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TO: William Apgar, Assistant Secretary for Housing, Federal Housing
Commissioner, H

FROM: Roger E. Niesen, Acting Digtrict Ingpector Generd for Audit, 9AGA

SUBJECT:  Single Family Production
Home Ownership Centers
Atlanta, GA, Denver, CO, and Santa Ana, CA

We have completed an audit of the single family loan production activities of HUD’s home ownership
centers. The audit was undertaken because of significant changes in the past few years affecting sngle
family loan origination activities. The changes included: (1) loan underwriting requirements, (2) the
edtablishment of Home Ownership Centers, and (3) the trandfer of virtudly al aspects of single family
production and program monitoring from HUD staff to lenders and contractors under the oversight of
the Home Ownership Centers.  This report contains five findings with recommendations for improving
sangle family operations.

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

If you have any questions, please contact David McCargar, Assstant Didrict Inspector Generd for
Audit, or mysdlf at (415) 436-8101.
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Executive Summary

Procedures and practices pertaining to HUD's single family loan origination program have undergone
consderable change in the last decade and particularly in the last five years. The changes have been
both programmatic and organizationd, including significant changes in loan underwriting requirements
and the trandfer of virtudly al aspects of sngle family production and program monitoring from HUD
gaff to lenders and contractors under the oversight of HUD’ s home ownership centers. We performed
an audit of HUD’ s angle family loan origination program to determine how these changes have affected
the program’s susceptibility to waste, fraud and abuse. More specificaly, we wanted to determine
whether HUD’ s management controls are adequate and are being properly utilized to limit risk in the
single family origination process.

The audit disclosed significant problems in the post technica reviews of lender loan underwriting and
property gppraisas, monitoring of lenders by the home ownership centers Qudlity Assurance Divisons,
oversght of pre-endorsement contractors, and accuracy of information in the automated tracking
system. These weaknesses increase HUD' srisk of losses.

|
HUD appears to have recognized some of the risks associated
Improvements are needed with the outsourcing and changes in underwriting requirements
to HUD's current and has implemented, or plans to implement, new systems and
procedures procedures intended to manage these risks. Our audit did not
include detailed coverage of al these systems and procedures
but did disclose that HUD’ s current procedures for monitoring
both lenders and contractors have been less than effective,
resulting in an increased risk of fraud, waste and abuse for the
angle family loan origination program.
Our concern is borne out by Mortgage Bankers Association
FHA loan delinquency and data® which shows an increase of over 50 percent in Federa
foreclosure rates have risen Housing Administration loan foreclosure rates over the lagt five
drameticaly years from 1.45 percent in 1994 to 2.20 percent through three

quarters of 1999. Similarly, Mortgage Banker Association data
shows an increase of over 18 percent in Federa Housing
Adminigtration delinquency rates (from 7.26% to 8.57%) during
the same period.

In our opinion, these disconcerting trends in Federa Housing
Adminigration foreclosure and ddinquency raes ae
atributable to inadequate management controls to mitigate the

! Mortgage Bankers Association National Delinquency Survey historical data throlgjushesof 1999.
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Executive Summary

increased risk resulting from the 2020 Management Reform -
specificdly, the outsourcing of virtudly al aspects of the single
family loan origination process under substantidly liberdized
underwriting standards?  Unless corrected, these control
weaknesses could serioudy affect the continued hedth of the
gngle family insurance program, especidly if or when the
economy takes a downturn.

One means by which HUD monitors the qudity of the direct

Post-endorsement technical endorsement lender loan underwriting and property appraisal

reviews need improvement procedure is the post-endorsement technical review process.
This involves reviewing a sample of cases (after insurance
endorsement) to ensure compliance with HUD underwriting and
gopraisa requirements. We found subgtantial problems with
HUD’s controls over the qudity of both the underwriting
(Finding 1) and appraisal (Finding 3) procedures of direct
endorsement lenders. We found that in 70, (46 percent), of the
151 cases we reviewed, substantid underwriting errors were
not detected by the post-endorsement technica review process
and 32 cases (21 percent) with sgnificant fraud indicators were
not identified. Additiondly, even when sgnificant problems
were noted during the technicd review process, little, if any,
corrective action was taken.

HUD’s Qudity Assurance Divigons perform on-ste monitoring

Qudlity Assurance Division reviews of direct endorsement lenders to identify and correct
monitoring hed limited poor origination practices We found that the on-site
effectiveness mortgagee monitoring reviews were unduly influenced by the

Busness Operating Plan numeric gods, thereby limiting ther
effectiveness for managing risks to the sngle family insurance
fund (Finding 2). Often, the reviews were actudly targeted to
low risk lenders to facilitate accomplishment of the Business
Operating Plan gods. As a result, many of the worst
performing (highest risk) lenders were not reviewed. Other
factors limiting the effectiveness of Quality Assurance Divison
monitoring reviews included gaff qudification or experience
shortfdls related to the 2020 reorganization, travel funding
limitations, and insufficient communications between Home
Ownership Center divisons.

2 We do not believe the foreclosure/delinquency rate increases for Federd Housing Administration loans could likely be rdlated to
externa factors during a period of a hedlthy expanding economy when conventiona foreclosure/delinquency rates have remained
relatively constant or have declined.
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Oversght of pre-
endorsement contractors
needs improvement

HUD did not place poorly
performing lenders on pre-
closna gaus

HUD’ stracking system for
QAD reviewswas
inaccurate

‘ Exit ‘

Contractors working for HUD are required to ensure that
Federd Housng Adminidration loan file documents are both
accurate and complete prior to issuing Mortgage Insurance
Certificates to the originating lenders. We found that HUD has
not provided adequate direction and oversight of endorsement
contractors (Finding 4), resulting in an increased risk that
unacceptable loans have been and will be insured.

When new lenders gpply for direct endorsement gpprovd, they
are initidly placed on “preclosing” datus and ther loan
packages are reviewed by HUD prior to loan closng so that
HUD can determine whether the lenders have the capacity to
properly originate and underwrite loans in accordance with
Federd Housing Adminidration guiddines.  Although we did
not review this management control in detail during this audit,
we did identify weaknesses in the control. We found that HUD
has not taken advantage of its authority to place poorly
performing direct endorsement lenders as identified from post-
endorsement technical reviews back on pre-closng satus.

The Approvd/Re-certification/Review  Tracking System
(ARRTYS) database used to track the status and results of
Qudity Assurance Divigon reviews contained sgnificant errors
and therefore did not provide sufficient accountability for audit
and daff evauation purposes as intended by the Qudity
Assurance Divison Guide. We attributed this deficiency to a
lack of uniform procedures and controls. ARRTS contained a
sgnificant number of errors at the Atlanta and Santa Ana Home
Ownership Centers relating to the reported number of
indemnification agreements, number of loans reviewed, and
letters sent to lenders. As a result of these inaccuracies, clear
and accurate data was not available to monitor the scope and
results of reviews and ther effectiveness may have been
overstated.

We believe the deficiencies discussed in Findings 1, 2, and 3 of
this report congtitute materia control wesknesses under the
Federd Managers Financid Integrity Act. As such, these
weaknesses should be disclosed in the Department’s annua
assurance datement to the President and Congress. The
weaknesses should be reported in the Federd Management
Integrity Act process until they have been corrected.
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Recommendations
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We provided the draft audit report to the Office of Housing on
February 9, 2000. We requested written comments be
provided by March 13, 2000 and we extended that date to
March 20. We dso scheduled an exit conference to discuss the
draft report. The Office of Housing did not provide any written
comments to the draft report and canceled the scheduled exit
conference two times. As a result of this scope limitation, this
report does not reflect their comments (see Appendix A).

We have made recommendations to improve the targeting,
monitoring and use of post-endorsement technica reviews and
fiedld reviews of gppraisds, to update and clarify handbook
ingtructions relaive to post-endorsement technical reviews, and
to include results based, as wdl as, numeric objectives in
Business Operating Plan goals. Our recommendations relative
to Qudity Assurance Divison monitoring reviews parald those
pertaining to post-endorsement technicad reviews. We have
aso made recommendations to improve HUD’s monitoring of
direct endorsement contractors and to ensure the accuracy of
information in the Approva/Re-certificaion/Review Tracking
System (ARRTS).
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| ntroduction

The Nationd Housng Act, as amended, established the Federd Housing Adminigration, an
organizationa unit within the Department of Housing and Urban Development (HUD). The Federd
Housing Adminigtration provides insurance for private mortgagees againg 1oss on home mortgages. The
basic home mortgage insurance program is authorized under Title 11, section 203 (b) of the Nationa
Housing Act and is primarily governed by regulations contained in 24 CFR parts 202 and 203.

The Direct Endorsement
Program began in 1983

1993 reinvention efforts
included the establishment
of home ownership centers

‘ Exit ‘

Prior to 1983, HUD staff reviewed and approved (underwrote)
most loans prior to insurance endorsement. In 1983, HUD
implemented the Direct Endorsement program whereby lenders
became responsble for virtudly al aspects of the loan
origination, underwriting and closing process. In order to limit
the risks inherent in trandferring sO much responghility to
lenders (who have a dgnificat financid interest in loan
gpprovad), HUD implemented new procedures to monitor the
direct endorsement lenders primarily through pre-endorsement
loan screening, post-endorsement technical review, and on-Site
lender monitoring. In our initid audit report on the Direct
Endorsement program (Report No. 93-HQ-121-0012) dated
April 30, 1993, we cited dgnificant weaknesses in the podt-
endorsement review process and in the use of avalable
sanctions to protect HUD from participants who abused the

program.

In February 1993, HUD initiated a reinvention effort that
included sgnificant gaff reductions and the consolidation of
mortgage insurance processing and other activities from 81
Field Offices into four Home Ownership Centers. HUD has
continued the reinvention effort and made additional sgnificant
changes in the management of the sngle family insurance
program in recent years under the auspices of the 2020
Management Reform Plan.  The trander of dngle family
functions from field offices to the Home Ownership Centers has
been a complicated and arduous process. Some procedura
changes to accommodate the organizationad restructuring
occurred or were planned during our review.

In theinterim, in 1995, HUD issued Mortgagee L etter 95-7 that

ggnificantly liberdized the direct endorsement lender
underwriting requirements.  According to HUD, the changes

Pagel 0001
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Introduction

FHA ddinquenciesand
foreclosures have increased
ggnificantly

CONV

were made to “....enhance the homebuying opportunities for a
subgantial number of American families”

Statistics we obtained from the Mortgage Bankers Associatior”
show that the implementation period of the above described
initiatives and changes in HUD’s sngle family insurance
program have been accompanied by an increase in Federd
Housng Adminigraion mortgage loan ddinquency and
foreclosure rates. Asthe following charts demondtrate, Federd
Housing Adminigration loan delinquency and foreclosure rates
have been increasing for years and have risen sgnificantly in the
lagt five years. The rise of the ddinquency/foreclosure rates in
recent years seems counterintuitive during a period of a hedthy
expanding economy when conventionad loan delinquency/-
foreclosure rates have remained constant or have decreased.
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¥ Mortgage Bankers Association National Delinquency Survey historical data throdgushesof 1999.
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Audit Objectives

Scope and M ethodology
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Our overdl audit objective was to determine how programmatic
and organizational changes have affected the sngle family
origination program’s susceptibility to waste, fraud and abuse.
More specifically, we attempted to determine whether HUD’s
management controls are adequate and are being properly used
to limit risk in the Sngle family origination process,

To accomplish these objectives, we:

Identified recent program and organizationa changes.
Obtained information on the datus of the single family
insurance program in terms of default/claim patterns and
trends.

Identified and evauated the systems and procedures
avalable to HUD for identifying and managing risks to the
gngle family loan origination process

Identified and evaluated systems and procedures actualy
in use a three of the four Home Ownership Centers for
managing these risks. In tha regard, we made ste visits
to the Home Ownership Centers in Denver, Atlanta and
Santa Ana Although we did not vist the center in
Philadelphia, we included cases processed by
Philadelphiain our review of defaulted loans.

Reviewed 151 case files in order to evduate the
effectiveness of post-endorsement technica reviews.
Eighty five of the cases (default cases) were selected on
the bass of (1) having undergone post-endorsement
technica review, (2) having experienced a default within
12 months after endorsement, and (3) having few or no
violation codes reported for the post-endorsement
review. Default cases were dso selected in numbers so
as to provide equitable coverage of each of the four
Home Ownership Centers. The remaining 66 cases were
sdected and reviewed while on-dte at each of the three
centers we visted. These were non-gatistica random
sections from recent return shipments from post-
endorsement technica review contractors.

Some of HUD’s recent, ongoing or planned sngle family
initiatives were not covered or received limited coverage during
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this review. These included the Credit Watch Program, the
Mortgage Credit Scorecard Project, automated underwriting,
and the trandfer of apprasd review responsbility from the
Home Ownership Centers to the Red Edate Assessment
Center as part of the Secretary’s Homebuyer Protection Plan.
We did not review these because they were not fully
implemented and we had limited information concerning them.

We performed our on-dte survey and audit work at HUD
Headquarters and the Home Ownership Centers between
March and November 1999. We conducted the audit in
accordance with generdly accepted governmentd auditing
standards, except that the report does not reflect the views of
the Office of Housng concerning the report's findings,
conclusion, and recommendations. We provided the draft audit
report to the Office of Housing on February 9, 2000. We
requested written comments by March 13, 2000 and extended
that date to March 20. We aso scheduled an exit conference
to discuss the draft report. The Office of Housng did not
provide any written comments to the draft report and canceled
the scheduled exit conference two times. As aresult, this report
does not reflect their comments (see Appendix A, Scope
Limitation).
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Finding 1

Controls Over Lender Loan Processing Were
|nadequate to Protect HUD' s Interests

Quality controls over lender loan processing were not adequate to protect HUD's interest on loans
processed and closed by direct endorsement approved lenders and their loan correspondents. As a
result, HUD had no assurance that loans processed and agpproved by lenders met HUD requirements
and gpparent fraudulent loan transactions were not identified and resolved. Accordingly, the default and
clam risk on Federd Housing Adminigtration insured |oans was unnecessarily increased. In this regard,
since 1995, during a period of a hedthy economy, the default and foreclosure rates on Federd Housing
Adminigtration insured loans have been steadily increasing (see page 2). There are numerous areas
which need enhancement if HUD is to improve its controls over lender and appraiser activities through
the post-endorsement technica review process. These include;

Better targeting of loans subject to post-endorsement technical reviews. Current
targeting does not conggtently target high risk lenders or high risk loans, is ineffective, and
does not take advantage of new technology. Instead, emphasis has been on meeting
quantitative review goals.

Improved performance of contractors who perform the majority of HUD’s post-
endorsement technical reviews. Contractors reviews were inconsgent in identifying
ggnificant lender underwriting errors and potentidly fraudulent transactions.  During our
review we re-examined 151 files which had undergone post-endorsement reviews and
found that in 70 instances the reviewers had faled to identify material underwriting errors.
Additiondly, in 32 ingances sgnificant fraud indicators in the files were not recognized.
HUD’s monitoring does not ensure that contractors conduct their technica reviews in
accordance with contractud requirements. HUD primarily only monitors contractor reviews
which resulted in poor raings rather than monitoring a representative sampling of the
contractors' total work product.

Using the results of the post-endor sement technical reviews to take immediate and
appropriate action against lenders and others who violate HUD requirements. We
found that very little action was taken when technica reviews indicated there were
problemsin the loan origination or gppraisa process.

Targeting remedial actions/sanctions as may be warranted based upon the results
of post-endorsement technical reviews to both sponsor lenders and loan
correspondents. Currently, remedia actions are targeted to only the sponsor lender who
underwrote the loan and do not reflect back on the loan correspondent who may have
performed the loan processng. Although the sponsor lender is responsible for find
underwriting, problems with loan processing or fraud often can result from actions the loan

Page5 Q0802430001
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Finding 1

correspondent took or failed to take and accordingly the loan correspondent should be held
accountable for these actions.

Closer coordination with the Quality Assurance Divison both in the targeting of
post-endor sement technical reviews and acting on the results of the reviews.
Currently, there is very little coordination between the Processing and Underwriting and
Technicd Service Branches responsble for monitoring the Direct Endorsement loan
origination process and the Qudity Assurance Divison, which has respongbility for
conducting on-ste monitoring reviews of lenders participating in the Federd Housing
Adminigration insurance program.

The adequacy of post-endorsement technical reviews has been a long standing concern,* and with the
implementation of the Home Ownership Center structure in 1997 and 1998, the previoudy reported
inadequacies were exacerbated as the Home Ownership Centers attempted to implement their new
dructure and establish new operating procedures. During this implementation period, the post-
endorsement review process, in many cases, Smply became a paper process with no meaningful results.
Causes for this included gaffing problems resulting from HUD's restructuring thet resulted in
inexperienced dtaff being assgned to the various single family control postions and increased loan
volume (FY 1999 endorsement volume was 63 percent higher than FY 1997 endorsement volume);
falure to develop clear operatiing policies and procedures for the Home Ownership Centers
operations, emphasis on quantitative gods rather than qudity; financid disncentives which affected the
qudity of post-endorsement technica reviews performed by contractors, and outdated handbooks
which did not reflect current program requirements and operating procedures. The Home Ownership
Centers are attempting to address many of these problems and, even during the course of our audit,
some positive changes were noted in their operations. However, additiona changes need to be made to
make the post-endorsement review process more consstent and effective and to take advantage of
modern technology.

|
Under HUD' s Direct Endorsement program, lenders who have
How the post endorsement received direct endorsement approval can sdlect property
review process works appraisers and process, underwrite, and close Federal Housing

Adminigration insured loans without prior HUD review and
gpprova. In order to monitor the quality of direct endorsement
lenders loan processing and underwriting and the qudity of the
gppraisas received, HUD has implemented a post-endorsement
technicad review process. Under this process, which is
consdered critical to the success of the Direct Endorsement

* See Office of Ingpector General audit report number 93-HQ-121-0012, Audit of the Direct Endorsement Program, April 30,
1993 and Federd Housing Adminigtration - Audit of Fisca Year 1998 Federa Basis Financid Statements, audit report number
99-FO-131-0002, March 12, 1999.
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Program, HUD sdlects 10 percent of the loans it endorses for
post-endorsement  technica review of the lenders loan
underwriting and the property gpprasa. These technicd
reviews ae to determine whether processng met HUD
requirements and to dlow HUD to take remedid action if
problems are found (reference HUD Handbook 4000.4 REV-1
paragraph 4-9). The mgority of these technical reviews are
performed by contractors, and HUD daff are responsible for
checking the adequacy of the contractors work, monitoring the
results of the work, and taking appropriate action when
sgnificant problems are noted.

Based on the results of these individud technicd reviews, the
underwriter and gppraiser involved in the loan process are given
arating reflecting the qudity of their work. The underwriter and
gppraiser are given arating of good, fair, or poor. Poor means,
that due to underwriting or appraisal deficiencies, HUD'srisk is
subgtantialy increesed for the rated loan.  Additiondly,
goprasds are subject to fiddd reviews to determine the
soundness of the gpprais. Based on the results of the field
reviews, the gppraisers are given a numerica rating on their
gopraisad from 1 to 5 with scores of 1 and 2 representing
ggnificant problems.  Underwriter and desk gppraisal ratings
are entered into HUD’s Computerized Homes Underwriting
Management System but ae not communicated to the
underwriter or the gppraiser. Semiannualy HUD provides
lenders with summary reports of the technicd review results.
These summary reports are “information only” type reports
which are not accompanied by any requirements for corrective
action. HUD holds the lender, not its underwriter, accountable
for the underwriting of the loans and the lender is expected to
continudly monitor its loan origination activities and to teke
action to improve its underwriting when it identifies problems
and if the semiannua report indicates problems.

Additiondly, HUD should be monitoring the results of these
reviews in order to take immediate action when serious
problems are identified. These actions could include, but are
not limited to, providing guidance and training to lenders and
underwriters when gppropriate, requiring the lender to
indemnify HUD for any improperly originated loans, placing the
lender back on pre-closing review, and taking debarment or
Limited Denid of Participation action aganst those who have
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Loan selection for post-
endorsement reviews can be
improved
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intentiondly violated HUD requirements.  Apprasers who
receive a rating of 1 or 2 as a result of the fidd apprasd
review, are sent a copy of the review and asked to respond. If
the appraiser receives a series of substantiated poor ratings,
action can be taken to remove her/him from the roster of
goproved gppraisers through Limited Denid of Participation
action.

The sdection process for post-endorsement technica reviews
as currently implemented does not consstently target high risk
lenders or high risk loans. Instead Home Ownership Centers
primarily attempt to ensure that their post endorsement technical
review god of 10 percent of endorsements is met. The 10
percent review goa has trandated to amost 130,000 technica
reviews performed by HUD annudly. However, because of
poor targeting, HUD does not obtain the maximum potentia
benefit that it should recelve from such a large quantity of
reviews. This leve of review effort should, but has not served
to, provide HUD with an effective enforcement and qudity
control tool to protect HUD and borrowers who obtain Federal
Housng Adminigration insured loans.

HUD’s primary method of targeting loans for technicd reviews
is through its Computerized Homes Underwriting Management
Sysem. This system can be st-up to flag, a the time of
insurance endorsement, a fixed percentage of a lender’s loans
for post-endorsement technica underwriting review. These
review percentages can range from zero to 100 percent. In
accordance with paragraph 4-9 of HUD Handbook 4000.4
REV-1 CHG-2, Single Family Direct Endorsement Program,
HUD isto generdly sdect for review from 5 to 10 percent of a
lender’s endorsed loans if the lender’s performance meets the
norm for the area.  The percentage is to be increased dl the
way up to 100 percent depending upon default and claim rates,
review ratings of the lender’s underwriter(s), complants, etc.
Additiondly, the HUD office is to target high risk cases for
review; such as high rétio loans, loans involving borrowers with
limited credit higtory, 2-4 unit dwellings, Red Egtate Owned
saes, 203(k) loans, etc.

We found that the Home Ownership Centers were meeting their

numeric technica review gods specified in the Business
Operating Plan as 10 percent of endorsements. However, in
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doing s0 there was only limited targeting of high risk lenders and
targeting of high risk loans was done only sporadicaly.
Essentidly, the centers amply dlowed the Computerized
Homes Underwriting Management System to sdlect loans for
them or sdlected loans for review on a block basis in order to
meset review gods. As aresult, many high volume lenders had
no, or only very limited numbers, of their loans reviewed. Other
lenders had reviews of up to 100 percent of the loans they
originated, even though they were not identified as high risk
lenders.  The only individua loan targeting we identified was
Loan Prospector and Section 203(k) loans at the Santa Ana
and Atlanta centers, and manufactured home loans a the
Denver center.

Home Ownership Center saff at dl three Centers we visited
informed us that their primary emphasis was to ensure that their
center wide review god of 10 percent was met. There were no
gods for the targeting of loans or lenders for post-endorsement
technicd reviews and accordingly there was little emphasis on
such targeting.  Center dtaff Sated that they sometimes target
certain lenders for an increased percentage of post-technical
reviews, but we did not find any conggtent pattern to this.
Additiondly, we found no set procedures a the centers for
periodicaly reviewing lenders performance and determining
whether any particular lender warranted a higher leve of
review. In fact, no one seemed to know why most lenders
review goas were set a the percentages they were. Often,
these percentages were set by individua field offices prior to the
Home Ownership Center implementation. No one knew why
they were st or whether they were dill appropriate.
Apparently, once a review percentage was s, it was seldom
changed. Staff indicated that because of their workload they
have not had time to andyze the performance of the thousands
of lenders under the centers jurisdiction in order to adjust
review percentages based on actual performance.

Additiondly, it was noted that even the loans sdected by the
computerized system were often not reviewed. This was a
result of various factors including a lack of contractors and
contract funds which limited the number of reviews that could
be accomplished during the first part of fisca year 1999. In
order to meet review gods for the year the Home Ownership
Centers had to change loan sdlection procedures. For example,
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rather than reviewing loans sdected by the Computerized
Homes Undewriting Management System, one Housing
Ownership Center smply selected every third loan endorsed
until their review percentages were back to an acceptable level.
Further, the computerized system selected loan reviews were
overridden when review gods had been met.

When a new direct endorsement lender is granted unconditiona
goprova, HUD ingructions contained in HUD Handbook
40004 Rev-1, Single Family Direct Endorsement Program,
date that “al of the lender’s loans should be reviewed for the
fird 9x months or through the fird 50 cases” We noted
differing applications of these indructions a the Home
Ownership Centers. At the Atlanta center one team placed
new lenders on 100 percent post-endorsement technica
review, but the other team normdly placed new lenders on only
10 percent review. The Santa Ana center claimed to place dl
new lenders on 100 percent review as did Denver. However,
we were unable to determine the accuracy of the clams as the
centers did not maintain adequate historical records of their new
lender gpprovas and their monitoring efforts. No one a the
centers knew for sure who al the new lenders were; therefore,
they did not conagently monitor their post-technica review
results to determine whether the lenders were satisfactorily
underwriting loans. The centers dso could not determine which
new lenders should have their review percentage increased,
reduced or which were having problems and should be placed
back on pre-closng review. During the course of our review,
the centers recognized the importance of this review
responsibility and began developing procedures to consistently
monitor newly approved direct endorsement lenders.

The Denver and Santa Ana centers adopted additiona
procedures for determining which of the initidly sdected loans
will actudly be sent to the contractors for in depth technica
reviews.

In Denver, dl initidly sdected loans undergo a cursory review
to determine whether the loans will undergo a detalled technica
review. These cursory reviews are performed by saff of the
endorsement support contractor.  Those loans which pass the
cursory reviews are assgned a “good’ review rating and the
rating is entered in the Computerized Homes Underwriting
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Management System. Those loans faling the cursory review
process are sent to the technical review contractors for in depth
reviews. To assst the endorsement support contractor staff in
performing these reviews, Denver has developed a cursory
review checklist based on default risk factors developed by the
Denver Qudity Assurance Divison saff.

The Santa Ana office dso performed a limited number of
cursory reviews of loans to determine whether they should
undergo in depth technica reviews. However, this was usudly
only done when the office was behind in its review gods and
needed to perform a sgnificant number of reviews to bring up
its review percentage. Aswith Denver, loans which passed the
cursory reviews were entered in the computerized system as
reviews with good ratings and those loans which did not pass
the tests were sent out for in depth reviews. The Santa Ana
center uses many different individuas to perform these technica
reviews including program assgtants, program support staff,
technicians, and endorsement contract staff. The Santa Ana
center’'s cursory review checklis used a combination of risk
factors and common problem underwriting aress to determine
whether the loan should undergo a detailed review.

Although cursory reviews can and should be used to limit the
number of detaled reviews which need to be performed, in our
opinion, these types of sdection limiting factors could be built
into HUD' s database and applied to dl endorsed loans a dl the
centers. This would lead to a more consistent, productive and
focused loan sdection. If automated selection procedures are
not used, a congstent cursory review checklist should be
developed for use by dl of the centers. Further, we do not
believe that personnd with little or no background in
underwriting or vaudion should be determining which loans
should be sdected for detailed reviews if the manud cursory
review selection procedure is continued.

As discussed above, the current process for sdecting direct
endorsement loans for review, both the selection procedures set
out in HUD Handbook 40004 and the Home Ownership
Centers unofficiad procedures, do not serve to target high risk
lenders or loans, and appears to be essentially an effort to
samply ensure tha review gods are met. In order to improve
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the selection process and make it more risk based, HUD should
condder revisng its current selection techniques as follows:

Develop risk based characterigtics, both default and
underwriting, which can be input during the loan origination
process for al loans and use these characterigtics to target loans
for review through the use of HUD’ s automated data system.

Develop and implement specific procedures for periodic review
of lenders default and clam rates, technica review results, and
other available information and, based upon this information
target lenders who show high risk tendencies in ther loan
origingtion.

HUD’s post-endorsement technica underwriting reviews were
inadequate to identify ggnificant underwriting errors and
potentidly fraudulent transactions.  Consequently, the reviews
did not serve to properly mitigate HUD's risk under the direct
endorsement program.

Currently, the great mgority of the post-endorsement reviews
are performed by independent contractors. HUD isresponsible
for monitoring the qudity of the contractors work and acting on
problems identified during the reviews. Additiondly, a limited
number of technica reviews are performed by HUD saff, often
gaff who remained a the locd fidd offices when the Home
Ownership Centers were established.

During our review we anayzed 151 endorsed loans which had
undergone post-endorsement reviews and found significant
problems with 70 loans (46 percent). The following chart
illugtrates the extent of the problems:
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Cases with Significant Underwriting
Deficiencies Not Detected by HUD or
Contractor

Cases with
substantial
underwriting
deficiencies
undetected

Remaining
loans
reviewed
54%

The deficiencies in these 70 cases had not been identified during
the contractors post-endorsement reviews.  Types of
unidentified problems were as follows:

Santa Phila-
Underwriting Deficiency Ana Denver Atlanta delphia Total
Sgnificant indications of fraud 15 6 7 4 32
not identified
Excessve ratios without adequate 13 3 3 4 23
compensating factors
Source or adequacy of funds 25 18 9 6 58
not properly resolved
Improper income andys's 19 18 14 10 61
Debt or credit issues not 21 21 12 12 67
properly resolved
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The following chart illudtrates these underwriting deficiencies as
a percentage of the 151 cases we reviewed.

Debt or credit issues not
properly resolved

Improper Income Analysis

Source or adequacy of funds
not properly resolved

Excessive ratios with no valid
compensating factors

Significant indication of fraud
not identified

Underwriting Deficiencies Not Found During HUD or Contractor Reviews
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Further detail on these deficiencies is contained in Appendices
B and C. We bdieve adequate post-endorsement technical
reviews would have detected these loan origination deficiencies.

The fact that there were problems with the post-technica
reviews done by contractors is not surprisng consdering what
HUD pad for the reviews. During the contract development
for one of the post-endorsement technical review contracts,
HUD edtimated that an adequate post-endorsement technical
review, based upon individua loan characteritics, should take
from one to three hours. Senior underwriters a the centers
estimated that adequate technical reviews should take from 45
minutes to three hours depending upon the complexity of the
loan. Using an estimate of $35 per hour to perform a review
($25 per hour for an underwriter and an additional $10 per
hour overhead) the cost per review should range from
approximately $26 to $105. Yet contracts were let a the
following prices per review:

Denver HOC - 2 contracts - $15 each
Atlanta HOC - 1 contract - $17.25

Santa Ana - 2 contracts - $30 and $35
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Basaed upon the above contract rates and underwriter hourly
cost estimates it is estimated that the reviews would, in most
instances, take no more than 15 to 30 minutes versus HUD's
estimates of from 1 to 3 hours. One contractor estimated that it
would take an average of 12 minutes to review the loan
underwriting of an insured case. Because of this, contractors
have a financid digncentive to expend more time on
complicated or problem loans as the more time they spend the
higher their costs without the benefit of additional compensation.
Accordingly, one would expect that the reviews would primarily
be superficid reviews to ensure that documents are in the file
and not in depth reviews of the underwriting of the loans -
essentialy reviews of procedures rather than substance. Our
reviews of cases which had undergone post-endorsement
reviews supported this assumption. As discussed above, we
found that 46 percent of the reviews we re-examined falled to
identify sgnificant underwriting errors

During our reviews of these loans we identified 32 loans which
represented potentialy fraudulent transactions (page 13). None
of the fraud indicators rdating to these potentidly fraudulent
transactions had been identified during the post-endorsement
technical reviews of theloans. This supports our contention that
the post-endorsement technical reviews have become
superficda and are not in sufficient depth to identify anything
other than blatant underwriting or documentation errors.
Further, one contractor informed us that identification of
potentidly fraudulent transactions is not required under its
contract.

HUD’s own reviews of contractors work aso indicated
sgnificant problems with the contractors work product. For
example, during the period November 1998 to October 1999
the Denver Home Ownership Center performed quality reviews
of 1,979 cases which had undergone contractor technical
reviews. In 70 percent of these cases one or more of the
contractors rating elements were changed after HUD's
reviews. The Santa Ana center aso dtated that a significant
portion of its contractors ratings had to be changed. It did not
mantan aufficdent informaion to dlow us to meke a
determination as to what overdl percentage required changes.
However, Santa Ana recently reviewed a complete weekly
shipment of cases reviewed by its two post-endorsement
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review contractors (300 cases each) and based upon this
review found incorrect review ratings for 46 percent of one
contractor’s reviews and 49 percent of the other contractor’s
reviews. In spite of these identified problems with the
contractors work product, no action was taken to ensure that
the contractors improved their performance. There were
various factors which resulted in the Home Ownership Centers
falure to initiate actions againg poorly performing contractors.
These included a lack of established procedures for acting on
contract non-compliance, an unofficid acknowledgment thet in
depth reviews could not be done at the price HUD was paying
for the reviews, and concerns that termination of the contracts
would result in the centers having to do the reviews when
centers had insufficient trained staff to do so.

HUD’s greatest risk resulting from contractors performing its
post-endorsement technical reviews is that the contractors will
not identify sgnificant lender processng and underwriting
deficiencies.  However, dmost dl of HUD’s reviews of
contractors work was geared toward review of cases the
contractors rated as poor rather than the contractors overal
performance. The centers had different methods, which varied
over time, of sdecting post-endorsement reviewed loans for
monitoring the qudity of contractor reviews. The Atlanta and
Denver centers primarily reviewed loans rated poor by
contractors and marked as requiring additiona HUD review
because of the seriousness of problems noted or because of
lender overcharges. Essentidly the contractors determined
which of their reviews would be subject to HUD monitoring.
The Santa Ana center attempted to review dl loans which
received poor ratings during the post-endorsement technica
reviews and a limited number of loans with good ratings. It
recently changed its review procedures and now, in addition to
its norma monitoring of contractor reviews, it plans on
periodicaly reviewing complete shipments of its contractors
reviews, good, fair and poor.

Prior to recent changes, amost none of the contractors reviews
that resulted in good ratings were reviewed. Since good review
ratings represent the mgjority of the contractors work, falure
to consgently monitor these reviews represents a serious
control wesakness and subjects HUD to an unreasonable risk.
The effects of such risk can be demongtrated by a recent actual
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example of fraudulent conduct by a lender. The lender was
involved in the fraudulent origination of over 400 Federd
Housng Adminigration insured loans totding $97 million
dollars. Seventeen of these loans underwent post-endorsement
technicd reviews by a contractor who found no sgnificant
problems with the underwriting of the loans. Since dl 17 loans
received ratings of good from the contractor, none of the loans
were selected by HUD for contractor monitoring and HUD did
not identify the obvious problems in the loan files and the poor
performance by the review contractor. An OIG review of the
17 loans identified obvious fraud indicators in the files and
sgnificant underwriting deficiencies’.

Obvious fraud indicators in the files included:

Simultaneous closings on the sdlers origina purchase of the
properties (sdlers did not have title to the properties until
closng of the Federd Housing Adminigration insured loan
transactions) and the subsequent fraudulent sde to the
borrowers obtaining Federd Housng Adminigration
insured mortgages,

High-income borrowers (the 17 borrowers had clamed
incomes averaging $90,000 per year) who did not have
bank accounts, savings, or credible financia history;
Unusudly large gift amounts that averaged $27,500 and
were used to meet al downpayment and cosng
requirements;

Clamed earnest money payments not credited to the
borrowers a closng;

Sdler concessions that were greatly in excess of that set out
in the purchase/sdes agreements,

Lack of redtor involvement in the sdles combined with the
quick resales of the properties; and

Significant unidentified disbursements set out on the HUD-1
Seitlement statements.

Although these “red flag” indicators were obvious, the post-
endorsement review contractor did not identify them, and a
Feld Office’Home Ownership Center policy of only monitoring

® This case occurred in 1997, prior to the implementation of the Santa Ana Home Ownership Center. However, policies and
proceduresin place a that time are till in place. Further, the contractor who performed the reviews is till one of the Santa Ana
center’ s post-endorsement technical review contractors.

Pagel7 0001
‘ Exit ‘ ‘ Table of Contents ‘




Finding 1

Technicd review results
should be used to manage
and control the program

00-SF-
‘ Exit ‘

contractor reviews resulting in “poor” ratings dlowed the
fraudulent scheme to go undetected.

In addition to reviews by contractors, alimited number of post-
endorsement technica reviews are aso performed by HUD
gaff. Mot of these reviews are performed by HUD gaff who
remained in the HUD fidd offices when the single family
functions were transferred to the Home Ownership Centers.
However, many of these gaff have no prior experience in sngle
family loan production and accordingly the qudity of ther
reviews is questionable. For example, we noted that severa
individuds who had no previous sngle family production
experience performed 258 post-endorsement technical reviews
over aone year period. Every one of the reviews resulted in a
good raing. It isdifficult to believe that this number of reviews
over a one year period would not have identified a sngle
problem with lenders underwriting. HUD needs to ensure that
daff assigned to perform post-endorsement technica reviews
have the background and training necessary to complete qudity
reviews.

Once the post-endorsement reviews ae performed it is
imperative that the results of the reviews be closely andyzed to
identify and resolve any problems noted during the reviews and
determine appropriate guidance that may need to be provided
to lenders. Failure to monitor and take action when problems
are noted renders the reviews amost meaningless. The Home
Ownership Centers were taking only limited action based upon
the results of their post-technica reviews of endorsed loans,
thus the reviews had become just paper reviews. During the
course of our audit we noticed that Home Ownership Centers
were garting to use the results of these reviews to take limited
actions. However, sgnificant changes ill need to be taken to
ensure that the results of post-endorsement reviews are used to
their fullest potentid.

If post-endorsement technica reviews identify problems with
specific loans or with a lender’s underwriting, various actions
can be taken. These actions could include: referring the
individua loan file to the Quaity Assurance Divison to initicte
an indemnification request or for further follow-up and
resolution; increasing the percentage of loans reviewed for a
particular lender to determine whether underwriting deficiencies
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are widespread a that lender; requiring lender underwriters to
obtain additiond training; initiating debarment or Limited Denid
of Participation actions againg individuas, or placing the lender
back on pre-closing review.

We noted only limited actions being taken as a result of the
post-endorsement technica reviews and in generd the results
were smply used as a database to provide results to the lenders
every Sx months. However, each Home Ownership Center
used the results of the reviews in different ways and these ways
are continudly evolving as the centers themsdves evolve and
become more knowledgesble of their respongbilities and
identify controls and procedures needed to meet these
responshilities.

Santa Ana

Prior to June 1999, the Santa Ana center had made very little
use of the reaults of its post-endorsement technical reviews. No
lenders had been placed back on pre-closng review, no
indemnifications had been obtained, no actions were taken
agang any individuds who had violated HUD requirements,
and only a few lenders had their post-endorsement technical
review percentages increased (which had no affect on the
lender). Staff were reluctant to place lenders back on pre-
closing reviews because this would increase their work load to
alevd they believed they could not handle. A limited number of
indemnification requests (28) were sent to the Qudity
Assurance Divison to initiate indemnification. However, no
action was taken. As areault, the Processing and Underwriting
Divison that sent the requests determined it was usdess to try
and obtain indemnifications. Actions againg individuas had not
been taken since a process had not been developed to
accumul ate data needed to take such actions.

However, over the last Sx months, the Santa Ana center has
begun using its review results in alimited manner. It established
a database to accumulate review results and based upon these,
initiated Limited Denid of Paticipation actions agang five
direct endorsement underwriters. However, it should be noted
that in 1995 when HUD granted self approva to lenders for its
underwriters, it dso dtaed that the lenders would be held
accountable for the underwriters work (reference Mortgagee
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Letter 95-36). Accordingly, the Santa Ana center should have
taken action againg the lender not just the underwriter who is a
lender employee.

The Santa Ana center also stated that it uses the results of the
post-endorsement technica reviews to determine training needs
for individua underwriter and lenders. However, the center did
not have policies and procedures in place to dlow it to
periodicaly review underwriting problems noted during reviews
and identify exiding or emerging problems which would dlow
them to efficiently determine training needs and target them
towards lenders or geographic areas.

Atlanta

The Atlanta center had not used the results of its podst-
endorsement technica reviews to initiate any significant actions
agang poor lenders or individuas who violated HUD
requirements. Again, staff were reluctant to place lenders back
on pre-closing review because of the increased workload for
HUD daff. The center recently entered into a contract for the
performance of pre-closing reviews but it isto early to tel if this
will result in poorly performing lenders being placed back on
pre-closing review. Further, the Atlanta center, prior to our
review, had not referred any cases to the Qudity Assurance
Divison for possble indemnification or other actions. Staff
dated that they were going to sart doing this and during our
review made ther firg referrds to the Quaity Assurance
Divison.

Denver

The Denver center was the most pro-active of the three centers
reviewed in relaion to usng the results of its technica reviews
to request indemnification from lenders whose loans faled to
meet HUD underwriting requirements.  For example, during
Fiscd Year 1999, the Processng and Underwriting Divison
made 335 referrds to the Quaity Assurance Divison and, as a
result, 23 loan indemnifications were obtained. However, the
Denver center was reluctant to place lenders back on pre-
closng, and had not done so. The Staff gave two reasons for
this (1) arductance to increase their own workload by placing
lenders back on pre-closing, and (2) a perception that if they
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did, they would be doing the lender’s underwriting for them at
no cost to the lender.

Additiondly, dthough we noted very little potentid fraud
identification by the centers and their contractors during their
post-endorsement technica reviews, there were no procedures
for accumulaing such data if and when it becomes available
through improved pogt-endorsement technica reviews. In
order to properly manage risk from individuas who abuse the
program, the centers should establish a database to accumulate
data on individuas who are identified as parties to potentidly
fraudulent transactions. Such a data base could be used to give
ealy waning on potentid problems target lenders for
increased technicd reviews, provide sgnificant information to
the Qudity Assurance Divisions to asss them in ther reviews,
and accumulate sufficient data to adlow HUD to teke
appropriate actions againg those who intentiondly violate HUD
requirements.

Currently, when a loan is originated by a loan correspondent
and underwritten by its direct endorsement sponsor, the
remedid actions resulting from post-endorsement technical
reviews are targeted to the sponsor and not to the loan
correspondent.  Although the sponsor is responsible for
underwriting and find loan approvd, often underwriting
problems can result from deficiencies or fraud during loan
processing which is performed by the loan correspondent.
Accordingly, in order to effectively manage its risk, HUD needs
to link results of post-endorsement technical reviews both to the
loan correspondent who is responsible for loan processng and
the direct endorsement sponsor who is responsible for loan
underwriting. HUD could then use the results of the reviews to
mitigate its risk from poorly performing loan correspondents
who may use many different direct endorsement sponsors.

Although the Quaity Assurance, Processng and Underwriting,
and Technicd Service Divisons were co-located at the Home
Ownership Centers, we noted that there was only very limited
coordination between them. The Home Ownership Centers did
not have procedures in place to ensure that Processng and
Underwriting's lender knowledge was used when determining
which lender's should be reviewed by Quality Assurance.
Smilaly, Processng and Undewriting received no regular
communications from Quaity Assurance on the lenders they
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reviewed that were having underwriting or gppraisa problems.
Problem lenders identified by Qudity Assurance should have
been reported to Processng and Underwriting so that their
technica review percentages could be raised to determine
whether problems continued to exist that warranted corrective
action by HUD.

Additionaly, Qudity Assurance is responsble for determining
whether poorly underwritten loans identified during post-
endorsement technical reviews merit lender indemnification.
However, there was a generd lack of communication between
Quality Assurance and the technical divisons as to what type of
processing irregularities warranted indemnification and the
ultimate resolution of the technicd divisons referrds. As a
result, the technica divison in the Atlanta center made no
referrals to Quality Assurance prior to our audit review and the
Santa Ana center daff sad they were rductant to make
referrals because they believe they were awagte of time.

In order to take advantage of the knowledge of each of the
divisons, we bedieve procedures should be implemented to
provide for periodic meetings between the daffs of each
division to discuss ongoing problems with lenders or individuas.
Specific guiddines rdaing to deficiencies in the loan origination
process that merit indemnification requests should be
edablished as should a tracking sysem to ensure that al
recommendations from processng and underwriting are fully
resolved. Further, meaningful feedback should be provided to
the Processing and Underwriting Divison when it is determined
that its indemnification recommendations are not appropriate.

Over the lagt five years, HUD has made substantive changes to
its Federd Housng Adminigration snglefamily insurance
program, including the implementation of the Home Ownership
Center dructure and changes to loan origindion criteria
However, the handbooks which provide guidance for program
implementation have not been updated to reflect these changes.
Consequently, it is difficult to determine what HUD’s current
requirements and operating policies are. In our opinion, this has
led to confuson within HUD (especidly new daff with no
previous technica experience in mortgage lending), the lending
community, and the contractors performing HUD’s technica
reviews. In order to better manage its program and ass s staff,
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contractors, and lenders, these handbooks need to be updated
to reflect current HUD structure and requirements.  Principa
handbooks which affect loan processng and insurance
endorsement which require revison include:

40004 - Single Family Direct Endorsement Program - Last
Revison July 1994 - This handbook contains HUD's principle
guiddines governing the management of the Direct Endorsement
Program. However, substantial changes have been made to the
program since handbook issuance, including implementation of
the Home Ownership Centers which has ggnificantly dtered
HUD’ s gtructure and procedures for monitoring lenders. Some
other dgnificant program changes made snce handbook
issuance include:
Implementation of on line processing through the Federd
Housing Adminigration Connection including case number
assgnment;
Lender sdlf gpprova of underwriters and branch offices;
Elimination of the appraiser fee pand and implementation of
lender selection of appraisers,
Changes in documentation requirements for case binders
submitted for insurance;
Significantly increased use of contractors to perform pre-
endorsement and post-endorsement reviews, and
Eliminaion of the individud rating shegts previoudy
provided to underwriters and lenders setting out the results
of the post-endorsement technical reviews.

Additiondly, the handbook contains contradictory information
relating to technica review ratings. For example, paragraphs 4-
9A.4(c). and 4-9B.2(b). state that “poor” ratings should reflect
deficencies which ggnificantly affect HUD's risk, whereas
paragraph 4-9E.3 dtates that a “poor” rating can be given even
though HUD’s risk is not affected. (Note: Paragraph 4-9E.3 is
improperly numbered. It should be 4-9F.3). These and smilar
incong stencies need to be resolved.

4155.1 - Mortgage Credit Analysis for Mortgage Insurance on
One-to-Four Family Properties - Last Revison, September
1995 - This handbook contains HUD’s basic underwriting
requirements for Federd Housing Adminigration insured single
family mortgage loans. Since handbook issuance, numerous
changes and clarifications through mortgagee letters have been
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made that sgnificantly affect mortgage credit andyss  For
example, changes have been made rdaing to maximum
mortgage/minimum required investment computations, mortgage
insurance  premium  caculaions, facetoface interview
requirements, ratio cdculaions involving adjustable rate
mortgages, excessve ratios and compensating factors, use of
automated underwriting systems; loans from family members for
downpayments, “grossng up’ of non-taxable income and
interest rate buydowns. These changes and clarifications should
be incorporated into the handbook.

4165.1 - Endorsement for Insurance for Home Mortgage
Programs (Single Family) - Last Revison April 1992 - Contains
basc indructions and guiddines for mortgage insurance
endorsement.  Significant changes affecting the processing,
endorsement, and documentation requirements have made this
handbook obsolete.

4000.2 - Mortgagee's Handbook, Application through
Insurance - Lagt Revison, July 1991 - Provides a genera
description of HUD’s dingle family insurance program and sets
out procedures required of lenders and HUD daff.  Although
this handbook only provides generd information, sgnificant
changes in programs and HUD’s single family dructure have
made it obsolete.

The last severd years have seen a ggnificant change in HUD's
management of its single family insurance program dong with a
ggnificant increase in program activity (endorsements went from
790,000 in fiscd year 1997 to 1,290,000 in fisca year 1999).
In order to manage these changes the Home Ownership
Centers have established differing loca policies and procedures
which change on an ongoing bass as they identify new control
and information demands and try to meet these demands. Asa
result, each center has different informa policies and
procedures which they use to try and meet their respongibilities.
The Home Ownership Center structure has been in place for
over two years. In our opinion, it is time to reevauate the
centers and establish uniform policies and procedures necessary
to effectivdy manage their responsbilities and ensure that
daffing is adequete.
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We recommend the Assstant Secretary for Housing, Federa
Housng Commissioner:

1A.

1B.

1C.

1D.

Develop risk based characterigtics, including default and
underwriting risks, that can be input during the loan
origination process and use this information to target
individua loans for post-endorsement technica reviews
through the use of HUD' s automated data systems,

Devdop and implement specific policies and
procedures to identify and monitor loan origination
activities of newly approved direct endorsement lenders
and to periodicdly review dl other lenders default
rates, ratings, and other concerns. Based upon this
information, targets post-endorsement technical reviews
towards those lenders who show high risk tendenciesin
their loan originaion activities,

Develop and implement procedures that require (a)
linking the results of pog-endorsement technica
reviews to sponsor lenders and loan correspondents,
(b) monitoring of review ratings applicable to loan
correspondents, and (c) taking corrective actions
agang loan correspondents when review results
indicate origination problems gpplicable to them;

Implement contracting and contract  management
policies and procedures related to post-endorsement
technica review contracts that ensure; (@) contractors
are clearly aware of the technica review requirements
and have the professond cgpability to perform the
reviews in accordance with contractua requirements,
(b) appropriate monitoring procedures are in place to
oversee the contractors tota work product; and (c)
appropriate corrective action is taken if contractors
reviews do not meet contract requirements,
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Egablish clear policies and procedures to ensure
appropriate actions are taken when post-endorsement
technicd reviews identify problems with lender loan
originations. These policies and procedures should: (a)
address edtablishment of a data base to track
individuas and entities involved in potentidly fraudulent
transactions  identified during  post-endorsement
reviews, (b) provide clear indructions for placing
lenders back on pre-closing reviews when warranted,
(©) and furnish specific indructions to assst daff in
determining what type underwriting deficiencies warrant
indemnification, Limited Denid of Participation, or
debarment actions,

Egablish and implement policies and procedures that
provide for periodic coordination meetings between the
Processng and Underwriting and Quality Assurance
Divisons, and a tracking system to ensure that referras
to the Qudity Assurance Divison are gppropriately
resolved and the results communicated back to the
Processing and Underwriting Divison;

Revise Handbooks 40004, 4155.1, 4165.1, and
4000.2 to include the changes that have been made to
the sngle family insurance program; and

Evduate and adjust daffing levels based upon current
Home Ownership Center responsgbilities and loan
origination volume.
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The Home Ownership Centers Quality
Assurance Divisons Controls Over Lender Loan
Origination Were Inadequate

The Home Ownership Centers Qudity Assurance Divisons faled to effectively implement controls
over ther monitoring of lenders loan origination activities They did not adequatdly consder risk
factors, as required, in sdecting which lenders to monitor, and selected low risk lenders to review
ingtead of high risk ones. As a result, many of the worst performing lenders with the greatest risk of
improper loan originations were not reviewed. The falure of the Quality Assurance Divisons to
properly target high risk lenders dlows ingppropriate lending practices to continue and increases the risk
to the insurance fund. When the Divisons did identify deficiencies in their reviews, they did not aways
follow up when the mortgagee failed to respond to findings and recommendations. As a result, there
was no assurance problems were appropriately resolved. We attributed the deficiencies to a lack of
clear dandards and criteria for weighting risk factors in the lender targeting process, management’s
concern with achieving numbers godls rather than performing qudlity reviews; insufficient communication
between Qudity Assurance Divison and Processng and Underwriting Divison gaffs; inexperienced
daffs, travel fund limitations, and alack of adequate controls to ensure gppropriate follow-up action.

|
_ The Quality Assurance Dividon is responsible for conducting
The Qudity Assurance onste reviews to monitor the originaion and servicing
Divison isto monitor performance of HUD approved lenders. The Division had a
mortgagee performance goal of 900 lender reviews (225 per Home Ownership Center)

for fiscal year 1999. The god for fiscd year 2000 is dso 900
reviews. The objectives of this monitoring as specified in HUD
Handbook 4060.1 REV-1 are to: (1) assure that mortgagee
practices are in compliance with applicable requirements; (2)
uncover mortgage finance fraud and abuse of HUD programs,
(3) identify mortgagees representing a high risk to the
departments insurance fund; (4) take appropriate actions to
mitigate loss, and (5) provide congstency in the resolution of
problems identified. Additiona objectives and the methodology
by which Quaity Assurance is to meet the Handbook
requirements are set fourth in the Qudity Assurance Division
Guide,.

Page27 0001
‘ Exit ‘ ‘ Table of Contents ‘



Finding 2

Mo reviews should focus

on poor performing or high
rsk lenders

Field monitors did not
assign gppropriate weight to
risk factors

00-SF-
‘ Exit ‘

The Quality Assurance Divison Guide gtates that 15 percent of
reviews should be of randomly sdected lenders and the
remaning 85 percent should focus on the worst performing
lenders based on severd risk factors. Qudity Assurance is to
rate and prioritize lenders for review and ensure appropriate
follow-up action.

The Quadity Assurance Divison Guide ligs the following risk
factors to be used in selecting lenders for review:

early default and claim rates greater than 3 percent
complaints and internd referras

late mortgage insurance premiums

volume of business

ikesin busness

high risk programs

length of time Snce ladt review

Government National Mortgage Association data

Quality Assurance dtaff & HUD headquarters sdect the 15
percent of lender reviews for random targeting. Individud fied
monitors target most of the remaining 85 percent of reviews
(dthough some reviews are targeted by Qudity Assurance
Divison management). Monitors use their own judgment to
determine what factors or criteriato use in the selection decison
and how much weight should be given to each factor. The
selection criteria used by each monitor varies.

Lenders were not appropriately rated and prioritized for
reviews based on the specified risk factors. We reviewed the
lised reason for review in a non-datistical random sample of
Qudity Assurance Division files a each center. We found the
dated reason for review was dmost dways limited to a brief
notation such as “4 defaults’, or “met current criteria’. The
reason listed for the selection of low risk lenders was often that
the lender exhibits some level of one or afew of the risk factors
outlined in the Qudity Assurance Divison Guide Many
reviews of low default rate lenders cited the reason for selection
as “never been reviewed” or “defaults’. Any judgment used to
weight risk factors and identify the highest risk lenders was not
documented or evident based on information in the file. In our
opinion, inadequate consderation was given to the risk factors
in sdecting lenders to review. This inattention to risk factors
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Many low risk lenders were
selected for review

Supervisory review of
monitor salections was
inadequate

was confirmed in our discussons with Quality Assurance Staff.
According to the Quality Assurance Director and field monitors
at the Santa Ana center, monitors intentionally avoided sdlecting
lender reviews that would likely result in Sgnificant findings.
The field monitors a Santa Ana sad lenders were targeted
based on low default rates, low origination volumes, and close
proximity to the monitors home. According to Branch Chiefs
at the Denver center, some lenders were also selected based on
a low number of defaults or close proximity to the monitors
home.

We sdected and reviewed a non-datistica random sample of
Quadlity Assurance review files from each of the centers visited
to determine the frequency that low risk lenders were sdected
for review. Twenty files were sdected from Atlanta, twenty
one from Santa Ana and ten from Denver.

The following was noted based on thisreview:

Santa Ana Denver Atlanta

Percent of low risk
lenders selected? 66.7% 60% 45%

Quality Assurance Branch Chiefs and/or Directors approved
monitor selections based on quarterly travel projections or
individua travel requests submitted by each monitor. We found
these documents did not contain enough information to judtify a
need for lender reviews based on risk. We dso found the
supervisory review of monitor selections did not ensure lenders
were appropriately prioritized for review based on risk.

Asareault of the inadequate weight given to risk factors and the
tendency to review low risk lenders, some of the worst
performing lenders were not sdected for review as discussed
below.

® Lenderswere considered “low risk” if: 1) they had lessthan 3 defaullts, lessthan a 1.25 percent early default rate, or greater than
1 percent less than average default rate for the lender’ s area, and 2) the file did not contain evidence of significant other risk factors
that would warrant a review, and 3) the lender was not sdected by HUD headquarters for a random review. Default rates are
based on early default data (loans defaulting within 2 years) reported in the Neighborhood Watch System at the time of OIG file

reviews.

Exit
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In order to evauate the effectiveness of lender targeting
procedures that did not sufficiently address high risk factors, we
compaed an Approva/Recetification/Review/  Tracking
System (ARRTS) list of Quality Assurance reviews started with
a Neighborhood Watch list of lenders with the top 100 highest
early default rates. This comparison was performed for each of
the three centers we visited and was based on the following
criteria

Qudity Assurance reviews within the center’s jurisdiction with
visit start dates between 10/01/1997 and 11/01/1999.

All active or merged lenders with greater than 100 originations.
Loans with beginning amortization dates between 9/01/1997
and 8/31/1999.

Default rates based on loans that went into default within two
years.

The results of this comparison were as follows:

Santa Ana Denver Atlanta
Number of lendersin 66 52 45
top 100 not reviewed
Number of lendersin 9 6 3

top 10 not reviewed

The reaults of this test indicate that based upon default rates,
many of the highest risk lenders were not sdlected for review by
Quadity Assurance. Although there may be valid reasons for not
secting one or a few of the lenders with the highest default
rates, lenders in this category generdly should have been
sdlected over others that were sdlected and did not exhibit
samilar high risk indicators (high default rates, serious referrals or
complaints etc.).

The reaults of this test show how many of the highest default
lenders received no Qudity Assurance monitoring for the time
periods indicated. However, the results do not necessarily
indicate that the reviews done on the highest default lenders
were adequate. For example, reviews that were accomplished
may have only involved branch offices with the fewest defaullits.
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The Qudity Assurance Branch Chiefs and the Director in
Denver acknowledged that additiona documentation is needed
to show the reason each lender is selected for review and that
Branch Chiefs need to do a more careful review of lender
sdections prior to gpprovd. Qudity Assurance recently
discussed the possihbility of establishing a targeting system that
would assign a quantitative score to each lender based on
weighted risk factors. This type of syssem would rank lenders
objectively and create a priority liing of lenders for review.
Some Quality Assurance managers expressed resistance to the
system saying it could subject the department to criticism if they
fail to review the high risk lenders identified. One Branch Chief
a the Denver center also expressed concern that an objective
ranking system would not appropriately factor judgment into the
targeting process.

The Denver Quadity Assurance Divison suggested a targeting
gpproach that would include 5 percent of sdection based on
random targeting, 15 percent from a“highest priority lig” based
on objective criteria, and 80 percent from current procedures
(monitor selections).  This approach would aso include
additional documentation showing management gpprova and a
judtification for why each lender was selected. In our opinion,
snce current procedures were found to be inadequate, this
method would only be gppropriate if specific criteria and
dandards were established and enforced for weighting risk
factorsin the lender selection process.

Referras from the Processng and Underwriting Divison can
provide an additional means of identifying high risk lenders for
on-gte lender reviews. During Pog-tech reviews, the
Processng and Underwriting Divison can identify poorly
performing lenders that warrant on Ste monitoring reviews by
Qudity Assurance or improperly originated loans which warrant
indemnification. However, the Qudity Assurance and
Processng and Underwriting Divisons did not properly
coordinate referras between the departments. At the Atlanta
and Santa Ana centers, few referrds were made and little
feedback was provided to correct problems and promote
qudity referrds in the future. When referrals were made, they
rarely resulted in the sdection of lenders for on-dte Qudity
Assurance reviews.
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According to the Atlanta Quaity Assurance Director, they
received few referras from the Processng and Underwriting
Divison and no feedback was provided regarding the referras.
Santa Ana Qudity Assurance daff informed us that the
Processing and Underwriting Divison stopped referring cases
because most prior referrds were rgected and no feedback
was provided. The Denver Processng and Underwriting
Divison referred 335 cases to Quality Assurance in Fisca Year
1999. Denver Qudity Assurance staff said the referrals usualy
related to less significant issues and few reviews were sarted
based on the referds. However, the Denver Qudlity
Assurance Division achieved some results based on the referras
as 6.9 percent of the 335 cases resulted in an indemnification
agreement.

Emphass on numbers goals rather than the quality of
reviews.

Emphasis on production gods rather than quaity caused Quality
Assurance managers to alow and, in some cases encourage,
the selection of low risk lenders for review. Qudity Assurance
Directors and Branch Chiefs described a “criss atmosphere’
asociated with congtant pressure to meet production godls.
The Santa Ana Qudity Assurance Director said he wastold by
HUD Headquarters “if you need to review lenders with no
delinquencies, go do it”. This Director dso sad if a serious
fraud case emerged, it would have been put asde because it
would have taken too much time. Quality Assurance monitors
at the Santa Ana center said low risk lenders were sdected to
increase the number of reviews completed and meet the
production god. A Qudity Assurance Branch Chief at Denver
sad in an email message dated 4/1/99, “...emphasis on number
of reviews has in some measure distorted the priorities in terms
of both long term planning and day to day decisions of how to
approach our misson.”

Lack of guiddines or criteria for weighting risk factors
for prioritization.

Although the Qudity Assurance Divison Guide sets out generd
factors to be used for identification of high risk lenders, it does
not provide enough guidance on how these factors should be
weighted. Field monitors often justified lender sdlections based

Page32
‘ Table of Contents |




Finding 2

‘ Exit ‘

on only one risk factor rather than on an analyss of overal risk
relative to other lendersin the area.

Some Quality Assurance Division monitor s lack adequate
skills and experience.

During the HUD reorganization, some staff were placed as
Quadlity Assurance monitors without prior related experience.
According to center Qudity Assurance managers, some
monitors had not acquired the necessary skills to perform
qudity reviews. A Denver Qudity Assurance Branch Chief
sad 6 of the 28 (21.4 percent) Denver field monitors were
currently unable to perform reviews of high risk lenders due to
lack of experience.

According to center Quality Assurance managers, some low
risk lenders are selected for training purposes. These managers
sad inexperienced monitors do not review high risk lenders
because problems may be made worse if they go undetected in
aQuality Assurance review.

Trave funding limitations.

Each Qudity Assurance Divison receves a travd fund
dlocation from the individua center. Trave funds are recaived
in blocks throughout the year without a predetermined travel
funds budget. Center Qudity Assurance managers sad this
lack of a known travel budget hindered review planning and
caused some reviews of high risk lenders to be postponed.

According to Qudity Assurance geff a the Denver and Santa
Ana centers, additional travel funds are needed. However, staff
at HUD headquarters said, despite center complaints regarding
insufficent travd, some travel funds usudly Qo unused.
Additiondly, aletter dated April 1, 1999 shows the Santa Ana
Quadity Assurance Divison did not request any additiond travel
fundsfor the last Sx moths of Fiscal Year 1999.

Insufficient communication between Quality Assurance
and Processing and Underwriting Division staffs.

Quadlity Assurance gaff at the centers said many of the referrds
from Processing and Underwriting were not adequeate, yet little
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feedback was provided to establish a clear understanding
regarding appropriate referrds. The lack of communication
resulted in a decrease in the number of referrals and has not
promoted increased quality.

Once reviews are completed, results of reviews ae
communicated to lenders who are supposed to respond.
Lenders are asked to explain the problems noted, list actions
taken to prevent future problems, and/or agree to indemnify
HUD for possible losses associated with improperly originated
loans. However, we noted that in numerous ingtances the
lenders did not respond, yet Quality Assurance took no follow
up action.

We reviewed a ligt of Qudity Assurance review files in open
datus for each center vidted to evauate whether timely action
was taken for late lender responses. We found the following as
of December 10, 1999:

The Santa Ana Quality Assurance Divison had 56 review
files with lender responses greater than 60 days overdue
and no further follow up action was taken. The Approval /
Recetification / Review / Tracking Sysem (ARRTS)
indicated significant problems were noted during some of
the reviews. There were 63 indemnification requests for 28
of the reviews and possble fraud or fasfied documents
were noted in 5 of the reviews.

The Atlanta Qudity Assurance Divison had 29 reviews
with lender responses greeter than 60 days overdue and no
further follow up action taken. Indemnification requests
were made for 13 of these reviews and 12 of the reviews
noted possible fraud or falsfied documents.

The Denver Quality Assurance Divison had 15 reviews
with lender responses greeter than 60 days overdue and no
further follow up action taken. The ARRTS indicates 3
indemnification requests were made for 1 of the reviews.

In addition to the reviews noted above, one Atlanta Quality
Assurance review had a lender response greater than seven
months overdue with no follow up action taken prior to an OIG
inquiry regarding the review. According to the ARRTS, 16
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indemnification requests were made for that review. In
addition, a Santa Ana review was dso found to have an
overdue lender response with no further follow up action taken.
According to the ARRTS 15 indemnification requests were
made as aresult of that review.

The ARRTS produces a report that lists Quality Assurance files
with overdue lender responses. We determined this report was
inaccurate and therefore, unreliable as a tool to monitor late
responses. Report inaccuracies were due to data entry
procedures that were inconsgent with ARRTS system
requirements.  When multiple letters are sent from Quadlity
Assurance to a lender, a response recelved date must be
entered in the corresponding “response received” field for each
of the multiple letters sent. We found Quality Assurance did not
adways input a date into the “response received” fidd for each
of the letters sent.  This resulted in some reviews appearing on
the late lender response report when, in fact an adequate
response had been received.

Atlanta Qudity Assurance staff sad they had not taken follow
up action for lenders that did not respond due to a heavy work
load. However, in genera, we datributed this deficiency to a
lack of adequate controls needed to ensure appropriate follow
up action is taken on lenders that do not respond to findings
|letters.

The falure of the Qudity Assurance Divisons to conggtently
target the highest risk lenders for review or take appropriate
follow up action reduces the adequacy of HUD’s mortgagee
monitoring efforts and increases the risk to the Federa Housing
Adminigtration insurance fund. Corrective actions need to be
taken to improve the effectiveness of the Divison.

Auditee Comments

Management did not provide comments to address this finding.

Recommendations

‘ Exit ‘

We recommend the Assstant Secretary for Housing, Federa
Housing Commissioner:
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2B.

2C.

2D.

2E.

2F.

Focus on the qudity rather than quantity of lender
reviews. The Qudity Assurance Divison should
establish and implement performance measures or gods
that incorporate review qudity standards and lender
targeting Standards rather than limiting gods to a
gpecific number of reviews.

Develop specific criteria to target the highest risk
lenders that provides a clear standard and improved
monitor and manager accountability.  This should
encompass the use of default rates, number of late
mortgage insurance premiums and serious complaints;

Continue classsoom and on-the-job training for less
experienced monitors and not limit reviews conducted
for training purposesto only low risk lenders;

Develop atravel funds budget for the Centers Quality
Assurance Divisons and periodicdly assesses the
adequacy of Quality Assurance travel funds;

Egtablish and implement controls to ensure appropriate
follow up action is taken for lenders that do not respond
to findings letters, and

Correct problems associated with the inaccurate
ARRTS overdue response report.
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Controls Over Direct Endorsement Appraisals
Were Inadequate to Protect HUD’ s Interests

Controls over the appraisa review process were not adequate to protect HUD’s interest on loans
processed and closed by Direct Endorsement lenders and their loan correspondents. More specificaly,
the Home Ownership Centers Technical Assstance Branches: (1) Improperly disregarded field review
selection requirements, (2) Did not field review 84 percent of the gppraisas that had received poor
ratings during the desk review, (3) Did not verify the work of field review contractors through on-ste
evauations, and (4) Did not use the results of the field reviews to take immediate and gppropriate action
againg appraisers, lenders, and others who violated HUD requirements.  As a result, HUD lacks
assurance about the quality of gppraisals supporting loans processed and approved by lenders. HUD
can not be assured that the gppraised properties meet minimum physica, hedth and safety criteria, the
vaues support the mortgage amounts, and that fraudulent appraisas are identified and resolved.
Adequate controls were not established because most of HUD's efforts in the appraisal review process
were targeted to meet numerical goas and not to ensure that appraisals were accurate. Also, HUD's
Home Ownership Centers were hampered by inadequate review contracts, a shortage of qualified HUD
daff to handle an increased |oan volume, lack of clear operating policies and procedures for the centers
operations, and outdated handbooks.

|
In July 1997, a Generd Accounting Office audit’ found that
In July 1997 the Generdl during the period October 1, 1996 through June 20, 1997 six
Acoounting Office sad field HUD Fied Offices conducted few or no field reviews of
ASHERE of gppraisals were completed appraisas in their jurisdiction. In response to this
Inadequate report, the HUD Deputy Assistant Secretary for Single Family
Housing informed field offices that “This lack of performance
subjects the agency to fraud and abuses that not only cost the
insurance fund unnecessary losses, but are detrimentd to the
very customers we are striving to serve, i.e. the home buying
public.”
As discussed in Finding 1, after insurance endorsement, a
A sample of gppraisals should sample of case files undergo desk reviews to evauate the
befield reviewed quaity of the loan processing, underwriting, and appraisa

related to the subject loan and property. Appraisas may aso
recelve an additiond “field review” by an appraser under
contract with the Centers.

" Homeownership: Information on Changes in Federdl Housing Administration’s New Single-Family Appraisal Process (Generd
Accounting Office Report Number 97-176, July 25, 1997).
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Chapter 4 of HUD Handbook 4000.4 REV-1, Sngle Family
Direct Endorsement Program, describes the importance of
reviewing gopraisds and the number of fidd reviews which
should be done. Paragraph 4-9D dates “It is essentid that
gppraisas are reviewed by a senior review agppraiser.” The
handbook provides that ten percent of dl gppraisas are to be
fied reviewed, and dl appraisas that were judged poor based
on the desk review should be field reviewed.

Further, it is important that at least five percent of every
gppraiser’s work is reviewed and that the work of every
mortgagee is anayzed.

HUD Handbook 4000.4 was last revised in 1994 and was
written when the endorsement and review of Federd Housing
Adminigration cases were being done by HUD fidd office aff.
Under the current organization, each center has contractors to
perform the desk review and the field review of apprasds.
However, the logic of this handbook requiring the field review
of gppraisals that receive poor ratingsin their desk review is il
appropriate. Whether HUD staff or contractors do the reviews,
it makes good business sense to evduate dl agppraisals tha
were rated as “poor” through desk reviews and conduct field
reviews of these appraisals when determined warranted.

Handbook 4150.2, Valuation Analysis for_Single Family
Oneto-Four Unit Dwdlings, replaced and superseded
Handbook 4150.1, Valuation Analyss for Home
Mortgage, in July 1999 The new handbook incorporated
numerous Mortgagee Letters.  The indructions rdevant to
appraisers in HUD Handbook 4000.4, Chapter 4-9D were
incorporated into the new Handbook 4150.2. Chapter 6 of this
new handbook introduced a review process whereby the
Federd Housng Adminigration will monitor gppraisals and
gppraisars usng datigica andysis and field reviews. Chapter 7
of the new handbook covers Regulatory Environment,
Enforcement, and Sanctions. Handbook 4150.2 was partidly
implemented in July 1999, but the portions relating to sanction
of gppraisers have not been implemented.

Handbook 4150.1, Chapter 9, stipulates that appraisasthat are
field reviewed are given araing of 1 to 5, with a1 or 2 being
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consdered “poor” and warranting a response from the
appraiser. The appraiser has 15 days to provide aresponse. If
an gppraiser recelves three or more “poor” ratings, the
gopraiser must be ether removed from the approved list of
gopraisers from which lenders sdect their appraisers for
Federd Housing Adminigtration loans or required to obtain
additiond training. Although the prior Field Offices had the
authority to remove gppraisers, the centers must go through the
Limited Denid of Participation process in order to remove an
gppraiser. This is a cumbersome process according to center
daff. Paragraph 9-8A aso specifies that the Chief Appraiser
(or designee) must review five percent of every field reviewer's
work.

The Red Edate Assessment Center, which was established
March 1, 1998, isin the process of establishing a new appraiser
qudity assessment review process. The process will be target
goprasals for field review, assign risk assessment scores, and
designate appropriate sanctions that should be taken. This
review contract/process is scheduled to be implemented in
goproximately the middle of March 2000, after initiating
procedures to capture data, target gppraisas, and tran 4l
centers is completed. We only received an overview of the
Red Edate Assessment Center’s proposed involvement in the
gopraisal review process. Therefore, we did not fully evauate
whether it would correct deficiencies in the current gppraisa
review process discussed below. However, as discussed later,
we do have certain concerns with the new process.

The Home Ownership Center’s had no systematic procedure
for sdecting gppraisds for review to ensure that the required
five percent of each appraiser’s work was reviewed. This
occurred because: (1) centers did not have review contracts
for dl aess within their jurisdiction when the fied review
respongbility shifted from the Fdd Offices to the centers, (2)
Lenders did not always provide a required second copy of the
gppraisa, or the appraisal report was not complete, and the
centers accepted the cases instead of rgecting them; and (3)
The centers primary emphasis was placed on meeting their god
of completing fidd reviews on 10 percent of the gpprasds
ingtead of ensuring the program was working properly. As a
result, some areas within a center's jurisdiction were not
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subjected to reviews or only to relatively few reviews, and
some lenders and appraisers work was not reviewed.

When the respongibility for field reviews was shifted from the
81 HUD Fidd Offices to the four Home Ownership Centers,
the centers did not have fied review contrects for al aress
under their jurisdiction. Sometimes there was no one left in the
Fed Offices Single Family Office with knowledge about the
exiging field review contracts or the contract had expired. This
|eft the centers with areas not covered by afield review contract
and no gaff in the respective areas to do the field reviews.

We noted geographic areas within each of the three centers we
reviewed where few or no fidd reviews were done during the
time since the center became responsible for those areas. For
example

The Santa Ana center performed no fidd reviews of
gppraisas in February 1999 for the Honolulu, Las Vegas,
Portland, Reno, Sacramento, Spokane, and Tucson Field
Office areas. There were only 21 review gppraisas done
for San Francisco, Anchorage, and Boise. A totd of
8,152 cases were insured for these ten offices in February
1999. No field reviews were done for the Sacramento
office during October 1998 through February 1999, and
none were done for the Reno office during October 1998
through May 1999.

The Denver center did not have contracts for Tulsa, New
Orleans, and Shreveport when those field office operations
migrated to the center. The Branch Chief told us that al
areas under the center are now covered by review
contracts, but Oklahoma City and Kansas City were not
covered during the entire year. Field reviews performed
for these two field office areas were well below the 10
percent goal. For Fiscal Year 1999, Oklahoma City was
at 2 percent and Kansas City was at 5.1 percent.

The Atlanta center completed no field reviews for the
Knoxville fidd office area during October 1998 through
March 1999. At the Atlanta center, we identified 48
appraisers who peformed 50 or more appraisds in
October 1998 through March 1999 without any field
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reviews of their appraisals. Twelve of these gppraisers did
more than 100 gppraisas and two did more than 200
appraisas without review by HUD or its contractors.

Normaly, when lenders submitted cases for insurance
endorsement on properties located in one of the aress that did
not have a field review contract, the cases were insured but the
extra copies of the appraisal reports were thrown away and no
fidd reviews were done. In a few areas where there were
some out-gationed center gtaff with gppraisa experience, the
gaff performed alimited number of fidd reviews.

On numerous occasons we asked Technicd Branch officids
and other officids a the centers about proposed transfer of the
goprasa review responghility to the Red Edtate Assessment
Center. However, nobody could tell us when it would happen,
what it would entail, and what their responsbilities would be
under the new procedures. This uncertainty about the
Assessment Center take over exacerbated the proliferation of
inadequate fiedd reviews. Some review contracts were not
renewed in anticipation of the transfer, which has repeatedly
had its planned start date pushed back.

The centers that recelved cases without a complete second
copy of the appraisa report did not aways reect the cases or
make their own copy in order to send it to a contractor for field
review. Thus, lenders that did not submit the required two
complete copies of the gppraisd usudly avoided having a field
review of the apprasds. In a September 25, 1997
memorandum to the centers, the Deputy Assistant Secretary for
Single Family Housing advised them that effective November 1,
1997, appraisers would not be required to send a copy of their
gppraisad report to the fidd office for a pre-endorsement
review. Ingead, the Direct Endorsement mortgagee would
include two copies of the appraisal report in each review case
binder, changing fied reviews from a pre-endorsement function
to a post-endorsement function. Recently, in anticipation of the
Assessment Center taking over responshility for appraisa
reviews, the centers have begun to rgect cases submitted
without the extra complete copy of the appraisal.

HUD saff respongble for sending appraisds to the fied review
contractors generally made a haphazard sdection of the
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available appraisals to meet their contract requirement, such as
100 reviews per month. The HUD gaff responsible for each
geographic area would select as many appraisals as needed to
fulfill the review contract requirements by pulling from the most
recent reports receved and discarding ones that were
incomplete or exceeded the number needed. On rare
occasons, the HUD gaff would try to identify and pull
gppraisas that were done by a particular appraiser or lender
that needed a more intensive look.

Contrary to Handbook requirements, the centers did not ensure
that all appraisasthat received “Poor” desk review ratings were
field reviewed. At the Santa Ana and Atlanta centers there was
generdly no linkage between the desk review of gppraisals and
the field review of gppraisds. The Denver center would field
review “poor” desk reviews only if the reviewer indicated a
need for it.

According to the Denver Technical Services Branch Chief,
poor desk reviews should be sent to his branch for field review,
but he thought this was a hit or miss Stuation. The gppraisas
should be reviewed by experienced vaduation daff and a
decison made as to whether field reviews are necessary. This
is because a problem or deficiency is identified through the desk
review process by daff that have little or no apprasa
experience.  Experienced vduation daff may decide the
identified deficiency does not warrant a poor rating, the
gppraisa has dready been fidld reviewed, or there is a need to
send an goprasa to the fidd review contractor to fully
document the problem and determine sanctions to be taken
againg the appraiser and possibly the lender.

HUD’s Single Family Data Warehouse information system
showed that during the two year period ending September 30,
1999, there were 15,526 appraisals that received “Poor” desk
review ratings and 13,007, or 83.8 percent, of these were not
field reviewed as required by Chapter 4 of HUD Handbook
4000.4 REV-1, Single Family Direct Endorsement Program as
shown below.
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#Appraisals rated Appraisals rated Poor Percent
HOC Poor in a in a Desk Review But of Poors Not
Office Desk Review Not Field Reviewed Field Reviewed
Atlanta 7,123 5,755 80.8 %
Philadelphia 4,641 4,133 89.1 %
Santa Ana 3,208 2,683 83.6 %
Denver 54 _436 78.7 %
Total 15,526 13,007 83.8 %

These poor ratings were entered into the Computerized Homes
Underwriting Management System  without any follow-up
actions. Further, the ratings did not count against an appraiser’s
performance, as they would have been if they had been fidd
reviewed. For most of the period, the Denver and Santa Ana
centers had Technicd Branch, or daff with a vauation
background conduct the supervisory reviews of desk reviews
that contractors had completed. However, even these
upervisory reviews were not used to determine whether field
gppraisa reviews were warranted.

The centers performed fidd review verification of ther Fed

The centers did not make Review Contractors work only when resolving complaints.
regular onsite evaluations of This occurred because each center's jurisdiction covers
field review contractors numerous states and they did not have out-stationed staff in

most areas. We were unable to obtain data about the extent
that HUD staff changed fidld reviewers' ratings but each center
indicated that changes were common. Some center officias
sad they were not satisfied with dl of ther fidd reviewers, but
had little option because some areas only received one contract
bid.

Another recent General Accounting Office report® stated that
the two centers they visited did not regularly verify the work of
fidd review contrectors through on-ste evaudtions. The
Generd Accounting Office concluded that this weskens HUD's
ability to accuratdy assess the qudity of the gppraisas used to
support the loans the Federd Housing Administration insures.

Center officids changed many “poor” field review raings to
acceptable ratings and told us some of the fidd review

8 Wesknesses in HUD's Oversight of the Federal Housing Adminigtration Appraisal Process (Generd Accounting Office Report
Number 99-72, April 16, 1999).
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Centers did not use review
results to take action againgt
appraisers, lenders, and
others who violated HUD
requirements
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contractors were not competent reviewers. Yet, we found no
ingances where HUD went out and did any quadlity control
reviews of the contractors work except in response to a
complaint.

Each center we reviewed established databases to accumulate a
record of poor field review ratings given to gppraisers, but none
of the centers effectively used the results to teke immediate and
appropriate action againgt gppraisers, lenders, and others who
violaled HUD requirements.  Further, poor ratings given
gppraisers through desk reviews were not counted against
gppraisers and merdly were entered into Computerized Homes
Underwriting Management System to facilitate a Headquarters
report to the lenders severd times a year. Branch Chiefs at dll
three HOCs commented that they did not have enough staff to
effectively monitor gppraisers or to sanction poor performers.

The Santa Ana center’s Technicd Assgtance Branch had a
database of Poor ratings and had requested Limited Denia of
Participation actions againgt severd appraisers that had multiple
poor raings. However, aff assgned to screen the submittals
or Generd Counsd, normdly returned the requests with
ingructions to gather more examples and provide more details.
We noted that even the gppraisers that provided numerous
fraudulent gppraisds as developed and documented in a
separate crimina case (Allstate Mortgage Company), had not
been removed from HUD’ s gpproved gppraiser listing, issued a
Limited Denid of Participation or debarred, and are till doing
Federd Housing Adminigration appraisas for other lenders
within the center's jurisdiction. Severd center officids
expressed much frudration a not being able to get Limited
Denid of Paticipation requests through the Generd Counsd
system. The center person responsible for processing Limited
Denid of Particpations sad the Technicad Branch officids
needed a better understanding of what was required to issue a
Limited Denid of Participation. However, even when the
Technicad Branch tried issue a Limited Denid of Participation to
an gppraiser who had 3 poor field reviews, their request was
rgjected because it was not enough. Clearly, there is alack of
communication as to wha conditutes sufficient competent
evidence for an action.
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Emphasis placed on meeting
numerica gods adversdly
affected qudity controls

The Denver center had a* poor-rating” database that included a
system to follow up on appraisas, but the staff did not follow up
or update the sysem in a timedy manner. One Housing
Specidist’s report showed that 10 of 17 responses from
gppraisers were overdue between two and six months.
However, while the Atlanta and Santa Ana centers rarely
initisted Limited Denid of Participation actions, the Denver
center requested actions on 21 appraisers in Fisca Year 1999
(eight Limited Denid of Participations were issued).

Atlanta center Technica Assstance Branches had a system to
follow up on fidd reviews that received ratings of “1” or “2”,
but it was not effective. When we reviewed the follow up on
21 gppraisas that had received the “1” (poor rating), 8 of the
21 were not on the center's enforcement control log for
gppraisals receiving poor ratings. Two underwriters could not
locate anything on their single cases with “1” ratings. On 6 of
the 21 gppraisas that had been rated “1” by the fidd reviewer,
the rating was changed to a“ 3" by the Branch Chief because it
would not support a Limited Denid of Participation action, not
because the Poor rating was unsupported. The Technical
Branches had made numerous action requests for poor
gppraisers, but most came back from legal not substantiated.
At each of the centers, officias mentioned that formerly they
sanctioned bad appraisers by removing them from the approved
list. Mortgagee Letter 94-54 dates that two or more ratings
that put the Department at risk are sufficient to remove an
gppraiser. The concept was easy-on, easy-off; but now the
current process is too lengthy and discourages HUD gaff from
trying to take quick action to protect the Department and the
very people that HUD is supposed to be helping. One Atlanta
Technica Branch did not send lenders a notice of poor ratings
givenin fidd reviews

We believe that adequate qudity controls over the gppraisa
review process were not established because most of HUD's
efforts in the appraisa review process were targeted to meset
numericad goas without regard for ensuring that the program
was running properly. Other causes for the deficiencies were
inadequate review contracts, a shortage of quaified HUD dtaff
to handle an increased loan volume, lack of clear operating
policies and procedures for the Home Ownership Center
operations, and outdated handbooks.
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The three centers we examined placed their grestest emphasis
on mesting their numericd reviews god rather than ensuring
they were receiving qudlity field reviews that subjected esch
lender’s and appraiser’s work to field reviews. Each center
had a Fiscd Year 1999 Business Operating Plan god of fidd
reviewing 10 percent of al gppraisas logged for the center's
jurisdiction. Each center met this overdl god, but did so
without regard for the Handbook requirement for reviewing at
least five percent of each appraiser’'s work. As a reault,
numerous appraisers and lenders had none of their work
reviewed or had much less than the required percentage
reviewed.

As HUD reorganized its Single Family operations from 81 field
offices to four Home Ownership Centersin 1997 and 1998, the
new centers often found that some of the field offices had not
kept up with their fidd reviews or did not have contracts which
would have dlowed contractors to do the reviews. In February
1999, one year after its establishment, the Santa Ana center
was dill in the process of obtaining contract information from
the field offices. Because they had gtarted out behind in ther
numericad god of field reviewing 10 percent of the gppraisas
logged for each field office area, the centers took measures
intended only to catch up on their gods rather than ensure the
program was working properly.

For example, each center ingtructed its endorsement contractor
to pull more or fewer gppraisas for a geographica area when
the area fell behind in its 10 percent review god or when more
than enough appraisas were on hand to meet the god. On July
9, 1999, one Atlanta center Technical Assistance Branch sent a
message to that center’s endorsement contractor identifying
some states not needing more reviews, others needing to pull 10
percent of their cases, and others needing 100 percent of their
cases pulled. Then on July 30, 1999, the second Technical
Assstance Branch advised the endorsement contractor that
they did not need to pull any more gppraisas for field reviews
for lllinois, Indiana, Kentucky, Georgia, Aldbama, and
Missssppi. When we inquired about the reason for this
notification we were told it was done because enough
gppraisas had aready been pulled for those states to meet their
10 percent god. This indicates that no appraisas performed
during atwo-month period in these states were reviewed.
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Real Edtate Assessment
Center’ s planned policies and
procedures may not correct
deficiencies we found

‘ Exit ‘|

A Santa Ana officid commented that with fidd reviews, they
were just pushing numbers, getting cases in and out.  For
example, during the first eight months of fiscd year 1999, Santa
Ana fidd reviewed 9.7 percent of 136,551 gppraisds. Thirty-
three percent of the Fresno area appraisals were field reviewed
and that accounted for 27.9 percent of the centers totd.
However, Fresno's gppraisas were only 8.2 percent of the
center tota. This disproportionate level of fidd reviews in the
Fresno area was soldy due to the avalability of review
contractors.

HUD Handbook 4000.4 REV-1 contains outdated policies and
procedures that were written prior to the reorganization of Field
Offices into Home Ownership Center operations. Some
centers were unclear as to whether this Handbook was il
goplicable. As a result, some center issued their own policies
and procedures to provide assstance to individuds and
organizations involved in the Federd Housing Adminigration
lending process.

Examples of outdated or unclear policies and procedures
include whether the requirement to field review 10 percent of
gopraisas conducted within each fidd office' s jurisdiction il
gpplied to the centers or whether the centers only had to field
review 10 percent of the gppraisas conducted within their
jurisdiction. Also, unclear is whether the centers should attempt
to hold lenders responsble for poor gppraisds in addition to
sanctioning appraisers.

During our review, we learned of plans to transfer the
responsibility for appraisa review from the centers to the Redl
Estate Assessment Center.  We requested and obtained from
the Assessment Center, adescription of the planned procedures
including risk factors for sdecting apprasds, sanctioning
criteria, desk/field review contracting, and Home Ownership
Center respongbilities, dong with a timetable or implementation
schedule.  Since the Assessment Center process will not be in
place until a least March, 2000, its effectiveness cannot be
determined a this time.  However, in our opinion the
Assessment Center plan, does not establish adequate quality
controls over the review of gppraisads. The risk factors do not
include factors that often are associated with fraudulent
transactions; such as, resale of a property and comparables
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during the previous year, large incresses in value snce the
previous sde, eic. We a0 believe the Assessment Center
should use the expanding computer technology to target
properties that appear to be incorrectly valued. For example,
develop or obtain access to a database system to provide a
property’ s estimated val ue range based on its location.

The Assessment Center’ s monitoring of the quality of appraisas
is to be implemented in March, 2000. These efforts are set up
to better target HUD fidd reviews of agpprasds usng an
automated sdection sysem.  The automated system is
supposed to select gppraisas for review based upon a formula
usng various ddidicd indicators including: price, vaue
adjustments, and comparable property proximity to the subject
property.

The Assessment Center will assign contractors to perform field
gopraisa reviews of properties targeted by this automated
sdection procedure. If problems ae noted, then swift
enforcement action agangt poorly performing apprasers is
supposed to be taken. However, HUD is further reviewing
proposed regulations that would alow easy remova of poorly
performing appraisers.  As discussed previoudy, a concern
rased by Home Ownership Center staff during our audit was
the difficulty of getting rid of poorly performing appraisers and a
resultant reluctance to take any action at dl. It remains to be
seen as to whether new regulations will be implemented to
address this problem.

Auditee Comments

Management did not provide comments to address this finding.

Recommendations
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We recommend the Assstant Secretary for Housing, Federa
Housing Commissioner:

3A. Edadlish risk-based criteria for the sdlection of
gppraisas to be fied reviewed; such as, properties
purchased within the past few months and being resold
a aggnificantly higher price;

Paged8
‘ Table of Contents |




Finding 3

‘ Exit ‘

3B.

3C.

3D.

3E.

3F.

3G.

3H.

Edablish and implement procedures that ensure dl
gopraisals sdected for fidd review are actudly fidd
reviewed;

Edtablish and implement procedures that ensure the
qudity of Home Owneship and Red Edae
Assessment  Centers  gppraisal  reviews are  not
sacrificed in order to meet numerica gods,

Require al appraisas rated poor through desk reviews
to be submitted to the Technicd Assstance Branches
for a determination as to whether a fidd review of the
gppraisa iswarranted,

Ensure the Home Ownership Centers or appropriate
Red Edtate Assessment Center staff effectively monitor
each fidd review contractor's performance, including
evaluding the contractors work on-gte by visting
appraised properties;

Revise Handbook guidance to incorporate dl previous
handbooks and notices concerning appraisals,

Edtablish clear guidance on what performance warrants
issuing a Limited Denid of Participation sanction againgt
gppraisers, and aso provides for easy remova of
poorly performing appraisers from the appraiser rodter;
and

Require a fidd review of the apprasd prior to
endorsement. Selection of the appraisal could be made
based upon data entered into HUD’s system by the
lender. Thisinformation is often available days, weeks,
or months prior to the case being submitted to HUD.
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Direction and Oversight of Endorsement
Contractors Need |mprovement

Endorsement contractors have not received adequate direction or oversght from Home Ownership
Centers to properly carry out their contractua responsibilities for ensuring that loan file documents are
both accurate and complete.  We found instances where endorsement contractors failed to identify
important document omissions and inaccuracies which should have precluded insurance endorsement.
Because centers have not provided these contractors with proper guidance and have not adequately
monitored their work, the risk that unacceptable loans have been and will be insured is greaily

increased.

Contractor responsbilities

‘ Exit ‘|

Although the terms of endorsement contracts varied somewhat
between the three centers we reviewed, dl contracts included
work specifications requiring the contractors to determine that
certain key loan documents were in the file prior to insurance
endorsement. The contractors were dso responsible for
verifying the accuracy of certain loan information as included in
loan file documents and asinput into HUD’ s automated systems
by lenders. The contractors were required to verify that some
loan documents were in every file while other loan documents
were only required under certain circumstances.  Three
examples of the specid circumstance document requirements
are:

1. A lae submisson letter and payment higtory (showing

payments as current) for loans received at the center 60 or

more days after closng.

Builder Warranties for new construction loans.

3. Gift letters for loans involving gift payments to the
borrowers.

N

The late submisson documentation is extremey important to
avoid the posshility of insuring loans that have aready
defaulted. Builder documents are necessary to protect buyers
and HUD againg condruction defects. The risk of default is
much gregter for buyers who are unhgppy with their homes
because of construction defects for which the builder cannot be
held accounteble.  Gift letters represent an  affirmative
certification by the mortgagor and the donor that the funds have
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Center monitoring of
endorsement contractors

wasinaufficient
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been (or will be) provided without any expectation or obligation
for repayment.

At the Atlanta center, the endorsement contractors were
completing a checklist for each loan evidencing their review of
the file for al required documents. The checklist then became
pat of the loan file for Atlanta center cases. Nether the
Denver nor the Santa Ana center required that the endorsement
contractors prepare a checklis or other documentation
demongtrating their adherence to contract requirements for
determining loan file document accuracy or completeness.

The checklist procedure used by the Atlanta center did not
preclude errors on the part of the endorsement contractors. It
did, however, require the contractors to make a detaled
affirmative statement of contract compliance for each loan file.
We bdieve tha this improves the probability that the
contractors will do what they are being paid to do. The
checklists dso provide HUD with a means for more effectively
monitoring and enforcing contract compliance.

We found wesknesses in the oversight of endorsement
contractors at al three centers. HUD' s right and responsibility
to monitor any contractor are incorporated into the contract
termsin accordance with Federal Acquisition Regulations (FAR
52.246-04) and HUD Acquisition Regulations (HUDAR
2452.246-70) under Section E - Inspection and Acceptance of
Servicess. Common sense aso dictates that appropriate
monitoring be provided for any contractor working for the
Federa government and receiving taxpayer funded payments.

At the Atlanta center, there was no documentation of any
endorsement contractor monitoring. The Denver center had
evidence of ongoing (dmost daily) endorsement contractor
monitoring, but it was limited to reviewing contractor
responsbility for ensuring data entry accuracy and did not
address loan file document completeness. The Santa Ana
center performed monitoring reviews of both endorsement
contractors (one time) in February 1999, but there was no
subsequent formal monitoring because center daff did not
believe it was warranted based on the results of the initid
monitoring.  Actudly, the onetime review disclosed a 33
percent error rate for one endorsement contractor and a 50

Page52
‘ Table of Contents ‘




Finding 4

Our review of endorsement
contractors work disclosed
problems

‘ Exit ‘

percent error rate for the other. The Santa Ana center advised
the contractors of the monitoring results but, in doing <o,
pointed out that the review was only “..a traning and
information exercisg’, and no follow up or subsequent
monitoring took place.

We found problems with the endorsement contractors work at
the Atlanta and Santa Ana centers. At Atlanta we reviewed 25
cases which had been processed by the contractors and found
discrepancies in 18 of the cases, or 72 percent. At Santa Ana
we reviewed 30 cases for endorsement contractor compliance
and found discrepancies in 4 cases, or 13 percent. We did not
review any Denver cases specificdly for endorsement
contractor compliance, but we did identify two ingtances in our
review of post endorsement and default cases (see Finding 1)
where the endorsement contractors failed to identify missng or
inadequate payment history documentation for Denver late
submission cases.

The reason we were able to identify a much higher incidence of
contractor error at Atlantais because of the checklist prepared
for and retained in each Atlanta case file. Mogt of the Atlanta
endorsement contractor errors we identified were instances
where the contractor failed to indicate on the checklist that they
had looked for one of the specid circumstance documents
discussed above. Absent the checklists, we would have only
been able to identify three cases where Atlanta contractors
gopaently faled to fully comply with their contract
responsbilities, i.e. where documents were missng.  The
falowing is a tabulation of the Atlanta center endorsement
contractor discrepancies for the 25 cases we reviewed.

Page53 aa.ce2a2 ()001
‘ Table of Contents |



Finding 4

Case CaseNumbers Contractor Discrepancy
Count Firm m @ B @ G (6
1 101-875334-2 MS X X X
2 153-008067-9 MS X X X
3 101-863907-3 MS X
4 101-856754-3 MS X
5  153-007806-9 MS X
6  281-265132-6 MS X
7 281-264639-0 MS X
8  101-838671-5 MS X
9  101-854402-0 MS X
10  153-007799-9 MS X X
11  101-877095-8 MS X
12 281-265656-2 MS X
13 483-269168-2 HOR X
14  483-270850-0 HOR X
15 092-781873-0 HOR X
16  092-799880-1 HOR X
17  501-576472-0 HOR X X
18  092-802311-5 HOR X
Discrepancy Count 9 1 4 1 8 1
Item
@ Checklist indicates file was not checked for required late submission documents.
2 Required | ate submission documents were not in casefile.
(3 Checklist indicates file was not checked for required builder documents (new construction).
4 Required builder documents were not in the casefile.
)] Checklist indicates file was not checked for required gift | etter.
(6) Required gift letter was not in the case file.
This schedule demondirates that in most instances where specid
circumgtance documents were required, the endorsement
contractors did not recognize the requirement (athough the
documents normaly were in the file) Although this review did
not disclose a sgnificant incidence of actud missng documents,
the gpparent fact that the contractors were not looking for these
documents represents a Sgnificant weskness in the sngle family
direct endorsement process. This is paticularly true with
regard to late submisson documents since HUD could be
insuring loans that have aready defaulted.
At the Santa Ana center we only identified four incidences of
endorsement contractor error in the 30 cases we reviewed and
three of those were mortgagee data entry or document data
00-SF- Pagebd
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errors. However, the fourth case was another late submission
without appropriate payment history documentation. Since
Santa Ana and Denver endorsement contractors did not
prepare a checklist or other detailed record of their case file
reviews the centers ae limited in ther ability to identify
contractor noncompliance.

In our opinion, the absence of ongoing comprehensve
monitoring with appropriate follow-up may have conveyed the
impression to endorsement contractors that HUD does not care
whether they actudly do what they are being pad to do.
Endorsement contractor staff at two of the three centers dso
indicated that one of the main problems they have in conducting
their work has been the inconsstent and ever changing informal
ingructions they receive from the centers. There are dso both
financia and adminidrative disncentives for the contractors to
do agood job.

The endorsement contractors for al three centers have been
pad on a per case basis ranging from $3.13 to $4.60.
Contractors for two of the centers can only receive payment for
a case one time no matter how many times they processit. The
endorsement contract for the Denver center provides for full
payment on Notice of Reects, but limits the payment of Reects
to no more than five percent of tota cases processed monthly.
Therefore, the contractors actually lose money (or reduce
profits) whenever they reect a case (Atlanta and Santa Ana) or
when they reject too many cases (Denver).

Findly, the only red feedback endorsement contractors get
relative to their handling of individua cases is when lenders
complain about Reects. If they endorse cases that should not
be endorsed, nobody complains, but if they regect cases, the
lenders complain.

Although endorsement contractor duties are admittedly less
critical than those of pogt-endorsement contractors in limiting
risk to the single family direct endorsement origination process,
they are nevertheless very important. Inadequate direction and
oversight of endorsement contractors by HUD contributes to
poor contractor performance and increases the risk that
unacceptable loans have been and will be insured.
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Auditee Comments

Management did not provide comments to address this finding.

Recommendations
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We recommend the Assstant Secretary for Housing, Federa
Housing Commissioner:

4A.

4B.

4C.

4aD.

Egtablish uniform comprehensive endorsement contractor
monitoring procedures that address the contractors
responsibilities for determining both data accuracy and
document compl eteness,

Revise endorsement contract specifications to diminate any
financid disgncentive for rgecting cases and to provide
some form of financid incentive for doing a good job as
determined through the new comprehensve monitoring
procedure;

Revise endorsement contracts to require the preparation of
a checklig or other detalled affirmative statement of
contract compliance for each loan file; and

Take timdy and appropriate action aganst poorly
performing contractors up to and including contract
termination.
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Quality Assurance Divisions Did not Maintain
Accurate Data Documenting the Status and
Results of Their Reviews

The Approva/Re-certification/Review Tracking System (ARRTS) database used to track the status and
results of Qudity Assurance Divison reviews contained sgnificant errors and; therefore, did not provide
sufficient accountability for audit and staff evaluation purposes as required by the Qudlity Assurance
Divison Guide. We atributed this deficiency to a lack of uniform procedures and controls for review
datus and results reporting. The ARRTS contained a significant number of errors a the Atlanta and
Santa Ana Home Ownership Centers relating to the reported number of indemnification agreements,
number of loans reviewed and letters sent to lenders. As a result of these inaccuracies, clear and
accurate data was not available to monitor the scope and results of reviews and their effectiveness may

have been overstated.

What isthe tracking system
(ARRTS)?

The number of
indemnification agreements
reported was overstated

‘ Exit ‘

ARRTS is a database used to track the status and results of
Qudity Assurance Divison monitoring reviews. This sysem
contains data fields including, review dart deae, review satus
(operv/cdlosed), number of loans reviewed, and number of
indemnification agreements. Qudity Assurance field monitors
complete aform that is later used by Qudity Assurance dtaff at
the related center to enter data about the review into the
tracking sygsem. The Qudity Assurance Divison Guide
requires al centers to use the tracking sysem and to maintain
consgent and accurate data for audit and saff evauation
purposes. Properly used, the system should provide a measure
of Qudity Assurance effectiveness in reducing the Department’s
potentia for losses (based on the number of indemnification
agreements executed.)

According to Qudity Assurance gaff a the Santa Ana and
Atlanta centers, the number of indemnification agreements
shown in the tracking system for a review in “open” datus
represents the number of agreements requested when fied
work is completed. When a case is closed, the number of
indemnification agreements should be adjusted to reflect the
actud number executed. We found the number of requested
indemnification agreements was not dway's correct or was not
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changed when areview was closed to reflect the actua number
of agreements executed.

Santa Ana

We reviewed a non-datistica random sample of 21 Santa Ana
Quadity Assurance case files in closed status and compared
information in the files to data reported in the tracking system.
We found the number of indemnification agreements in the
tracking syssem was oversated in three of the 21 (14.3
percent) cases by a tota of 20 agreements (500 percent of
actud agreements executed for these files).  During other field
work a Santa Ana, the following tracking system reporting
erors relating to the reported number of indemnification
agreements for two other reviews were aso noted:

For one closed review, (File # 7870) the number of
indemnification agreements was overdated by four. The
tracking system reported four agreements when zero were
executed.

For one open review, (File # 8025) the number of requested
indemnification agreements in the tracking sysem was
overdated by 12. The system reported 15 indemnification
requests when the file indicated only three,

We did not find any instances where accomplishments were
undergtated in the tracking system at Santa Ana.

Atlanta

We reviewed a non-datistical random sample of 20 Atlanta
Quality Assurance case files in closed status and compared
information in the files to data reported in the tracking system.
We found the number of indemnification agreements was
overstated in four of the 20 (20 percent) cases by a totd of
eight agreements (114 percent of actua agreements executed
for thesefiles).

We dso reviewed a list provided by Atlanta showing 35 closed
Atlanta Qudity Assurance reviews tha resulted in at least one
actua indemnification agreement. We compared thisligt to data
reported in the tracking system and found the system overstated
the number of indemnification agreements in nine of the 35
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ARRTS was not properly
updated to show al letters
sent to lenders

The number of loans
reported as reviewed was
Inaccurate

‘ Exit ‘

(25.7 percent) cases by atotal of 44 agreements (50 percent of
the actua number of agreements for these cases). The tracking
system understated the number of agreements in three cases by
a tota of five agreements. These erors resulted in a net
overdatement of 39 indemnification agreements (44.3 percent
of the actual agreementsfor the 35 reviews).

We judgmentally selected six Atlanta Quality Assurance review
files and requested a statement on what action had been taken
for the reviews. Based on the response from Atlanta Quality
Assurance staff, we concluded the tracking system was not
properly updated in at least four of the Six reviews to reflect
response letters sent to lenders. Since the letters sent were not
shown, the reviews gppeared in the system as in open datus
when, in fact, the reviews were closed, or the reviews appeared
to have no follow up action taken by Quality Assurance when a
follow up letter had actually been sent.

The tracking sysem has a fidd for the number of loans
examined during each Quadlity Assurance review. Based on a
review of Atlanta and Santa Ana Quality Assurance files, we
found the number of loans reviewed was not reported in the
gysem in a consdstent manner.  The number of detaled loan
reviews was often added to the number of “recently closed and
rgected’ loan reviews tha were very limited in scope.  For
other files, the number of recently closed and rgected loan
reviews was not included in the reported number of loans
reviewed. This inconsgstent method of reporting (tota loans
reviewed does not dways include recently closed and rejected
loans) dong with the combined reporting of reviews that vary
ggnificantly in scope (full versus recently closed and rejected
reviews) resultsin mideading reporting of work performed.

Unexplained reporting errors were aso found in the tracking
gysem that did not relate to the inconsstent reporting of
reviews that varied in scope.

We found the number of |oans the system showed as reviewed
by Atlantawas overstated by 130 (61 percent of the number of
full loan reviews for these files). Similally for Santa Ana the
system overdated the number of loans reported as reviewed
273 (91 percent of the number of full loan reviews for these
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Hnding 5

files). These overstatements were due to inconsistent reporting
and reporting errors. Examples of these oversatements include:

Atlanta Qudity Assurance review # 8242 included afull review
of only two loans, yet the system showed reports 22 |oans were
reviewed.
Atlanta Qudity Assurance review # 7795 included a full review
of only four loans, yet the system reported 19 loans were
reviewed.
Atlanta Qudity Assurance review # 7794 included afull review
of only seven loans. The system reported 27 loans were
reviewed.
Santa Ana Quality Assurance review # 7824 included a full
review of only five loans. The system reported 15 loans were
reviewed.

We noted other system reporting errors relating to the number
of cases reviewed that were consstent with the pattern of
overstatements we identified. For example:

For one open Santa Ana QAD review, (File # 7829) the
number of defaulted cases reviewed was overstated by
approximately 145. The tracking system reported 16 total
loans reviewed during this five day review, however, the system
also showed 161 defaulted cases were reviewed.

We attributed the tracking system reporting errors to a lack of
uniform standards for system reporting and a failure to input and
maintain consistent and accurate data from review files.

Auditee Comments

Management did not provide comments to address this finding.

Recommendations

Exit

We recommend the Assstant Secretary for Housing, Federa
Housing Commissioner:

5A. Edablish gandards and implement controls to ensure

the accuracy and consstency of data reported in the
ARRTS sysem.
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Management Controls

In planning and performing our audit, we obtained an understanding of the management controls
aoplicable to Sngle family loan originations that were rdevant to the audit. Management is reponsble
for establishing effective management controls. Management controls, in the broadest sense, include the
plan of organization, methods, and procedures adopted by management to ensure that its goals are met.
Management controls include the processes for planning, organizing, direction, and controlling program
operations. They include systems for measuring, reporting and monitoring program performance.

Rdevant Management
Controls

Significant Weaknesses

‘ Exit ‘

We determined that the following management controls were
relevant to our audit objectives:

Post-endorsement technical reviews,

Qudity Assurance Divison monitoring reviews,
Pre-endorsement screening;

Pre-closing reviews,

Credit Watch program;

Homebuyer Protection Plan;

Mortgagee Review Board; and

Automated underwriting

We reviewed the firgt four lised management controls, but
made only alimited review of the last four.

It is a ggnificant weskness if management controls do not
provide reasonable assurance that control objectives are met.

Based on our review, we beieve the following items are
sgnificant wesknesses.

Post-endorsement technical reviews have been ineffective for
identifying poor underwriting, bad apprasds and cases
exhibiting indications of fraud. Nether have they been used
properly by HUD to take appropriate sanctions or other
corrective actions againgt poorly performing lenders or
appraisers (see Findings 1 and 3).

Qudity Assurance Divison reviews have not been properly

targeted a the worst performing (highest risk) lenders (see
Finding 2).
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Management Controls

We believe the deficiencies discussed in Findings 1, 2 and 3 of
this report condtitute materia control wesknesses under the
Federd Managers Financid Integrity Act. As such, these
weaknesses should be disclosed in the Department’s annua
assurance statement to the President and Congress.
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Follow Up On Prior Audits

There have been severa prior audit reports containing findings that are relevant to this audit. These
reviews conggently identified deficiencies in the loan origination process, including underwriting,

gppraisas, and use of sanctions.

‘ Exit ‘

OIG audit (Report Number 93-HQ-121-0012, dated April 30,
1993) of the direct endorsement program included the following
three findings

1. HUD post-endorsement reviews do not consistently ensure
quaity underwriting.

2. Sanctions were not effectively used to protect the integrity
of the direct endorsement program.

3. The direct endorsement underwriter approval process was
not effective.

A Genera Accounting Office audit (Report Number 97-176,
dated July 25, 1997) on the Federa Housing Adminigtration’s
new single family appraisd process dtated, “...n0 assurance
exigs that the Federd Housing Adminigration can monitor the
quaity of agpprases and identify Federd Housng
Adminigtration lenders with deficient appraisa practices.”

A Generd Accounting Office audit (Report Number 99-72,
dated April 16, 1999) on HUD’s oversght of the Federa
Housing Administration appraisal process concluded that HUD
did not adequately monitor gppraiser performance and did not
hold either the appraisers or lenders accountable for poor
gppraisas.

A Genera Accounting Office audit (Report Number 99-124,
dated June 14, 1999) on the 203(k) home rehabilitation loan
program reported that HUD does not adequately ensure that
lenders comply with the program guidelines and does not target
the admittedly risky 203(k) loans for post-endorsement
technical reviews or mortgagee quality assurance reviews.

An audit of the Federd Housing Adminigtration’s 1998 financid

statements, performed by KPMG, LLP (Report Number 99-
FO-131-0002, dated March 12, 1999) concluded that,
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Follow Up On Prior Audits

00-SF-
‘ Exit ‘

“...there was little andyss and lender follow up based on the
results of (post-endorsement technical) reviews, even though
catan lendes were identified with risky underwriting
practices.” The audit of the 1999 financid statements (Report
Number 00-FO-131-0002, dated February 29, 2000)
reported that post-endorsement technica reviews still needed to
be improved. As in the prior audit, the February 29, 2000
report stated that “...there was little analysis and lender follow-
up based on the results of these reviews, even though certain
lenders were identified with inadequate underwriting practices.”

As discussed in detall in the Findings and Recommendations
section of this report, the conditions cited in our origind audit of
the Direct Endorsement program (Report No. 93-HQ-121-
0012) continue to be unresolved. Findings 1 and 2 of the
origind report were classfied as materid weaknesses
reportable under the Federa Managers Financid Integrity Act.
We found the same wesknesses existed during the current
review and have classfied Findings 1, 2, and 3 of this report as
material wesknesses.
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Appendix A

Scope Limitation

SNET,
$ % : U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
: .I 3 WASHINGTON, D.C. 204104500
-
ot |
‘ 2000

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

KedBoe . Keld 9 o

FROM: Kathryn Kuhl-Inclan, Assistant Inspector General for Audit, GA
SUBJECT: Draft Internal Audit of Single Family Production Home Ownership Centers

This is to advise you that we will issue the subject draft report without Housing’s comments |
and without an exit conference. '

We transmitted our draft audit report for comments on February 9, 2000 and it was received
by your office the next day. We requested comments by March 13, 2000, This allowed 32
calendar days for response, When we did not receive the comments, we notified your office that we
needed them by March 17, 2000 to ensure their inclusion in the final report. Your office informed
us that we would be given comments no later than March 20th. As of today, we have not received
written commients.

We initially scheduled an exit conference for Wednesday, March 16, 2000. Your office
later rescheduled the exit conference for March 22, 2000. When my staff armived for the exit
conference on March 22, 2000, they were advised the exit conference was canceled because your
staff were busy with Congressional appropriation hearings. Four of my staff, two from California
and two from Phoenix, unnecessarily traveled to Headquarters for the scheduled conference. While
your office knew for many weeks that Congressional hearings were scheduled for March 22, 2000,
no one tried to cancel the meeting until March 21, 2000, after my staff was already en route to
Washington, DC. Based on numerous unsuccessful attempts made by my office, I believe the OIG
has provided Housing ample opportunity to provide comments and schedule an exit conference.

As required by Generally Accepted Government Auditing Standards, paragraph 7.25, the
OIG’s attempts to obtain written comments or conduct an exit conference to obtain oral comments
will be included in the final report as a scope limitation, A copy of this memorandum will be
included in our final report. :

This audit is a comprehensive assessment of the single family origination program. It
identifies serious internal control weaknesses in many aspects of the program that need
immediate attention. We believe auditee comments are important in that they provide for
managerment’s assessment of the findings and allow you to suggest alternate recommendations
that could correct the weaknesses identified. Your programmatic insight and knowledge of
future organizational plans would have been beneficial in finalizing this report

Ifybu have any questions, please call me on 708-0364,

cc: ‘William Apgar, Assistant Secretary for Housing, Federal Housing Commissioner, H

Pages5 Q0802430001
‘ Exit ‘ ‘ Table of Contents |




Appendix A

THIS PAGE LEFT
BLANK
INTENTIONALLY

00-SF- Pages6
Exit ‘ Table of Contents |



Appendix B

Defaulted Cases with Significant Underwriting Deficiencies Not Detected
by HUD or Contractor

HOC Santa Ana Denver Atlanta Philadelphia Total

Number of cases reviewed by OIG 24 22 20 19 85

Defaulted cases with significant
underwriting deficiencies not

detected by HUD or contractor 14 13 11 10 48

Percent 58.3% 59.1% 55.0% 52.6% 56.5%

Default Cases with Significant Underwriting Deficiencies
Not Detected by HUD or Contractor

Default cases with
significant
underwriting
deficiencies
undetected
56%

Remaining cases
reviewed
44%
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Appendix B-1

Types of Underwriting Deficiencies Not Detected by HUD or Contractor
(Defaulted case files reviewed)

HOC Santa Ana Denver Atlanta Philadelphia Total

Number of cases reviewed by OIG 24 22 20 19 85

UNDERWRITING DEFICIENCIES

Significant indication of fraud 10 2 6 4 22
not identified 41.7% 9.1% 30.0% 21.1% 25.9%
Excessive ratios with no valid 7 2 3 4 16
compensating factors 29.2% 9.1% 15.0% 21.1% 18.8%
Source or adequacy of funds not 12 9 8 6 35
properly resolved 50.0% 40.9% 40.0% 31.6% 41.2%
Improper Income Analysis 12 12 10 10 44
50.0% 54.5% 50.0% 52.6% 51.8%
Debt or credit issues not properly 11 15 8 12 46
resolved 45.8% 68.2% 40.0% 63.2% 54.1%

Underwriting Deficiencies Not Found During HUD or Contractor Reviews

Debt or credit issues not
properly resolved

Improper Income Analysis

Source or adequacy of funds
not properly resolved

Excessive ratios with no valid
compensating factors

Significant indication of fraud
not identified T T T T T T
0.0% 10.0% 20.0% 30.0% 40.0% 50.0% 60.0% 70.0% 80.0% 90.0% 100.0%

% of Defaulted Cases Reviewed by OIG
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Appendix C

Non-Defaulted Cases with Significant UnderwritingDeficiencies
Not Detected by HUD or Contractor

HOC Santa Ana Denver Atlanta Philadelphia Total

Number of cases reviewed by OIG 30 17 19 (0] 66

Non-Defaulted cases with substantial
underwriting deficiencies not

detected by HUD or contractor 9 10 3 0 22
Percent 30.0% 58.8% 15.8% 0% 33.3%

Non-Default Cases with Significant Underwriting Deficiencies
Not Detected by HUD or Contractor

Cases with
significant
underwriting
deficiencies
undetected
33%

Remaining cases
reviewed
67%
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Appendix C-1

Tvpes of Underwriting Deficiencies Not Detected by HUD or Contractor
(Non-Defaulted case files reviewed)

HOC Santa Ana Denver Atlanta Philadelphia  Total

Number of cases reviewed by OIG 30 17 19 0 66

UNDERWRITING DEFICIENCIES

Significant indication of fraud 5 4 1 0 10
not identified 16.7% 23.5% 5.3% 0% 15.2%
Excessive ratios with no valid 6 1 0 0 7
compensating factors 20.0% 5.9% 0% 0% 10.6%
Source or adequacy of funds not 13 9 1 0 23
properly resolved 43.3% 52.9% 5.3% 0% 34.8%
Improper Income Analysis 7 6 4 0 17
23.3% 35.3% 21.1% 0% 25.8%
Debt or credit issues not properly 10 7 4 0 21
resolved 33.3% 41.2% 21.1% 0% 31.8%

Underwriting Deficiencies Not Found During HUD or Contractor
Reviews

Debt or credit issues
not properly resolved

Improper Income
Analysis

Source or adequacy of
funds not properly

Excessive ratios with
no valid compensating

Significant indication of
fraud not identified T 1 T T T T ; T T

0.0% 10.0%20.09%30.0%40.0%60.0%60.0%70.0%80.0%90.094.00.0%

% of Non-Defaulted Cases Reviewed by OIG
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Appendix D

Distribution

Assgant Secretary for Housing/Federa Housing Commissioner, H (Room 9100)
Director, Home Ownership Center, Atlanta, GA

Director, Home Ownership Center, Denver, CO

Director, Home Ownership Center, Santa Ana, CA

Director, Home Ownership Center, Philadelphia, PA

Deputy Secretary, SD (Room 10100)

Chief of Staff, S (Room 10000)

Specia Assistant to the Deputy Secretary for Project Management, SD (Room 10100)
Acting Assigtant Secretary for Adminigtration, S (Room 10110)

Assgtant Secretary for Congressona and Intergovernmental Relations, J (Room 10120)
Senior Advisor to the Secretary, Office of Public Affairs, S (Room 10132)

Director of Scheduling and Advance, AL (Room 10158)

Counsdlor to the Secretary, S (Room 10234)

Deputy Chief of Staff, S (Room 10226)

Deputy Chief of Staff for Operations, S (Room 10226)

Deputy Chief of Staff for Programs and Policy S (Room 10226)

Deputy Assstant Secretary for Public Affairs, W (Room 10222)

Specid Assgtant for Inter-Faith Community Outreach, S (Room 10222)

Executive Officer for Adminigtrative Operations and Management, S, (Room 10220)
Senior Advisor to the Secretary for Pine Ridge Project, W (Room 10216)

Genera Counsd, C (Room 10214)

Director, Office of Federd Housing Enterprise Oversght, O

Office of Policy Development and Research, R (Room 8100)

Assgant Secretary for Community Planning and Development, D (Room 7100)
Government National Mortgage Association, T (Room 6100)

Assgtant Secretary for Fair Housing and Equa Opportunity, E ( Room 5100)

Chief Procurement Officer, N (Room 3152)

Assgant Secretary for Public and Indian Housing, P (Room4100)

Chief Information Officer, Q (Room 3152)

Director, Office of Departmental Operations and Coordination, | (Room 2124)
Chief Financid Officer, F (Room 2202)

Director, Enforcement Center, V (200 Portals Building)

Director, Red Estate Assessment Center, X (1280 Maryland Avenue, SW, Suite 800)
Director, Office of Multifamily Assstance Restructuring, Y (4000 Portas Building)
Secretary’ s Representatives

State/Area Coordinators

Assstant Deputy Secretary for Field Policy and Management, SDF, Room 7108 (2)
Deputy Chief Financid Officer for Finance, FF, Room 2202 (1)

Director, Office of Budget, FO, Room 3270 (1)

Deputy Secretary, Special Assstant, SD (Room 10126)

Primary Fidd Audit Liaison Officer, 6AF (2)
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Headquarters Audit Liaison Officer, HQC (Room 6232) (2)

Departmental Audit Liaison Officer, FFC, Room 2206 (2)

Acquistions Librarian, Library, AS, Room 8141 (1)

Public Affairs Officer, G, Room 8256 (1)

Deputy Staff Director, Counsdl, Subcommittee on Crimind Justice, Drug Policy & Human
Resources, B 373 Rayburn House Office Bldg., Washington, DC 20515 (1)

The Honorable Fred Thompson, Chairman, Committee on Governmenta Affairs, 340 Dirksen
Senate Office Building, United States Senate, Washington, DC 20510 (1)

The Honorable Joseph Lieberman, Ranking Member, Committee on Governmenta Affairs, 706
Hart Senate Office Bldg., United States Senate, Washington, DC 20510 (1)

The Honorable Dan Burton, Chairman, Committee on Government Reform, 2185 Rayburn Bldg.,
House of Representatives, Washington, DC 20515 (1)

Henry A. Waxman, Ranking Member, Committee on Government Reform, 2204 Rayburn Bldg.,
House of Representatives, Washington, DC 20515 (1)

Ms. Cindy Fogleman, Subcommittee on Oversight and Investigations, Room 212, O'Neill House
Office Building, Washington, DC 20515 (1)

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

Department of Veterans Affairs, Office of Inspector General (52A), 810 Vermont Avenue, NW,
Washington, D.C. 20410

Steve Redburn, Chief, Housing Branch Office of Management & Budget, 725 17" Street, NW,
Room 9226 New Executive Office Building, Washington, DC 20503 (1)
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