their effortsto
improve program efficiency and effectiveness, because of
insufficient articulation of program gods and inadequate
information on program performance.”

The GAO Standards for Internal Control aso include physical
control over vulnerable assets as one of severa control activities
that helps ensure that management’ s directives are carried out:

“An agency mugt establish physical control to
secure and safeguard vulnerable assets. Examples
include security for and limited access to assets
such as cash, securities...which might be vulnerable
to risk of loss or unauthorized use. Such assets
should be periodicaly counted and compared to
control records.”

As discussed in the Introduction, HUD often provides Section 8
renta assstance to multifamily housing complexes that do not
have HUD-insured mortgages. These uninsured, assisted
properties have Section 8 HAP contracts, but no Regulatory
Agreementswith HUD. The HAP contracts for these
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Finding 4

A review of three State
Housing Agencies found
that uninsured, asssted
properties generate
ggnificant amounts of
resdua receipts

properties are administered for HUD by State Housing
Agencies and include contracts subject to the revised Section 8
rules (24 CFR 883). Assuch, any residud receipts generated
by these uninsured properties must be remitted to HUD upon
termination of the HAP contracts. However, the mgority of
these uninsured HAP contracts are 30 year contracts and will
not start expiring until 2010.

We contacted three State Housing Agencies who administer
Section 8 assgtance for uninsured multifamily propertiesto
determine how many properties generate and maintain residua
receipts accounts, and what the balances in those accounts
were.

The Oregon Housing and Community Services, Massachusetts
Housing Finance Agency, and Idaho Housing and Finance
Associgion administer the Section 8 programs for uninsured
propertiesin their respective sates. The uninsured, assisted
properties administered by the three agenciesinclude limited
distribution properties subject to the revised regulations. Also,
the properties have 30-year HAP contracts, except for four
properties administered by Massachusetts Housing (one 20-
year, and three 40-year contracts). Except for the 20-year
contract that expiresin 2004, the earliest any of the other
contracts begin expiring is October 2010.

According to property records, the 77 uninsured, assisted
properties administered by the three agencies have generated
$40,767,286 in residua receipts, with balances ranging from
zero to $5,306,466:

State Agency No. Properties Residual Receipts
Oregon 13 $6,144,276
M assachusetts 52 $33,766,429
Idaho 12 $856,581

Totals 77 $40,767,286

2000-SE-119-0003

In addition, Massachusetts Housing currently isin digpute with
severa property owners over $8,194,868 which Massachusetts
Housing believes should be deposited in residua receipts
accounts.



Finding 4

HUD does not recelve
financid information on
uninsured properties

HUD does not require State
Housing Agenciesto

provide financid information
on uninsured, asssted
nronartioc

HUD needs to monitor and
safeguard residual receipts

Concluson

Representatives from the Oregon, Massachusetts, and Idaho
State Housing Agencies said they do not provide HUD with any
financid information on uninsured, assisted properties. HUD
officids a the Portland and Boston offices confirmed that no
financid information for uninsured, asssted propertiesis
provided to HUD by the State Housing Agencies.

HUD officidsin the Portland office (which oversees both
Oregon Housing and 1daho Housing) and Boston office (which
oversees Massachusetts Housing) commented that they were
not aware of any (1) current requirements that State Housing
Agendies provide HUD with any financid information about
uninsured properties, or (2) HUD database that has financid
information for uninsured, asssted properties. HUD officids
added that HUD would not need any financia informetion for
assisted, uninsured properties for monitoring purposes since
there was no insurance risk of defaullt.

HUD officids are correct in sating that the uninsured properties
do not pose arisk to the insurance fund. However, the residual
receipts are a valuable cash asset, an asset that should be
controlled and safeguarded. Since Section 8 assgtanceis
provided viaa HAP contract subject to the revised Section 8
rules, the resdud receipts generated by uninsured properties
will be remitted to HUD upon termination of the HAP
contracts. Even though the HAP contracts will not sart
expiring for another 10 years, the accumulated balancesin the
77 uninsured properties mentioned above, dready total
$40,767,286. However, HUD currently does not receive or
maintain any financia information concerning uninsured, assisted
properties resdud receipts.

From a safeguarding of assets and planning standpoint, this lack
of financia information concerning resdua receipts funds,
maintained by these uninsured properties, is a Sgnificant
weekness in HUD’ s management systems.

HUD’ s Director of the Office of Housing Assistance &
Contract Adminigtration Oversight stated that HUD did not
currently have funds budgeted to devel op a database for
resdud receipts information for uninsured properties.
However, he agreed that monitoring such information would
be a good idea since the amount of funds was sgnificant.
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Finding 4

HUD's comments

OIG response

Recommendations;

We recommend that you:

However, requiring State Housing Agencies to submit annud
reports to the appropriate HUD office would provide HUD
with the necessary information.

Since the resdua receipts will continue to accumulate in these
project accounts for the duration of the HAP contracts, it would
be prudent for HUD to determine if there is a mechanism
avalable to utilize these funds, which arein essence HUD' s
funds, prior to contract termination.

HUD commented that the requirement for State Housing
Agenciesto provide information on resdud receiptsisnot in the
Contract Administrator’s contract. However, HUD will
determine if the contracts can be amended to include this
requirement. Also, HUD will obtain alegd opinion to
determine if HUD has authority to use the resdua receiptsin
uninsured, assisted property accounts prior to termination of the
HAP contracts.

We do not agree that a contract amendment is necessary.
Based on information obtained from the three state housing
agencies, information on residua receipts generated by
uninsured, assisted properties was readily available. Issuing a
natice to the state housing agencies requiring thisinformation to
be provided annualy should be sufficient.

4A.  Require State Housing Agencies and any other organization that administers Section 8
contracts for uninsured multifamily properties to provide financid information on resdua
receipts balances to HUD, at least annudly.

4B.  Obtain alegd opinion to determine if HUD has authority to use the resdud receipts
accumulating in uninsured, asssted property accounts prior to termination of the HAP

contracts.
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Management Controls

In planning and performing our audit, we considered HUD’ s management controls relating specificdly 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
management control are interrdlated and include integrity, ethical values, competence, and the control
environment, which includes establishing objectives, risk assessment, information systems, control
procedures, communication, managing change, and monitoring. The entity’ s management is responsible
for establishing and maintaining adequate systems of management controls.

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

Rdevant controls

the use and digpogition of multifamily properties’ resdud
recel pts when renewing expiring Housing Assstance
Payments (HAP) contracts.

the safeguarding of residua receipts when either property
owners prepay insured mortgages and the property
continues to receive ass stance under a HAP contract
subject to the revised Section 8 rules, or HAP contracts
subject to the revised Section 8 rules terminate.

receiving and monitoring financia information relaied to
resdua receipts, generated by uninsured, assisted
properties whose HAP contracts are administered by State
Housing Finance Agencies.

We evd uated the management control categories listed above
Scope of work by assessing control design, implementation, and effectiveness.
A dgnificant control weakness exigsif 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 datais obtained,
maintained, and fairly disclosed in reports.
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Management Controls

Basad on our review, we identified the following wesknessesin
Assessment results HUD’ s management controls:

HUD does not consider residua receipts as a source of
funds when renewing expiring Section 8 HAP contracts
(seeFinding 1).

HUD does not have adequate controls to ensure residua
receipts are properly safeguarded (see Finding 2).

HUD does not monitor resdua receipts for uninsured,

assisted properties administered by State Housing Agencies
(see Finding 4).
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Appendix A

SENT,

U.E. DEFARTMENT OF HOUSING AND URBAN DEVELOFMENT

L)
‘% * > E WASHINGTON, D.C. 20410-8000
P

¥ oY

OFFICE OF THE ASBISTANT SECRETARY
FoR HOUSTNG COMMISSIONER

8EP 2 7 2000

MEMORANDUM FOR: Frank E. Baca, District Inspector General for Audit,

QAGA
FROM: Shtmgeputy £ ;téﬁant Secretary for Multifamily Housing

SUBJECT: Draft Report of Nationwide Audit
Use and Disposition of Residual Receipts
Office of Multifamily Housing Programs

This memorandum responds to the subject draft audit report dated
August 18, 2000. We have provided comments by finding and ask for your
consideration of this response prior to issuance of the final audit report.

FINDING

1. HUD should consider residual receipts as a source of funds when renewing expiring

Section 8 contracts
Recommendation:

1A, Provide specific guidance that requires property managers and those

responsible for renewing expiring Section 8 contracts to consider using residual
receipts as a source of funds when renewing expiring Section 8 contracts and

perf;arming an analysis of each insured multifamily properties’ financial/ph:
needs.

ysical
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Appendix A

Response:

HUD Handbook 4350.1, Multifamily Asset Management and Project Servicing, Chapter 25, Paragraph
25-9 dates Except for projects subject to the 1979/80 revised Section 8 regulations, withdrawals
from the residua receipts may be used to reduce operating deficits when legitimate cash flow deficits
exig, i.e, offset increased operating expenses instead of increasing rentd rates. For projects subject to
the revised Section 8 regulations, residual receipts may be used to reduce operating deficits, offset
increased operating expenses and make mortgage payments when amortgage default is actua or
imminent. The Housng Commissioner may direct that dl or a portion of the fundsin a project’ s residua
recei pts account may be used to reduce Housing Assistance Payments or for other project purposes.

HUD will consder issuing additiona guidance on the use of using resdua receipts as a source of funds.
This guidance will take into consderation the most efficient way to gpproach this recommendation as
monthly draws on the resdua receipt account for this purpose would be aworkload management issue.
The Office of Housing Assistance and Grant Administration requested alegd opinion from OGC asto
whether the Department can require the Owner to use residud receiptsto cover project expenses
ingtead of granting the owner the annual OCAF as provided by statue.
Recommendation:
1B. Establish aminimum residua receipts baance to be maintained by properties.
Response:
Housing will issue guidance establishing residud receipts balance to be equa to the amount of capital
needs established in the Capital Needs Assessment (CNA) or, if thereisno CNA, ingtruct field offices
to make a determination on the physical needs by using the latest REAC physica inspection report.
FINDING
HUD does not have adequate controls to ensure residua receipts are properly safeguarded.
Recommendations:
2A. Recover the $64,369 plus any related interest from the former owner of Horizon Towers

by whatever means are appropriate and put the funds into a property account under HUD
control, for the duration of the HAP contract.

2000-SE-119-0003 36



Appendix A

Response:
Efforts will be made to recover the $64,369, plusinterest, from the former owner of Horizon Towers.

2B. Deermineif there have been any other mortgage prepayments in which project owners have
received residua receipts that should have stayed with the project and been remitted to HUD at
contract termination and, if so, take appropriate action to recover those funds.

Response:

HUD will look at projects that have prepaid and have filed dectronic financid statements with HUD
through the REAC FASS system.

2C. Require ownersto transfer any residua receipts to a designated property account under HUD
control as a condition of prepayment for insured multifamily properties with HAP contracts subject to
the revised Section 8 rules.

Response:

An e-mail reminder regarding oversight and collection of Resdua Recelpts as it rdates to mortgege
prepayments (see attachment 1) will be sent to dl MF Hub and Program Centers. This guidance will
aso beissued in amore forma format.

Additiondly, Multifamily Housing will consder issuing guidance to the field offices thet requires, asa
condition of prepayment, an account for resdud receipts to be deposited into that would remain under
HUD control until HAP termination.

2D. Take appropriate measures to ensure that property owners and lenders understand owner
responsibilities, contract provisions, and related requirements regarding residua receipts subject to the
revised Section 8 rules.

Response:

HUD will issue a Natice with the gppropriate instructions with regard to the handling of resdua receipts
on projects subject to the revised Section 8 rules.

2E. Ensurethat project managers and contract administrators understand residua receipts disposition
requirementsincluding: identifying the documents, regulations, and related requirements that control
disposition of residua receipts; how to identify insured properties subject to the revised Section 8 rules
and requirements; and specific actions to safeguard residud receipts in any given Situation.
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Appendix A

Response:

HUD has issued Section 8 contract renewa guidance and will provide additiona guidance on this
matter.

2F. Require project managers/contract administrators to confirm that any resdua receipts due to HUD
are received by the Fort Worth Accounting Center.

Response:

Multifamily Housing will coordinate with the Fort Worth Accounting Center to develop an efficient and
effective way of verifying deposit of resdud receipts.

FINDING

The Loan Management Set-Aside Program should be subject to the same residua receipts rules as
other Section 8 programs

3A. Revisethe Section 8 regulations for LM SA assisted properties that would affect new contracts to
require a project’ s residua receipts be returned to HUD upon termination of the HAP contract.

Response:

HUD will ascertain the balancesin the residua receipts account of the LMSA projects. Therisk of
losing affordable housing to owners who, rather than agree to return their resdua receiptsto the
Department, would choose to opt out of the Section 8 program, may not be worth the amount
recovered from balancesin the LM SA resdua receipts accounts. Data has been requested to verify
these baances. Based upon analysis, Multifamily Housing will work with the Office of Genera Counsdl
to amend applicable regulationsif gppropriate.

3B. Require contract administratorsto consider aLMSA property’s residud receipts as a source of
funds when the property’ s expiring HAP contracts are renewed.

Response:
Multifamily Housing will consider issuing this guidance as Specified in response to recommendation 1A.

Multifamily Housing will evaluate whether this change in contract terms will conflict with effortsto retain
project based units.
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FINDING

HUD does not monitor residual receipts for uninsured, assisted properties administered by State
Housng Agencies.

Recommendations:

4A. Require State Housing Agencies and any other organization that administers Section 8 contracts
for uninsured, assisted multifamily properties to provide financid information on resdua receipts
baancesto HUD, at least annudly.

Response:

Thisrequirement is currently not in the Contract Adminigtrators contract; however, HUD will confer
with the Office of Procurements and Contracts to Redetermine if the contracts can be amended to
include this requirement.

4B. Obtain alegd opinion to determine if HUD has authority to use the residua recelpts accumulating
in uninsured, assisted property accounts prior to termination of the HAP contracts.

Response:

HUD will obtain an opinion for the Office of Generd Counsd on this matter.

If you have any questions or wish to discuss the above, please contact Beverly Miller of my staff on
202.708.1320, Ext. 2598.

Attachments
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Distribution

Shaun Donovan, Deputy Assistant Secretary for Multifamily Housing Programs, HT
Secretary

Secretary’ s Representative, OAS

Deputy Secretary

Chief of Staff

Office of Public Affairs

DAS for Adminigtrative Services, Office of the Executive Secretariat
DASfor Intergovernmenta Relations

Deputy Chief of Staff for Policy

Deputy Chief of Staff for Programs

Speciad Counsd to the Secretary

Specid Assigtant to the Deputy Secretary for Project Management
Acting Assgtant Secretary for Adminigtration

Assgant Secretary for Congressiond and Intergovernmental Relaions
Senior Advisor to the Secretary, Office of Public Affairs

Deputy Chief of Staff

Deputy Chief of Staff for Operations

Deputy Chief of Staff for Programs & Policy

A/Sfor Public Affairs

Specia Assstant for Inter-Faith Community Outreach

Executive Officer for Admin Operations and Management

Senior Advisor to the Secretary for Pine Ridge Project

Generd Counsdl

Assgant Secretary for Housing/Federal Housing Commissioner
Assgtant Secretary for Community Planning and Development
Office of GinnieMae

Assgant Secretary for Fair Housing and Equal Opportunity

Chief Procurement Officer

Assgant Secretary for Public & Indian Housing

Chief Information Officer

Director, Office of Departmental Operations and Coordination
Acting Director, Redl Estate Assessment Center

Director, Office of Multifamily Assstance Restructuring

Assgant Deputy Secretary for Field Policy & Management
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Director, Office of Budget

Acquistions Librarian, Library

Armando Falcon, Director, Office of Federa Housing Enterprise Oversight, 1700 G Street
NW, Room 4011, Washington, DC 20552

Frank Edrington, Deputy Staff, Director, Counsdl, Subcommittee on Crimind Justice, Drug Policy
& Human Resources, B373 Rayburn House Office Building, Washington, DC 20515

Cindy Fogleman, Subcommittee on Oversght and Investigations, Room 212, O’'Nell House Office
Building, Washington, DC 20515

Judy England-Joseph, Director, Housing and Community Development Issue Area, United States
Generd Accounting Office, 441 G Street, NW, Room 2474, Washington, DC 20548

Steve Redburn, Chief Housing Branch, Office of Management and Budget, 725 17 Street, NW,
Room 9226, New Executive Office Building, Washington, DC 20503

The Honorable Fred Thompson, Chairman, Committee on Governmenta Affairs, 340 Dirksen
Senate Office Building, United States Senate, Washington, DC 20510

The Honorable Joseph Lieberman, Ranking Member, Committee on Government Affairs,
706 Hart Senate Office Building, United States Senate, Washington, DC 20510

The Honorable Dan Burton, Chairman, Committee on Government Reform, 2185 Rayburn
Building., House of Representatives, Washington, DC 20515

The Honorable Henry A. Waxman, Ranking Member, Committee on Government Reform,
2204 Rayburn Building, House of Representatives, Washington, DC 20515

Deputy Assstant CFO for Financiad Management

Director, Audit Coordination and Management Division

Director, Risk Management Divison

CFO Audit Liaison Officer

Primary Audit Liaison Officer - Fort Worth

Generd Deputy Assistant Secretary

Associate Generd Deputy Assistant Secretary

Deputy Assgtant Secretary for Multifamily Housing Programs

Program Advisor

Housing Audit Liaison Officer

Office of Government National Mortgage Association

Assgant Secretary for Fair Housing and Equal Opportunity

Director, Office of Departmental Equa Employment Opportunity

Office of the Chief Financid Officer

Director, Enforcement Center
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