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Issue Date
November 5, 2001

Audit Case Number ‘
2002-SF-0001

TO: Frederick Douglas
Deputy Assgant Secretary for Single Family Housing, HU

IISIGNED//
FROM: Mimi Y. Lee
Didtrict Inspector Generd for Audit, 9AGA

SUBJECT:  Nonprofit Participation in HUD Single Family Programs

We completed a nationwide audit of nonprofit participation in HUD single family programs, with an
emphasis on HUD’ s discount sales program.  This report contains two findings with recommendations
for improving single family operations and requiring action by your office.

Within 60 days please give 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.

Should you or your gtaff have any questions, please contact Charles Johnson, Senior Auditor, at (602)
379-4681, or mysdlf at (415) 436-8101.
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Executive Summary

We have completed an audit of nonprofit organizations participation in Federal Housing
Adminigtration (FHA) insured single family programs. The primary objectives of our review
were to determine whether (1) current approval and monitoring policies, procedures, and
guidelines are adequate to ensure nonprofit organizations participating in the discount sales
program are legitimate, independent organizations, (2) financial benefits resulting from
discounted sales prices are passed on to low and moderate income homebuyers, (3)
revitalization areas meet current requirements; and (4) properties sold at 30 percent discounts
wer e actually located in revitalization areas. The primary emphass of our review was on U.S.
Department of Housing and Urban Development’s (HUD) discount sales program for
nonpr ofit organizations and governmental agencies. However, problemsnoted in the approval
and monitoring process related to the discount sales program are also applicable to nonpr ofit
organizations participation in other FHA single family programs.

The audit disclosed serious problems with HUD's discount sales program which brings into
guestion the viability of the program.

i A et Sderate | Feohia HUD’s curr_ent r_egulations_,_ guideli_nes_, _and controls_ have
: . alowed profit motivated entities and individuals to manipulate
Homebuyers did not Benefit . ) .
Sigrificartly from the Discount Sd the program and reagp the benefits of discounted sales prices
Pr under HUD’s Red Edate Owned (REO) discount sdes
ogram .
program. As a result, low and moderate income homebuyers
have not benefited significantly from the approximate $220
million in discounts given under the program during the period
January 1, 1998 through
April 30, 2001. During this period we identified nearly 4,000
REO discount sale properties that were subsequently resold by
the originad nonprofit agencies to individuas who obtained FHA
insured mortgages.  Andlyss of informetion rlating to these
resdes reveded the following:

The average resale price of the properties by the
nonprofit agencies was 30 percent higher than HUD’s
as-repaired value of the property. For those nonprofit
organizations with 5 or more identified FHA insured
redes, the average resde price ranged from 93
percent to 167 percent of HUD's REO as-repaired
value of the properties.
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Controls over the Establishr
of Revitdization Areas were
- Inadequate

The average resde price by the nonprofit agencies, in
relation to the subsequent FHA appraised vaue of the
properties, was 98 percent.

Gifts were provided by the nonprofit agencies to the
mortgagors purchasing the properties from them in only
15 percent of the cases.

As shown by this andyss, the discounts provided to the
nonprofit agencies were not used in any sgnificant manner to
reduce the price of properties for the benefit of low and
moderate income homebuyers. In fact, rather than seeing a
reduction in the resde prices (in relaion to the origind as-
repaired values) of the properties as would be expected, there
was a ggnificant increase.

Our review suggests that a sgnificant percentage, if not the
mgority, of the discount sales went to nonprofit agencies who
were gpparently either created by profit motivated entities and
individuas, or were under the control and influence of outsde
parties such as redtors, investors, lenders, consultants, and
rehabilitation contractors. These were the parties who primarily
benefited from the program, not the low and moderate income
homebuyer as the program intended. This concluson is
supported by the results of our reviews of 19 nonprofit
organizations. Fifteen of these organizations had either been
formed by profit motivated entities or individuads, many of
whom were former investors involved in purchasng REO
properties, or were legitimate nonprofit agencies who alowed
other entities to use their name for afee.

Abuses of HUD’s program for discount sales to nonprofit
organizations have resulted from a deficient initid screening and
goprova process, lack of effective onSte monitoring;
inadequate reviews of annud reports; lack of controls over
resde and reporting on properties sold a a 10 percent
discount; and a fallure to take quick and effective actions when
problems are noted. Although HUD has made important
changes in its gpprova and monitoring processes over the last
year, sgnificant problems continue to exi<.

Controls over the establishment of revitdization areas did not
ensure gpproved aeas met applicable requirements and
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Auditee Comments

standards. Consequently, areas were approved asrevitaization
areas, which were not economically distressed and did not meet
the intent of enabling legidation. This resulted in the sde of

HUD properties a a 30 percent discount (deep discount) in

aress not digible for deep discount pricing. We attributed this
deficiency to the Homeownership Centers (HOCS) failure to
adequately review and document revitdization aess in
accordance with outstanding indructions.  Additiondly, the
Santa Ana and Atlanta HOCs did not ensure that properties
listed and sold at 30 percent discounts were actudly located in
revitalization areas, or had received appropriate waivers. We
determined that at least 122 properties were sold at 30 percent
discounts when they should have been sold at 10 percent
discounts. The excessive discounts on these sales resulted in at
least $1.9 million dollars in logt sdles proceeds. We attributed
this deficiency to HUD and its Management and Marketing
(M&M) Contractors falure to implement adequate controls.

Smilar problems were noted in our recent audit of the
Officer/Teacher Next Door Program issued June 29, 2001
(Audit Report Number 2001-AT-0001). This report
recommended that HUD: 1) establish management controls to
ensure al HOCs monitor properties as they are lised and as
sdes are closed to ensure they are within revitdization aress, 2)
edablish minimum sandards for evauating and documenting
revitdization areas, and 3) review exigting revitdization areas to
ensure the boundaries are adequately defined and the areas
quaify under present directives. Since HUD has dready agreed
to these recommendations, they will not be redated in this
report. However, additiond actions to ensure consstency in

the determination of the sngle family homeownership rate are
needed.

We provided the Office of Housing (FHA) a copy of our draft
report on August 31, 2001 and received a written response to
the draft on October 10, 2001. Additiondly, the draft findings
were discussed with FHA  officads a a teephone exit
conference on October 16, 2001. FHA officids agreed the
discount sales program has had and continues to have serious
problems. However, they fdt the program should not be
suspended until a more in-depth andysis of the program can be
made. They believe dgnificant steps have been taken during the
last year to strengthen controls over the program and to identify
and remove those participants who violated program
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Recommendations
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requirements.  Further, they think these new controls could
serve to mitigate future problems.  FHA officids were
cooperative and expressed a willingness to work with Office of
Inspector Generd (OIG) in an effort to improve the nonprofit
discount sales program. FHA'’s written response is included as
Appendix A of this report and is further summarized at the end
of each finding.

We have recommended the discount sdes program be
suspended until a review of the program can be made to
determine whether it is viable or should be discontinued. If itis
determined that the program be continued, we have
recommended the gpprova, monitoring, recertification, and
sanction process be drengthened to ensure only legitimate,
independent nonprofit organizations participate in the program
and benefits of the discount sales prices are passed on to low
and moderate income homebuyers. Additiondly, we have
recommended ingtructions be provided to the HOCs relating to
the computation of the sngle family homeownership rae for
proposed revitdization areas and a process for periodicdly
testing for sales outside revitaization areas be implemented.
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| ntroduction

HUD has long allowed nonprofit organizations to participate in the FHA single family
insurance program as mortgagors and providers of secondary financing. Beginning in 1993,
HUD expanded nonprofit organizations role in its single family insurance program through
the initiation of its discount sales program. HUD initiated the discount sales program on
October 25, 1993, with theissuance of NoticeH 93-82. The purposes of HUD’ s discount sales
program were to “expand affordable housing opportunities and help revitalize neighborhoods
while reducing HUD’s inventory in a timely, efficient, and cost effective manner”, and to
“demonstrate HUD’s commitment to homeownership.” Under this program, nonprofit
organizations and government agencies could obtain (purchase) HUD REO properties at a
discount of 30 percent in revitalization areas and up to 15 percent in non-revitalization areas.
It was intended these discounted sales would allow the nonprofit agencies to rehabilitate the
properties if necessary, and then resdl them to low and moderate-income homebuyers at
reduced, affordable prices. HUD’s discount sales program is primarily governed by
regulations contained in 24 CFR part 291.

Evolution of HUD'’s
Discount Sales Program

Since theinitiation of HUD’ s discount sales program, HUD has
issued severd revisons to program requirements in various
mortgagee letters and HUD notices. In mid 1994, HUD issued
Notice H 94-44, which established limits on resae prices of

properties purchased a a 30 percent discount, to a maximum of
110 percent of the net development cost of the property.
Notice H 94-44 dso established limited reporting requirements
for organizations purchasng properties a a 30 percent
discount. Shortly theresfter, HUD issued Notice H 94-74,
which further defined the reporting requirements for
organizations purchasing properties a a 30 percent discount.

HUD subsequently issued Notices H 95-89, H 96-81, and H
97-62, to extend the provisons of HUD Notice 94-74. In
September 1996, HUD issued Mortgagee Letter 96-52 which
covered acceptable affordable housing programs and provided
ingructions to lenders on how to determine whether a nonprofit
organization had the necessary financid capacity and
management ability needed to obtain FHA-insured mortgages.
HUD never implemented gpecific written requirements
pertaining to nonprofit and government organizations resde of
properties purchased from HUD at a discount of 15 percent or
less.
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Activity Under HUD'’s
Discount Sales Program
Durina Audit Period

In March 2000, HUD issued Mortgagee Letter 00-08. This
mortgegee letter consolidated, clarified and expanded
requirements for nonprofit organizations participation in HUD’s
FHA dngle family programs as mortgagors, providers of
secondary financing, and participants in the discount sdes
program. This mortgagee letter gave the program support
divisons within each Homeownership Center (HOC)
respongbility for ongoing agpprovd and monitoring of the
nonprofit agencies participating or wishing to participate in the
discount sales program.

During our audit period, January 1, 1998 through April 30,
2001, gpproximately $220 million* in discounts were given
under HUD’ s discount sales program to nonprofit organizations
and government agencies who purchased over 15,000
properties. Asthe following chart demonstrates, 75 percent of
the tota vaue of discounts went to nonprofit organizations and
government agencies under the jurisdiction of the Santa Ana
HOC.

Discounts Provided Per HOC
January 1, 1998 - April 30, 2001
Atlanta
Philadelphia 13% Denver
5%
7% $29,329,034 °
$16,333,886 $11,761,639
Santa Ana
75%
$162,050,970

2002-SF-0001

The next chart shows the number of property sales to nonprofit
organizations and government agencies, separated by HOC,
and separated by the respective discount amounts given by
HUD. In direct correlaion with the above chart, the chart
below shows the Santa Ana HOC had the mgority (61%) of
the 30 percent discount sales made during our audit period.

! Sales and discount amounts were obtained from HUD’s SAM S system. The information, although thought to be
acceptable for our purposes, was not verified for accuracy.
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Number of Sales by Discount Amount per HOC
January 1, 1998 - April 30, 2001

E10% Discount
15% Discount
0 30% Discount

Santa Ana Philadelphia Atlanta Denver

6000+
5000
4000+
30007
20007
10007
O_
Dramatic Decreasein the
Number of Approved
Nonprafit Organizations During
Audit Period

Revitdization Areas

Over the lagt year, the number of HUD approved nonprofit
organizations has been dramaticdly reduced from
approximately 2,300 to gpproximately 500. Although many
nonprofit organizations were removed from the program
because they were inactive, numerous others were removed for
violaing program requirements. These violations, anong other
things, included excessive profits, ingppropriate deaings with
identity of interest contractors and lenders, shoddy rehabilitation
work, and lack of adminigrative capacity. OIG identified many
of these same violations during our audit fieldwork.

One of the primary requirements for properties to be sold to
nonprofit and government agencies at 30 percent discounts is
for the properties to be located in designated revitdization
areas. Notice H 93-82 firgt introduced revitaization areas and
defined them as “an area targeted by a locdlity for expanding
affordable housing opportunities and enhanced supportive
sarvices’ and “a ZIP code where HUD owns 20 or more
properties and where the average time in inventory is a least
eght months” HUD then issued Notice H 94-74 which
redefined a revitdization area as “a neighborhood that has a
ggnificant concentration of vacant properties, including
properties needing extensve repairs tha have been in HUD's
inventory at least eight months; exhibits other characteristics of
economic distress; and has been targeted by the bcdity for
edablishing affordable housng and providing adequate
supportive services’.  Findly, Notice H 00-16, established
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new, more objective standards for evauating and designating
revitaization areas, and required one or more of the following
criteria be met for the designation: (1) very low income areg;
(2) ahigh concentration of digible assets in the area; and/or (3)
low homeownership rate. Notice H 00-16 further requires
HOC Directors continualy monitor M&M contractor property
ligings to ensure revitaization area properties are properly listed
and sold, and the HOCs maintain substantiating documentation
to support the designation of revitalization aress.

Our primary audit objectives were to determine whether:

HUD's exiging policies, procedures and guidelines are
aufficient to ensure nonprofit agencies it gpproves for
participation in its angle family insurance programs (1) are
legitimate nonprofits not acting under the influence of
outsde parties such as redtors, consultants, investors, €tc;
(2 have dfordable housng plans which mest HUD
requirements, and (3) have sufficient previous experience to
alow them to carry out their programs.

HUD’ s procedures for monitoring the activities of gpproved
nonprofit agencies are adequate to determine if the agencies
are carying out their housing activities in accordance with
their housing plans in a fiscdly sound manner and whether
the benefits of discounts received on the purchase of HUD
homes are being passed on to low and moderate income
homebuyers.

HUD has procedures in place to take quick and effective
actions agang those organizations identified as having
abused the program, and if so, whether these actions are
actudly taken.

HUD has established revitdization areas in accordance with
outstanding guidelines and whether it has adequate policies
in place to ensure that applicable 30 percent discount home
sdes to nonprofit agencies are in digible aress.

Financid benefits resulting from discounted prices by the
nonprofits included in our review are passed on to low and
moderate income homebuyers, and if not, determine who
has benefited.
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Scope And Methodology To accomplish these objectives, we:
Identified and reviewed applicable HUD policies and
procedures.

Identified, obtained, and andyzed discount sdes activity
informaion from various HUD sysems Single Family
Acquired/Asset Management System (SAMS), Single
Family Insurance System (SFIS), and the Single Family
Data Warehouse (SFDW).

Exit

Identified and evduated severd large volume discount

purchasers activities.

Identified and andlyzed information related to gpproximately
4,000 discount sales where the properties were resold to
purchasers who obtained FHA insured mortgages.

|dentified and evaluated interna controls available to HUD
to approve and monitor nonprofit agencies participating in
its FHA single family insurance programs.

Identified and evauated interna controls HUD actudly has
in place at the four Homeownership Centers to gpprove
and monitor nonprofit agencies participating in its FHA
gngle family insurance programs.

Identified and evauated HUD' s procedures over gpproving
and monitoring nonprofit agencies.

Identified and evauated HUD' s procedures over gpproving
and monitoring revitalization arees.

Interviewed appropriate officias and staff at HUD,
nonprofit organizations, and related parties.

Sdlected and reviewed nineteen nonprofit and/or

government agencies nationwide to determine how the
program is actualy being implemented.

Page 5 2002-SF-0001



Introduction

Exit

2002-SF-0001

As part of these reviews, we:

0 Obtained and reviewed, as appropriate, property
dispostion filesmaintained by HUD'sM&M
contractors, FHA insurance case binder files maintained
by the HOCs, nonprdfit files, lender files, and escrow
company/settlement agent files

o0 Performed on-gdtevists a the nonprofit offices.

0 Inspected the rehabilitated properties and interviewed
the purchasers.

o Peformed on-gte vidts, as necessary, to the applicable
lender and escrow company/settlement agent
responsible for the resde.

o Peformed various public record searches.

Our sdection of nonprofit organizaions for review was not
made on a atistica sampling bass. Rather, we attempted to
review those nonprofits gpproved under Mortgagee Letter 00-
08 with the greatest purchase activity in each of the HOCs, plus
severd smdler newly gpproved organizations. The 19 nonprofit
organizations we reviewed represented less than one percent of
the approximate 2,300 approved organizations a the beginning
of the audit period and gpproximately four percent at the end,
but accounted for 11.33 percent (1,700 of 15,000) of HUD’s
discount property sales and 10.25 percent ($23 million of $220
million) of the discounts nonprofit organizations received during
the audit period.

We peformed our survey and audit work a HUD
Headquarters, the four Homeownership Centers, and severd
nonprofit and/or government agencies between April 2000 and
July 2001. We conducted the audit in accordance with
generdly accepted governmentd auditing standards.
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Current Controls Over Nonprofit Organizations

Do Not Ensure The Benefits Of Discount Sales

Are Passed On To Low And Moderate Income
Homebuyers

HUD’s current regulations, guidelines, and controls have allowed profit motivated entities and
individuals to manipulate the program and reap the berefits of discounted sales prices under
HUD’s REO discount sales program. Asaresult, low and moder ate income homebuyer s have
not benefited significantly from the approximately $220 millior? in discounts given under the
program during the period January 1, 1998 through April 30, 2001. During this period, we
identified nearly 4,000 REO discount sale properties that were subsequently resold by the
original nonprofit agencies to individuals who obtained FHA insured mortgages’. Analysis of
information relating to these resales revealed the following:

The average resale price of the properties by the nonprofit agencies was 30
percent higher than HUD’s as-repaired value of the property. For those
nonprofit organizations with 5 or more identified FHA insured resales, the
average resale price ranged from 93 percent to 167 percent of HUD’'s REO as
repaired value of the properties.

The average resale price by the nonprofit agencies, in relation to the
subsequent FHA appraised value of the properties, was 98 per cert.

Gifts were provided by the nonpr ofit agencies to the mortgagor s purchasing the
properties from them in only 15 percent of the cases.

As shown by this analysis, the discounts provided to the nonprofit agencies were not used in
any significant manner to reduce the price of properties for the benefit of low and moderate
income homebuyers. In fact, rather than seeing a reduction in theresale prices (in relation to
the original as-repaired values) of the properties aswould be expected, there was a significant
increase.

2 Sales and discount amounts were obtained from HUD’ s SAM S system and the information, although thought to be
acceptable for our purposes, was not verified for accuracy. REO discount sales for the period totaled over 15,000
properties.

% | dentification of these resales was made by matching sales per SAM S information with information from the Single
Family Data Warehouse. Matches were dependent upon property addresses, and because of the different ways
addresses were put into the systems, many resales could not beidentified. Accordingly, the number of REO
discount sales to nonprofit organizations that were subsequently resold with FHA insured mortgagesis likely much
greater than the 4,000 properties we did identify.
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Our review suggests that a significant percentage, if not the majority, of the discount sales
went to nonprofit agencies who wer e appar ently either created by profit motivated entities and
individuals, or were under the control and influence of outside parties such as realtors,
investors, lenders, consultants, and rehabilitation contractors. These were the parties who
primarily benefited from the program, not the low and moderate income homebuyer as the
program intended. This conclusion is supported by the results of our reviews of 19 nonpr ofit
organizations. Fifteen of these organizations had either been formed by profit motivated
entities or individuals, many of whom were former investors involved in purchasng REO
properties, or were legitimate nonprofit agencies who allowed other entitiesto use their name
for afee.

Abuses of HUD’s program for discount sales to nonprofit organizations have resulted from a
deficient initial screening and approval process, lack of effective on-site monitoring;
inadequate reviews of annual reports; lack of controls over resale and reporting on properties
sold at a 10 percent discount; and a failure to take quick and effective actions when problems
are noted. Although HUD has made important changes in its approval and monitoring
processes over the last year, significant problems continue to exist. HUD officials have
recognized the continuing problems with the discount sales program and are committed to
taking action to strengthen program controls.

It should be noted that although the emphasis of our audit was on those nonprofit agencies
that had been approved for participation in HUD’s discount sales program, these same
nonpr ofits, in many cases, wer e also approved to participate in other FHA single family areas
including providing secondary financing and obtaining FHA insured mortgages with the same
terms as owner occupants. Further, the internal HUD process for approval of nonprofit

organizations to participate in these two areasisthe same asfor approval to participatein the
discount sales program. Accordingly, problems noted in our review are also applicable to the
approval and monitoring processin these other areas.

HUD has long dlowed nonprofit organizations to participate in
the FHA dgngle family insurance program as mortgagors.
Beginning in 1993, HUD expanded nonprofit organizations role
in its Ingle family insurance program through the initigtion of its
discount sdes program.  Under this program, nonprofit
organizations could puchase HUD REO properties a a
discount, 30 percent in revitdization areas and 10 percent (15
percent if five or more properties were purchased at the same
time) in non-revitalization areas (Notice H 93-82). The intent
of the discounted sales program was to “expand affordable
housing opportunities and help revitalize neighborhoods while
reducing HUD’s inventory in a timdy, efficdent, and cost

Governing Requirements
and Proaram History

2002-SF-0001 Page 8



Finding 1

Exit

effective manne™” and to “demongtrate HUD’s commitment to
homeownership.” It was intended that these discounted sales
would alow the nonprofit agencies to rehabilitate the properties
(if necessary) and then resdll them to low and moderate income
homebuyers at a reduced price.

In mid 1994, HUD daff raised concerns about nonprofit
organizations and public (governmentd) agencies regping
“windfdl profits’ from their resde of discounted properties
purchased from HUD. As aresult, HUD established limits on
resale prices of properties purchased at a 30 percent discount.
These new rules (Notice H 94-44) limited the resale price of a
property by the nonprofit or governmenta agency to a
maximum of 110 percent of the net development cost of the
property. Net development cost was exclusive of overhead,
profit, or developer fee. In concert with this limitation, an
optiond land use redtriction addendum was suggested which
specificaly limited the resde price of the properties to 110
percent of net development cost. This addendum, at the option
of the local HUD office, was to be added to the sales contract
in an atempt to ensure that nonprofit and public agencies were
adhering to the resde price redtrictions. Because of continuing
concerns with resale prices of discount properties, HUD made
use of an amended land use restriction addendum mandatory in
1996 for dl 30 percent discount salesto nonprofit organizations
and governmenta agencies (Memorandum dated June 14,
1996). However, no specific written restrictions were placed
on the resde of properties purchased at a discount of 15
percent or less.

Notice H 94-44 dso established limited reporting requirements
for organizations purchasing properties & a 30 percent
discount. Essentidly, they were required to report annualy on
their program accomplishments over the previous year and
could be denied further participation in the 30 percent discount
program until the report was received. The requirements of this
report were further defined in Notice H 94-74. Specificdly, the
report was to contain the number of properties acquired from
HUD at a 30 percent discount during the previous year and, for
each of these properties resold in the period, a cost reporting to
include: acquidition cogt; rehabilitation cost; resale price; and an
overview of other costs including developers fee. Additionaly,
the organization was to certify that the resale buyers incomes
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were a or below 115 percent of median income for the area.
HUD offices were to establish a process to ensure the reports
were received and reviewed to make sure the organizations
were adhering to the terms of the program. HUD did not
edablish efficient procedures for initid approva and ongoing
monitoring of nonprofit organizations participeting in the
program, and to a large extent, program requirements and
activity was ignored.

During early 1996, HUD noticed an expansion in the number of
nonprofit organizations entering its housing programs. In order
to ensure these nonprofits organizations housing programs met
HUD’s requirements and they had the necessary management
ability and financid capacity, HUD issued additiond guiddines
in September 1996. These guiddines, set out in Mortgagee
Letter 96-52, covered acceptable affordable housing programs
and provided ingructions to lenders on how to determine
whether a nonprofit organization had the necessary financid
capacity and management ability needed to obtain FHA-insured
mortgages.

In March of 2000, HUD attempted to address continuing
concerns about the program with the issuance of Mortgagee
Letter 00-08. This mortgagee letter consolidated requirements
for nonprofit organizations participation in HUD’s single family
programs as mortgagors, providers of secondary financing, or
participants in the discount sales program. The mortgagee letter
dso required dl nonprofit organizetions to provide
recertification documents to HUD within 45 days or lose their
goprova datus. These recertification documents were to
include al documents necessary for initid agpprova plus a
detaled summary of purchase and resde of properties
purchased under the 30 percent discount sales program during
their previous period of gpprovad. The Program Support
Divisons of eech HOC were given respongbility for reviewing
these recertifications and determining whether the nonprofit
organizations would continue to be gpproved for te various
FHA programs. Additiondly, the Program Support Divisons
were given respongbility for ongoing gpprova and monitoring
of the nonprofit agencies participating or wishing to participae
in FHA gngle family programs.
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Results Of Site Reviews

In conjunction with the implementation of the requirements of
Mortgagee Letter 00-08, dl four HOCs have taken significant
deps to strengthen controls over nonprofit approva and
recertification. In fact, over the lag year, the number of
goproved nonprofit organizations has been reduced from
approximately 2,300 to approximately 500. Although many of
those nonprofit organizations removed from the program were
inactive, numerous others were removed based upon
information identified by HUD during the recertification process.
However, as discussed below, procedures for ensuring the
integrity of the program are gill inadequate, as a result; the
program continues to be abused.

During our audit we visited and reviewed the operations of 19
nonprofit organizations. All but sx of these organizations had
been approved (or recertified) under the provisons of
Mortgagee Letter 00-08. We found none of the 19 nonprofit
organizations passed on discounts resulting from the REO
purchase to the homebuyers in the form of discounted sales
prices, and for 15 nonprofits (these 15 nonprofit organizations
purchased 1,090 properties, receiving $155 million in
discounts).  We found the organizations affordable housing
programs were under the control of other profit motivated
individuas or entities, or were formed by such individuds to
take advantage of HUD’s discounted sdes program.

Specificdly:

Two nonprofit agencies were formed by the same
investors solely to participate in the discount sdes
program. These individuas had previoudy participated
as investors purchasing HUD REO properties. The
sgngle office of the two nonprofit organizations was
located within the office of an investment and redity firm
of the involved individuds. These individuas obtained
funds from the property transactions not only through
the profit on the resde of the properties, but adso
through redlty fees, exorbitant financing fees (up to 12
percent loan origination fees) and interest, and through
other miscellaneous charges. As a reault, there was no
monetary benefit passed on to the low and moderate
income homebuyers (total 115 purchases — discounts
received $3.1 million). These individuds were dso
involved with another nonprofit organizetion that
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purchased 74 propeties (discounts totding $1.7
million) during our audit period. We did not review the
operations of this other nonprofit organization.
However, HUD removed it from the program because
of numerous problems including identity of interest
relationships and excessive profits.

An individud who had previoudy participated as an
investor purchasing REO properties formed, or helped
to form, two nonprofit organizations. We could not
locate a physica office for either nonprofit organization.
The nonprofit organizations took funds out of the
transactions through claimed rehabilitation costs passed
through identity of interest rehabilitation contractors and
resdua funds (profit) from the resde of the properties.
The properties were resold to individuds at high end
gopraised vaues and the only benefit received by the
low and moderate income purchasers was
downpayment and closng cost assgance in some
ingtances (total 98 purchases - discounts received $2.8
million). Our ingoections of properties involving these
nonprofit organizations identified serious deficiencies
with the qudity of rehabilitation work done (or not
done) on the properties. Severa of the properties have
magor building code violations that the city is now
holding the low income homebuyers responsible for
correcting.  As a result, not only did the ultimate
purchasers (who obtained FHA insured loans) pay an
excessve purchase price for the properties, the
properties in many ingances have serious problems,
which limit their habitability. Some of the homeowners
have even gone into default on their FHA-insured
mortgages because they had to use their limited funds to
make needed repairs on the properties they purchased.

A profit motivated firm, which was initidly established
for the purpose of purchasng and rehabilitating
properties (investor), converted to a nonprofit
organization and was approved to participate in HUD’s
discount sales program. In order to induce HUD to
goprove its gpplication, it provided financid statements
that grosdy overdtated its operating income and assets.
Additiondly, the organization had an identity of interest
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with its principd rehabilitation contractor, could not
support its clamed rehabilitation costs, used high rate
interim financing (16 percent interest and 5 percent
origination fee), and resold the properties at prices
greatly exceeding the program limit of 110 percent of
net development costs (up to 137 percent of net
development costs on the transactions we reviewed).
This nonprofit organization should never have been
approved to participate n the discount saes program
and has not passed on the benefits of its discounts to
low and moderate income homebuyers (totd 8
purchases - discounts received $72,000).

An investor reectivated a nonprofit organization
(inactive for a least five years) and obtained HUD
gpprova to participate in the discount sales program.
The nonprofit organization's activities were managed
under an agreement with a redtor who was aso the
listing broker on the property resales and who aso at
times provided interim financing to the organization.
The nonprofit sold discount properties to employees
and an dfiliated redtor, did not ensure that ultimate
purchasers were low and moderate income, and resold
30 percent discount properties to the ultimate
purchasers for more than 110 percent of clamed net
development cods. Additiondly, the nonprofit
organization submitted inaccurate information to HUD
relaing to prior experience in order to meet the
experience requirements for origina approva (tota 150
purchases - discounts received $2.9 million).

A nonprofit organization was crested by a reator
(Presdent) and rehabilitation contractor  (Vice-
Presdent) who were formerly involved together in the
purchase and sale of HUD owned properties. After
purchasing discount properties from HUD, the nonprofit
organization would verbaly contract out any needed
renabilitation work with one of two rehabilitation
contractors, including a firm set up by the nonprofit
organization's vice-presdent after he left the
organization. In addition to his salary, the president also
receved redty fees on the resde of the nonprofit
organization's properties.  The nonprofit organization
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recelved compensation from the transactions through
miscellaneous fees on top of its cdlaimed profit on the
resde of the properties. The nonprofit agency did not
ensure properties were resold to low and moderate
income homebuyers and resold properties a prices
greatly exceeding 110 percent of net development costs
(up to 156 percent of net development cost). The
homebuyers received no benefit from the program other
than limited downpayment and closng cost assgtance.
The organization was operated for the persond gain
and benefit of its organizers (totd 33 purchases -
discounts received $300,000).

A nonprofit organization used the REO discount sales
program to accumulate a large red edtate portfolio,
which at the time of our review totaled over 400 rentdl
properties.  The organization had no program to
provide home ownership opportunities to low and
moderate income homebuyers.  The  nonprofit
organizetion purchased propetties usng HUD's
discount program, obtained conventiond financing for
the interim rehakilitation period, and then refinanced the
properties usng FHA insured mortgages. The nonprofit
organization used an identity of interest firm to perform
its rehabilitation work and could not support clamed
rehabilitation  codts, daing tha  supporting
documentation had been purged from its files. During
our audit period, the nonprofit organization purchased
339 REO discount properties receiving over $3 million
in discounts. In addition to failing to meet the objectives
of the discount sdes program, the nonprofit's use of
FHA insured mortgages to finance its properties has
resulted in a Sgnificant risk to the FHA insurance fund.
At the time of our review, the nonprofit organization had
370 active FHA insured loans with origind mortgage
baances totaling over $19 million.

Seven of the nonprofit agencies were exigting
organizations with no previous housng experience
which were recruited by, or solicited, other individuas
who managed the programn on the nonprofit
organizations behdf. These other individuds handled
practicaly al phases of the purchase, rehabilitation, and
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resde of the properties and passed on a fee to the
nonprofits for each sde. Essentidly, the nonprofits had
amod no involvement in the programs. The individuds
sphoned off the benefits of the reduced purchase prices
of the properties through payments to themselves or
identity of interest entities for high interest financing,
unsupported rehabilitation codts, redty fees, developers
fees, consultant fees, and other miscellaneous charges
to the program. The low and moderate income
homebuyers did not receive reduced cost housing snce
they purchased the properties from the nonprofit
organizations a full (high-end) appraised values (tota
350 purchases - discounts received $4 million).

The other three nonprofit agencies reviewed were either
city governments or community housing development
organizations, which were dso paticipaing in ther
cty's HOME Invetment Partnerships Program
(HOME) and/or Community Development Block Grant
(CDBG) programs. These programs dso failed to
provide low and moderate income homebuyers reduced
price housing since the properties involving these entities
were resold to low and moderate income homebuyers
at full gppraised vaue (high end gppraised vaues). This
primarily resulted from the extensve, and sometimes
unnecessary, amount of rehabilitation work done to the
properties, but aso involved other factors.

In one instance, a city essentidly acted as a Straw buyer
for profit motivated entities. The city would purchase
the propeties and immediady sdl them to other
entities, which would rehabilitate and sdl the properties
a high end gppraised vaues. These entities were
dlowed to make a profit equal to 15 percent of their
clamed total acquisition, rehabilitation, and resde cods.
As aresult of this arrangement, there was no incentive
to limit codts, other than the limitations resulting from the
high end appraised values of the properties obtained at
their resdle. Such an arrangement dso resulted in extra
closng costs because of the interim sde to the profit
motivated entities. Further, the city did not verify the
profit motivated entities claimed cods.
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During our review, we performed a limited andys's of
cods clamed by profit motivated firms participating in
the city’s program. Based upon information reviewed,
it was apparent that at least one of the entities was
charging indigible development costs such as bonuses
to employees, referrd fees, and other miscellaneous
costs which were either not related to the properties or
which should have been included as pat of the 10
percent dlowance for profit and overhead.
Additionaly, because of the limited nature of our review
and the entity’s dedings with identity of interest
contractors, we were unable to determine the vaidity of
clamed rehabilitation cogts.

Problems affecting nonprofit organizations operations are not
isolated to those included in our sample review. Over the last
severd years, there have been numerous other instances in New
York, Chicago, San Francisco, Washington D.C., and other
cities where nonprofit organizations were involved in fraudulent
transactions involving HUD' s discount sales programs or the
FHA gngle family insurance program. Additiondly, HUD's
reviews have identified other serious problems affecting the
program. For example, during the period April 1, 2000 to
April 30, 2001, nonprofit agencies that purchased 68 percent of
HUD’s discount properties (excluding sdes to governmentd
agencies) were subsequently removed from the program for
violating program requirements. These violations, among other
things, included excessive profits, ingppropriate dedings with
identity of interest contractors and lenders, shoddy rehabilitation
work, and lack of adminigtrative capacity.

Current procedures and controls are inadequate to ensure
nonprofit organizations are legitimate organizations who are not
operating under the control of other parties, have the
adminigrative capacity to carry out a rehabilitation and sdes
program, and will pass on the benefits of the discount sales
programs to the low and moderate income homebuyers as
intended. Specificdly, insufficient information is obtained during
the approva process for HUD to make an informed decision
regarding the independence and capability of the nonprofit
organization:
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Copies of the nonprofit organizations 501 (¢)(3)
goplications to the Interna Revenue Service (IRS)
requesting tax exempt daus under 501(@) of the
Internal Revenue Code are not obtained and reviewed
during the gpprovad process. This information should
be obtained and reviewed to determine the origind
purpose of the nonprofit organization and whether thisis
compatible with the management of a housing purchase
and sales program.

Face-to-face interviews were not hdd with the
principas of the nonprofit organizations to obtain a clear
underganding of how they would cary out ther
affordable housing program. Such interviews would be
invduable in deemining whether the nonprofit
organizations would be running their own programs or
esentidly acting as  fronts for other parties.
Additiondly, face-to-face interviews would assg in
making a determination as to whether the nonprofit
agencies have the knowledge and adminidrative
capability to carry out their housing programs.

Physical inspections were not made of the nonprofit
organizations facilities to determine whether they had
appropriate office space to carry out the program or
even whether the claimed offices existed and were not
just mailbox addresses.

Appropriate public records checks were not done to
determine involved parties rdationships with other
profit-motivated entities, which could indicate that the
nonprofits were just fronts. Such checks would have
identified many nonprofit agencies which were formed
by investors, redltors, and others to take advantage of
the discount sales program and other benefits provided
to HUD approved nonprofit agencies. However, at our
urging, the HOCs, especidly the Santa Ana HOC, have
begun to use public record sources in some instances to
identify related parties.

HUD dlowed non-housing experience, i.e. other socid
service program experience, to be considered when
determining whether nonprofit agencies had sufficient
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experience to manage their proposed affordable housing
programs. Experience with non-housng related socia
programs does not provide a nonprofit organization with
the background to run a housing rehabilitation program.
Allowing such experience has sgnificantly contributed to
the problems affecting the REO discount sales program.
During our review, we noted numerous instances where
nonprofit organizations were recruited by redtors,
investors, rehabilitation contractors and other profit
motivated entities to act as a front for ther activities.

Essentidly, the profit-motivated entities helped the
nonprofit organizations to obtain participation gpprova

from HUD and then ran dl aspects of the nonprofits so-
cdled affordable housing programs.  The nonprofits had
amogt no role in the program and Smply received a fee
for dlowing the profit-maotivated entities to use their
name.

Staff were not dways adequatdly trained in reviewing
and gpproving nonprofit applications, as a result,
goproved organizations that, based upon information in
the file, were cdlearly under the influence of outsde
parties or who did not have the capability to carry out an
affordable housing program.

Government agencies were not required to submit the
sane aprovd information as other  nonprofit
organizations and were approved solely based on their
government Status without review of their proposed
programs.

Asareault of the deficienciesin the approva process, nonprofit
organizations were gpproved when they should have been
rgected because of ther lack of adminigtrative or financia
capacity, lack of experience, or ingppropriate identity of interest
relationship with other parties. This was clearly evident during
our review. In addition to the 19 nonprofit organizations we
vidited (Sixteen of which should never have been approved for
participation in the program), we aso reviewed gpplications of
newly agpproved nonprofit organizetions.  Problems or
unreolved issues were identified with eight of the 11
goplications reviewed. For example:
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On-Going Monitoring And
Review Of Submitted Reports
And Recertifications

Ongite Monitoring of Nonpraofit
Organizations Operations

One nonprofit organization was gpproved even though
it had existed for less than two years, it had no financid
resources, its founders and executives were redtors and
lenders, and it had no previous experience in housing
(or anything dse). Obvioudy, this nonprofit
organization did not meet the requirements for approval.

A nonprofit organization was approved even though its
application stated that a construction contractor would
manage its affordable housing program. The
congtruction contractor was to be respongble for all
phases of the program including identification of
properties, purchase and rehabilitation of the properties,
and ultimate resde of the properties. This was not
surprisng snce the nonprofit organizetion had no
previous housng experience and its principle activity
was to assig college bound students in obtaning
financid ad.

HUD’s ongoing monitoring of nonprofit organizations
operdions, including reviews of annud reports and bi-annud
certifications and onSte reviews of operations, does not
provide sufficient oversight to ensure those participating in the
program are adhering to program guidelines and requirements.
Consequently, nonprofit organizations which are abusing the
program are not identified, or not identified on a timely bas's,
and so continue to participate, regping benefits which shoud be
going to low and moderate income homebuyers.

HUD had not established a structured method for conducting
ondgte monitoring of nonprofit agencies or even identifying
nonprofit agencies that should be reviewed. Asaresult, on-Ste
monitoring was dmost non-existent over the past few years. In
fact, we could not identify any on-ste reviews performed by the
Santa Ana HOC even though discounts provided through this
HOC amounted to approximately 75 percent of the nationwide
totd during our audit period. Ste vidts by the other HOCs
have only been made recently and were very limited.

In an attempt to address the lack of on-Ste monitoring, HUD, in
September 2000, entered into two pilot contracts with private
firms to conduct onSte evauations of nonprofit organizations
operations. As of May 30, 2001, the two contractors had
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completed 15 reviews. However, HUD had no specific
procedures in place to identify potentia problem nonprofit
organizations and direct ther limited review resources to these
organizations. For example, there were no specific criteria used
to sdect the nonprofit organizations which HUD's two
contractors reviewed. Without clear procedures for identifying
potentid problem organizations, HUD's limited resources will
not be directed to those organizations which represent the
greatest risk to the nonprofit REO discount sdes and related
programs.

Additiondly, based upon our evauation of the contractor
reviews, it was gpparent the scope of the reviews in many
instances was too limited to provide a meaningful evauation of
the nonprofit organizations operations. Specificaly, there was
insufficient analyss of potentid conflict of interest relationships
between the nonprofit agencies, redltors, lenders, investors, and
rehabilitation contractors, clamed rehabilitation work was not
adequately verified; and financing arangements were not
reviewed for reasonableness. As aresult, HUD did not dways
recelve enough information from the contractors to facilitate a
truly informed decison as to the legitimacy and capability of the
nonprofit organizations reviewed. For example, our review of a
contractor's report and examination of other available
information raised concerns about the nonprofit organization’s
operations including:  exclusve reationships with redtors,
lenders, and contractors involved in  the program;
reasonableness of codts; and excessive profits on the resale of
properties. However, the contractor concluded that the
operations of a nonprofit were acceptable and in conformance
with HUD requirements.

HUD’s reviews of the nonprofit organizations annud reports
and bi-annua recertifications are not adequate to identify
exiging problems with nonprofit organizations and ther
operations. For example, dl but sx of the 19 nonprofit
organizations we sdected for review had been recertified or
approved under the provisons of Mortgagee Letter 00-08.
These reviews faled to identify the serious problems we found
with 10 of the nonprofit organizations. The causes for these
deficient recertification reviews are smilar to those for the
deficient initid approva process, including failure to review for
identity of interest relationships, inadequate t&ff training, and a
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lack of sufficient information on which to analyze the nonprofits
performance. In order to improve the recertification review
process, HUD needsto:

Require the nonprofit organizations to provide identifying
information on rehabilitation contractors used, redtors
involved, and lenders providing interim construction
financing (induding origination fees and interet rae
charges).

Compare cogt of rehabilitation clamed to that identified

by HUD's M&M contractors, and follow-up on

Exit significant cogt differences.

Compare the resde price of properties to HUD's
edtablished as repaired property vaues and follow-up
when it is determined that a nonprofit organization
consgtently resdlls properties it purchases at a discount
for ggnificantly more than HUD’s established property
values'.

Conduct public record checks on nonprofit organizations
principals and involved rehabilitation contractors, reators
and lendersin order to identify potentia identity of interest
relaionships.

Perform on-gte vigts to the nonprofit organizations when
warranted.

Provide detaled training to gaff (involved in reviewing
reports and recertifications) on identifying unusud and
unreasonable codts, use of public records to identify
potential identity of interest relationships, typica loans
transactions, etc.

Adopt methods to provide consstency between the
HOCs in the determination of net development costs and
corresponding profits on nonprofits  property resaes.
During our review, each of the four HOCs had different
procedures for reviewing annua reports and determining

* HUD ceased collecting information on as repaired property valuesin approximately August 2000. However, in our
opinion, these values could be obtained in the future without much additional effort.
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whether the nonprofit organizations were adhering to the
limitations on maximum saes prices of the discount
properties the nonprofit organizations had purchased and
resold. We did note that the Santa Ana HOC had
developed and was utilizing what they caled an Excess
Profit Calculator when determining net development cost.
In our opinion, this or a smilar type tool should be
adopted by each HOC and applicable staff trained in its
use.

Currently, HUD has no effective requirements or controls
regulating nonprofit organizations resale of properties sold to
them at a 15 percent or less discount. There are no specific
requirements set out in the governing mortgagee letters and
housing notices which discuss resde vaues of the properties,
limitetions on who the properties can be sold to, or annual
reporting requirements.  Essentialy, nonprofit organizations
purchasing properties from HUD at a discount of 15 percent or
lessfet they could do what they wished with the properties they
purchased as long as the generd gods of their affordable
housng plan were supeficdly met. Additionaly, we question
whether the discount sde to nonprofit organizations of
properties that require little or no repairs is a cost effective
means to provide homeownership opportunities to low and
moderate income homebuyers.

During our review, we noted numerous instances where
nonprofit organizations purchased REO properties a a 10
percent (or 15 percent) discount and immediately (often on the
same day) resold them o others a significantly higher prices.
Additiondly, the nonprofit organizations did not ensure the
properties were sold to low and moderate income homebuyers.
When questioned about these practices, the nonprofit
organizations claimed there were no requirements limiting the
resde price or purchasers income on such resales.

For example, one nonprofit organization purchased only
properties listed at 10 percent discounts and then immediately
(often on the same day) resold them to purchasers who usudly
paid full gppraised vaue for the properties. The nonprofit
agency did not attempt to limit its resde price of the properties
to 110 percent of net development cost. In fact, even though
the nonprofit agency only held its properties an average of 20
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Priority to Nonprofit
Organizations on 10 Percent
Discount Properties

Cod Effectiveness of 10
Percent Discount Sales for
Properties Requiring Limited
or No Repairs

days, its average resde price was 25 percent higher than its
purchase price and 119 percent of net development cost. The
nonprofit organization clamed there was no requirement limiting
its development fee to 10 percent of net development codts.

We see 1o reason for the significant accountability difference
between 30 percent or 10 percent discount sales to nonprofits.
The intent of the program in each ingance is the same and
accordingly, requirements for the two should be equdly explicit.
In our opinion, HUD should revise its requirements to clearly
limit the allowable resale prices and alowable purchasers of 10
percent discount properties to be the same as those required for
30 percent discount saes.

Another concern noted relating to the sde of 10 percent
discount properties is the priority given to nonprofit
organizations. If a nonprofit organization and an owner
occupant homebuyer submit bids to purchase a REO property,
the discount to be received by the nonprofit organization is not
taken into condderation when determining the highest net
bidder. Accordingly, if an owner occupant purchaser submits a
bid to purchase a REO property which exceeds a nonprofit
organization's bid by less than 10 percent, the nonprofit
organization, not the owner occupant applicant, will be awarded
the property. In our opinion, such a Stuation violates the intent
of the discount sdes program, which is to provide low cost
housing opportunities to homebuyers. If an owner occupant
homebuyer submits a bid which is hgher than the net bid of a
nonprofit organization after taking into condderation the
nonprofit organizations alowed discount, the owner occupant
homebuyer should be awarded the property. This would meet
the intent of providing low cost housing opportunities to low and
moderate income homebuyers without having to go through a
middleman, i.e the nonprofit organization, which smply
increases the price of the property to the ultimate homebuyer.

Our andysis of information relaing to the subsequent resde of
properties requiring little or no repairs, which were purchased
by nonprofit organizations a a 15 percent or less discount,
raises serious concerns about the effectiveness of this program.
We identified over 900 properties that were sold to nonprofit
organizations a a 10/15 percent discount and subsequently
resold to homebuyers who obtained FHA insured loans. Many
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of these properties were resold within two weeks (or on the
same day) of the nonprofit organizations purchase date. The
resde price of these properties averaged 24 percent more
($15,500) than HUD’s as repaired vaue of the properties and
57 percent ($34,800) more than the nonprofit's purchase
price’. The purchasers (for those we were able to identify)
receved an average gift of approximately $6,100 to apply
towards downpayment and closing costs. Essentidly, they paid
$15,500 to receive $6,100 in assistance. Obvioudly thisis not
a vay cos effective method of providing downpayment
assstance. Not only does the ultimate purchaser pay more for
the property, HUD also receives less on its sdle because of the
discount. The sde to the nonprofit organization Smply insarts an
unnecessary middleman into the sales process which increases
the codts to the low and moderate income homebuyer HUD is
trying to asss. There are existing programs such as HOME,
CDBG and other public and private sources that provide
downpayment assistance without introducing a middieman into
the sdles process. In our opinion, HUD should coordinate its
sdes efforts with loca agencies which provide downpayment
assistance and eiminate the 10 percent discount sales program
for properties that require limited or no repairs.

When problems are noted with a nonprofit organization's
Taking Action When operations, HUD has not always acted in an expedient manner
Problems Are | dentified to remove the organization's approval to participate in the
discount sdes program or to take action agangt those who
abused the program. For example, we noted HUD staff had
recommended that a nonprofit's gpprova be removed in
September 2000, yet agpprovad was not rescinded until
February 2001. During this period, the nonprofit was alowed
to purchase an additiond 128 discount properties with
discounts totaling over $3.5 million. This nonprofit agency was
ultimately removed for taking out excessve profits on the
resdes of the properties, using identity of interest companies to
cary out the program; sdes to individuas who were not low
and moderate income; and not correcting building code
violations. Although the purported nonprofit agency cearly

® These identified sales were properties where the difference between their as repaired and as is val ues was |l ess than
$5,000, i.e. propertieswhich in their current condition met FHA requirements or would be eligible for the escrow repair
program.
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violated program requirements, immediate action to revoke its
approva was not taken.

There were other smilar ingtances where the remova process
was dgnificantly delayed and the nonprofit organizations were
dlowed to continue to purchase properties during the delay. In
our opinion, if serious concerns are raised regarding a nonprofit
organization’s operations, their gpprova should be suspended
until a find determination can be made. The Santa Ana HOC
did recently begin using this option when significant concerns
were raised about nonprofit organizations operations.

We aso found instances where egregious problems identified
by HUD only resulted in a one year removd of the
organization's gpprova to paticipate in FHA snge family
programs, including the discount sdes program.  No
adminidrative actions were initiated againg the individuads who
took advantage of the program (including investors who were
running many nonprofit organizations operations) nor were the
nonprofit organizations required to refund excess profits to
HUD or to buy down the mortgages of those low and moderate
income individuds who were the ultimate purchasers of the

properties.

As pat of the agpplication and approval process, nonprofit
organizations agreed to abide by program requirements,
therefore, if they have intentionaly violated the requirements,
adminigrative sanctions should be teken to preclude their
further involvement in this and other HUD programs. Further, at
the time they purchased 30 percent discount properties, a land
use redriction addendum was executed, wherein the nonprofit
organizations agreed to limit the resale price of the propertiesto
not more than 110 percent of net development cods.
Accordingly, as set out in Mortgagee Letter 97-5, if nonprofit
organizations sold properties for more than this amount in
violation of the addendum, they should be required to refund
these excess profits, preferably to the low and moderate income
homebuyer, through a buydown of the mortgage. If thisis not
possible, then the excess profits should be refunded to HUD.

Taking adminigrative sanctions and requiring refund of excess
profits is becoming even more important as the one year
excluson period for many of the removed nonprofit
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organizations is expiring and they ae agan goplying for
goprova to participate in the program. These organizations
should not be dlowed back into the program until HUD is
assured that program deficiencies have been corrected and
excess profits returned.  Where egregious violations occurred,
the offending individua parties should be sanctioned and their
organizations not alowed back into the programs.

It is apparent that there are very serious problems with HUD’s
discount saes program and the nonprofit approval process asa
whole. As previoudy noted, as of May 31, 2001, nonprofit
organizations who had purchased 68 percent of the discount
sdes during the period April 1, 2000 through April 30, 2001,
had aready been removed from the program by HUD. One
would assume that by removing these nonprofit organizations
from the program, the integrity of the progran would
sgnificantly improve. However, this does not appear to be the
case. Newly gpproved nonprofit organizations are aso taking
advantage of the program. For example, as of July 31, 2001,
nonprofit organizations (approved under Mortgagee Letter 00-
08) that purchased 81 percent of the nonprofit discount
property sales at the Santa Ana HOC during the period January
1, 2001 through July 31, 2001, had aready been removed for
program violations. The extent of this noncompliance raises
questions about the viahility of this program. If HUD wishesto
continue the program, significant changes must be made in its
gpprova and monitoring process to preclude further abuse.

Additiondly, the need for discounted sdes of properties not

requiring repairs should be re-examined. Findly, procedures
should be implemented to sanction individuals and organizations
who abuse the program and require the refund of excess profits
resulting from their purchase and resde transactions.

Auditee Comments and OIG
Evaluation of Auditee
Comments

FHA’s Summary Comments

2002-SF-0001

On October 10, 2001, the FHA provided written comments to
our draft report. FHA's complete response is included in
Appendix A of this report

issummarized below.

In its response, FHA agreed that a study of the nonprofit
discount sdes progran was warranted and that it would
procure the services of a contractor to evauate the program
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OIG' s Evauation of
FHA's Summary
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during this fiscd year. At the completion of this review, a
determination as to whether the program should be suspended
would be made. FHA dated that the review is necessary to
take into account the recent recertification of al nonprofit
organizations. FHA went on to dtate that this recertification
effort, in reation to the 19 agencies included in our report,
resulted in Sx of the nonprofit agencies not being recertified; the
remova of Sx agencies subsequent to recertification; and the
pending remova of four others. FHA beieved an analyss of
the peformance of the remaning 575 gpproved nonprofit
agencies was dedrable before reaching a determination on the
continuation of nonprofit participation. FHA did express a
willingness to take whatever action is necessary to ensure the
discount sades program is carried out in accordance with
program requirements and is in the process of issuing additiona
guidance and requirements to strengthen its controls over the
program.

We continue to believe our recommendation of the program be
suspended until an evauation of the viability of the program can
be made isvdid. This recommendation was made based upon
our in-depth evauation on the program activities at each of the
four HOCs responsble for program adminigration.  We
recognize over the last year FHA has taken significant steps to
strengthen its controls over the program and to remove those
nonprofit  organizations violaing program  requirements.
However, our recommendation took into consideration both the
hitorical aspects of the program and the effects FHA’S new
recertification process hes had on improving the integrity of the
program. As discussed in the finding, historicaly, the program
has not served in any sgnificant manner to reduce the price of
properties for the benefit of low and moderate income
homebuyers.

Our andysis of the new approva and recertification processes
identified dgnificant wesknesses that leave the program
vulnerable to fraud and abuse and bring into question both the
independence of those nonprafits remaining in the program and
the actud beneficiaries of ther activities. Additiondly, it should
be noted that although FHA has suspended or removed 16 of
the 19 nonprofit organizations we reviewed, this action, in 13 of
the 16 ingances, was not taken until after OIG provided
information to the HOC's regarding concerns we had with the
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nonprofits  activities.  Further, 10 of the 16 nonprofit
organizations were agpproved under the new recertification
requirements of Mortgagee Letter 00-08. This demonstrates
the agpprovad/recertification process even under the new
requirements is flawed dlowing profit-motivated entities into the
program to the detriment of low and moderate income
homebuyers. Accordingly, we believe the program should be
suspended until an in-depth anadlysis of the program can be
made, induding a determination as to its viability and a re-
evauation of the independence of those nonprofit organizations
dill in the program.

FHA dso provided individud responses to each of the
recommendations included in our draft report. In many
instances, FHA agreed with our recommendations and stated
that corrective actions were in the process of being
implemented or would be implemented as soon as possble.
However in other ingdances, FHA disagreed with our
recommendations or believed actions had dready been taken.
Specific areas of disagreement are discussed below.

FHA believed it was not appropriate to chalenge or question a
nonprofit’s expanson of its misson beyond that which was set
out in its origind 501(c)(3) application, these changes do occur
over time, and it is the responghility of IRS to monitor such
changes. FHA further felt that requiring face-to-face interviews
with nonprofit goplicants would invite criticism and dams of
discrimination againgt nonprofit organizations and it would be
costly to both the nonprofit organizations and HUD. FHA dso
indicated that, rather than conducting a physica inspection of
nonprofit organizations facilities as recommended, it will require
submission of photographs and floor plans of the facilities. With
respect to public records examinations, FHA dated such
reviews of nonprofit organizations and their employees,
directors, and officers are currently being done. Findly, FHA
dated it recognizes the importance of daff training and has
conducted ongoing training of its $aff over the last year and will
continue to provide daff training on al aspects of program
oversght.

The purpose of requesting original 501(c)(3) applications is not
to challenge a nonprofit’s expangon of its misson but to assist
in obtaining a clear picture of its operations. Such, information
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is needed in order to determine whether the nonprofit
organization is cgpable of, and geared towards, carrying out its
planned affordable housng programs. The same purpose
gpplies to requiring face-to-face interviews with new nonprofit
gpplicants and physcd inspections of ther facilities. During our
reviews, we found that in many instances the nonprofits
discount sales programs were under the control of outside
parties or the nonprofits had been formed by profit motivated
individuals to take advantage of the discount sdes program.

Had the above-mentioned actions been taken prior to the
nonprofits  approval, FHA could have determined that the
programs would be controlled by profit motivated entities and
individuals. However, we do understand that face-to-face
interviews and Site ingpections are not necessary in al instances.
Accordingly, we have changed our recommendation to require
such actions be taken on a case-by-case basis.

In relation to staff use of public records during the approval and
recertification process, we noted some saff in some instances
makes such reviews. However, there was no consistent review
of public records. Further, aff in many instances did not know
how to use the available resources in an effective manner.
Accordingly, guideines and ingtructions need to be ingtituted to
asss in the use of public records. Also, saff need to be
provided training to assist them in the use of these sources.

FHA dated M&M contractors smply determine whether
required property repairs are likely to be more or less than
$5,000 and do not obtain atrue etimate of al needed repairs.
Accordingly, it would not be appropriate to compare the M&M
repair cost estimates to the cost of nonprofit claimed repairs to
asess reasonableness. Additionally, FHA stated that effective
August 1, 1999, it ceased obtaining “as repared’” property
vaues and accordingly does not have the information available
to compare a property’ s as repared vaue to the nonprofit's
ultimate saes price to test for reasonableness. It dso dated
daff spends a dgnificant amount of time ensuring the 110
percent net development cost is adhered to. This includes
obtaning and reviewing rehabilitation invoicess, HUD-1
seitlement statements, and other documentetion to determine
whether clamed development costs are digible and legitimate.
Once obtained this information is input into an automated
caculator to determine the maximum resale price. FHA agreed
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public records checks of nonprofits and therr principles,
redltors, rehabilitation contractors, and lenders should be made.
However, it fet that Saff are currently making these searches to
ensure that no inappropriate identity of interest relationships
exist amongst their principals or associated entities. FHA dso
dated it recently provided training to its saff on the review of
annua reports and bi-annud recertifications and it will continue
to provide ongoing training.

We disagree with FHA'’s statement that M&M  contractors
amply determine whether repars will or will not exceed
$5,000. Under the terms of their contracts, the M&M
contractors (through the appraisa process) are required to
provide alist of needed FHA Minimum Property Requirements
repairs and an edimated cost or a summary listing of generd
categories or areas of repair along with a genera cost estimate
for dl properties. For properties in revitdization areas with
estimated repairs of $5,000 or more, the M&M contractors are
required to provide a detailed listing of required repairs dong
with cost edimates. Accordingly, FHA should use this
information as a genera guide to determine the reasonableness
of nonprofits clamed repair codts. We agree, that effective in
August 2000 (not August 1999), FHA ceased obtaining as-
repaired values on properties in its inventory. However, in
order to provide needed management information relating to its
property sdes, FHA should dart obtaining this information
agan. This could be used to monitor the reasonableness of
nonprofits resae prices of properties they purchase under the
discount sales program.

In relation to FHA’s statement that it obtains and reviews
nonprofits rehabilitation invoices, this is not done, nor would it
be practicable. FHA's cdam that staff uses an automated
cdculator to determine maximum resde price dso is not
completely accurate. We found staff at three of the HOCs
were not using this caculator nor were they adequately trained
initsuse. The lack of training and consgtency in reviews, as
previoudy discussed in relaion to the initid approva process, is
adso a problem affecting gaff’s use or falure to use available
public records when reviewing annua reports.

FHA agreed that sanctions should be taken against nonprofit
organizations that abuse the program and its current practice
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includes pursuing dl feasble adminidrative actions to pendize
abusve nonprofits and prohibit them from participating in the
program. In relaion to the return of excess profits, FHA stated
it is in the process of ising guidance to mortgagees and
nonprofits on the caculation of development costs and this
guidance will inform the nonprofits they will be required to
return excess profits to FHA. However, it fdt it has no
authority to require retroactive reimbursement of excess profits.
FHA dated Mortgagee Letter 97-5 cited in our report is only
gpplicable to lenders who are responsible for the mortgage on
both the purchase and resale of a discount property. During the
exit conference, FHA did agree to obtain a lega opinion as to
whether it has the authority to require retroactive reimbursement
of excess profits.

We found FHA was not activdy identifying and taking
adminidraive sanctions againg organizations and individuals
who abused the discount sdes program.  Accordingly,
guidelines and procedures need to be developed to ensure
adminidrative sanctions are taken againg individuas and entities
when egregious program abuse is identified. We do not agree
with FHA’s clam it has no authority to pursue nonprofit
organizations for retroactive reimbursement of excess profits.

As discussed in the finding, nonprofit organizations that
purchase properties at a 30 percent discount sign a Land Use
Redriction Addendum (LURA) tha specificdly limits the
maximum sales price of such properties. If this restriction were
violated, it would give HUD recourse to pursue recovery of the
excess profits and use them to buydown the affected low and
moderate income homebuyer’s mortgage. Further, we do not
understand how a lender can be responsible for requiring a
buydown of a mortgage when excess sdes prices are identified,
but FHA is not responsible when it identifies excessive profits.
It should be noted the homebuyer is the one who is affected by
the excessive sdes prices and FHA's fallure to take action to
recover these funds for the homebuyer not only is an abrogation
of responghility, but dso could leave FHA subject to legd
action.

FHA believed the 10 percent saes program serves severd
important  purposes induding a commitment by nonprofit
organizations to provide an affordable housing program as part
of its renvesment in the community it serves. This commitment
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in FHA’s judgment is worth a 10 percent discount because
these other factors add additiona vaue to aHUD home sale.

For HUD properties, where limited or no repairs are required,
we do not understand what additional vaue is added by
introducing a middleman (nonprofit) into the sdes process. As
discussed in the finding, this process serves to unnecessarily
increase the resale price of such properties to the detriment of
both HUD and the homebuyer. Accordingly, without any
information to support the benefits of such a palicy, this policy
should be terminated.

Recommendations

2002-SF-0001

We recommend the discount sales program be suspended until
areview of the program can be made to determine whether it is
a viable program or whether it should be discontinued. If it is
determined that the program should be continued, appropriate
controls to guard againgt fraud and abuse must be implemented.
These controls should, a aminimum, address.

1A.  Improving theinitid gpprova processto require:

Submission and review of nonprofit organizations
origind 501(c)(3) applications to ensure ther
ongoing mission is compatible with the discount
sales program;

Face to face interviews, on a case by case bagis,
with nonprofit organization principas to obtain a
clear undergtanding of their proposed program,;

Physicd ingpections of the nonprofit organizations
fadlities

Appropriate public records checks of involved
entities and individuds to identify any potentiad
identities of interest or previous activities which
could adversdly affect the nonprofit organizations
programs,
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Government  organizations submit the same
information as other nonprofit  organizations
induding aviable affordable housing plan; and

Staff be provided gppropriate training to assst in
the review of nonprofit organization gpplications.

1B.  Strengthen the monitoring process by:

Devdoping a dructured method to identify
potentidly problem nonprofit organizations for o+

gte review and specific procedures to be used

Exit when conducting on-site reviews,

Requiring nonprofit organizations to submit, as part
of their annud reports, information on redtors,
lenders, and rehabilitation contractors used;

Comparing, as part of the annua review process,
cost of rehabilitation clamed to estimated repair
costs identified by HUD'sM & M contractors and
following up on sgnificant cost differences;

Comparing nonprofit organizations property resde
prices to HUD’s established as repaired property
vaues and following up when the organizations
conggently resdl the properties for sgnificantly
higher prices;

Conducting public records checks on nonprofit
organizations principads and involved rehabilitation
contractors, reators and lenders;

Adopting methods to provide consistency between
the HOCs in the determination of net development
costs and corresponding profits on  nonprofits
property resdes; and

Providing detailed training to staff on procedures to

be used when performing reviews of annua reports
and biannua recertifications.
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Edablish specific procedures to ensure, when
appropriate, individuas and organizations which abuse
the program are sanctioned and excess profits are
returned. Additiondly, take action to seek
reimbursement of excess profits from those nonprofit
organizations which have previoudy been identified
during the monitoring and recertification process and
take adminidrative actions againg those organizations
and individuas who were previoudy identified as having
violated program requirements.

Revise requirements to specificaly require properties
sold to nonprofit organizations a a discount of 15
percent or less be sold to low and moderate income
homebuyers a& no more than 110 percent of net
devel opment cost.

Change requirements to require that when an owner-
occupant submits a bid higher than the nonprofits net
bid after ther discount, the owner-occupant
homebuyer be awarded the property.

Re-evauate the necessity and effectiveness of the 10
percent discount sales program for properties which
require little or no repairs, and without any information
to support the benefits of such a program, discontinue
it.
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There Were Inadequate Controls Over The
Approva Of Revitalization Areas And Over The
Eligibility Of Deep Discount Property Sales

Controls over the establishment of revitalization areas did not ensure approved areas met
applicable requirements and standards. Consequently, areas were approved as revitalization
areas, which were not economically distressed and did not meet the intent of enabling
legidation. This resulted in the sale of HUD properties at a 30 percent discount (deep
discount) in areas not eligible for deep discount pricing. We attributed this deficiency to the
HOCs failure to adequately review and document revitalization areas in accordance with
outstanding instructions.  Additionally, the Santa Ana and Atlanta HOCs® did not ensure
propertieslisted and sold at 30 percent discounts were actually located in revitalization ar eas,
or had received appropriate waivers. We determined at least 122 properties were sold at 30
percent discounts when they should have been sold at 10 percent discounts. The excessive
discounts on these salesresulted in at least $1.9 million in lost sales proceeds. We attributed
thisdeficiency to HUD and itsM& M Contractors failureto implement adequate controls.

Notice H 94-74 Revisons to Single Family Property
Dispogtion (SFPD) Sdes Procedure, provided that HUD
desgnate certain revitdization aress that were suitable for
aoplying deep discount pricing (30 percent off fair market
vaue) on HUD-owned properties offered without mortgage
insurance. Under this notice, a revitdization area was defined
as.

Program Regquirements

...a heghborhood that has a dgnificant
concentration of vacant properties, including
properties needing extendve repairs that have
been in HUD's inventory at least eight months,
exhibits other characterisics of economic
digtress, and has been targeted by the locdity
for edablishing affordaéble housng and
providing adequate supportive services.

Notice H 00-16 Revitdizaion Area Evdudion Criteria Sngle
Family Property Dispostion (which implemented amendments

®We did not review this area at the Philadel phia HOC and so we can not say whether or not this was a problem there.
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to Section 204(h)(3) of the Nationd Housing Act) established
new, more objective standards for evauaing and designating
revitdization areas. This notice, effective in August 2000,
required one or more of the following criteria be met: 1) Very
Low Income Area: The median household income for the area
is less than 60 percent of the median household income for the
metropolitan area or state; 2) High Concentration of Eligible
Assts: A high rate of default or foreclosure for sngle family
mortgages insured under the National Housing Act has resulted,
or may result, in the area having a diproportionately high
concentration of eigible assats or being detrimentaly impacted
by digible assetsin the area; 3) Low Homeownership Rate: The
rate for homeownership of sangle family homes in the area is
subgtantidly beow the rate for homeownership in the
metropolitan area.

This notice dates revitdization areas may include an entire zip
code, however, areas should be more closely defined when
necessary to include census tracts, census places, or even more
targeted street or geographica boundaries. Notice H (0-16
further requires HOC Directors continudly monitor M&M
property lisings to ensure revitdization area properties are
properly listed and sold, and the HOCs maintain substantiating
documentation to support the designation of revitaization aress.

We examined 21 revitdization areas established under the
Establishment And Review Santa Ana HOC's jurisdiction and five established under the
Of Revitdization Arees Denver HOC's jurisdiction’. Eighteen of the Santa Ana HOC
areas were established prior to, and three after, the issuance of
Notice H 00-16. We found that portions or dl of nine of the
elghteen areas established prior to the issuance of Notice H 00-
16 did not meet exigting requirements. Further, documentation
supporting al 18 areas designation as revitdization areas had
not been maintained by the HOC. We found the three areas
established after issuance of Notice H 00-16 were digible and
their digibility fully documented in the HOC sfiles. In rdation to
the five Denver HOC areas, we found four of the areas met
current requirements.  We could not determine whether the
other area was edtablished in accordance with existing

"The eligibility of revitalization areas at the Philadelphia and Atlanta HOCs was not reviewed as part of this audit.
However, revitalization areas at these two HOCs were addressed as part of our recent review of the Officer/Teacher
Next Door Program (Audit Report Number 2001-A T-0001). Similar problems with the establishment of revitalization
areas were identified in this report.
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requirements because the file was missng. However, the ared's
designation as arevitalization area has been removed.

Due to a lack of documentation, we could not determine the
bass used to initidly set up the 18 previoudy established
revitdization arees we sdected a the Santa Ana HOC.
However, based upon our review of information obtained from
other sources, we determined 23 of 45 census tracks in nine of
the 18 areas did not meet the requirements for desgnation as
revitalization areas. In some ingtances, the areas did not even
come close to meeting existing requirements. For example, one
revitaization area in Las Vegas, conssting of six census tracks:
had income averaging 101 percent of the median income for the
area (ranging from 93 percent to 122 percent) versus the
igibility sandard of 60 percent; and the single family
homeownership rate averaged 76 percent (ranging from 67
percent to 84 percent) versus the average homeownership rate
for the entire geographic area of 62 percent. Based upon our
review of revitdization areas established prior to issuance of
Notice H 00-16, it is apparent the Santa Ana HOC needs to
re-evaude exising revitdization areas to ensure they meet
current requirements.

We dso noted inconsstencies and alack of guidance relaing to
the determination of the single family homeownership rate and
whether the rate of the proposed revitdization area is
“aubgantidly bdow” the rate for the metropolitan area
Specifically, we noted the Santa Ana HOC and the Philadelphia
HOC were cdculating the homeownership rate incorrectly.
Both HOCs computed the single family homeownership rate
using the totd number of owner occupied units divided by the
tota number of housing units, which includes both sngle family
and multifamily units. The HOCs' indusion of multifamily units
resulted in a lower caculated homeownership rate than the
correct cdeulation usng only sngle family units. For example,
in one indance in Las Vegas, the homeownership rate went
from 22 percent to 65 percent when multifamily units were
taken out of the caculation. HUD Headquarter’s REO, Good
Neighbor Program staff agreed that multifamily units should not
be indluded in the cdculaion of a sngle family homeownership
rate when evauaing revitdization aress as this could result in
the inappropriate designation of revitdization areas that do not
meset the intent of the program. Additiondly, we noted thereis

Page 38



Exit

Finding 2

HUD Deep Discount
Properties Sold Outside
Desgnated Revitdization
Areas

no guidance on what represents a single family homeownership
rate which is “subgtantialy below” the homeownership rate for
the metropolitan area.  In our opinion, the HOCs should be
provided appropriate guidance so that they are consigtent in
thelr determinations.

We compared lists of 30 percent discount REO sales to
nonprofit organizations (for the Santa Ana HOC with closing
dates between January 1998 and April 2001, and for the
Atlanta HOC with closing dates between January 1997 and
May 2001), to aligt of revitalization area zip codes in effect at
the time the sdles occurred®. We found 54 deep discount
properties that were ingppropriately sold outsde revitdization
areas during the period a the Santa Ana HOC and 68 at the
Atlanta HOC for atota of 122 inappropriate sles. Forty-one
of these cases were sdes directly from HUD prior to the
effective date of the HOCS M&M contracts. The tota
estimated dollar amount of excess discounts for these properties
was $863,166. Eighty-one of the cases were sdes by HUD'’s
M&M contractors. Thetota estimated dollar amount of excess
discounts for these properties was $1,060,883°. Both the
Santa Ana and Atlanta HOCs have initiated actions to seek
recovery of lost proceeds from the M&M contractors for these
properties sold with excessve discounts.

The ingppropriate deep discounts offered on sales directly from
HUD, prior to the M&M contracts, were the result of errors
made by HUD saff. The ingppropriate sdes from the Santa
Ana and Atlanta HOCs M&M contractors were the result of
the contractors erors, a the Atlanta HOC, and
communication errors between the HOC and its M&M
contractors. These errors went undetected by the HOCs and
M&M contractors due to a falure to establish adequate
controls to monitor these sdes to ensure they occurred within
appropriate areas. According to Santa Ana HOC taff, routine
monitoring reviews were conducted on a sample of M&M

8 Some designated revitalization areas only include a portion of azip code. Our test for sales outside revitalization
areas did not differentiate between “partial” or full zip codes. Properties sold within any portion of partial zip codes
were considered within the revitalization area, whether they were within the designated portion of the zip code or not.
Therefore, the actual number of properties sold at a 30 percent discount outside revitalization areas was likely higher

than the number found by our test.

® Based on 20 percent of the Bid Amount for each property. Thisisequal to the difference between the 10 percent
discount the property was likely eligible for and the 30 percent discount that was inappropriately given.
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contractor saes, however, these reviews did not verify that 30
percent discount saes were within designated revitdization
areas. HOC gaff adso stated they conducted some monitoring
of the M&M contractors internet property listings. However,
we found this control was not effective for detecting any of the
ingppropriate sales. The Santa AnaHOC s M&M contractors
aso had some limited controls, but these were not sufficient to
prevent or detect the excessive discounts. The Atlanta HOC
did not gtat monitoring property liings, to ensure that
properties listed at deep discounts were in revitdization arees,
until January 2001.

Sata Ana HOC daff dated they will implement new
procedures to ensure properties sold at a 30 percent discount
are within designated revitdization areas such as additiond
verification of M&M contractor property ligtings and checking
for inappropriate sdes during the routine reviews of M&M
contractor case files. Additionaly, HUD Headquarters has
contracted for new computer software designed to more
accuratdy and efficiently determine if properties are within
revitdization arees. The M&M contractors dated they adso
have implemented new controls to ensure deep discounts are
only given in revitdization arees.

A recent HUD Office of Inspector Generd audit report related
to HUD’ s Officer/Teacher Next Door Program issued June 29,
2001 (Audit Report Number 2001-AT-0001) found smilar
problems with discount sdes outsde revitdization areas and
revitdization aress that do not qudify. In response to this
report, HUD agreed to teke corrective actions that should
resolve some of the deficiencies noted in our audit of HUD’s
nonprofit discount sales program. The recent HUD OIG report
recommended that HUD: 1) establish management controls to
ensure that al HOCs monitor properties as they are listed and
as sles are closad to ensure that they are within revitaization
aess 2) edablish minimum sandards for evauating and
documenting revitdization areas and 3) review existing
revitalization areas to ensure the boundaries are adequately
defined and the areas qudify under present directives. Since
HUD has dready agreed to these recommendations, they will
not be restated in this report. The recommendations below are
additional steps necessary to correct the deficiencies found
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FHA agreed to provide ingtructions to the HOCs rdlating to the
computation of the single family homeownership rates for
proposed revitdization aress. However, FHA daed an
overall homeownership rather then a dnge family
homeownership rate should be used as a measure to evauate
revitdization areas. FHA fdt that this cdculation, which would
effectivdy indude multifamily units would satidy the
requirements of Housing Notice H 00-16.

OIG Evauation of
Auditee Comments

In our gpinion, FHA’s intended method for computation of the
homeownership rate for proposed revitdization aress is not
congstent with Housing Notice H 00-16 and Section 602 of the
HUD 1999 Appropriations Act which date the “rate for
homeownership of single family homes’ (emphasis added)
should be used. Housing Notice H 00-16 indicates the overal
owner occupancy rate may be conddered as supplementa
information, however revitdization areas should be documented
based on the “ single family homeowner ship rate’” (emphasis
added).

Additiondly, an overall homeownership rate, in our opinion, is
not a relidble measure as it could result in the designation of
inappropriate revitaization areas. For example, a neighborhood
consgting of newer homes and a luxury gpartment complex
could qudify as a revitdization area smply based on the
proportion of gpartment units to single family homes. We do
not believe the intent of the enabling legidation is to desgnate
such aress as revitalization aress.

FHA’s response did not address our recommendation that
guidelines be provided to the HOCs on what conditutes
“subgantidly beow” when used in andyzing sngle family
homeownership rates. This guidance is important to ensure the
HOC' s are consstent in their determinations.
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2A.  Provide indructions to the HOCs rdating to the
computation of the sngle family homeownership rate for
proposed revitdization areas including the excluson of
multifamily units from the computation and guiddines on
what condtitutes * subgtantialy below.”

2B.  Implement controls to periodicaly test for sdes outsde

_ revitaization area zip codes by matching the zip codes
=it for all 30 percent sales during the period against the list

of current revitdization area zip codes.
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Management Controls

In planning and performing our audit, we obtained an understanding of the management
controls applicable to nonprofit participation in single family programs relevant to our audit.
Management is responsible for establishing effective management controls. M anagement
controls, in the broadest sense, include the plan of organization, methods, and procedures
adopted by management to ensure its goals are met. Management controls include the
processes for planning, organizing, directing, and controlling program operations. They
include syssems for measuring, reporting, and monitoring program performance.

|
We determined the following management controls were
Relevant Management relevant to our audit objectives:
Controls

Program Support Division initid gpprova process,
Recertification process,

Annua report review process,

Revitalization area approva process,

Ongoing monitoring processes, and

Enforcement action processes.

We evaduated each management control listed above through
the following audit procedures:

Interviews with sngle family staff and HUD contractors,

Reviews of dngle family files and other records
maintained by HUD staff and/or HUD contractors,

Evduations of HUD edablished policies and
procedures for gpproving, monitoring and enforcing
nonprofit participation in single family programs, as
compared with actual policies and procedures followed.

= A dgnificant weskness exigts if management controls do not
Significant Weeknesses give reasonable assurance that resource use is consistent with

laws, regulations, and policies, resources are safeguarded
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agang waste, loss, and misuse; and relidble data is obtained
and maintained, and fairly disclosed in reports. Based on our
audit, we identified the following significant wesknesses:

Current controls over nonprofit organizations do not
ensure the benefits of discount sales are passed on to
low and moderate income homebuyers (Finding 1).

Current controls do not ensure nonprofit organizations
are legitimate and not operating under the control of
other parties (Finding 1).

Current controls do not ensure nonprofit organizations
have the adminidrative cepacity to cary out a
rehabilitation and sales program (Finding 1).

Current controls do not ensure nonprofit organizations
participating in the program are adhering to program
guiddines and requirements (Finding 1).

Current controls are not adequate to ensure 30%
discount sdes are within designated revitaization areas
(Finding 2).

Current controls ae not adequate to ensure
revitdization areas meet program guiddines and
requirements (Finding 2).

Current controls are not adequate to ensure appropriate
adminidrative sanctions are teken agang nonprofit
organizations that abuse the program (Finding 1).
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Follow Up On Prior Audits

Thiswastheinitial audit of nonprofit participation in HUD single family programs, specifically
focused on HUD’ sdiscount sales program. However, past audit reportsissued by the Office
of Inspector General, related to other HUD single family housing programs, have addr essed

similar issues detailed in thisreport.

HUD'’s Section 203(k)
Rehabilitation Mortgage

Insurance Program (97-AT-
121_NNN1\

On February 6, 1997, we issued an audit of HUD’s Section
203(k) Rehabilitation Mortgage Insurance Program as it
pertained to investor and nonprofit borrowers (97-AT-121-
0001). The report concluded that 203(k) loans made to
nonprofit borrowers condtituted an unreasonable risk. The
report identified indications of program abuse such as:

1 Land sde schemes intended to turn quick profits
between identity-of-interest parties.

2. Refinance schemes intended to provide quick profits.

3. Rehabilitation work not completed or improperly
performed.

4. Properties overva ued.
5. Profits to nonprofit organizations.

6. Rehabilitation loans made on properties that needed
only minor maintenance.

7. Ineligible and unsupported fees.

Our current audit found smilar indications of program abuse by
nonprofit organizations participating in HUD’s discount sales
program.

We made severd recommendations in the February 6, 1997
audit report, including recommendations for the Office of
Housing to establish a timetable to monitor the effectiveness of
the new procedures for HUD approval of nonprofit borrowers,
for lender review of the nonprofit borrowers financia capecity,
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Nationwide Audit Results
on the Office/Teacher Next
Door Program (2001-AT-

NnNN1
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and for a decison by HUD whether to alow nonprofits to
continue to participate in the program.

To date, HUD has not adequatedly addressed the
recommendations stated above. Therefore, we are
readdressing the recommendations as they pertain to nonprofit
paticipation in dl dngle family programs, with emphass on
HUD’ s discount sales program. The Department needs to take
appropriate corrective actions detaled in this report to
effectively address on-going problems pertaining to nonprofit
participation in sngle family programs.

On June 29, 2001, we issued an audit report on HUD’s
Officer/Teacher Next Door Program (2001-AT-0001). Within
one of five audit report findings, we reported homes were sold
outsde of designated revitdization areas and attributed the
causes to (1) HUD not effectivdy monitoring its M&M
contractors, and (2) HUD not effectively communicating the
revitdization areas to its M&M contractors. The finding further
reported revitalization area boundaries were not adequately
documented, HOCs used sgnificantly different data sources to
gpprove revitaization area requests, and certain homes did not
appear to be in distressed communities.

Our current audit found sdmilar problems with HUD’s
procedures over the designation and continua monitoring of
revitdization areas as they relae to HUD's discount saes

program.

We made three recommendations in the June 29, 2001 audit
report relaing to establishment of revitdization areas and the
sde of deep discount properties. The three recommendations
were addressed D the Deputy Assistant Secretary of Single
Family Housing, and were asfollows. (1) establish management
controls to ensure dl HOCs monitor properties as they are
lisgted and as sdes are closed to ensure they are within
revitdlization areas (2) establish minimum gsandards for
evaduating and documenting designated revitdization aress to
ensure condstency among the HOCs, and (3) review existing
revitlization areas to ensure the boundaries are adequately
defined and the areas qudify under present directives.
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Single Family Housng subsequently agreed to dl three
recommendations, so we did not restate the same
recommendations in this report. However, we did add two
additional recommendations in this report necessary to correct
the deficiencies found during our audit of HUD’s nonprofit
discount sales program. HUD needs to take the appropriate
corrective actions detailed in this report to effectively address
on-going problems pertaining to the designation and continua
monitoring of revitaization arees.
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DFFICE OF THE ASSISTANT SECRETARY
FOR HOUSING-FERERAL HOWSIMNG COMMISSIONER

MEMORANDUM FDR‘:Z\ﬁmi Y. Lee, District Inspector General for Audit, 9AGA

ol B W tte

FRO? - ohn C. Weicher, Assistant Secretary for Housing-

Federal Housing Commissioner, H
Exit
SUBJECT: FHA Response to Office of Inspector General (OlG) Internal Audit of
] Monprofit Organizations’ Participation in HUD's Single Family Programs

Thank you for the opportunity to review and comment on your draft audit report
on Nonprofit Organizations’ Participation in FHA Single Family Programs. The report
recommends that the nonprofit discount sales program be suspended until a review can be
made to determine the program’s viability,

We agree that a review of the program is warranted, and we will procure the
services of a contractor to evaluate the program. This evaluation will help us determine
whether a suspension of the program is appropriate. Until we have made that
determination, we will continue our efforts to improve the program.  As part of those
improvements, we will incorporate some of the recommendations outlined in your report.
Please see Attachment A for FHAs response to each of your recommendations.

We feel this review is necessary in order 1o take account of HULDY s recent
recertification of all nonprofits doing business with FHA's Office of Single Family
Housing. In the course of this recertification, six of the nineteen nonprofits included in
OIG’s analysis were not recertified. Moreover, another six were removed from the
program subsequent to their recertification. and four are pending removal. We believe an
analysis of the performance of the remaining 573 nonprofits (lotal as of 09/01/01) is
desirable before reaching a decision on the continuation of nonprofit participation.

Please see Attachment B for a status report on the nineteen nonprofits reviewed in your
report.

If you have any questions regarding this response, please contact Vance T.
Morris, Director, Office of Single Family Program Development, at (202} 708-2121.

Attachment
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Attachment A

FHA’s Response to Recommendations

Summary Recommendation by the OIG:

FHA should suspend the discount sales program until a review of the
program can be made to determine whether it is a viable program or whether it
should be discontinued. If it is determined that the program should be continued,
appropriate controls to guard against fraud and abuse must be implemented.

FHA has not determined whether suspension of the discount sales program is
appropriate as this time. During FY 2002, FHA will procure the services of a contractor
to engage in a more systematic and comprehensive evaluation of the Direct Sales
program, FHA has responded to the OIGs other specific recommendations below,

1A: Improve Initial Approval Process

This recommendation has six subparts. FHA will respond in order of the
subparts.

Subpart 1: FHA should improve the initial approval process to require:
submission and review of nonprofit organizations® original 501(c)(3) applications to
ensure that their ongoing mission is compatible with the discount sales program,.

FHA is not in a position to challenge a nonprofit’s expansion of its mission
beyond that articulated in its original 507(c)3) application. Nonprofits do change their
functions over time and FHA has no authority to question such action, since FHA does
not provide the original tax-exempt status, nor prohibit any medifications o the mission.
The IRS has jurisdiction over this type of activity. Monprofits must notify the IRS if
there are substantial and material changes in the nonprofit’s character, purposes, or
methods of operation [IRS Reg. 1.501 {a)-1(a} 2}, 601.200(n)(3ii)]. Inanew
maortgagee letier that will be published in the first quarter of FY 2002, FHA will require
that nonprofits certify their compliance with the [RS regulations.

Subpart 2: FHA should improve the initial approval process te require:
face-to-face interviews with nonprofit organization principals to obtain a clear
understanding of their proposed program

FHA does not conduct face-to-face interviews with applicants in any Single
Family program and believes thai imposing such a requirement would invite criticism
that FHA was discriminating against nonprofits. It would also place a high financial
burden on both the Department and the participating entity. FHA now requires
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nonprofits to submit a number of documents to explain their affordable housing plan,
demonstrate administrative and financial capacity, and prove that no conflicts of interest
exist.

Subpart 3: FHA should improve the initial approval process to require:
physical inspections of the nonprofit organizations® facilities.

FHA will change the nonprofit approval process to make it similar to the process
for approving lenders to do business with FHA, We will require that photographs and
floor plans of the agency’s facility be submitted with the application. The floor plans
must show that the nonprofit has enough space for its employees and for maintaining files
in accordance with our record-keeping requirements, In addition, we will clearly state
that the nonprofit must have a business mailing address and not a post office box.

Subpart 4: FHA should improve the initial approval process to require:
appropriate public records checks of involved entities and individuals to identify
any potential identities of interest or previous activities that could adversely affect
the nonprofit organizations” programs.

FHA believes that current practices are consistent with this recommendation.
FHA staff use several data sources to research the relationships between members of the
nonprofit and personnel from for-profit entities. In particular, reviewers look for
connections betwesn the nonprofit and for-profit businesses that employ or are owned by
key staff, directors, or officers of the nonprofits. Also, staff rescarches professional
relationships via various automated technologies such as ChoicePoint, States” web sites
for license information, County recorder web sites, and the Guidestar website, which
contains information on nonprofit organizations” operations and finances. In addition,
stall have compiled a database that lists the names of individuals and entities working
with FHA-approved nonprofits. FHA staff will access this database to research potential
conflicts of interest between for-profit groups and nonprofits, i

Subpart 5: FHA should improve the inifial approval process to require:
government organizations to submit the same information as other nonprofit
organizations including a viable affordable housing plan.

FHA believes that the nonprofit approval process is not appropriate for
governmental entities, because a number of the records and documents FHA requires
from nonprofits are simply not available for municipalities. However, FHA is in the
process of establishing an approval process suitable for povernment entities. This
process will be different from the nonprofit process, but will have a similar intent — to
evaluate the capacity of the governmental entity to carry out its affordable housing plan.
The process will be completed during FY 2002,
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Subpart 6: FHA should improve the initial approval process to require: staff
to be provided with appropriate training to assist in the review of nonprofit
organization applications.

FHA agrees that training staff is critical to the success of the program. FHA has
conducted ongeing nonprofit oversight and monitoring training for staf¥ since the
nonprofit recertification effort began in March 2000. Training included weekly
conference calls, one-on-one training by program managers and interactive satellite
(PicTel) training. Most recently, in August 2001, FHA staff from headquarters and
all four Homeownership Centers (HOCs) participated in a comprehensive training held
in Washington, DC. The training covered the application process, the annual report
review process, assessing financial and administrative capacity, determining low-income
status and calculating net development costs, conducting desk reviews, and on-site
moenitoring procedures. OIG Senior Auditor, Clyde Granderson spoke at the training, and
discussed with Program Support staff tools that can be used to aid in identifying and
prohibiting nonprofits that have conflicts of interest from participating in FHA programs.
Mr, Granderson provided staff with website information and techniques they can utilize
to better identify potential problems, FHA intends to continue training stall on all

aspects of program oversight.
1B. Strengthen Monitoring Process

This recommendation has seven subparts. FHA will respond in order of the
subparts.

Subpart 1: FHA should strengthen the monitoring process by: developing a
structured method to identify potentially problem nonprofit organizations for on-
site review and specific procedures to be used when conducting on-site reviews.

FHA 15 in the process of securing a business support contract to assist FHA in
implementing this recommendation. FHA expects to implement this recommendation
during FY 2002.

Subpart 2: FHA should strengthen the monitoring process by: requiring
nonprofit organizations to submit, as part of their annual reports, information on
realtors, lenders, and rehahilitation contractors used.

FHA will update its annual report instructions for nonprofits, requiring the
submission of information on the realtors, lenders, and rehabilitation contractors used.
StafT will conduct background and public records checks on all of these business partners.
This change will be implemented during FY 2002,

Subpart 3: FHA should strengthen the monitoring process by: comparing,
as part of the annual review process, cost of rehabilitation claimed to estimated
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repair costs identified by HUD's M & M contractors and following up on significant
differences.

The rehabilitation costs identified by the M&M contractors are not appropriate for
this purpose. The contractors simply determine whether the repairs are likely to be over
or under 35,000 so that the property is properly listed as eligible for normal FHA-insured
financing {generally 203(b)) or only eligible with a 203(k). Since the M&M docs not get
a true "as repaired” estimate, it would not be appropriate for FHA to compare the M&M
figure to the eventual repair costs to assess the reasonableness of the rehabilitation costs.

Subpart 4: FHA should strengthen the monitoring process by comparing
nonprofit organizations’ property resale prices to HUD's established as repaired
property values and following up when the organizations consistently resell the
properties for significantly higher prices.

FHA no longer captures an “as repaired” property value. Mortgagee Letter 99-18,
issued on June 28, 1999, announced the new Appraisal Handbook, 4150.2, Valuation
Analysis for Home Mortgage Insurance for Single Family One-to-Four Unit Dwellings.
The new appraisal guidelines were effective on August 1, 1999, Because the M&M
contracts require the use of FHA-approved appraisers and compliance with standard
guidelines, the appraisals obtained by the M&M contractors are required to adhere to
current Departmental requirements.  As a result, capturing the “as repaired” value was
discontinued on August 1. 1999, After that date, appraisals included the “over or under
55,0007 estimate described above, purely for the purpose of identifying properties
eligible for FHA-insured financing.

Staff do spend a great deal of time reviewing nonprofits” annual reports to ensure
compliance with the 110%% net development cost limitation. Nonprofits must submit all
invoices associated with rehabilitation, as well as HUD-1 settlement statements for the
purchase and resale of the properties and other documentation to prove the development
costs are both eligible and legitimate, StadT input the documented information into an
automated caleulator, which generates a figure for the maximum resale amount for which
the nonprofit can resell the property.

Subpart 5: FHA should strengthen the monitoring process by: conducting
public records checks on nonprofit organizations’ principals and involved
rehabilitation contractors, realtors, and lenders.

FHA agrees that staff should conduet public records background checks on the nonprofit
organizations and their principals, on rehabilitation contractors, realtors, and lenders.
Currently, FHA staff use several data sources 1o research the relationship between
members of the nonprofit and personnel from for-profit entities. In particular, reviewers
look for connections between the nonprofit and for-profit businesses that employ or are
owned by key staff, directors, or officers of the nonprofits. Also, staff research
professional relationships via automated technologies such as ChoicePoint, States’ web
sites for license information, County recorder weh sites, and the Guidestar website, which
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contains information on nonprofit organizations' operations and finances, An additional
enhancement is a database that lists the names of individuals and entities working with
FHA-approved nonprofits. FHA staff will access this database to research potential
conflicts of interest between for-profit groups and nonprofits,

FHA will issue additional guidance to lenders and nonprofits describing how
FHA defines and prohibits identity of interest relationships. This guidance will be
included in a mortgagee letter that will be published in the first quarter of FY2002.

Subpart 6: FHA shoold strengthen the monitoring process by: adopting
methods to provide consistency between the HOCs in the determination of net
development costs and corresponding profits on nonprofits’ property resales,

FHA will be issuing guidance to all approved mortgagees and nonprofits on the
calculation of net development costs.  In addition, FHA will require all HOCs to use a
standard automated software program to verify net development costs. This guidance
will be issued during the first quarter of FY 2002,

Subpart 7: FHA should strengthen the monitoring process by: providing
detailed training to staff on procedures to be used when performing reviews of

annual reports and biannual recertifications.

FHA conducted such training in August 2001 and will continue to provide
ongoing training as needed.

1C. Establish Specific Sanction Procedures to Recall Excess Profits

This recommendation has three subparts. FHA will respond in order of the
subparts.

Subpart 1: FHA should establish specific procedures to ensure that, when
appropriate, individuals and organizations that abuse the program are sanctioned
and excess profits are returned.

FHA agrees that abusive nonprofits must be sanctioned. Currently, if a nonprofit
has violated the net development cost limitation, FHA removes the nonprofit's approval
to participate in the program. FHA will be issuing guidance 1o all approved morigagees
and nonprofits on the calculation of net development costs. This guidance will inform
nonprofits that they will be required to return exeess profits to FHA. These instructions
will be issued during the first quarter of FY 2002,

Subpart 2: FHA should establish specific procedures to take action to seek

reimbursement of excess profits from those nonprofit organizations that have
previously been identified during the monitoring and recertification process.
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FHA has no authority to establish this tvpe of retroactive requirement; there are
no regulations nor morigagee letters in effect that state such a requirement. Mortgagee
Letter 97-5, cited by OIG, refers to the responsibilities of the lender to collect excess
profits if the same lender is responsible for the mortgage on the purchase and the resale,
ML 97-5 does not require the nonprofit to pay back excessive profits to FHA.

As mentioned above, FHA has a Mortgagee Letter in clearance that clarifies the
net development cost requirements for the properties purchased at the 30% discount level
and informs nonprofits that they will be required to return excess profits to FHA. This
mortgagee letter will address program risks, as identified by FHA, and will clearly
provide FHA with the ability to institute enforcement measures against nonprofits that
violate resirictions. Onee the new mortgagee letter is published, FHA will begin the new
practice for all agencies approved on or after the ML publication date.

Subpart 3: FHA should establish specific procedures to take administrative
actions against those organizations and individuals who were previously identified
as having violated program regquirements.

FHA believes that this recommendation is consistent with current practice. FHA
will continue to remove nonprofits that have vielated program guidelines and pursue all
feasible administrative actions to penalize abusive nonprofits and prohibit them from
participating in the program.

1 1). Revise Requirements for Shallow Discount Properties

FHA should revise requirements to specifically require that properties sold
to nonprofit organizations at a discount of 15 percent or less be sold to low and
moderate ineome homebuvers at no more than 110 pereent of net development cost.

FHA agrees that properties sold to nonprofits at a discount of 15 ar 10 percent
should be subject to the same limitations as the 30 percent, or “deep discount,”
properties. FHA will issue instructions that will establish these new restrietions, The
martgagee letter will establish a 110 percent net development cost limitation and 115
percent median income resale restriction for the “shallow discount™ properties. Once the
mortgagee letter is issued, all discounted properties will be sold with a land use
restriction addendum attached to the sales contract to institute the restrictions. These
instructions will be issued during the first quarter of FY 2002,

1 E. Change Bid Acceptance Requirements
FHA should change its requirements to require that when an owner-

occupant submits a bid higher than the nonprofits’ net bid after their discount, the
owner-oecupant homebuyer be awarded the property.

FHA eoncurs with this recommendation. Tt should be noted, however, that FHA
does not believe that this change would result in a noticeable increase in instances where
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owner-occupants obtained the property instead of the nonprofit organization. This is due
primarily to the financing/closing cost assistance provided to owner-occupant purchasers,
which lowers their net bid.

In conjunction with sales to individual owner-occupants, the Department may be
requested to pay up to five percent towards their financing and/'or closing costs and up to
six percent towards the sales commission to the successful selling broker. Because HUD
does not generally pay any of these charges in conjunction with nonprofit discount sales,
the net offer from the owner-occupant buyer may be lower than the nonprofit
organization’s offer, although the gross offers were about the same. To further illustrate
this point, the following example is provided:

Listing price is $50,000
Buyer 1 (owner-occupant): Offer price:  $49,000
Finanecing & closing costs (5%): % 2,450

Sales Commission (6%); 5 2940
MNet Offer $43.610
Buyer 2 (nonprofit): Offer Price; $48,500
10% discount: % 4,850
Net Offer: $43,650

While this example does not represent all discounted sales, it does demonstrate
that the nonprofit offer can and at times does result in a higher net return to the
Department.

1F. Re-evaluate 10 Percent Discount Sales Program

FHA should re-evaluate the necessity and effectiveness of the 10 percent
discount sales program for properties that require little or no repairs, and
discontinue the program, if warranted

At present, FHA believes that the 10 percent discount serves several public
purposes. A major component of all of the discount sales programs is the commitment by
the nonprofit erganizations to provide an affordable housing program as part of its
reinvestment into the community it serves, The community investment and affordable
housing component are, in our judgment. worth a 10 percent discount, because these
factors add additional value to a HUD home sale. Moreover, the new morigagee letter
(referred to above) will limit profits and require resales to low- and moderate-income
Families, consistent with the requirements of the deep discount sales.
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2A.  Imstruet HOCs on Caleulation of Homeownership Rate

FHA should provide instructions to the HOCs relating to the computation of
the single family homeownership rate for proposed revitalization areas including the
exclusion of multifamily uniis from the computation and guidelines on what
constitutes “substantially below.”

FHA agrees with this response.  Instructions will be provided to the HOCs
confirming the appropriate method 1o compute this rate,

The 016 report suggests that FHA's caleulation of homeownership rate should be
a single famify homeownership rate. However, the authorizing Act , Section 602 of the
HUD 1999 Appropriations Act, does not define the term “homeownership rate.” The Act
only requires that “low homeownership rate™ be one of the criteria for designation of
revitalization areas,

FHA believes that the use of the overall homeownership rate is a more
appropriate measure to establish revitalization areas. One of the primary objectives of the
30 percent discount sales is to expand homeownership opportunities for families who are
not currently homeowners and who may not be able to purchase homes otherwise.

HUD's Homeownership Centers will be instructed to use the ULS. Bureau of the
Census definition found in the Housing Vacancy Survey (4™ Quarter) 2000 Definitions
and Explanations. The definition says:

Homeownership Rates. The proportion of households that are owners is termed
the “homeownership rate.” It is computed by dividing the number of households that are
owners by the total number of houssholds. The formula is as follows:

Homeownership Rate = Owner Households
Total Cecupied Households

The above caleulation salisfies the requirements of Housing Motice H-00-16.

2B. Implement Controls on Revitalization Areas

FHA should implement controls to periodically test for sales outside
revitalization area zip codes by matching the zip codes for all 30% sales during the
period against the list of current revitalization area zip codes.

FHA agrees that new controls are needed to better ensure that 30 percent
discounted sales do not occur outside of revitalization areas. FHA has developed a
monthly report which is pulled from SAMS that allows HUD to review all discounted
sales to determine 1) that nonprofit organizations are not exceeding their purchase
limitations and 2) that sales to approved nonprofit organizations are oceurring only in the
areas in which they are approved to participate. This report also identifies any sale
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outside of a revitalization arca. This report will be shared with the HOCs and instructions
will be provided to further ensure that discounted sales are actively monitored on a
monthly basis,

With regard to sales outside of revitalization areas, to date, a comprehensive
review has found that HUD s M&M contractors have sold properties outside of
established revitalization areas and we have taken sleps to recover the loss to the
mortgage insurance fund. During the period of your review, HUD sold 15198 properties
in revitalization areas. The Santa Ana HOC has identified 35 property sales outside of
revitalization areas for which the M&M contractors were responsible and has issued
demand letters totaling approximately $1 million. The Atlanta HOC has identified 48
property sales outside of revitalization areas and has issued demand letters totaling
approximately $550,000. Data entry within SAMS by both HUD personnel and Mé&M
contractor staff are related to the additional discrepancies noted in your report. These
errors will be comeeted.

We believe that the revitalization area-mapping project, which is expected 1o be
completed by October 31, 2001, will substantially eliminate any confusion about
revitalization areas. Through this project, Housing will be able to utilize an on-line
service to confirm if any property identified anywhere in the country is inside or outside a
revitalization area. Although all HOCs are presently reviewing approved revitalization
areas on a periodic basis, HUD will issue specific guidelines establishing the timeframes
to complete this review. These guidelines will be issued in a future update to Housing
Motice H-00-16.
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Assgant Secretary for Housing/Federd Housing Commissioner, H, Room 9100

Secretary, S, Room 10000

Deputy Secretary, SD, Room 10100

Chief of Staff, S, Room 10000

Acting Associate General Deputy Assistant Secretary for Adminigration, HR, Room 9138

Acting Assistant Secretary for Congressional and Intergovernmental Relations, J, Room 10120

Deputy Assstant Secretary, Office of Public Affairs, W, Room 10132

Deputy Assistant Secretary for Adminigrative Services, Office of the Executive Secretariat, AX,
Room 10139

Deputy Assstant Secretary for Congressiona and Intergovernmenta Relations, J, Room 10234

Deputy to the Chief of Staff for Policy & Programs, S, Room 10000

Depuity to the Chief of Staff for Operations and Intergovernmental Relaions, S, Room 10000

Specia Counsd to the Secretary, C, Room 10110

Senior Advisor to the Secretary, C, Room 10110

Director, Center for Faith-Based and Community Initiatives, K, Room 10184

Chief Executive Officer for Adminigirative Operations and Management, S, Room 10220

Genera Counsd, C, Room 10110

Deputy Generad Counsdl for Housing Finance and Operations, CA, Room 10240

Genera Deputy Assstant Secretary for Housing, H, Room 9100

Assistant Secretary for Policy Development and Research, R, Room 8100

Assgant Secretary for Community Planning and Development, D, Room 7100

Assstant Deputy Secretary for Field Policy and Management, SDF, Room 7108

President, Office of Government National Mortgage Association, T, Room 6100

Assgtant Secretary for Fair Housing and Equal Opportunity, E, Room 5100

Director, Office of Departmental Equal Employment Opportunity, U, Room 2134

Chief Procurement Officer, N, Room 5184

Assgant Secretary for Public and Indian Housing, P, Room 4100

Director, Office of Departmenta Operations and Coordination, |, Room 2124

Office of the Chief Financid Officer, F, Room 2202

Chief Information Officer, Q, Room P8206

Acting Director, Enforcement Center, V, Suite 200, Portal Building

Acting Director, Red Estate Assessment Center, X, Suite 800, Portal Building

Director, Office of Multifamily Assistance Restructuring, Y, Suite 4000, Portal Building

Assgtant to the Secretary and White House Liaison, S, Room 10000

Press Secretary/Senior Communications Advisor to the Secretary, S, Room 10000

Director, Office of Hedlthy Homes and Lead Hazard Control, L, P3202

Director, Nationd Office of Labor Relations, |, Room 7118

Secretary’ s Representative, 9ES, 16" Floor

Director, Program Support Divison, HUPP, Room 9166

Director, Program Support Division, Santa AnaHOC, 9JHH, Room 500

Director, Program Support Division, Philadephia HOC, 3AHH, 12" Floor
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Director, Program Support Division, Atlanta HOC, 4AHH, 9" Floor

Director, Program Support Division, Denver HOC, 8AHH, 9" Floor

Departmenta Audit Liaison Officer, FM, Room 2206

Housing Audit Liaison Officer, HQC, Room 6232

Specid Assgtant to the FHA Commissioner, H, Room 9100

Deputy Assstant Secretary for Single Family Housing, HU, Room 9282

Specid Assgtant to the Deputy Assstant Secretary for Single Family Housing, HU, Room 9282

Director, HUD Training Academy, ART, Room 2278

Acquistions Librarian, Library, AS, Room 8141

Mr. Armando Facon, Director, Office of Federd Housing Enterprise Oversight, 1700 G Street,
NW, Room 4011, Washington, DC 20552

Ms. Sharon Pinkerton, Senior Advisor, Subcommittee on Crimind Justice, Drug Policy & Human
Resources, B373 Rayburn House Office Building, Washington, DC 20515

Ms. Cindy Fogleman, Subcommittee on Oversight and Investigations, Room 212, O’'Neil House
Office Building, Washington, DC 20515

Mr. Stanley Czerwinski, Associate Director, Housing and Telecommunications Issues, United
States Generd Accounting Office, 441 G Street, NW, Room 2T23, Washington, DC 20548

Mr. Steve Redburn, Chief Housing Branch, Office of Management and Budget, 725 17" Street,

NW, Room 9226, New Executive Office Building, Washington, DC 20503

Mr. Andy Cochran, Senior Counsel, House Committee on Financid Services, 2129 Rayburn House
Office Building, Washington, DC 20515

Ms. Linda Hdliday (52P), Department of Veterans Affairs, Office of Inspector Generd, 810
Vermont Avenue, NW, Washington, DC 20420

Mr. William Withrow (52K C), Department of Veterans Affairs, Office of Ingpector Generd Audit
Operations Division, 1100 Main, Room 1330, Kansas City, Missouri 64105

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

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

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

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